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Investment Rules in Trade Agreements: Top 10 Changes to Build a Pro-Labor,
Pro-Community and Pro-Environment Trans-Pacific Partnership
Summary
The Trans-Pacific Partnership (TPP) offers an opportunity to develop a new model that balances the
interests of private foreign investors with those of labor, environment, and the general public interest.
President Obama and countless members of Congress have campaigned on just such a pledge.
The U.S. government has signed “free trade agreements” (FTAs) or bilateral investment treaties (BITs) with
52 nations that provide sweeping powers to private foreign investors and corporations, but impose no new
social or environmental obligations. As a result, these rules facilitate off-shoring of U.S. jobs and undermine
sustainable development strategies. They are also anti-democratic. Private foreign investors are allowed to
bypass domestic courts and sue governments in international tribunals, demanding compensation for laws
and regulations that reduce the value of their investments.
This document identifies the top changes to these investment rules that should be made to the TPP and that
would do the most to reduce the threat to the general public and environment. The list begins with the most
controversial and problematic element – investor-state dispute settlement. Changes to this mechanism are
critical if we are to strike the right balance between public versus private for-profit interests. However, even if
this mechanism is left intact, other reforms could go a long way towards reining in the excessive powers
granted to private investors.

1. Replace the Investor-State Dispute Settlement Mechanism
The international tribunals that currently rule over investor-state claims lack public accountability, standard
judicial ethics rules, and appeals processes. This system should be replaced with a state-to-state
mechanism to guarantee the crucial role of governments in protecting the public interest. If this is not
possible, investors should at least be required to exhaust domestic remedies before proceeding to
international tribunals. A diplomatic screen should also be established to prevent frivolous claims or claims
which otherwise may cause serious public harm. See page 3 for more detailed information.

2. Limit Claims over the “Minimum Standard of Treatment”
to Ensure Compliance with the “No Greater Rights” Principle
Vaguely worded provisions guaranteeing foreign investors a “minimum standard of treatment” (MST),
including “fair and equitable treatment,” open the door to investor-state claims over a wide range of
government measures that are otherwise permissible under the U.S. Constitution. In Glamis Gold v. the
United States, the United States successfully persuaded the tribunal to accept a relatively narrow
interpretation of the MST principle. Since the tribunals are not required to follow judicial precedent, State’s
arguments should be codified in FTA or BIT text to prevent arbitrators in future cases from making overly
broad interpretations that undermine responsible policymaking. See page 4 for more detailed information.

3. Limit Claims over “Indirect Expropriation”
to Comply with the “No Greater Rights” Principle
In the past, expropriation applied to the physical taking of property, for example when a government
expropriates a house to make way for a highway. Under most international investment agreements today,
investors are also protected against “indirect” expropriation, which can be interpreted to mean regulations
and other government actions that reduce the value of a foreign investment. While international arbitration
tribunals cannot force a government to repeal laws or regulations, the threat of massive damages awards
can put a “chilling effect” on policymaking. FTAs and BITs should be revised to clarify that regulatory
measures that do not transfer ownership of the investment do not constitute acts of indirect expropriation.
See page 6 for more detailed information.
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4. Narrow the Definition of Investment
Covered investments should include only the real property rights and other specific interests in property that
are protected under the U.S. Constitution. See page 7 for more detailed information.

5. Allow Policies to Prevent and Mitigate Financial Crises
Although many governments have used capital controls effectively to avoid the worst effects of financial
crises, U.S. FTAs and BITs still include sweeping restrictions on this policy tool. Existing rules could also
thwart efforts to adopt small taxes on foreign exchange transactions and trades of other financial instruments
aimed at curbing excessive speculation. Agreements should include safeguards for financial crises that are
not subject to investor-state dispute settlement. They should also exclude short-term investments (“hot
money”) and sovereign debt from the definition of investment. Moreover, the prudential measures defense
language common to many FTAs and BITs should be strengthened in the TPP. See page 10 for more
detailed information.

6. Add a General Exception for Environmental and Labor Protections
Some FTAs include an “Investment and Environment” provision that appears to be intended to safeguard
environmental regulations from investor-state claims. However, the language could be interpreted as
meaningless, since it provides protections only for government actions that are “otherwise consistent” with
the FTA or BIT. Investment rules should include a general exception for measures related to the protection of
health, safety and the environment; natural resource conservation; and international human and labor rights.
See page 13 for more detailed information.

7. Eliminate the Subsidiary Loophole
“Denial of Benefits” provisions contain a loophole that allows corporations to bypass their own country’s
domestic courts by filing investor-state claims through foreign subsidiaries located in a FTA or BIT partner
nation. This is explicitly permitted in many agreements, so long as the corporation has “substantial business
activities” in the other Party. Since “substantial” is not clearly defined, a U.S.-based corporation could sue the
U.S. government by setting up a storefront subsidiary in another country. See page 15 for more detailed
information.

8. Prevent Abuse of National Treatment Obligations 1
Protecting foreign investors from flagrant discrimination is a basic principle of international trade and
investment agreements. However, existing texts open the door to abuse. Under national treatment
provisions, an environmental regulation that results in a disproportionate impact on a foreign investor could
be considered a violation – even if there is no intentional discrimination.

9. Prevent Abuse of Most-Favored Nation Obligations 2
Existing MFN provisions leave open the possibility that foreign investors could claim greater rights than are
provided under the FTA or BIT agreed to by their home country. This loophole could lead to an even larger
web of excessive international investor protections, where investors could pick the most advantageous
standards and dispute settlement mechanisms.

10. Create a Level Playing Field Between State-owned and Private Enterprises 3
As the U.S. government pursues investment agreements with countries that are major capital exporters and
that have large state-owned enterprises, it is clear that these deals can no longer be viewed solely as
packages of rights for U.S.-based foreign investors. Negotiators should ensure that state-owned enterprises
which invest in productive assets in the United States do not receive financing and inputs at below market
rates or access to other anti-competitive subsidization by a foreign government.
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Replace the Investor-State Dispute Settlement Mechanism
The investor-state dispute settlement mechanism should be replaced with a state-to-state mechanism. If the
administration continues to include an investor-state dispute settlement mechanism, investors should be
required to exhaust domestic remedies before filing a claim before an international tribunal. That mechanism
should also provide a screen that allows the Parties to prevent frivolous claims or claims which otherwise
may cause serious public harm.
Investor-state claims often involve matters of vital importance to the public welfare, the environment,
and national security. However, international arbitrators are not ordinarily well-versed in human rights,
environmental law, or the social impact of legal rulings. Accordingly, BITs and the investment chapters in free
trade agreements (FTAs) should provide only for state-to-state dispute settlement, which guarantees the
crucial role of governments in determining and protecting the public interest.
However, if investors are still allowed to file claims against governments before international
tribunals, they should at least be required to first exhaust domestic legal remedies. The exhaustion
4
requirement is a fundamental principle of international law. It is also U.S. policy with regard to most claims
5
by U.S. citizens against foreign governments. There is simply no reason for foreign investors to pursue
claims against the United States outside of the U.S. judicial system, unless it is in an attempt to obtain
greater rights than those provided under U.S. law.
Moreover, many of the countries that the United States is negotiating investment agreements with
have strong domestic legal systems. For example, New Zealand, Australia and Singapore, which are among
the countries negotiating the Trans-Pacific Partnership Agreement with the United States, are all ranked by
the World Bank as performing at least as well as the United States with regard to control of corruption and
adherence to rule of law. 6
In countries with less well developed legal systems, the exhaustion requirement would promote a
key U.S. foreign policy goal – the strengthening of domestic judicial systems. Requiring exhaustion would
also restore some balance to a system that currently elevates the interests of foreign investors over other
groups – including labor, environmental and human rights organizations – which do not enjoy comparable
private rights of action to enforce international legal obligations.
Under international law, the exhaustion requirement does not apply when attempts to use domestic
legal remedies would be futile. This would allow investors to proceed to international tribunals if, for example,
domestic remedies caused undue delay 7 or if domestic courts lacked jurisdiction to provide relief. 8 Even if
the domestic courts lacked jurisdiction to hear international law claims, the exhaustion requirement could be
satisfied by raising the substance of the claim under domestic law. 9
In addition to requiring exhaustion of domestic remedies, the dispute settlement mechanism for
investment agreements should include a diplomatic screen that would allow a Party government to prevent
claims that the Party believes to be inappropriate, without merit, or would cause serious public harm. The
screen mechanism could be based on the provisions in some investment agreements that permit both
Parties (i.e. both the home state of the investor and the Party whose measure is being challenged) to block
certain claims against tax measures or prudential regulations regarding financial services. The screen should
apply broadly and include, at a minimum, health and safety, environmental, consumer protection, and human
and labor rights measures. Either Party involved in an investment dispute should be able to invoke the
screen mechanism to prevent a claim from proceeding.
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Limit Claims over the “Minimum Standard of Treatment”
to Ensure Compliance with the “No Greater Rights” Principle
Vaguely worded provisions guaranteeing foreign investors a “minimum standard of treatment” (MST),
including “fair and equitable treatment,” open the door to investor-state claims over a wide range of
government measures that are permissible under the U.S. Constitution. In the case of Glamis Gold v. the
United States, U.S. State Department lawyers successfully persuaded the tribunal to accept a relatively
narrow interpretation of the MST principle. Since these tribunals are not required to follow judicial precedent,
State’s arguments should be codified in FTA or BIT text to prevent arbitrators in future cases from making
overly broad interpretations that undermine responsible policymaking.
There is broad, bipartisan support for the principle that the investor protection standards contained in
U.S. investment agreements should not provide foreign investors with greater rights than those enjoyed by
U.S. investors in the United States. Congress first instructed U.S. negotiators to comply with the “no greater
10
rights” principle in the Trade Act of 2002. In May 2007, the Bush Administration and the Democratic
leadership in the House of Representatives agreed that this principle would be explicitly stated in the
preamble of the investment chapters of free trade agreements. 11 During his election campaign, President
Obama similarly pledged not to grant foreign investors any rights in the U.S. greater than those of
Americans. 12 Moreover, the bipartisan Trade Reform Accountability and Democracy Act (TRADE Act),
supported by a majority of House Democrats, would require trade agreement investment provisions to
ensure that foreign investors operating in the United States are not afforded greater rights than those
afforded to domestic investors by the Constitution and laws of the United States, and define the standard of
minimum treatment to provide no greater legal rights than United States citizens possess under the due
process clause of section 1 of the 14th amendment to the Constitution of the United States.
The minimum standard of treatment provisions in U.S. investment agreements is intended to reflect
the relevant standard under customary international law, which is created through the “general and
consistent practice of states followed by them from a sense of legal obligation.” 13 Given that the U.S.
Constitution provides among the highest levels of protection for property rights of any country, standards that
are based on the general and consistent practice of nations regarding the protection of property rights would
generally comply with the no greater rights principle.
Unfortunately, arbitral tribunals have not based their interpretations of the “minimum standard of
treatment” provisions of investment agreements on the actual practice of nations, but rather have simply
cited the characterization of these standards by other tribunals, using essentially a common law methodology
to create “evolving” standards of investor protection. 14
In Glamis Gold v. United States, the United States, represented by the State Department, noted that
state practice and opinio juris had established minimum standards of treatment with regard to foreign
investors and investment in only a few areas, including the following:
1) the obligation to provide internal security and police protection to foreign investors and investment
(i.e. “full protection and security”),
2) the obligation not to “deny justice” by engaging in “notoriously unjust” or “egregious” conduct in
judicial or administrative proceedings (i.e. the Neer standard), and
3) the obligation to provide compensation for expropriation (which is redundant with the expropriation
articles of BITs and FTA investment chapters). 15
Conversely, the United States rejected Glamis’s assertion that the minimum standard of treatment
prohibits either conduct that frustrates an investor’s expectations concerning an investment, 16 or “arbitrary” 17
conduct. Regarding Glamis’s claim that the minimum standard of treatment required compensation for
measures that adversely affect an investor’s expectations, the United States noted that such an
interpretation was both inconsistent with the no greater rights mandate and unsupported by state practice. 18
The asserted right to compensation for government measures that a tribunal deems “arbitrary” would
similarly provide greater rights than the comparable standard under U.S. law. The Administrative Procedure
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Act does provide for review of certain final agency actions under an “arbitrary and capricious” standard of
review. No comparable standard of review for economic legislation has been available, however, since the
1930s, when the Supreme Court abandoned the aggressive substantive due process review of the Lochner
era. 19 Although substantive due process review of economic legislation remains theoretically possible, the
post-Lochner standard is a highly deferential “minimum rationality” review, pursuant to which legislation will
be upheld “unless in the light of the facts made known or generally assumed it is of such a character as to
preclude the assumption that it rests upon some rational basis within the knowledge and experience of the
legislators.” 20
Not only would an international “arbitrary” standard of review for economic legislation provide greater
rights than the highly deferential standard of review for substantive due process claims, it would also exceed
the standard of protection afforded under the domestic law of other developed countries. The Supreme
Court’s Lochner era jurisprudence, in fact, “stands as perhaps the paradigmatic instance of an ‘anti-model’ of
comparative constitutional experience.” 21 Accordingly, future U.S. investment agreements should codify the
State Department’s deferential interpretation of the minimum standard of treatment.
Recent FTAs include an annex that provides guidance on identifying customary international law. If
such an annex were included in the TPP, additional language (indicated in italics) could be added to both
clarify the standard for relevant state practice and reflect the positions taken by the U.S. State Department
concerning the establishment of customary international law:
The Parties confirm their shared understanding that “customary international law” generally and as
specifically referenced in Article 11.5 and Annex 11-B results from a general and consistent practice of
States that they follow from a sense of legal obligation. With regard to Article 11.5, the customary
international law minimum standard of treatment of aliens refers to all customary international law
principles that protect the economic rights and interests of aliens.
The sources for determining what constitutes the relevant practice of a particular state shall include
provisions contained in domestic constitutions, a consistent pattern of rulings in the country’s highest
courts, or long-standing statutory or common law practices. The claimant has the burden of
demonstrating both the existence of a rule of customary international law and of demonstrating that the
22
respondent State has violated that rule with regard to the investor. The awards of arbitral tribunals
that do not examine relevant state practice are insufficient to demonstrate the content of customary
international law. 23
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Limit Claims over “Indirect Expropriation”
to Comply with the “No Greater Rights” Principle
U.S. investment agreements should clarify that an “indirect expropriation” occurs only when a host state
seizes or appropriates an investment for its own use or the use of a third party, and that regulatory measures
that adversely affect the value of an investment but do not transfer ownership of the investment do not
constitute acts of indirect expropriation.
Recent U.S. investment agreements contain several important clarifications concerning the standard
for “indirect expropriation.” Three provisions in particular are significant: language indicating that the standard
is intended to reflect customary international law concerning the obligation of States with respect to
24
expropriation,” provisions indicating that in order to constitute an expropriation a measure must affect a
25
property right, and language indicating that “[e]xcept in rare circumstances, non-discriminatory regulatory
actions by a Party that are designed and applied to protect legitimate public welfare objectives, such as
health, safety and the environment, do not constitute indirect expropriations.” 26
Despite these reforms, however, there remains the potential that the indirect expropriation provisions
of investment agreements could be applied in a manner that would violate the “no greater rights” principle by
providing foreign investors with greater rights than the comparable protections of the Takings Clause of the
Fifth Amendment of the U.S. Constitution. 27 For example, U.S. investment agreements typically permit tax
measures to be challenged as violations of the prohibition on uncompensated expropriations, 28 and there is
substantial precedent in international arbitral practice for finding that tax measures can constitute forms of
indirect expropriation. 29 Under the Fifth Amendment’s Takings Clause, in contrast, the Supreme Court has
repeatedly rejected takings challenges to tax measures, even when the tax is set at a level that threatens the
viability of a business. 30
The restriction of expropriation claims to situations involving “property” as opposed to the more
broadly defined “investment” is also inadequate to ensure compliance with the “no greater rights” principle,
because it does not reflect that the requirement of compensation for “regulatory takings” under the Fifth
Amendment of the U.S. Constitution has generally been only held to apply to regulations affecting real
property. 31 For example, the Supreme Court has indicated that personal property is unlikely to be the basis
for a successful regulatory takings claim given that “in the case of personal property, by reason of the State's
traditionally high degree of control over commercial dealings, [the owner] ought to be aware of the possibility
that new regulation might even render his property economically worthless.” 32 Moreover, the indirect
expropriation provision in investment agreements has been interpreted to require compensation based on
the impact of the government measure on the value of the investment, regardless of whether there has
actually been some appropriation of an asset by the government. 33 This interpretation of the standard for
indirect expropriation cannot be justified as reflecting the general practice of states, given that the dominant
practice of nations is to provide for compensation only when the government has actually acquired an asset,
not when the value of an asset has been adversely affected by regulatory measures. 34
Accordingly, future U.S. investment agreements should include text to clarify that an indirect
expropriation occurs only when the government acts indirectly to seize or transfer ownership of an
investment, and not when the government merely acts in a manner that decreases the value of profitability of
an investment. This approach would be consistent with both the “no greater rights” mandate and the general
practice of states that forms the basis of customary international law. It would exclude from the
compensation requirement only a very narrow class of non-confiscatory regulatory measures that would be
compensable under U.S. law (although not under the legal systems of most other countries). One option for
codifying this approach in TPP text is would be to include a modified version of the Annex 11-B from the
Korea FTA, so that paragraph Art 3 reads as follows:
3. The second situation addressed by Article 11.6.1 is indirect expropriation, where a Party
acts indirectly, including through a series of actions, to seize, appropriate, or transfer
ownership of a property right. Non-discriminatory regulatory actions by a Party that are
designed and applied to protect legitimate public welfare objectives, such as public health,
safety, the environment, and real estate price stabilization (through, for example, measures to
improve the housing conditions for low-income households), do not constitute indirect
expropriations.
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Narrow the Definition of Investment
To meet Congress’ requirement that trade pacts not provide foreign investors with greater rights, a
TPP trade agreement must not replicate the boilerplate definition of “investment” that has been used in past
U.S. trade and investment agreements. 35 The old expansive definition has the effect of giving foreign
investors in the United States greater rights than are provided domestic investors in the United States under
domestic law and the jurisprudence of the Supreme Court.
There is wide agreement on the breadth of past FTAs’ “investment” definition from all sides of the
trade debate. The progressive members of the State Department Model BIT Subcommittee wrote, “the
definition of ‘Investment’ in Article 1 of the Model BIT is much broader than the real property rights and other
specific interests in property that are protected under the U.S. Constitution. The inclusion of ‘futures, options,
and derivatives’ is also worrisome, given the troublesome role these instruments played in the financial crisis
and ongoing regulatory reform efforts.” 36 The Emergency Committee for American Trade (ECAT), a
multinational corporate group, noted that some past U.S. pacts appeared to go beyond U.S. legal
standards. 37 ECAT refused to state whether more recent agreements’ definition of investment extended
beyond U.S. standards or not, but noted that the purpose of broader investment provisions from the
corporate perspective was to have greater rights in other markets than these countries’ allegedly “much more
restrictive definitions of property interests than [that of[ the United States.” 38 ECAT and other corporate
members of the State Department subcommittee noted that other countries may not accord “a broad
definition of property that covers contract rights and other types of financial instruments (e.g., debt
instruments, loans, futures, options, and other derivatives).” 39
Embedded in the problem of how investment should be defined in U.S. trade agreements is the
reality that the jurisprudence defining various property rights is a living doctrine. Even if a trade pact text
were to include provisions that described the state of U.S. property rights jurisprudence at any particular
juncture, over time the pact could result in greater rights for foreign investors, as the domestic jurisprudence
continues to be refined. However, there are clear solutions to this problem that any future TPP trade
agreement text can incorporate. In fact, there are at least three approaches to the problem, aspects of which
can be pursued in a complementary fashion: 1) Adopt the principles of the TRADE Act; 2) adopt a 21st
century “hyperlinking” methodology; or 3) make certain listed thresholds for and exclusions from the
definition of investment in current FTAs.
First Approach: TRADE Act
The TRADE Act contains a provision that would define the term investment as limited to the
commitment of capital or the acquisition of real property and to make clear that vague concepts such as
assumption of risk or expectation of gain or profit are not to be used as a basis of determining whether an
investment exists. The TRADE Act also would define the term “investor” to mean only a person who makes a
commitment or acquisition described above. The goal of this provision is to root the definition of investment
in trade agreements in the context of U.S. legal standards. Given the investment rules contemplated in the
TRADE Act would not include investor-state enforcement, the definition of investment above would avoid the
prospect of foreign investors obtaining greater rights than domestic investors in the context of indirect
expropriation claims over forms of investment not subject to such compensation in U.S. domestic law. Such
a definition would deliver on the stated goal of the inclusion of investment provisions in trade agreements
without creating the policy and political problems that have resulted under the past definition.
Second Approach: Hyperlinking
However, the TRADE Act approach, while clearly an improvement on the past overreaching
st
definition, is static. Accordingly, a 21 century agreement could address this most modern of problems by
adopting a modern approach: “hyperlinking” to domestic legal definitions. That is to say that the definition of
investment in a TPP agreement would be based on the domestic law of the host country. Such a new
definition of “investment” in the TPP could read:
“investment means property, property right or property interest as defined under the law
of the respondent state at the time the alleged injury occurred. For greater clarity, in
instances where the respondent has substantially changed the definition of property,
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property rights or property interests from the time that the investment was initially made to
the time of the alleged injury, a tribunal will find that the later definition applies, unless the
investor can show that the primary motivation for the substantial change was to specifically
deprive the investor of rights under this Chapter.”
The first sentence reflects a useful insight from the U.S. Supreme Court, which has stated: “Because
the Constitution protects rather than creates property interests, the existence of a property interest is
determined by reference to ‘existing rules or understandings that stem from an independent source such as
state law’” (Phillips v. Wash. Legal Found., 524 U.S. 156, 164 (1998); Bd. Of Regents of State Colleges v.
Roth, 408 U.S. 564, 577 (1972)). Meanwhile, the second sentence of the recommended new definition of
investment is a classic anti-abuse provision, which would give investors protection if a government were
altering legal definitions solely for the purpose of effectuating an “expropriation,” for instance.
The first sentence also builds on innovations in the definition of investment in recent U.S. BITs and
FTAs, which read:
•

•

“Some forms of debt, such as bonds, debentures, and long-term notes, are more likely to have the
characteristics of an investment, while other forms of debt, such as claims to payment that are
immediately due and result from the sale of goods or services, are less likely to have such
characteristics.” However, much like the language on “rare circumstances” and indirect expropriation
noted elsewhere in this packet, the contours of “likelihood” are not defined by this footnote.
“Whether a particular type of license, authorization, permit, or similar instrument (including a concession,
to the extent that it has the nature of such an instrument) has the characteristics of an investment
depends on such factors as the nature and extent of the rights that the holder has under the law of the
Party. Among the licenses, authorizations, permits, and similar instruments that do not have the
characteristics of an investment are those that do not create any rights protected under domestic law.
For greater certainty, the foregoing is without prejudice to whether any asset associated with the license,
authorization, permit, or similar instrument has the characteristics of an investment.” Unfortunately, the
reference to domestic rights is not limited to “property rights,” but could be interpreted as “contractual
rights.” [italics added]

These footnotes are found in CAFTA and the Australia, Chile, Morocco, Oman, Peru and Singapore
FTAs, as well as the proposed FTAs with Colombia, Korea and Panama. The provisions seem to attempt to
pare back an overreaching definition of investment to prevailing domestic practices. This is a wise attempt.
There is substantial evidence that the Founding Fathers had a very limited view of the types of property
40
rights that could give rise to compensable taking claims, even though the Supreme Court has expanded
41
this list over the years. At the same time, the Court has noted that “a mere unilateral expectation or an
abstract need is not a property interest entitled to protection,” 42 and “business in the sense of the activity of
doing business, or the activity of making a profit is not property in the ordinary sense.” 43
However, the footnotes in the past agreements may create more problems than they solve, by
attempting to freeze in pseudo-treaty form the moving target of conjunctural domestic legal and political
compromises – and to do so in an era of conservative judicial opinions. Also, the current prevailing domestic
legal standards have vacillated greatly, between considering the property as the “parcel as a whole” in the
Tahoe case, to deviations in the Lucas case. 44 They have also been roundly rejected by both
environmentalists and property rights advocates, who have variously described it as “an unworkable
muddle,” an incoherent doctrine that go beyond international legal norms, 45 and asked “Of all things made in
America, why are we exporting” our current property doctrines? 46
For this reason, a more lasting fix to U.S. FTAs – that will ensure a prompt end to the stale debates of
the past – may be to adopt the principles of the TRADE Act by simply “hyperlinking” to the domestic legal
standards, as we show above.
Third Approach: Specific Thresholds and Exclusions
The third approach to fixing the problem of foreign investors having greater rights would be yet more
complicated. U.S. law permits compensation for direct takings of a greater range of property than for indirect
taking, for which compensation rights are quite limited. Thus, an approach based on limiting the exemplary
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list of types of investment could too greatly limit the forms of investment that should be safeguarded against
direct expropriation, if the aim is to remove the forms of investment that should not be subject to indirect
takings claims. The way around this problem would be to establish two definitions of investment, with the
more limited definition applying to those investments subject to indirect expropriation claims.
There are also certain categorical exclusions that should be made. CAFTA and the Chile, Morocco,
Singapore and Panama agreements have provided for investor-state actions against host countries for
breaches of “investment agreements.” 47 The Korea, Colombia, Oman and Peru FTAs specifically expand the
scope of this provision to include sensitive subject matter over which countries need to maintain policy
space, such as “natural resources that a national authority controls, such as for their exploration, extraction,
refining, transportation, distribution, or sale; supply services to the public on behalf of the Party, such as
power generation or distribution, water treatment or distribution, or telecommunications; and infrastructure
projects, such as the construction of roads, bridges, canals, dams, or pipelines, that are not for the exclusive
or predominant use and benefit of the government.” Annex 10-H of the Peru FTA goes the furthest of all,
subjecting certain so-called “legal stability agreements” between Peru and foreign investors to investor-state
arbitration. Such agreements can lock in the tax, labor, exchange rate, transfers and other commercial terms
to be accorded to a foreign investor 48 – even when initially made by outgoing governments that have lost reelection. 49
If trade pacts are to include any investor-state enforcement system, expanding the scope of its
coverage to such “investment agreements” is inappropriate. Even by the muddled standards of U.S. takings
law, the standards for compensable takings for exactions (i.e. conditions placed on development permits)
and changes in private contracts with governments are particularly difficult to nail down, and typically subject
to judicial balancing tests, in which administrative or legislative prerogatives weigh heavily. 50 Such deference
is unlikely to take place in international tribunals, where there is no separation of powers serving as an
ultimate check on judicial overreach.
By excluding “investment agreements” from TPP investor-state enforcement, we avoid a situation
where a new government is sued because it seeks to alter the outgoing government’s (perhaps ethically
compromised) overly generous terms with foreign investors. 51
Beyond What Is an Investment, What Is an Investor
Past trade agreements’ definition provisions have simply defined an “investor” as a person or legal
entity that makes an investment as defined in the pact. However, one of the lessons of the NAFTA
investment cases is that this is not sufficient. One obvious threshold that should be included in the definition
of “investor” is that person or entity’s actual business activities or commitment of capital in the host country
(for instance a foreign firm operating in the United States) should be substantial in dollar terms and involve
actual substantial business activities.
The S.D. Myers v. Canada NAFTA case highlights why such improvements are needed. S.D. Myers
was a U.S. corporation dedicated to importing Canadian toxic waste (PCBs) into the United States for
processing. It challenged a Canadian ban on toxic exports, claiming that this impaired the firm’s Canadian
investment. But the U.S. corporation had very limited investment in Canada proper. It had obtained some
market share for its services in Canada. It presented the tribunal with a Canadian address. But its waste
processing facilities and its management were in the United States. Yet, under the old definition of investor,
Canadian policies were successfully challenged and $5 million in compensation was paid by the Canadian
government to the U.S. firm, even thought the U.S. firm had no real investment in Canada!
Such an outcome is deeply unfair. One way to avoid this problem is to set a substantial business
activities test and an economic threshold within the definition of “investor” within the TPP. This could be
accomplished by adding a footnote to the definition of “investment” that reads:
“In order to claim benefits under this Chapter, an investor must have employed natural
persons, and made purchases or sales within, the potential respondent Party’s territory
that are at least 20 percent the annual average per capita employment of natural persons,
and purchases or sales of goods or services, realized in its primary market in the six years
52
prior to the alleged injury.”
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Allow Policies to Prevent and Mitigate Financial Crises
Existing U.S. FTAs and BITs undermine global financial stability in numerous ways that threaten the
livelihoods of working families in the United States and its trading partners. The financial services chapters of
FTAs promote a deregulatory approach that could prevent the use of legitimate policy tools to prevent and
mitigate future crises. This section focuses on the investment chapters of FTAs (and similar rules in BITs),
highlighting three key areas that relate to financial stability: 1) restrictions on capital controls and financial
speculation taxes; 2) the inclusion of sovereign debt as a “covered investment;” and 3) the prudential
measures defense provision. It makes recommendations about how the Obama administration could have
better standards in the context of the TPP.

Restrictions on Capital Controls and Financial Speculation Taxes
The “transfers” sections of U.S. FTAs and BITs require governments to permit all transfers relating to a
covered investment to be made “freely and without delay into and out of its territory.” In effect, these rules
promote capital account liberalization between the FTA or BIT partners, regardless of the implications for
financial stability. 53
Problems:
•

•

•

•

Prohibiting capital controls conflicts with contemporary economic thinking. A February 2010 IMF
report found that nations which deployed controls on inflows before the current crisis were among the
least hard hit. The IMF concluded that capital controls are a legitimate policy tool for preventing and
mitigating crises, a view echoed by the Asian Development Bank and United Nations. IMF, World Bank,
and Cornell University research over a longer timeline has found no correlation between capital account
liberalization and economic growth in developing countries. 54
Such provisions are inconsistent with other treaties. The IMF has long argued for safeguard
measures to allow capital controls on inflows or outflows to prevent or mitigate crisis. Recent UN
research shows that the trade and investment agreements of virtually every other major capital exporter
include such a safeguard. 55
Existing rules could prohibit financial speculation taxes. There is growing momentum in the United
States and around the world behind proposals to apply small transactions taxes on stock, derivatives,
currency, and other financial instruments as a way to curb speculation and generate revenue for jobs
and other urgent needs. Under existing FTAs, foreign investors could argue that such taxes violate their
right to transfer investments “freely and without delay.” (Indeed, the European Commission has noted
this conflict.) 56 And while some FTAs carve out many types of taxation from expropriation obligations,
they do not explicitly exempt them from transfers provisions. 57
Special exceptions in some U.S. agreements are inadequate. U.S. FTAs and BITs allow private
foreign investors to sue governments in supra-national tribunals that have no public accountability,
standard judicial ethics rules, or appeals process. A handful of recent U.S. trade agreements have
included a special dispute settlement procedure for investor-state claims related to transfers. Annex 10-E
of the U.S.-Peru FTA, for example, limits damages arising from certain restrictive measures on capital
inflows to the reduction in value of the transfers. Investors may not demand compensation for the loss of
profits or business. In addition, there is an extended “cooling off” period before investors may file claims.
While a step in the right direction, these provisions still place undue restrictions on the authority to use
capital controls. Similarly, the Korea FTA (among others) has a provision that states that a government
“may prevent a transfer through the equitable, non-discriminatory, and good faith application of its laws
relating to” certain bankruptcy, criminal and other matters. But macroeconomic, monetary or exchange
rate policy is not on this list of allowed measures.

Sovereign Debt
Many governments enter a financial crisis with high debt levels. Still more borrow on bond markets for
bailouts or stimulus programs and then experience slow growth and low tax revenues that push them to the
brink of default. The U.S. government has long advocated sovereign debt restructuring as an alternative to
IMF- or U.S. taxpayer-financed bailouts.
Problems:
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•

•

Recent U.S. trade and investment agreements treat sovereign debt as an “investment” and
therefore may restrict governments’ ability to restructure debt and recover from crises.
Restructuring, by definition, reduces the value of a sovereign bond and can thus be seen as a violation of
not only the transfers provisions, but also of “fair and equitable treatment” and “expropriation.” By filing
investor-state claims under FTAs or BITs, bondholders can circumvent official restructuring processes.
For example, Italian bondholders sued Argentina to recoup the full value of their original bonds.
Special exceptions in some U.S. agreements are inadequate. Some recent deals include annexes
that do not permit debt-related claims during a restructuring unless the measures violate national
treatment or most favored nation provisions. However, a nation in crisis may be justified in giving
domestic bondholders priority to protect the banking system or ensure fulfillment of wage and pension
commitments.

Both the capital control and sovereign debt provisions in U.S. FTAs and BITs threaten livelihoods in
trading partner nations – and in the United States. As we have learned from the contagious meltdowns in
Iceland, Greece, and this country, global financial markets are extremely integrated. Thus, U.S. working
families are made vulnerable when governments anywhere lack the tools they need to prevent and mitigate
crisis. The European debt crisis has devastated an important U.S. export market (as did the 1997 Asian
financial crisis) – at great cost to American jobs. U.S. foreign investors also face risks. Uncontrolled massive
capital flight often leads to significant currency depreciations, which reduce the value of U.S. investors’
revenues in the host country and increase the cost of any imported inputs. The impact on our trading
partners can be even graver, as a crisis can set back a nation’s financial system and halt growth,
employment, and poverty reduction for years to come.
Recommendations:
U.S. trade agreements and bilateral investment treaties should not restrict a government’s authority to use
capital controls and restructure sovereign debt to prevent and mitigate financial crisis. At a minimum,
changes should be made to:
1. allow a government to restrict a transfer through the equitable, non-discriminatory, and good faith
application of its laws related to macroeconomic, monetary, or exchange rate policy.
2. establish safeguard mechanisms for financial crises that are not subject to investor-state dispute
settlement. At most, the provisions should be subject to state-to-state dispute settlement and even then
such procedures should only be available after a consultation process.
3. exclude short-term investment (“hot money”) and sovereign debt from the definition of investment.

Prudential Measures
Most U.S. trade and investment agreements have provisions or whole chapters related to financial services.
They typically contain language that appears designed to protect a government’s authority to enact
“prudential measures” to ensure the stability of their financial system. For example, the proposed Korea FTA
reads:
…a Party shall not be prevented from adopting or maintaining measures for prudential reasons,
including for the protection of investors, depositors, policy holders, or persons to whom a fiduciary
duty is owed by a financial institution or cross-border financial service supplier, or to ensure the
integrity and stability of the financial system. Where such measures do not conform with the
provisions of this Agreement referred to in this paragraph, they shall not be used as a means of
avoiding the Party’s commitments or obligations under such provisions.
The second sentence of that provision is unclear and could be interpreted in a manner that would undermine
the overall prudential exception. It’s worth noting that this potentially “self-canceling” sentence is absent from
an otherwise similar section of North American Free Trade Agreement (Article 1410.1). Yet even the NAFTA
provision has been interpreted as permitting tribunals to review financial measures to determine whether
58
they are “reasonable” or “arbitrary.”
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This provision should be strengthened in the TPP to provide a more meaningful safeguard for financial
stability measures. This could be done by making it self-judging, as was successfully pushed for by House
Ways & Means Democrats in the U.S.-Peru FTA’s essential security defense mechanism. 59 Alternatively, the
prudential measures defense language could be altered to shift the burden of proof, along the lines of the
following language:
… a Member shall not be prevented from adopting or maintaining measures relating to financial
services it employs for prudential reasons, including for the protection of consumers, investors,
depositors, policy holders, or persons to whom a fiduciary duty is owed by a financial services
supplier, or to ensure the integrity and stability of the financial system. For greater certainty, if a Party
invokes this provision in the context of consultations or an arbitral proceeding initiated under the
Dispute Settlement Understanding, the exception shall apply unless the Party initiating a dispute can
demonstrate that the measure is not intended to protect consumers, investors, depositors, policy
holders, or persons to whom a fiduciary duty is owed by a financial services supplier, or is not
intended to ensure the integrity and stability of the financial system.
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Add a General Exception for Environmental and Labor Protections
An across the board exception for health, safety and environmental measures is needed in the TPP to allow
the U.S. government and the governments of our trading partners to protect people and environment.
Without a general exception for health, safety and environmental measures in our free trade agreements, our
public interest laws are vulnerable to challenges.
The closest the current U.S. model bilateral investment treaty (BIT) comes to a general exception is
Article 12.2, which states that: “Nothing in this Treaty shall be construed to prevent a Party from adopting,
maintaining, or enforcing any measure otherwise consistent with this Treaty that it considers appropriate to
ensure that investment activity in its territory is undertaken in a manner sensitive to environmental concerns
(emphasis added).” However, such an exception does not solve the problem, as it only protects health,
safety, and environmental laws that should not be challenged by investors in the first place because they are
consistent with the investor protections in the agreement.
U.S. trade agreements currently have a patchwork of exceptions for public interest laws. For
instance, in Article 8 of the Model BIT regarding performance requirements, there is an exception for
measures necessary to protect human, animal, or plant life or health, or related to the conservation of living
or non-living exhaustible natural resources (Article 8.3). While this exception is no doubt important in this
particular context, an exception for these measures should be designed to apply to the whole agreement.
The fact that the exception only applies to performance requirements leads the FTA or BIT interpreter to
question whether the drafters intended to have provisions in other areas of the agreement always trump
public interest laws.
The omission of a general exception introduces a high level of uncertainty regarding the legality of
measures adopted by governments to protect their people and environment from threats to people or the
environment. It becomes a matter of interpretation where one tribunal could decide one way, and another
decide a different way, and no decision sets an official precedent for future decisions. Consequently, there is
no certainty that an investment tribunal will interpret the substantive rules in a way that provides sufficient
flexibility to safeguard the regulatory needs of the host government. This uncertainty reduces the ability of
the government to effectively respond to risks. A general exceptions clause would make explicit what may be
implicit, thereby providing guidance to tribunals as well as certainty to the law in a critical area of public
policy.
The General Agreement on Tariffs and Trade (GATT), contains general exceptions in Article XX for
measures necessary for the protection of human, animal or plant life or health, or that relate to the
conservation of exhaustible natural resources, provided that such measures are not applied in a manner
which would constitute a means of arbitrary or unjustifiable discrimination between countries where the same
conditions prevail, or a disguised restriction on international trade. These exceptions have helped the United
States defend measures to protect the environment and natural resources, for instance, in the US-Shrimp
Turtle case. The US-Peru Free Trade Agreement included general exceptions for laws to protect human,
60
animal, or plant health or life modeled after the GATT’s general exceptions.
However, Peru’s general exception for health, safety, and environmental measures only applies to
Chapters 2-7 and 11, 14, and 15. It does not apply to the investment chapter, Chapter 10.
In addition, in the Peru FTA, the burden of proof remains on the governments to prove that their
public interest laws are legitimate environmental laws and not discriminatory, rather than on the investors.
Only in the FTA’s general exception for essential security (added thanks to the hard work of the Ways &
Means Committee in 2007) does the text state that “For greater certainty, if a Party invokes Article 22.2 in an
arbitral proceeding initiated under Chapter Ten (Investment) or Chapter Twenty-One (Dispute Settlement),
the tribunal or panel hearing the matter shall find that the exception applies.” In other words, it is
automatically ensured that a challenge to a law protecting a country’s essential security will be dismissed. It
would be extremely beneficial to extend such certainty to the realm of health, safety, and environment. If
however, a form of proof is required, the burden should fall on the investor bringing the suit to show that a
public interest law is discriminatory in nature.
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The US Model BIT, the TPP, and every future US trade or investment agreement should include a
general exception for health, safety, and environmental measures that applies to the entire agreement, and
that shifts the burden of proof for defending their public interest laws away from governments.
The Peru FTA’s essential security provision has been combined with a general public interest
exception in the TRADE Act, which states that future trade deals shall:
(A) include an essential security exception that permits a country that is a party to the trade
agreement to apply measures that the country considers necessary for the maintenance or
restoration of international peace or security, or the protection of its own essential security interests,
including with respect to infrastructure, services, manufacturing, and other sectors;
(B) explicitly state that if a country invokes the essential security exception in a dispute
settlement proceeding relating to any matter other than compliance with the agreement's worker
rights, environment, human rights, health, or safety provisions, the dispute settlement body hearing
the matter shall find that the exception applies;
(C) include a provision that gives priority to the implementation of bilateral or multilateral
agreements relating to public health, human and labor rights, the environment, or other public
interest goals in the event of any inconsistency between the trade agreement and such bilateral or
multilateral agreement; and
(D) include in its list of general exceptions the following language: Notwithstanding any other
provision of this agreement, a provision of law that is nondiscriminatory on its face and relates to
domestic health, consumer safety, the environment, labor rights, worker health and safety, economic
equity, consumer access, the provision of goods or services, or investment, shall not be subject to
challenge under the dispute resolution mechanism established under this agreement, unless the
primary purpose of the law is to discriminate with respect to market access.
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Eliminate the Subsidiary Loophole
The “Denial of Benefits” language in FTAs and BITs delineates certain circumstances under which
governments may deny FTA or BIT rights to investors that otherwise meet the definition of an “investor”
having an “investment.” The language is ostensibly aimed at giving governments certain tools to limit investor
abuse of these rights. But despite (or arguably, because of) their “Denial of Benefits” provisions,
existing U.S. FTAs and BITs allow investors from countries that are not signatories to the agreement
– as well as subsidiaries of U.S. corporations operating in trade partner countries – to enjoy the new
rights and protections provided in the pacts. The past language thus allows such entities to take
advantage of the FTA/BIT rights to skirt U.S. courts and law and launch investor-state challenges against
U.S. laws and regulations in World Bank and United Nations tribunals using FTA or BIT law… without giving
governments adequate means to deter abuse of such provisions. Diverse commentators on all sides of the
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trade debate have noted this feature of recent FTAs and BITS.
The relevant language included in the U.S.-Korea FTAs is:
“1. A Party may deny the benefits of this Chapter to an investor of the other Party that is an
enterprise of such other Party and to investments of that investor if persons of a non-Party own or
control the enterprise and the denying Party:
(a) does not maintain normal economic relations with the non-Party; or
(b) adopts or maintains measures with respect to the non-Party or a person of the non-Party
that prohibit transactions with the enterprise or that would be violated or circumvented if the
benefits of this Chapter were accorded to the enterprise or to its investments.
2. A Party may deny the benefits of this Chapter to an investor of the other Party that is an enterprise
of such other Party and to investments of that investor if the enterprise has no substantial business
activities in the territory of the other Party and persons of a non-Party, or of the denying Party, own
or control the enterprise. If, before denying the benefits of this Chapter, the denying Party knows that
the enterprise has no substantial business activities in the territory of the other Party and that
persons of a non-Party, or of the denying Party, own or control the enterprise, the denying Party
shall, to the extent practicable, notify the other Party before denying the benefits. If the denying Party
provides such notice, it shall consult with the other Party at the other Party’s request.” [italics added]
A wide range of investor-state tribunals – including some issuing rulings about other countries’
Bilateral Investment Treaties which have nearly identical “denial of benefits” clauses to recent U.S. FTAs or
BITs – have issued extremely troubling rulings on the matter. These tribunals have allowed unfair
62
“nationality-shopping” practices. (“Nationality shopping” describes the process whereby companies reincorporate abroad, or incorporate subsidiaries abroad, with the primary or partial motivation of taking
advantage of special tax, regulatory or investment treatment.)
The worrying “Denial of Benefits” language is contained in not only the Korea FTA, but also the FTAs
with Panama and Colombia – all signed by the Bush administration. In contrast, the TPP negotiations offer
an opportunity to craft a 21st century trade agreement that can more fairly and definitively deal with that most
21st century of issues: how to deal with complex international corporate structures 63 in a way that
encourages sustainable investment flows, and discourages “free riding” and “treaty shopping” on the part of
multinational corporations. Multinationals often incorporate subsidiaries in diverse jurisdictions so as to
minimize exposure to their home country’s tax and regulatory jurisdiction; it would be fundamentally unfair to
then reward them by maximizing the investment protection they can derive from the practice. Moreover, in at
least one case under CAFTA, a Canadian firm that would not have had standing under CAFTA, Pacific Rim
Mining Corp., reincorporated in the United States shortly before filing a CAFTA investor-state case against El
Salvador. 64
There are several problems that need to be solved:
1. How to define “substantial business activities” so that they have a real-world, economic basis, rather than
merely reflecting legal artifices, and also eliminate the current wide discretion provided tribunals;
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2. How to define the relevant duration of these “substantial business activities”, so as to avoid opportunistic
“nationality planning” (for instance re-incorporations aimed at newly obtaining standing) in the lead-up to
initiation of arbitral proceedings;
3. In the case of bilateral agreements like the Korea FTA, how to ensure that potential claimants have
substantial business activities in both their home and host country, for instance weeding out firms from
countries that are not signatories to the pact but have incorporated in a signatory country in an attempt to
gain the new investor rights;
4. In the case of plurilateral agreements (like the TPP), how to ensure that potential claimants have
substantial business activities in the specific home and host countries they are claiming in their “Notice
Of Intent”, rather than in other countries that are party to the agreement but are not cited in the “Notice of
Intent”;
5. In both cases, how to ensure that nationals of a given country are not challenging their own country’s
regulations using offshore subsidiaries and FTAs or BITs;
6. How and when is an agreement’s “denial of benefits” clause triggered. Investor-state arbitral tribunals
have ruled that a government must affirmatively invoke the denial of benefits provisions. In the Plama v.
Bulgaria case under the ECT, for instance, a tribunal ruled that governments must invoke denial of
benefits before the investor even makes the investment. The tribunal noted that, if the negotiating
governments wanted to allow for a later invocation of denial of benefits, they could have drawn from the
precedent of other pacts. They cited NAFTA, which allows for a consultation period before denial of
benefits, apparently even after the investment is made; and the ASEAN services agreement, which
states simply that “the benefits of this Framework Agreement shall be denied to” shell corporations
(using the definition from the Korea FTA above). Given that the issues surrounding ownership and
control by shell companies are so complicated, it would behoove negotiators to come up with a better
formulation. Host governments may not know who ultimately controls a shell corporation; a key
advantage to international arbitration from a public policy perspective is that a tribunal (rather than the
respondent government) could help the parties figure out who controls the investor;
7. What binding guidance is required in FTAs and BITs to give arbitral panels direction on when and how
deeply to “pierce the corporate veil” to determine ultimate beneficial ownership; and
8. How to allocate the burden of proof on these matters. In other words, is it the government or the investor
who has to show that “substantial business activities” are being conducted in the country of
incorporation?
65
Leaving aside the paragraph in U.S. FTAs dealing with non-recognition of countries like Cuba, the TPP
“Denial of Benefits” Article could read as in the left column of the table below, with commentary in the right
column:

PROPOSED NEW LANGUAGE FOR TPP
2. Under this Article, the investor rights provided by
this chapter shall apply with respect to an investor of
a single home Party in regards to their investment in
a single host Party. The benefits of this Chapter
shall be denied to an investor of the home Party that
is an enterprise of such home Party and to
investments of that investor if the enterprise has no
substantial business activities in the territory of the
home Party, or persons of a non-Party, or of the host
Party, are its beneficial owners.

EXPLANATION
This provision would ensure that, for instance, a
U.S. subsidiary established in Korea (ie. “home
Party”) would be denied benefits of the agreement
vis a vis its investments in the United States (ie.
“host Party”).
The passage “The benefits of this Chapter shall be
denied to an investor…” copies the ASEAN
Framework Agreement on Services, which makes
inherent sense, given that the TPP is partially aimed
at deepening ties between the U.S. and Asian
countries. 66
This language also eliminates the ambiguity that
may arise as to whether a potential respondent
government has to affirmatively take action to deny
benefits. In fact, the tribunal in Hulley Enterprises v.
Russia explicitly stated that the parties to the Energy
Charter would have had to include such language if
67
they wanted denial of benefits to be self-invoking.
Finally, an investor will be denied benefits of the
agreement if it has “no substantial business
activities” in the country of incorporation (a standard
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defined more explicitly below), or if (from the
example of the U.S.-Korea FTA) Chinese or U.S.
subsidiaries are claiming “Korean” nationality to
challenge U.S. regulations.
(a) For the purposes of this Article, “substantial
business activities” means average per capita
employment of natural persons, and purchases or
sales of goods or services, in the territory of the
home Party that is at least 20 percent the annual
average per capita employment of natural persons,
and purchases or sales of goods or services,
realized in its primary market (which may be either
the host Party, home Party, or non-Party), in the six
years prior to the date of the alleged injury.
(b) An investor shall be considered to be of the host
Party and not of the home Party if, in the six years
prior to the date of the alleged injury, it has, on an
annual average, purchasing power parity-adjusted
basis, conducted greater purchases or sales of
goods or services in the territory of the host Party
than in the territory of the home Party.

Subparagraphs a and b establish several economic,
real-world thresholds for the definition of “substantial
business activities.”
These tighter definitions address the problem from
the AMTO v. Ukraine case, where the presence of
two employees and a small paper trail in Latvia was
seen as evidence of “substantial business activities”
68
in the claimed home Party.
The thresholds consider either purchases or sales,
recognizing that many investors may not make
wholesale or retail sales. For such firms, a purchasebased threshold of goods and services may be more
appropriate.
Subparagraph (a) addresses the problem of a
Chinese investor using a Korean subsidiary to attack
U.S. regulations related to their U.S. investments. It
is only a de minimis threshold of purchases or sales
in the home Party, so as to not overly interfere with
business prerogatives: an investor could still do the
vast majority of its operations in third Party markets
and still be considered as originating in the home
Party if it had complied with relevant home country
requirements.
Subparagraph (b) addresses the problem of an
investor whose primary market is the U.S. using a
Korean subsidiary to attack U.S. regulations related
to their U.S. investments. It establishes a higher
threshold for defining whether an investor is suing
what should effectively be considered its own
government, since the abuse more clearly cuts
against the purpose of BITS: there must be greater
purchases or sales in the home Party than in the
host Party.
In both cases, the TPP could adopt the six year
requirement referenced by tribunalists Daniel Price
and Piero Bernardini from the Tokios Tokelés case,
which thought that an enterprise incorporation six
years prior to the attempt to access investor-state
arbitration was evidence that the corporation was
69
not engaging in “an abuse of legal personality.”

(c) The existence of “substantial business activities”
in a Party that is neither the home Party nor host
Party shall not constitute “substantial business
activities” for the purposes of this Article. For the
purposes of determining beneficial ownership, “nonParty” includes Parties that are neither the home
Party nor the host Party.

(d) The term “beneficial owner” means all natural or

This contains a method for guarding against
aggressive “nationality planning” in larger regional or
plurilateral agreements, like the TPP. So, if a tribunal
denied benefits to a Vietnamese investor in a
challenge to U.S. regulations because the investor
was not controlled by Vietnamese persons (or had
no substantial business activities in Vietnam), then
the fact that the investor was controlled instead by
Australians (or had substantial business activities in
Australia) would not function to reestablish
standing… even though Australia is also party to the
TPP. (As noted above, this has been a problem in
various Energy Charter Treaty cases.)
Several things are worth noting about these
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juridical persons who, directly or indirectly, exercise
substantial control over the covered investment, or
have a substantial interest in or receive substantial
economic benefits from the investment, on the date
of the alleged injury or the date of consent to
arbitration or the date of the Final Award. For greater
clarity, an investor must disclose the names and
contact information for all of its ultimate beneficial
owners in its Notice of Arbitration.
(e) Once a tribunal has found a basis for denying
benefits under this article, an investor may attempt
to prove that this conclusion was wrongly arrived at,
by, for instance, proving that beneficial ownership
belongs to a natural person of the home Party.

provisions. First, an investor must furnish information
to the tribunal about all the natural persons who are
its beneficial owners, so that the tribunal can make a
rebuttable determination about whether denial of
benefits is appropriate. Under past BITs, tribunals
had to wrestle with whether the government or the
investor was tasked with the burden of proving or
disproving, for instance, whether an investor was
owned or controlled by nationals of the country of
incorporation.
st

Subparagraphs a, d and e help make the TPP a 21
century trade agreement: the arbitral panels actually
help both parties with matters related to the
discovery of beneficial ownership. If an investor’s
beneficial ownership – once established by the
arbitral tribunal – would disqualify it from standing
under the TPP, the tribunal (rather than the
government, which faces asymmetric information
problems) can deny the investor benefits.

Second, the definitions for “beneficial ownership” are
based on language on transparency legislation now
being discussed in Congress. As noted above, if
U.S. or Chinese persons are the ultimate beneficial
owners, but are claiming to be “Korean” to challenge
U.S. regulations under the U.S.-Korea FTA, for
instance, those persons will be denied the FTA
investor rights. Unlike in past FTAs (which used a
mere “own or control” standard), the language
referencing “beneficial ownership” requires tribunals
to clearly “pierce the veil” all the way through. This
codifies the approach taken by Judge Abner Mikva
and the panel in Loewen v. U.S. under NAFTA, who
pierced the veil through layers of holding companies
to establish U.S. beneficial ownership of the
erstwhile Canadian investor. 70
Third, there is a requirement of “continuous
nationality” from the date of the alleged injury, all the
way through to the final award. This too codifies the
Loewen approach, of requiring continuous “home
country nationality” is required through the date of
71
the award.

To restate, under this new TPP language, there are two ways that a U.S. investor would be barred
from challenging U.S. regulations by (misleadingly) claiming to be “foreign.” The first is if the allegedly foreign
investor could be shown to be ultimately owned or controlled by U.S. persons (i.e. have U.S. beneficial
owners). The second is if the investor has greater business activities in the U.S. than in their allegedly home
country. The first is a legal hurdle; the second is an economic hurdle. These are not cumulative hurdles:
either can be disqualifying.
Note that a variation of this language could simply be incorporated into the TPP’s definition of
“investor” and “enterprise” of a Party. The Korea FTA (like other past FTAs) utilizes a sort of two-stage
process for determining standing. First, Korean subsidiaries of U.S. and Chinese corporations that go on to
invest in the United States are presumed to be “investors” for the sake of the FTA. Second, governments are
given an opportunity to “deny benefits” to such investors for the specified set of reasons. While this memo
suggests fixes to the “Denial of Benefits phase” (i.e. the back end), a more direct approach might be on the
front end: simply incorporate this memo’s principles of what constitutes a legitimate investor into the TPP’s
definition of “investor” or “enterprise.”
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