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INTRODUCTION

There are two primary goals to this paper. The first is to give a broad overview of how water management and water services issues are addressed and impacted by international trade and investment agreements. In fact, not many international economic agreements, be they trade or investment, expressly address water management and water services issues. But almost all of them can (and many now do) have direct or indirect impacts on the trade in water, management of water resources and water services, and allocation of water use rights. 

On a previous occasion,
 the present author has undertaken an in depth review of the full range of potential and actual legal linkages between international trade and investment agreements and water issues. Part 1 of this paper will summarize the previous findings, and set the context for some of the new thinking these relationships now require. With over 2300 international trade and investment agreements in existence, understanding there relationship to water management and services is becoming critical today.

Part 2 of this paper will consider various ways in which the same and other sources of international law might reduce or eliminate some of the negative impacts and concerns described in the first part of the paper. It will, in particular, begin an exploration of how other sources of international law can have an impact on the application of trade and investment agreements to water-related issues. This is an important, but often neglected question in the field of international trade and investment agreements. It is particularly germane to water-related issues, given the growing concerns globally over diminishing water quality and water quantity as medium and long term challenges. To what extent, for example, can the human right to water impact the interpretation of international investment agreements when disputes arise over water-related issues? This type of question is especially important in Latin America, where it appears that almost all of the water privatizations involving foreign investors undertaken in the 1990’s in Argentina are now subject to arbitrations under various investment agreements, and others in Bolivia and elsewhere are subject to actual or potential challenges.

The introduction to these various issues below cannot be understood as directly relating to any one of these arbitrations.  There is insufficient information in the public domain for someone not personally involved in the proceedings to be able to comment on how any issue raised here might play out in the concrete circumstances of a specific case. However, it is hoped that an introduction to these issues may highlight which are more relevant and which less relevant for future consideration in general research terms, or for application in any specific circumstances.

PART 1:
TRADE AND INVESTMENT AGREEMENTS AND WATER

Trade dates back thousands of years.  The ancient Silk Roads from China, the empires of the Greeks and Romans, the cross-Mediterranean reach of the Moorish empire (which included trade in services: a Spaniard was personal physician to the ruling King of Egypt for some time in the Moorish period), the colonialist empires of the European powers, and the restructuring of nation states with the Treaty of Westphalia all had major trade and economic aspects. The protection of the means of trade also has a long history. The freedom of the seas, possibly the first of many international rules relating directly or indirectly to water, had a distinct origin in the promotion of trade, as did the outlawing of piracy on the high seas.
 The promotion of trade under international law is not new to this era of globalization, nor is the linkage to water in one way or another.

What might be termed the modern age of trade law began in 1947, with the drafting of the Havana Charter that sought to establish an International Trade Organization as part of the Breton Woods financial institutions. This effort failed to get the necessary ratifications, but its substantive instrument on trade, as an annex to the Havana Charter, did enter into force. This was the General Agreement on Tariffs and Trade, 1947, the GATT. As the organizational component of the International Trade Organization never came fully into being, the institutional apparatus took on the name of the substantive instrument, and the Secretariat thus became known as the GATT as well.

On January 1, 1995, the GATT became the World Trade Organization, following the conclusion of the Uruguay Round of trade negotiations. The WTO now incorporates a range of trade and trade-related agreements, covering issues from tariffs to non-tariff measures impacting trade, to intellectual property rights and investment in service sectors. 

Over the last two decades, international trade has also evolved through a series of bilateral and regional free trade agreements (FTA), many of which follow the WTO model of a range of agreements or chapters on a range of trade and trade-related issues.  The European Union is of course one such example, though it has moved from its origins as a trade union to a much more fully integrated economic and political union.  The North American Free Trade Agreement (NAFTA) was a pioneering FTA, being the first to link a developed and developing country into one regional FTA.  The US-Central America Free Trade Agreement has since followed, and a multitude of other agreements are being negotiated in most regions of the world, though with varying depths of commitments.

At the same time that trade law has expanded in recent decades, so has international investment law.
  In many cases, investment has been addressed as part of trade agreements. NAFTA, for example, includes its Chapter Eleven on Investment. Other US and Canadian agreements, like the US-CAFTA or Canada-Chile FTA, include chapters on investment. But the major source of international investment law is found in the Bilateral Investment Treaties (BITs) and similar regional investment treaties. There are now some 2300 BITs that have been signed, and there are several regional investment agreements as well. Unlike trade law, this diverse universe of agreements has no institutional home such as the WTO, and lacks a comprehensive, consistent, standing dispute settlement process.

1.1
Areas of interface between trade law and water

As trade law has moved over the last two decades from purely tariff and other border issues to incorporate things like trade in services and technical barriers to trade, its interface with water has grown. In the immediately following sections, this interface is summarized.  The interface between international investment law and water is then considered in section 1.2. The implications for governmental decision-making are considered in relation to each specific issue.

1.1.1   
Trade in Water

One of the most concerning issues in trade law today is whether trade law compels the trade in freshwater, through diversions, bulk shipment in tankers or similar bulk exports. It is well understood that bottled water, for example, is covered by trade law, and that restrictions on exports of bottled water are, therefore significantly limited.
 In addition, rules on non-discrimination in non-tariff barriers to imports and exports also apply, precluding special limitations on the export of bottled water by a government.

What is less clear is whether trade law today can be used to compel the trade in freshwater, or water flowing in its natural state in lakes and rivers. While it is generally believed that a state cannot be compelled to export its water through canals, large tanker exports or other bulk transfers of water to neighboring or more distant states, the issue has not been formally tested and remains open to some doubt. This became a major issue in Canada prior to NAFTA’s ratification in 1993. As a result, the three governments (Mexico, Canada, United States of America) issued a statement that water in its natural forms was not covered by NAFTA.  However, when the Canadian government initially sought to re-enforce this view by banning the export of freshwater, government lawyers indicated this could not be done because it would be contrary to NAFTA.
 Thus, trade lawyers have sought to argue both sides of the coin, leaving legislators and others confused as to the proper state of the law. Other states have, however, been less timid and have banned freshwater exports, without any apparent repercussions.

A second issue of relevance here is what might happen if some exports are allowed by a state. Would crossing the tripwire of allowing an export then compel a state to allow other exports? This is a very difficult question. What is clear is that an initial export unaccompanied by strict environmental controls that ensure it is not damaging to water supplies, local uses and ecosystems could lead to requests for non-discriminatory treatment of future water exports, i.e. that similarly lax standards be applied to other exports. Whether the initial application of high control standards would preclude claims to lower standards for future exports is not a settled issue either, though the weight of evidence today suggests that the continued application of non-discriminatory standards (applying equally to domestic water withdrawals as for export) would be sustainable.  

In short, while common sense and some history indicates trade law cannot compel the trade in freshwater resources, the matter is not without doubt, doubt created at least in part by the trade lawyers themselves. This doubt can be compounded if a first export is allowed to occur, as additional limitations or conditions on exports subsequent to a first export may become more difficult to apply due to non-discrimination requirements under trade law. 

As a result, governments must be conscious of the need to protect against initial exports of freshwater on a commercial basis. Where water withdrawals are allowed for export or for domestic diversion purposes, special controls to ensure water withdrawals are in keeping with the ability to regenerate supplies should be considered. Domestic priority uses, including agriculture and water supply services, should be understood as underlying water allocation decisions, and the ability of governments through the appropriate decision-making bodies to review, adjust and terminate water withdrawals must be protected to ensure long term management capabilities are certain. A complete ban on freshwater commercial exports can and should be considered where there is any doubt as to the medium and longer term viability of water supplies. This is one area where stopping a problem before it arises is essential.

It should also be noted here that the above issues do not have any bearing on the wide range of transboundary water agreements between states all around the world. These agreements, which establish water allocations in rivers and lakes that form or cross borders, maintain the capacity of states to regulate the allocation within there territories subject to the rights of downstream and co-riparian parties. The normal flow of water is not considered to be trade in water or to create assumptions relating to trade in water. On the other hand, the allocation rights and priorities established in these agreements can lend significant legal weight to arguments that support the banning or severe restrictions on trade in water. This is returned to below.

1.1.2 Investment rights in the water sector under trade law

A second area where trade law today impacts on water is through the liberalization of water services sectors (water supply and sewage treatment).  The WTO Agreements of 1994 included the General Agreement on Trade in Services, or GATS. Trade in services is very broadly defined by the GATS, and includes what is known as mode three of trade in services, “service by a supplier of one Member, through commercial presence in the territory of another member.”
 The language of commercial presence is a euphemism for “investment”, which negotiators of the GATS were precluded from using in the text for political reasons. Politics notwithstanding, this now provides the opening for investment in the water service sectors to be included in the process of progressive liberalization that the GATS encourages, as well as limitations on the scope of regulation for covered service sectors.

These opening positions indicate the potential for GATS to cover water services and, indeed, to compel water services privatization and access for foreign investors. However, the GATS does not do so at present. This is because of the structure of the GATS. It works on a “list in” basis, meaning all sectors that a state agrees to have covered by the GATS requirements must be listed in a schedule by that state for the GATS to create actual obligations for it (with possible limitations on its coverage as well). To date, it appears that no state has included water supply services in its schedule, though a limited number have included water sewage services.
 

But while the GATS at present does no compel any water services privatizations or access for foreign investments, the current Doha Round of negotiations includes two components that could reverse this. The first is ongoing negotiations to expand the scope and rate of investment liberalization under mode three. A formal declaration of negotiators in July, 2004, stated that no sector was to be excluded from the scope of requests and offers in this negotiation.
  The second negotiation is on environmental services. Here, several developed states have now called for a reversal of the normal list-in approach to services negotiations. The EU and others have argued that all environmental services should be liberalized. The definition of environmental services that has been proposed in this regard is broad and includes water services.
  Thus, many states who are concerned with calls for privatization and liberalization of the water sector must now be concerned with the two tracks of negotiations opened up in this area.

The push for water services liberalization through the WTO mechanisms carries on unabated. How far it will succeed is not yet clear. Ensuring that the national policy of individual states on water services is maintained will be an important factor in the Doha Round of negotiations. Pressure in this area will become intense in the next year or so.  For those states who believe that foreign investment in the water sector is in their interests, and there may be several reasons for this, one may consider several issues prior to establishing legal rights of establishment for foreign investors. First, there is no legal need to enshrine foreign investor rights in an international trade agreement in order to allow foreign investment in the sector. This can easily be done solely through unilateral domestic measures tailored for specific needs. Signing on to international commitments, however, may prevent any changes being made later, or require significant economic penalties to be paid to other treaty partners to make those changes. 

Second, states thinking of opening the sector to foreign investors should consider whether they have both the regulatory infrastructure needed to support such foreign private investment and the economic capacity to afford their costs in a sustainable manner.
 Indeed, the experience in water supply management over the past decade indicates clearly that the successful inclusion of private enterprise requires more, not less, regulation. Water regulatory mechanisms must be able to foresee the needs of all users, provide mechanisms for adjustments over time, establish transparent decision-making processes, and so on. 

Although there is a sparsity of literature on why privatizations and foriegn investments in the water sector have failed, it is clear that in many cases the sequencing has been wrong: regulatory systems must be built before any privatization or foreign investment, not afterwards.  Only then will the pre-conditions for a possible success, based on a proper assessment of the socio-economic factors as well, exist.
 A failure to sequence things in this way increases the opportunities for investors who have rights under bilateral or regional investment agreements, as described below, to exercise their rights and remedies under those agreements.

1.1.3
Water Trade and Services in Other Trade Agreements

While the WTO, through the GATT and the GATS, creates the best known trade linkages to water, they are not the only trade agreements that do so. Indeed, any bilateral or regional trade agreements with provisions similar to those found in the GATS and GATT will have similar impacts. This includes the most recently signed one between the United States and Latin American countries, the US-CAFTA. It is a useful example here, as there is no specific exclusion anywhere for freshwater from potential coverage of the trade-related rules.  In the services sector, many regional agreements, especially those with the USA, reverse the GATS list-in approach and require full liberalization except for those sectors listed out. Of the CAFTA countries, only Costa Rica has listed out water services, meaning that all other Central American countries are now committed to allow for foreign investment in the water services sector if any privatization of ownership or service provision is allowed (i.e. as soon as it is not a fully public sector utility). The United States, however, has undertaken no such liberalization commitment, as it has excluded those areas subject to state jurisdiction from mandatory coverage, and water is a state-regulated service sector.

The implications of this situation are exactly the same as described above, except of course that the Rubicon of services liberalization commitments has been crossed for most of the Central American countries. A failure to allow US based investors in the water sector to enter the markets where rights have been given can be the basis for complaints under the investment provisions of CAFTA. However, changes in water services regulatory regimes that have a significant impact on the investors may also be actionable and are likely to yield higher levels of awards due to the sunken time and costs of the investor in actually making and operating a facility or service.  On balance, therefore, it remains preferable to ensure a proper regulatory and administrative infrastructure is in place before any new investments from foreign investors are permitted or contracted. An important component of these structures must ensure that the putative rate payers, who will carry the costs of the system, will have the means to do so.  

1.2
Areas of Interface of International Investment Law and Water

International investment law can have several direct and indirect impacts on water management issues for governments at all levels. Three categories of issues are described here: 

· those pertaining to investment in the water sector, 

· those concerning investment in non-water sectors, and 

· the impact of investor-protection provisions after an investment is made.

1.2.1
Investment rights in the water sector

Like the GATS, investment agreements often have investment liberalization provisions. In investment agreements, these may also be called pre-establishment rights or rights of establishment. Where such pre-establishment rights are provided for, the agreement will stipulate whether this includes all sectors unless they are listed out (US-CAFTA) or only those sectors that are expressly listed in (GATS model). 

To date, most BITs do not include investment liberalization provisions. However, the demand for them to do so is growing.  In addition, many regional and bilateral free trade agreements do include investment chapters, and several have services chapters as well. Either of these can be avenues for including investment liberalization in the water sector, as we have already seen as regards the services chapter of the US-CAFTA FTA. Where an agreement has a services chapter, this will usually be the location for such commitments. Where it does not, the investment provisions must be carefully read to see if service sectors are included or not in the investment liberalization provisions.

1.2.2
Investment rights in non-water sectors

An increasing number of international investment agreements include pre-establishment rights in non-services areas. The most common context for such rights is bilateral or regional FTA’s that include investment chapters. However, other bilateral or regional investment negotiations now also may include investment liberalization provisions in a range of sectors.

The scope of investment liberalization today in the non-service sectors is rapidly increasing. These sectors can include agriculture, heavy industry, forestry, energy sectors, chemicals and many others where water is an important factor in production processes. Again, the NAFTA and US-CAFTA provide good examples of this in the Americas, and long term commitments in ASEAN reflect a similar trend, though it is prospective in nature, in Asia.
  When this liberalization occurs, foreign investors that come from a country that has secured such pre-establishment rights for its investors may enter that market under the same terms and conditions as its domestic investors. 

To some extent, this raises almost the same potential concerns as foreign investment in the water services sector. In many developing countries, however, the host states or local communities do not have sufficiently developed water allocation or pollution prevention legislation. While lower standards may have been acceptable for smaller scale domestic investments, they often are not adequate for larger scale foreign investments, or to balance the rights and interests of foreign and domestic investors and water users. Yet, the absence of a properly structured set of rules for them does not act as a barrier to such investments being made. Indeed, this may even be a factor that supports an investment being made in some cases. 

Once a host government agrees to accept an investment in a sector that is heavily water dependent, this implicitly creates the right of that investor to access the water needed for its investment to function properly. Unless the legal environment is clear that such rights must be balanced against the rights of others, and are subject to pollution controls and other related regulatory requirements, foreign investors can obtain significantly enhanced water allocation and use rights compared to domestic users. This is because the international investment rules for protection of an investment after it is made (discussed below) have a potential capacity to freeze the rights of the foreign investor where no adequate indication of possible change in access rights and use rights is made clear. For example, a water use permit that does not clearly specify any time limits can be understood under the investment agreement as a guarantee of perpetual access, even if local custom operates in a different manner. While domestic users have no international law claims of this sort, those of foreign investors can be heard in international arbitration tribunals. No international arbitrations on water allocations in this context have arisen as yet. However, in other sectors where, for example, royalties have been increased in a significant way or tax regimes have been changed, large awards against these measures have been obtained by foreign investors.

The legal grounds behind this situation, and the remedies included in the agreements, are described in more depth below. What is critical to understand here is that the rights of access and use of foreign investors can take precedence over domestic rights of access and over later measures to control water pollution. This becomes especially serious where the rights of other users, such as subsistence farmers and indigenous peoples, are often found in unwritten or customary practices rather than what international arbitrators would, in many cases, consider to be hard legal rights.  As a result, the right to make an investment in sectors that have a significant relationship with water rights and with water quality concerns has important implications for the management of both water quality and water allocation where the investment takes place. This puts a very high premium on the original investment permits, contracts or other forms of investor-government agreement that supports the initial investment. Care to ensure sensitivity to all water users is critical in this regard.

1.2.3 Investor rights after an investment is made: a summary

Trade law applies to protect and promote trade in products and services. These can be understood as specific acts: the trade is consummated when the good or service (or service supplier) crosses the border and enters into the commercial realm of the importing country. Investment, by contrast, is an ongoing activity. Once an investment is made, there is usually an intention for it to operate for a significant period of time. As an operating business (using this term in a generic sense), an investment has multiple interfaces with national, local and potential state or provincial levels of government, as well as with the local communities in which they are based. Legal relationships can include areas of labour, health and safety, environmental, human rights, consumer rights, commercial activities within the state, and many more. Investment agreements apply not just to the making of an investment, but to this full panoply of governmental relationships during the life of the investment. Thus, where trade law applies to the entry into commerce of a foreign good or service, investment law applies to a much wider and ongoing set of relationships.

The preceding section has discussed the implications of investment liberalization commitments in the water services sector and in non-water sectors with an important relationship to water use. Below, the rights available to an investor after the investment is made are described, along with their implications for government decision-making. 

There are probably five key protections for investors that are relevant to the impacts of investment agreements to water services and water management, in particular in developing countries. In summary form, these key protections are:

· National treatment:  This requires the host government to treat the foreign investor no less favourably than it treats its own domestic investors. Thus, higher labour, environmental, health or other standards, or taxes, cannot be imposed on a foreign investor unless the government has specifically excluded any specific standard or tax from the scope of the agreement. In water-related terms, a foreign investor could not, for example, have higher rates of water charges imposed upon it, or tougher environmental standards applied when compared to other investors in similar circumstances.

· Most favoured nation treatment  (MFN):  This requires a foreign investor to be treated no less favourably than the better of a domestic investor or any investor from a third country. It therefore extends the comparative net of the national treatment requirement to cover all other foreign investors as well.

Both the national treatment and MFN provisions of agreements can be expressly excluded from application to certain sectors or certain laws and regulations through annexes that usually accompany investment agreements. However, this must be expressly done, usually when the treaty is developed.

· Minimum international standards of treatment, fair and equitable treatment:  Unlike the national treatment and MFN provisions, this is an absolute standard defined by international law, not on a comparative basis with the treatment of domestic or other foreign investors. 

The precise nature of this standard is far from clear. Increasingly, it is emerging as a form of administrative law standard, invoking elements of transparency in decision-making, due process and the right to be heard, access to administrative or judicial review of decisions, plus liberal doses of fairness and equity in treatment. Patent abuses of administrative decision-making functions will fail this test, but lesser types of abuses, such as a failure to allow an appeal of a decision to be heard, may also fail the test.  There is some evidence today that the test will be “scaled” by arbitrators to the level of development of various the government in question, but there is no conclusive legal view on this question.

The minimum international standards/fair and equitable treatment tests may also be applied to decisions taken without any abuse of process. In particular, decisions that run counter to explicit or even implicit assurances given by a government official may also fail to meet the standard. An increasingly applied test in this regard is whether the government action or decision is consistent with the “legitimate expectation of the investor”, a subjective standard that provides considerable scope for the investor to determine.
 

In water terms, some examples of the potential breach of this standard could include an increase in water tariffs if none is foreseen in a license or the legislation underpinning a license, increased pollution controls that impact the profitability of a business and that are not clearly provided for in legislation underpinning an investment, reductions in water allocation levels for a water-intensive investment not foreseen in the initial operating decisions, or changes in water service provision contracts that impose increased service requirements, such as universal service. Where express assurances have been given that operating conditions will be maintained for a given number of years, changes to those conditions will found a basis for a claim. The absence of an express assurance will not, however, preclude a claim on this basis if there is no pre-existing regulatory base that foreshadows the right of government decision-makers to make later changes. In all cases, the presence or absence of a transparent decision-making process, founded in sound administrative practice, will be a very significant factor. Thus, following a pre-designed decision-making process will reduce chances for investor challenges of the result, while ignoring pre-designed procedures or not having any transparent procedures in place will increase them. 

· Protection from expropriation without compensation: The protection against expropriation is also an absolute standard, not based on treatment of domestic investors. This protection is not a barrier to an expropriation taking place for a public purpose, but it does require fair market value compensation to be promptly paid for any expropriation. This is not a new concept from international law, and is widely applied in almost all domestic legal systems. 

What is new, however, is the potential extension of the notion of expropriation to government regulations that have an impact on foreign investors. It has been argued, with some success to date, that a normal regulatory measure that has a significant financial impact on an investor qualifies as an indirect or “regulatory expropriation.”  While this is alleged by some observers to come from US legal principles on regulatory takings, it is worth noting that no compensation to US investors appears to have ever been paid following the adoption of measures under the US Clean Air Act, Clean Water Act and similar pieces of classic environmental protection at the federal or state levels. 

At the international level, investor-state arbitrations and the literature on this question go in divergent, irreconcilable directions, often based on predisposed ideological views on property rights and governmental regulations in general as often unnecessary interferences with private activity.
 This in itself has left many governments in confusion as to the state of the law and how much of the traditional state right to regulate is removed by the broader claims for the definition of expropriation. For example, it is not clear whether an increase in pollution control levels that might cause an investment that is not capable of adapting to close would amount to an expropriation of that investment. Or if a product is banned from sale and consumption due to its potential toxic characteristics, is that an expropriation? Then, if one adds as a twist on this example a commitment by a previous government not to change the environmental controls for a long period of time, and that commitment is rejected by a subsequent democratically elected government, would that alter the equation? Many arbitration decisions suggest it should, including the most favourable decision form a state right to regulate perspective to date under NAFTA on the scope of the expropriation rules.
  

Uncertainty as to the scope of the expropriation rules has potentially serious consequences for regulators in developing countries. In part this is due to a lower level of regulatory standards to begin with, which may put a higher premium on the need to raise standards during the life of an investment. But one must also anticipate in the life of any investment the need for the regulatory environment to change over time, as community needs and knowledge change. For all countries, there is a concern that the potential for a foreign investor to initiate a claim under the expropriation rules may create a chill over new regulations being initiated. For developing countries this risk is even greater as the potential damages awards if a measure is found to be an expropriation may create higher budget stresses on developing countries. If investments are made in the absence of an appropriate regulatory framework, the effort to introduce one may, therefore, be made more difficult or even impossible due to the uncertainties in the scope of the expropriation provisions in the investment agreements.

· Freedom from the imposition of performance requirements: Finally, there is a provision that is becoming increasingly popular in investment agreements. This is the prohibition on the imposition of so-called performance requirements on foreign investors. Such requirements may include minimum levels of domestic purchasing to supply an investment, tying export levels to foreign exchange levels, imposing specific technical standards on business operations, setting minimum numbers of home state managers or directors, and more. 

The major characteristic of performance requirements is that they reduce the independent business decision-making capacity of the investment and may reduce its efficiency from the perspective of the investor. The goal of the performance requirements for the government imposing them is to increase the benefits of the foreign investment for the host state or community. The imposition of such requirements is increasingly being proscribed by investment agreements. In a water context, this could include requiring specific technologies to be purchased locally to control water pollution, requiring local suppliers to have a given percentage of supplier payments, or forcing a water services company to have high levels of local citizens on its management team.

Each of these obligations on host states, or rights of foreign investors, applies to the full life of an investment, not just its initial establishment phase. Further, they apply to all actual foreign investments subject to an agreement, whether made before or after the agreement enters into force, and whether the investment is made pursuant to specific rights of establishment or the simple application of domestic laws on establishing a foreign investment.  Thus, investor rights can be very broad, and should be understood as applying to the full lifespan of the investment. The breadth of the rights has also been expanded in some interpretive constructs due to the absence of express obligations on investors or rights of states in relation to the investments, issues returned to later below.

The implications noted of each type of investor right for governments thus extend not just to the immediate decision on allowing an investment, but throughout its lifespan. This imposes a large burden on setting the right domestic law framework for the initial decisions on foreign investments, as well as ensuring that the host state has the economic capacity to support the potential success of the foreign investment.  

1.2.4
Investor remedies under investment agreements

The rights of foreign investors are backed today by special remedies in most of the IIAs. Indeed, it is widely recognized that one of the major features of post 1980s international investment agreements is the articulation of special dispute settlement procedures for foreign investors.
 The so-called investor-state dispute settlement process was developed from international commercial arbitration models between private sector firms. Recent estimates indicate it has been invoked about 200 times since it was first used in 1984, with about 150 such arbitrations commenced since the year 2000.

The investor-state arbitration process allows foreign investors to initiate an international arbitration process composed of three arbitrators. A notice of arbitration is sent by the investor to the responsible government official to begin the process. Each “side” chooses one arbitrator and a “neutral” is then jointly chosen or appointed by a third party. Most of these arbitrations take place behind closed doors today, with only those under the investment rules of Chapter 11 of NAFTA and a few recent US agreements in public.
  In most cases the final decisions are made public, but not in all cases. There is no appeal from the arbitral decision, only more limited forms of review that apply for egregious errors by a tribunal. 

In looking at a claim by an investor, the Tribunals apply first and foremost the provisions of the treaty on which the claim is based, and other sources of international law that may be relevant.  However, they may also review domestic legal issues and review breach of contract claims in the place of domestic courts if the investors phrase the legal issue as a breach of the treaty as well as of domestic law. Thus, the tribunals can have a very broad mandate in regards to a complaint by an investor, and can usurp the role of local courts in contract disputes or other circumstances.  At the same time, this is usually done from the perspective of applying the investor rights to such other legal rules, rather than a perspective of balancing rights and obligations of different stakeholders.

The transposition of the commercial arbitration model to the investor-state arena has led to a number of problems arising. These include a systemic conflict of interest in that many active arbitrators also serve as lawyers in other cases or have partners that do so;
 inconsistent decisions exacerbated due to a lack of an effective appeals process; the usurpation of domestic court roles in contracts and other disputes; secrecy through much of the process; and more.  

As already noted, there are over 200 arbitrations believed to have been commenced under this process. While certainly not all are won, several recent awards have reached over $100 million in damages awards against host states including two recent decisions in South America, in recent years. This is, therefore, a very significant feature of the investment agreements.  Not all BITS or other investment agreements include investor-state dispute settlement. However, it is sufficiently widespread to assume for present purposes that most if not all of the agreements that one will encounter in practice today in relation to water issues will have such a process. 

In addition to the need for care in appointing arbitrators for an investor-state arbitration, and the costs of preparing a defence, the investor-state process carries other risks for developing countries in particular. For example, they may not have sufficiently well trained lawyers for the highly specialized process that is involved. Awards, as already noted, can be very high, with several cases now reaching over $100M US in damages against host states. When large investments are involved, the ability of investors to directly initiate the arbitration, as opposed to state to state dispute settlement, can also provide foreign investors with a privileged status in negotiations with other stakeholders. This status can also be enhanced by the fact of the litigation taking place under international law rules with a narrow focus on investor rights as opposed to a broad set of interacting rights of different stakeholders. In contexts where water-sensitive issues are raised, these advantages can have a significant influence on the final outcome of water management decisions and water allocation rights.

2.
TRADE AND INVESTMENT LAW IN THE CONTEXT OF OTHER SOURCES OF INTERNATIONAL LAW, WITH A SPECIAL EMPHAISIS ON WATER

Based on this review of the relationships of trade and investment agreements to water management issues, and their implications for government decision-makers, Part 2 of this paper now turns to consider how other sources of international law may reduce, offset or mitigate these potential impacts.

A little contextualization is useful. Over the course of the 1970’s and 1980’s, trade law panels sitting under the GATT became increasingly isolationist in how they viewed the law. By the late 1980’s, a major GATT panel with significant environmental implications held that the GATT panels should rule fully from within the GATT, and without taking into account other external sources of international law.
  Several years later, however, the WTO Appellate Body completely reversed this approach and ruled that the WTO existed as part of a broader body of international law that might have to be considered when it appeared relevant to the issues a Panel or Appellate Body was facing.

Arbitrators sitting on investor-state panels have often taken a similar approach to the GATT cases, focusing on the rights of the investor as expressed in the text of the agreement, and limiting their recourse to other sources of international law that may be relevant to a particular case.
  This has been based in part at least on a reference to the stated object and purpose of IIAs, to protect the investor. And, it has tended to lead to an expansive interpretation of investor rights and a commensurate reduction of policy space for host states. This approach has often led to a shrinking of the scope of the substantive law being considered in any given arbitration compared to what would likely be considered in a balancing of public and private welfare in a domestic court case. Indeed, in many instances, the goal of the investor-state process for an investor is to challenge the application and applicability of the breadth of domestic law that seeks to balance public and private welfare interests by subordinating them to the singular purpose of international investment agreements. This is important, as the use of the investor-state process usually displaces recourse to the domestic courts by the investor in question.

This Part seeks to provide a context for reversing this approach. It sets out some initial perspectives on how additional sources of law can be brought to bear on investor-state cases in order to establish a more balanced approach.  Several options for the integration of a broader range of international law into the interpretation and application of investment agreements are considered. It highlights reasonable options and opportunities that may be relevant in different contexts, rather than to develop a broader argument that every case must allow for one approach or another. Indeed, the relevance of any option to a specific case will depend on the specific factual and legal issues raised by that case. The options considered below include:

· Customary international law (CIL)

· General principles of law

· International law on sustainable development

· Human rights law

· Transboundary water agreements specifically in relation to water issues

The first two categories, customary international law and general principles of law are widely recognized as legitimate sources of international law. This derives from their historical role in the development of international law, as confirmed in Article 38 of the Statute of the International Court of Justice:

38.1: The Court, whose function it is to decide in accordance with international law such disputes as are submitted to it, shall apply:

a. international conventions…

b. international custom, as evidence of a general practice accepted as law;

c. the general principles of law recognized by civilized nations…

The primary difference between customary international law and general principles of law is their source. Customary international law is found directly at the international level through the conduct of states.  General principles of law are found in the major legal systems of the world and transposed to the international level due to their broad acceptance across a range of such systems. Both of these sources of international law have some applicability for our present purposes. Some specific examples are considered below.

The remaining three categories reflect areas of international law that have emerged through a combination of treaties and customary international law over recent decades. How they can be made relevant to specific arbitrations will be explored below.

2.1
Customary International Law

2.1.1
Customary Law as an Interpretive Aid

Customary international law is one of the most widely recognized sources of international law. In the context of investment arbitration, at least two functions can be identified for its use. The first is as a source of interpretation of treaty obligations. This has already been seen in many international arbitral decisions on issues ranging from national treatment to fair and equitable treatment and the scope of expropriation rules. 

The use of customary law for this purpose is not new to international economic law. The World Trade Organization, in the first decision of its Appellate Body, recognized the need for its rules to be interpreted and applied in the light of both customary international law and other treaties that might have a bearing on its own rules.
 The use of customary international law to help define the scope of an investor right or host state obligation is now so wide spread in investor-state arbitrations as to defy exemplary citations of any value. Almost every recent decision has examples of this.

The most common use of customary international law in treaty interpretation is through the application of the rules of the Vienna Convention on the Law of Treaties itself. Although the treaty is now in force, its rules are considered to be part of CIL as well, and thus binding on all states, including those not party to it. In the investment agreement context, this has both positive and negative elements. 

The most important negative element has been the focus on the object and purpose of investment agreements as a basis for their interpretation. This focus is derived from the Vienna Convention, which stipulates that the provisions of a treaty are to be interpreted in the light of its object and purpose.
  Because the stated object or purpose of most IIAs has been to provide foreign investors with rights and protections, this has allowed investor-state tribunals to read such agreements in a manner that deliberately provides an expansive reading of such provisions, while downplaying potential negative implications of such readings on state decision-making and other public welfare issues.

A recent article has queried, however, the appropriateness of this identification of the object and purpose of IIAs, noting that there is a second set of objectives that lies behind such agreements that is rarely stated. 
  This is seen in the rationale provided to developing countries for entering into such agreements: that the provision of rights to foreign investors will lead to additional levels of foreign investment and thus to enhanced domestic development opportunities, economic growth and socio-economic development. Although this is rarely expressed in the actual text of the treaties,
 there may be greater opportunities through a CIL analysis to bring it back into the mainstream of legal analysis as part of the cognizable, and hence justiciable, object and purpose of IIAs. For example, this is consistent with basic customary international law recognitions of the right of states to development, and to achieve this through the rights to regulate, to control their own development policy, and to establish rules of access to domestic natural resources and markets, each of which is a core aspect of national development policy making.
 A CIL analysis can draw these starnds together to highlight the development aspects of the purposes of investment agreements. In doing so, one might take note of, for example, UNCTAD’s work promoting BITs as an aid to development. While this could not replace the stated purpose of an agreement, it may add to it and thus generate a more balanced set of purposes that limit a uni-dimensional approach to this issue. 

Other examples where CIL can be of direct relevance is in the interpretation of key provisions common to IIAs.  To date, major investor-state arbitrations have involved references to the role of CIL in interpreting, in particular, the scope of the fair and equitable treatment (minimum standard of treatment) and expropriation provisions of IIAs.  The experience with fair and equitable has been, at best, mixed. While it is generally thought that the notion of fair and equitable treatment was linked to the standard frirst identified in the Neer case in the 1930’s, that the state conduct must rise to a level that shocked the conscience of the objective observer, there has been significant evolution on this since 1999.
 This is when some of the first of the investor-arbitrations began to expand this standard, arguing that customary international law, as embodied in the Neer case, has evolved since the 1930s.
  

While this evolution is not complete, its direction is now visible: the fair and equitable treatment standard is evolving under CIL into an international administrative law standard that includes elements such as the right to transparent decisions, for an affected party to be heard, for a review of initial decisions, a requirement to honor any initial commitments regarding the legal operating environment of the investment, issues relating to governmental guarantees prior to an investment being made, and more. 

In the process of developing the fair and equitable treatment standard, some arbitrations have reflected upon the need to differentiate between states that are at different levels of development in their domestic institutions.
 The growing trend of the international law system to differentiate the level of obligations among parties to an agreement based on their level of development may be argued now as part of customary international law, such that it supports this differentiation by the tribunals. This emerges from such fields as trade law (special and differential treatment) and international environmental law (common but differentiated responsibilities
). This approach can provide some potential support to the extant decisions that have argued that one standard cannot realistically apply to all states today, given disparities in practices and capacities by anchoring differentiated levels of responsibility in a broader range of similar public international law experiences.
 There is an important difference in that in most of the relevant treaties, differentiated treatment is set out in the text, whereas in most IIAs it is not. However, the ongoing development of differentiated responsibilities does remain a relevant concept to be considered as a counterweight to the notion of a single global standard.

The second major issue where customary international law has become very relevant to interpreting treaty provisions is in relation to the concept of expropriation under IIAs. There are two critical issues here: one is the standard for when an expropriation is to be found, in particular in relation to a regulatory measure. The second is the quantum to be paid after a finding of an expropriation. Only the first issue is addressed here, as the latter issue is largely determined by treaty language in the agreements, and an array of formulas that have taken the evaluation of damages into highly technical domains that are beyond the scope of this paper to properly analyze.

Four categories of measures by governments can be identified today as being subject to expropriation claims:

· The actual taking of property by direct or indirect means, including the loss of all or almost all useful control of property;

· A measure tantamount to expropriation, where a measure that does not directly take property has the same impact by depriving the owner of all or almost all the benefits of the property;

· Creeping expropriation, or the use of a series of measures in order to achieve an indirect expropriation. In this case, no individual measure in itself would amount to an expropriation; and

· A claim of regulatory expropriation, where a measure is taken for regulatory purposes such as the protection of human health, the environment or consumers, but has an impact on a foreign investor sufficient to be claimed as an indirect expropriation.

Of these four types of expropriation claims, the first three are widely accepted as within a customary law definition of expropriation. What is much more controversial is the potential claim of a regulatory expropriation. Here, the literature and case law now varies widely. The latest arbitration decision on this issue, Methanex v. United States, held that normal regulatory measures would not constitute an expropriation under international law: 

But as a matter of general international law, a non-discriminatory regulation for a public purpose, which is enacted in accordance with due process and, which affects, inter alios, a foreign investor or investment is not deemed expropriatory and compensable…

This is consistent with the present author’s understanding of the exclusion of police powers measures from the scope of the definition of expropriation under customary international law.
 However, it must be recognized that a number of arbitration decisions have taken a different view of the state of the law, led by the decision in Metalclad v. United States, the first NAFTA case to address this issue directly. It held differently on two points: first that the test was one of the economic impact of a measure on the investor;
  and second that it was not necessary for the tribunal to understand or even look at the motivation for a measure to determine whether or not it was an expropriation.
 The combination of these two aspects of the decision would effectively eviscerate any exclusion of police powers measures from the scope of the definition of expropriation. 

The Methanex ruling has become quite controversial due to the clarity of its position.
 However, a review of the arguments made by the United States in this case, and by the two amicus curiae briefs,
 show it is well supported in customary international law.  This emphasizes the need to bring the sources of this law fully to bear in an arbitration.

The importance of how customary international law can impact on the interpretation of key provisions of an IIA can be seen in the limitations of other efforts to impact on treaty interpretation. In particular, the United States has set as a negotiating objective that the recent IIAs it is party to should be consistent with US domestic law, including on the issue of expropriation in particular.
 However, such legislative measures do not actually bind treaty negotiators at international law, and can only be relied upon as authoritative if both parties have agreed that this was the intention as part of the negotiation of the agreement in question. In such a case, the Vienna Convention on the Law of Treaties ensures such a joint view can be a factor in the interpretation of a treaty’s provisions.

2.1.2
Customary Law as Additional Applicable Law

The second potential use is as an additional element to be used in adjudicating investor-state cases.  Many investment agreements include broad language as to the law to be applied (or “applicable law”) by a tribunal in the event of a dispute. NAFTA’s Chapter 11 provides an example of this:

Article 1131: Governing Law

1.  A Tribunal established under this Section shall decide the issues in dispute in accordance with this Agreement and applicable rules of international law. (emphasis added)

This type of broadly phrased clause allows sources of international law other than the specific treaty that enables an arbitration to commence to be raised, as long as one can show they have a legitimate relationship to the issues to be decided, i.e. that they are applicable rules of international law.  While such a provision is not needed to consider the role of CIL as an interpretive aid to the provisions of a treaty, it is quite useful to assess whether additional sources of international law may be applicable as well. 

The questions that must then be addressed in each individual case are:

· whether such a provision is included in the IIA on which a claim is based, and if so 

· what additional areas of international law, with its rights and obligations of states, may be applicable.  

In this context, customary international law can be used not just to help interpret a BIT or regional IIA, but to help identify other rules outside its scope that might act as a further source of rights and obligations as between an investor and host state so as to alter the impact of an assessment of fault and liability based solely on the text of an agreement. What might be argued under CIL is difficult to establish in the abstract. Each case differs, and the nature and scope of the applicable law will differ accordingly. However, the first step, of identifying an approach that supports the inclusion of other sources of law in the analysis, is important and should be fairly common to most arbitral contexts.

Even where the type of language seen in Article 1131.1 of NAFTA is not present, additional sources of customary international law may be relevant to some situations.  For example, the notion of a legitimate expectation of the investor has become, as already noted, a central part of some approaches to analyzing the fair and equitable treatment standard. Here, it is certainly arguable that an investor could not have a legitimate expectation that is contrary to customary international law, as all states are bound by such law. Thus, in the context of water quality issues, it is certainly arguable that a company operating on one side of a transboundary river could not have a legitimate expectation of being able to pollute the river to the injury of the state or residents on the other side of the border, and there are clear customary law rules on not allowing activities sin one state to harm those in another state.
 In this way, customary international law can be understood as contextualizing and thus setting certain parameters around the legitimate expectations of an individual investor or its investment.

Other examples where CIL might be relevant in the water context could include the identification of water allocation priorities in a large number of transboundary water agreements and the International Law Commission work on state rights and obligations over transboundary waterways, the quickly growing notion of access to clean water as a basic human right, the notion of indigenous peoples’ rights in international law as a balance against otherwise unsecured or unwritten water rights, and potentially other relevant legal concepts. Having set out the legal basis on which they may be used or be seen as relevant here, the substance of these areas of customary international law is explored in more depth in section 3 of this paper.

2.2 General Principles of Law

General principles of law are also recognized, as noted above, as a legitimate source of international law. It is generally used to help fill gaps in treaty and customary international law applicable to a specific situation, but can also be used to advance new principles of international law derived from their widespread application in domestic law.  

Like customary international law, general principles of law may fulfill two purposes in relation to IIAs: as an aid to interpretation and as an exterior source of law that can be called upon to contextualize or counterbalance the rights and obligations of an investor and host state under an investment agreement.

It has already been noted that general principles of law are to be found in the legal systems applicable at the domestic legal level. When such principles are sufficiently widespread across legal systems, they may be identified as general principles of law and applied as such in international law.

Several specific principles may be relevant here, going to the formation of investor contracts, their execution, and governmental measures that alter such contracts. The applicability of any given principle will, of course, be determinable based only on the facts and legal issues flowing from that case, as well as the capacity to show it is indeed a generally accepted principle of law so as to be recognized as such in international law.

2.2.1
Possible general principles relating to the formation of contracts

The concept of “ordre publique” comes from a civil law tradition but has expanded to many legal systems today. Without seeking an absolute definition, it carries with it the presumption that acts contrary to the “ordre publique” are not acceptable and cannot be the basis of a legal action. This has been recognized as applicable in the case of acts contrary to the ordre publique internationale in recent writings on international arbitration.


Corruption

Corruption is probably the most critical issue relating to the formation of investment agreements, contracts and permits that one finds under the broader legal context of ordre publique. It is widely accepted that the initial run of water privatizations in Latin America and elsewhere was accompanied by significant levels of corruption, although no governmental replies appear, as can best be seen to date, to raise this issue.

The barring of corruption in all legal systems is now widespread, and consequences can include jail time in most legal processes. In international law itself, at least two major treaty processes are seeking to ban corruption by foreign persons of domestic government decision-makers, one at the UN and one through the OECD.
 Both processes call for corporate officers engaged in corrupting acts to be punished. 

The issue for international arbitrations is not the punishment of individual corporate officials however, but the implications of corruption for the formation of contracts and for the rights of the investor or investment relating to its execution and subsequent governmental measures. The achievement of an investment through corruption of the government decision-makers goes to the very status of the investment contract, agreement, permit or other instrument that defines the primary context for the investment: Can such a contract or other instrument be used as the foundation of an investor-state arbitration?

Increasingly, leading authors are suggesting that it cannot.
 One major reason for this is that it goes against the ordre publique internationale, borrowing the concept as a general principle from domestic legal systems. Thus, it is argued, allowing an investment gained through corruption to be the basis for an arbitration allows corruption to be recognized as a legitimate cost of doing business. As the ordre publique internationale now rejects this premise, it also requires that arbitration tribunals reject jurisdiction over a claim based on such a history. Of course, the tribunal must be satisfied that corruption played a role in the achievement of the investment, and a tribunal must take jurisdiction to assess this. But a finding of corruption, it is argued, would then vitiate the jurisdiction of the tribunal to proceed further.
 

This approach appears to be supported in at least one important investor-state case where the question of corruption arose in the context of the formation of the contract. In Wena v Egypt, the Tribunal stated in relation to allegations of corruption by the defending state that, “…If true, these allegations are disturbing and grounds for dismissal.”
 The Tribunal, however, went on to avoid an investigation of whether the allegations were true at least in part on the basis that the state had taken no investigative or corrective steps itself on the corruption issue. 

The more recent case of Methanex v. United States, which concerned allegations of corruption of government decision-makers by a third party to the detriment of Methanex, suggests that such deference to domestic investigation is not needed. In its broad analysis of the methodology to use and the importance of a Tribunal investigating such claims of corruption seriously is, it may be argued, equally applicable to allegations of corruption in the formation of a contract that lies at the root of the dispute the tribunal is addressing.
 Indeed, the methodology set out, one of considering circumstantial evidence in the absence of direct evidence, is clearly a precedent that can be relied upon in terms of the issues of proof of corruption in any context. 

Given the transition of the international legal order from seeing corruption as a cost of business to corruption as a breach of the ordre publique internationale, the shift to seeing corruption as a basis for vitiating the jurisdiction of an investor-state tribunal is a conceptually easy one to make. Although one may anticipate significant resistance from investors in this regard, it is worth noting here that in one recent high profile instance, the company alleged to have achieved its investment through corruption of high ranking government officials actually admitted the corruption, withdrew its claim, and paid a significant amount of legal costs of the defending state.

In addition to being a jurisdictional issue, the question of corruption also goes to the more substantive issue of the legitimate expectations of the investor as part of the analysis of future government measures pertaining to an investment. Here, the argument is very clear and straightforward: expectations achieved by illegitimate means cannot, by definition, be legitimate expectations. On this basis, and beyond the jurisdictional issues, it would seem that most of not all claims by an investor would also fail.


Other potential principles relating to the formation of an investment

While corruption is perhaps the most salient and easily identified general principle relating to the formation of an investment, other principles may also be relevant. These include:

· Duress in the formation of a contract

· Undue influence in the formulation of an agreed investment

· Misrepresentation and non-disclosure of material information

· Abuse of right

· Mistake, and 

· Unconscionability.

THIS LIST WILL BE EXPANDED IN THE FINAL DRAFT

These potentially applicable principles are more speculative at this time for one main reason. While it is likely they can be established as broadly accepted general principles of law, and hence there is a basis for their identification as a general principle of law under international law,
 the ability to deploy these principles in the context of negotiations with states where it is the state that would claim them as a defense may be limited in practice as they paint a picture of the state as the less able partner in the negotiation by a significant margin. 

Some discussion of this reason is warranted. A note of caution must first be voiced here: many of the factual issues raised in this discussion are at least partly speculative, reflect anecdotal information or are sometimes just rumors. Thus, the first question will be one of establishing a factual basis on which any of the legal issues could be based for any given arbitration. 

Under what type of circumstances might a defendant state raise any of the above noted principles as a defense? Specifically in relation to water privatizations in Latin America, several issues could arise. For example, there is information that several banks, major companies in the water sector and other potential beneficiaries of water privatization actively promoted and encouraged the privatizations within the World Bank and other key places prior to the World Bank making this part of the conditions for financing. Whether the lobbying of the World Bank did in fact lead to policy changes that would favour those in the privatization business is not clear, but a factual assessment could help determine this, and a legal analysis could determine whether this rose to the level of undue influence, abuse of position, etc.. As an extreme example, and without any implications there is evidence in this regard, if it could be shown that the financing banks or water companies bribed World Bank officials involved in any given privatization project to promote that result, this could lead to very serious allegations.  No duress or other failure on the part of the investor could be made out simply by virtue of its having made the investment once the decision to privatize was made, it could only be made out if the investor had been involved in precluding other options to the state through the kind of lobbying suggested above.

There have also been suggestions circulating in some quarters that legal support for governments negotiating privatization contracts was provided through the World Bank by law firms that otherwise represent investors in the water sector. If true, this could raise a question of the complicity those firms in organizing contracts that may have turned out to be imbalanced or inappropriate for the circumstances of the government in question, or of undue influence in the negotiation of the contracts. Non-disclosure of any possible conflicts of interest may also be involved. 

A further question is whether the companies would have known, due to their experience, that the contracts were inadequate to ensure the actual fulfillment of the underlying objectives of the governments involved. This could include issues relating to rates, emergency management, inadequate auditing and oversight mechanisms, absence of needed regulations, etc, all of which suggest possible abuses or roles or failures to disclose critical information they had knowledge of.  In addition, they may have been aware that users within the about to be privatized system lacked the ability to pay at levels neede to support it effectively, thereby creating conditions for renegotiation. 

One would have to assess the nature of each contract or agreement carefully here, and the nature of the knowledge one might presume the private party to have in relation to it. Knowledge of the type suggested here could raise an issue of misrepresentation, abuse of position or abuse of right. In an extreme case, where the investor may have been in a position to know that the contract would lead to implementation problems and loss of service for some users, a case for unconscionability may also lie.

Finally, if there were to be evidence of a “carving” up of the investment market so as to constrain competition among the handful of real potential investors in the privatizations, that could raise additional issues of undue influence, abuse of right, or unconscionability.

Mistake as a defense may be a much more precarious one. One would have to show that the government had so manifestly erred in its negotiations as to vitiate its consent to the contract. Absent some of the other factors noted above that might be argued to induce the mistake, achieving this level of proof in the face of the public debates on privatization, the long processes involved and more may be a hurdle of some significance. 

All of the above requires very fact specific argument and careful analysis of the status of the potentially applicable principles as a general principle of law applicable in international law. Current information points to possible directions of arguments and raises the possibility that further development of the facts and law maybe useful in some cases.

An additional factor that would be relevant in this last regard is to determine the pattern of remedies for any breaches of the kinds of principles described here. For example, does mistake by one part automatically lead to a repudiation of the contract, or some other, lesser remedy, perhaps an adjustment to damages? Does duress or undue influence similarly lead to nullity of the underlying contract or permit? This would need to be part of a research agenda looking forward. Included in this agenda would be recent development in private international commercial arbitrations as well.

2.2.2
Possible general principles relating to the execution of contracts 

A separate set of potential principles may arise in relation to the execution of a contract after its implementation has been initiated. Again, each must be seen as fact specific, and hence a strong factual base would have to be laid to make any such claim viable. Perhaps the critical potential principles that may apply here are abuse of right, or principles related to specific performance as a prerequisite for initiating a claim based on breach of contract by the state.

A number of water privatizations have led to situations of failure by one or both sides: failure to make new investments, to continue levels of service, or to extend service on the part of the operator; and failure of governments to allow agreed price increases or other economic changes in favor of the operator are some examples. 

The monopoly context of most water services creates a potentially unique environment for claims relating to abuse of rights in the execution of contracts, including potentially based on abuse of position in a contract renegotiation. (Renegotiation is an almost endemic occurrence in the 1990s public utility privatizations, often with the renegotiating company having a significant upper hand due to a variety of factors that are magnified in a monopoly context.
)  The monopoly context makes it difficult for governments to shift contract holders. In addition, where the monopoly operator is covered by an IIA, this creates the added risk of very expensive investor-state arbitrations which can weigh disproportionately on governments faced with a monopoly foreign investor. There can also be substantial knowledge advantages for an investor already operating a water distribution or other public utility system. 

All of these factors may lead to a shift in balance of rights and obligations between an investor and a host government such that it advantages the investor seeking new operating terms, and may even allow investors to accept less favourable terms initially in the expectation of better renegotiating conditions later when other players have fully left the scene.  If an investor can be shown to have known, for example, that the original terms were not sufficient to allow for the levels of new investments called for under the agreement, it may seek to use its operating powers to force higher levels of tariffs in order to meet the new investment targets while maintaining the same level of profitability. Similarly, an investor can use its operating capacities to alter service delivery to areas or persons with limited ability to pay, even if service levels had been guaranteed. By avoiding full performance of its obligations, investors may create multiple additional issues for renegotiation in a crisis context. It is possible that this can amount to an abuse of rights in the execution of a contract, based on factual determinations in any specific case, and a legal assessment of what standard of conduct is required to show an abuse of right as a general principle of law. In addition, if such planning could be shown to have occurred, issues such as abuse of position or misrepresentation as part of the original conlcusion of the contract would gain additional support.

The corollary of an abuse of right, but one which may be less legally demanding because it focuses less on motivation and bad faith, is the question of whether an investor has met its own obligations. By focusing on the requirement for specific performance and good faith of the investor, a host government can try to turn the tables on the investor. This can be argued as providing the rationale for not fulfilling specific governmental obligations in some cases, especially when they are set out as commitment precedents for certain government actions. This can also potentially be done by way of a counterclaim or as an offset to any finding of liability or damages, though not all arbitral systems may be open to this.

A different type of issue that may arise concerns a fundamental change in circumstance. In international law terms, this invokes the customary international law concept of rebus sic stantibus as it applies between states in their treaty relations. The notion is however, also reflected in many domestic legal systems between contracting parties. This concept requires a true change in circumstances that would not have been generally foreseen during the negotiation. It is usually a high test, whose application may be most relevant in response to unexpected crises of some type. By contrast, it does not apply to justify changes in government policy due to changes in political leadership, for example.

It has often been suggested that the Argentine Peso/dollar crisis of 2001-2002 provides sufficient factual grounds to argue the principle of a fundamental change in circumstance, at least as it relates to the fiscal changes that were brought in by government decree to de-link the fees and related calculations from the failed dollarization policies. The first case where this was argued on the merits did not succeed, due in part at least to a view of the tribunal that the initial privatization process had also been in response to a crisis as well, and that the investors who responded positively to Argentina’s requests for foreign investment should not bear the brunt of the costs for its response to the second crisis. There was also a serious question as to whether the de-linking had in fact not been foreseen in the negotiation and accounted for in the original contract.
 

This first decision is now subject to an annulment process at the International centre for the Settlement of Investment Disputes (ICSID), and may thus be overturned. However, it does stand as an indication of the high standard that must be met for the change in circumstance argument to succeed.

2.2.3
Possible general principles relating to government regulatory measures that alter contracts

Perhaps the most important element in the context of general principles may be the right of states to regulate within their territory. It is important to state clearly that investment agreements do not grant the right to regulate: they restrict or constrain it only in so far as the language in the agreements demonstrably does so.  There is no presumption in the agreements or in the field of international investment law that the right to regulate has been generally curtailed by them.

The key limits or constraints imposed by investment agreements have been noted above: national treatment and most-favored nation treatment; no expropriation without compensation, fair and equitable treatment, and in some cases prohibitions on performance requirements. None of these, unless specific undertakings have been given to the contrary, preclude regulations that are non-discriminatory and non-expropriatory being made.

The question then becomes how to account for normal regulatory practice in the context of IIAs. One way is, as already noted, to consider the police powers exclusion of regulations from the concept of expropriation. A second way is to consider more specifically how to accept good regulatory practice as a positive element of the rights and obligations within an IIA.

Two examples may be noted here. In Maffezini v. Spain, it was noted by the Tribunal that domestic legislation to ensure that sound environmental assessments were made of new projects was not contrary to any obligations under the Spain-Argentina BIT, but was rather an example of good practice that an investor should expect to address in the course of an investment into Europe.
  In Methanex v. United States, it was similarly noted that the investor had invested into a market area well known for changes in environmental standards as new information was brought forward and analyzed by government decision-makers. This culture of forward-looking environmental protection was, therefore, to be understood as part of the environment the investor chose to enter into, and thus was seen as conditioning his expectations of future government conduct.

The context differs somewhat in relation to investment in monopoly infrastructures. This is especially so when the investment is made into states that do not have highly developed regulatory or administrative systems, as many undergoing new privatization processes have shown. Here, the issue may be better understood as a combination of the basic right to regulate and an understanding of good practices in the specific sector involved. In water distribution, for example, it would seem entirely reasonable to argue that common practices in the sector should condition the expectation of a foreign investor, even if the host state has not yet itself developed its regulatory environment at the time the investment had been made. This argument would then be strengthened if certain practices can be shown to have risen to a level of general principles in the field of water law.
 

Specifically within the water context, a variety of issues that need regulation may be reviewed from the perspective of good practice and as a general principle of water law. These include practices concerning:

· service to poor;

· water tariff levels in relation to economic needs of consumers and of system operators;

· sharing of water access;

· maintaining potable water quality; 

· re-investment levels in the public utility systems;

· appropriate levels of indebtness; and

· rates adjustments in times of crisis, 

A broad review of each of these from a comparative law perspective would be critical to making a legal case in this regard. The adoption of a sector wide approach to looking at these areas is given added credence in the water sector due to the multinational nature of the players involved in the privatization process. They have a unique level of expertise in water management systems and the expected standards for a successful operation.  They should anticipate that best practices be applied to all of there operations, wherever situated.

This brings us back to a point raised a couple of times above: what happens if specific undertakings not to change the regulatory environment of an investment have been made by the host government? Even more specifically, what happens if the undertaking purports to freeze the regulatory environment at levels that are below best practice or below definable principles of water law? Here, one can arguably go back to the issues raised above of undue influence, abuse of position, misrepresentation and non-disclosure of material facts, or even unconscionability specifically as it may relate to such undertakings, rather than the entire investment contract, agreement or permit. In other words, it can be argued in such circumstances that a major participant in the global water industry cannot use its cunning or its special expertise in such a way as to unduly distort present or future regulatory needs of the host government, or to constrain future efforts by a government to attain a state of the art regulatory system. 

The more evidence one can show of commonly accepted best practices and state of the art rules in the regulation of public utilities, or of general principles of water law applying across different legal systems, the stronger the case to show that achieving those standards should be understood within the notion of legitimate expectation of the investor, and that a contract precluding achieving those standards or principles should be carefully reviewed based on principles relating to contract formation as described above.  All of this gives additional context, depth and specificity to the recognition of the right of states to regulate within the context that this right might be challenged under investment agreements.

3.
SOME POTENTIAL APPLICATIONS FOR NON-INVESTMENT AREAS OF INTERNATIONAL LAW

So far the potential role of other sources of law in the context of investment treaty arbitrations has been considered primarily from the strategic or legal logistics perspective of how they may fit into an investor-state arbitration. In this section, a preliminary discussion of the potential role of certain other areas of international law from a substantive perspective is considered. This is not intended to be an exhaustive discussion, but rather one that helps sow the seeds of the possibilities for additional sources of international law to be seen as relevant. 

Some of the areas of law discussed have a combination of treaty and customary international law as there sources. This should not be a significant barrier if the substance of the law has properly crystallized under customary law on the one hand, or if the treaty practice includes the host state in particular on the other hand. In this regard, the basic legal principle of pacta sunt servanda, treaties must be implemented and complied with in good faith, will assist states in both justifying specific acts in relation to treaties they are a party to, and in setting out the full legal environment into which an investor has entered. Again, this second element is important in setting the appropriate parameters of the legitimate expectations of the investors.

One principle underlying this section has already been stated, but may be reiterated here. It is the one identified in the first WTO Appellate Body decision, that the WTO legal system lives within the broader body of international law, and not in isolation from it. The point is as important as it is simple to make. Yet, how far any given tribunal will allow exterior sources to be called upon is a largely unknown factor. Contextualizing its role, as described in several different manners previously, will thus be important to show why and how it is relevant for a decision on the respective rights and obligations under the IIA in question.

Three areas of international law are considered below:

· International sustainable development law;

· International human rights law; and

· Transboundary water agreements.

3.1
International Sustainable Development Law

Sustainable development is often understood as an environmental concept. This is incomplete. In addition to bringing environmental sustainability into the economic debate, sustainable development also requires the consideration of equitable development from its social and economic aspects. Respect for basic human rights is also often considered as a specific element of sustainable development, but this element will be considered separately below.

The environmental dimensions of sustainable development are fairly well understood. They require that economic decisions be taken in the light of their environmental consequences. They also require that preventive, remedial and mitigative measures be taken to prevent or address environmental damage from human activity. Towards this end, a web of international agreements and principles has been constructed, and thousands of domestic laws and regulations have been adopted around the world.

It has already been noted that at least two investor-state arbitrations have positively noted the need for investors to consider the right of states to protect the environment, and its evolution as knowledge evolves, as part of the reasonable expectation that any investor should have. This goes to support the carve out of regulatory protection for the environment from the concept of police powers, and the limitations that must be understood on the legitimate expectations of the investor when analyzing investor rights under the fair and equitable treatment standard. 

A key element that specific references to international sustainable development law may bring into the debate is the recognition of the precautionary principle as a foundation of the role of states in protecting environmental and human health. The precautionary principle is not an open-ended approach to environmental regulation, but a principle based on science and evaluation that ensures appropriate room for action in the face of uncertainty.
 It may at times be useful to refer to the broad acceptance of the precautionary principle in international sustainable development law in an investor-state arbitration.

In addition, it would seem clear that complying with international environmental obligations would be full justification for enacting environmental measures. This presumption has taking root in practice if not in a formal legal manner at the WTO,
 and it should fit perfectly within the scope of the customary international law on police powers measures on the one hand, and as a conditioning factor on the legitimate expectations of the investor on the other hand. The customary international law rule of not causing transboundary harm has already been mentioned. Eliminating pollutants in waterways pursuant to international treaties would thus be relevant if foreign investors are emitting such controlled pollutants.

The development component of sustainable development is usually understood in terms of the concepts of equity in social and economic development that often require government intervention to protect the broad public welfare.
 Thus, the inherent right to set national development policies that reflect domestic needs would be recognized, as well as distributional equity, in particular in relation to historically mistreated populations.

While these may now be generally recognized as legitimate exercises of the right to development, specific actions may conflict with the provisions of IIAs. It is understood, for example, that a number of foreign investors in South Africa have threatened to sue under BITs in response to the Black Empowerment Program, though no such suit has actually materialized.
  How a tribunal would treat such a potential situation is unclear. The first step would be a detailed analysis of the IIA itself, and in particular whether any such measures were expressly precluded by it. After that, one can suggest that a careful balancing of the rights and obligations would be needed, including the potential for claims based on fundamental changes in circumstances in some cases. 

The extent to which crisis management and the legitimate need to preserve social peace and equity between domestic and foreign investors, such as in the aftermath of the Argentine fiscal crisis, can fit within the right to development is unclear. The question is complicated in the only decisions so far on the substance in relation to the Argentinian crisis by the inclusion in many of the foreign investment contracts of specific guarantees and remedies in the event that the recovery policies from the 1990’s crisis were to be reversed.
 In an earlier decision relating to damages to a foreign investor following a period of internal social strife and violence, maintaining identical treatment between domestic and foreign people and investors was not considered a valid response to the loss of property of the foreign investor under an investment agreement that did not specify equal treatment would be sufficient to meet he applicable obligation on the host state.

3.2 Human Rights

Specific applications for human rights law may be more difficult to find in practice, but the water sector may indeed be one where human rights law can find application. This possibility has, in fact, been expressly recognized in a water services case in Argentina: 

[water and sewage] systems provide basic public services to millions of people and as a result may raise a variety of complex public and international law questions, including human rights considerations.”

What might these considerations be? First, of course, is the human right to clean and safe water. This right, now emerging more clearly as a human right,
 can be understood as setting a basic requirement for water service providers to comply with. In essence, by taking on the right to deliver water, they also take upon themselves the obligations to meet basic human rights in relation to the right that they exercise. The growing recognition in a number of international standards that consider multinational corporations to be obligated to comply with basic human rights standards adds weight to this approach.
 At a minimum, they spell out a clear link of business responsibilities, and hence go directly to the question of balancing the legitimate expectations of investors with the legitimate expectations from investors.

Unlike other areas of law where it may be easier to contract out of certain obligations, or to limit state acts to levels below international obligations, it is also arguable in the water context that this obligation cannot be contracted out of. The concept of an international obligation erga omnes or an obligation that has risen to the level of jus cogens, obligations owed to all humankind that cannot be derogated from, would be relevant here.
  As water is a basic necessity of life, the consequences of allowing a contract or IIA to be read as a contracting out of such a right are significant and obvious.

A second area where human rights laws may be relevant is in the protection of indigenous peoples. The special situations of indigenous peoples in many cases has been recognized in international human rights documents. This can be relevant, for example, in assessing rights to access water as between a foreign investor and an indigenous community. Often, the water rights of the latter may not have been codified in any way. Drawing on the special recognition of indigenous peoples status in international law may add weight to the argument that their rights are nonetheless cognizable in law and cannot be diminished by the needs of foreign investors, or at least not without their consent.  Similarly, the right to receive clean and safe water may be heightened by historical or traditional claims of indigenous peoples. 

3.3
Transboundary Water Agreements

The third area of international law to briefly consider is that of transboundary water agreements. Transboundary water law has a long history in both treaties and customary international law. The customary obligation not to allow transboundary pollution is a well known rule already noted above. Another critical element of this field is the setting of water allocation priorities based on equitable usage and ensuring, today, that basic human needs have priority usage. Where these obligations are present as between states in an agreement, and the host state is a party to such an agreement in relation to a water allocation that may be subject to an investor-state dispute, the treaty may well be drawn upon to support governmental allocation decisions. The existence of a treaty could do two things: show compliance by the states with international norms and hence the absence of any unreasonable behavior, and condition the expectations of the investor from the beginning as treaties are part of the legal environment into which they would have entered.

In addition, many transboundary water agreements contain institutionalized decision-making processes for water allocations and water diversions. These may also be relevant factors for host governments to consider if water allocation decisions in a covered waterway become subject to challenge.

4.
CONCLUSIONS: HELPING THE EXTRINSIC SOURCES OF INTERNATIONAL LAW WORK

One must be careful in not ascribing to international investment agreements powers or ills they do not possess. Investment agreements, for example, have not been the cause of the water privatizations in Argentina, elsewhere in Latin America, in the Philippines, or anywhere else, or the cause of their failures. At the same time, it is true that investment agreements, in particular those with investment liberalization provisions (including in services sectors) can contribute to failed projects if liberalization is promoted in environments that lack the appropriate regulatory and administrative infrastructures to help them succeed and the economic capacity to sustain infrastructure privatizations. The major proponent of such premature liberalization to date has probably been the World Bank Group, but they have not been alone.

It is also true that investment agreements do play a significant role in how disputes involving water privatizations are approached today, and will play a significant role in how water allocation and water quality issues are approached in the future. This paper tries to address this linkage primarily in the dispute settlement context, based on the kinds of relationships between investment agreements and water described in Part 1 of the paper.

Some additional issues have not been addressed in the body of this paper. For example, transparency in the investor-state arbitration process has not been addressed here but is arguably an essential element for accountability that promotes a greater opening for inclusive arguments. This is because tribunals that know they are being watched will not want to appear to be limiting potentially relevant arguments from being made. Similarly, the different roles of states as defendants and civil society groups as potential amicus curiae have not been addressed. These kinds of issues, which go to the heart of a democratic and accountable dispute settlement process, do have a potentially significant impact on how an arbitration is heard and how it may be decided.

The arguments put forward above can be summarized as follows. There are significant opportunities within the structure of international investment agreements and investor-state arbitrations for sources of international law outside of the treaties themselves to be raised in an arbitration. These sources include other treaties, customary international law and general principles of law. The uses for such extrinsic elements of international law can be as a supplementary means of interpretation of investment treaty provisions, as sources of international law directly applicable where treaties allow for these to be raised, as indicators of the scope of police powers measures as understood in customary international law and of the scope of the inherent right of states to regulate, and as conditioning elements that help define the legitimate expectations of an investor. 

Any combination of source of law and uses may be relevant in a given arbitration. Only the facts and legal issues raised in a specific case can determine what will or will not be relevant. None are certain to make a difference in the outcome of a case, but equally any of them, used in the right combination and in the proper legal context, can have a significant impact on a decision. To achieve this type of impact, strategic choices must be made. Lawyers and their clients, whether in government or in civil society, must act pragmatically and strategically. Arguments must be cogent, complete and well set out in the context of the dispute before the tribunal, which is about the application of the rights and obligations under an IIA to a specific situation. Polemics and broad generalizations will not likely be well received and are unlikely to have an impact.  

Government lawyers can help the process through a more carefully weighed choice of arbitrator than has often been seen to date. All lawyers must consider the arbitrators involved in a case and see if their writings or prior decisions give indications of how to approach the broadening of the law being presented to them: what concerns have they shown in the past in related areas of law? Can you respond to them with outside sources?

In short, it is submitted that there are significant opportunities to inform the deliberations of an investor-state tribunal with extrinsic sources of law through cogent, well directed arguments. This does not replace the need to alter agreements to reduce some of the inequities and fix the democratic deficits they present, but it does suggest that states and civil society groups should not either give up when an arbitration is announced against them, or that they should play only by the presumed rules set by an investor. The scope for argument is potentially broad and leaves much room for creativity when it can be properly harnessed.
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