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Introduction

Despite the evolving nature of the global economy and the role of the state from the “nation-states” (Westphalia) into “market-state” with emphasis on privatisation of hitherto state activities and competitive markets, which entail more external disciplines on state power especially in the areas of trade, investment, and human rights,
 most governments still viewed taxation as a central element of sovereignty and so are reluctant to accept extensive or heightened international disciplines on their taxing powers.
 Thus, whilst accepting supranational control/discipline over state conduct in many other areas, state parties to most modern investment treaties and instruments have either carved out taxation all together from the treaty (e.g. Art. V ASEAN Agreement on the Promotion and Protection of Investments, 1987) or restricted the applicability of some of the treaty disciplines to certain types of taxes.
 What makes tax matters (particularly direct taxation) special is the reliance of many states on it as their major source of revenue to meet their internal and external security needs.
 Hence, NAFTA’s tax provisions (and similarly drafted investment treaties), in particular the “tax veto” power of the state parties,
 were negotiated primarily to protect the state parties’ taxing powers and to prevent or minimise possible abuse of the investor-state arbitration process to harass or file unmeritorious tax-related claims against the state parties.
 However, it could be argued that, aside from undermining  the rule-based investment regime crafted by the parties, the tax veto provisions of such treaties placed the foreign investor at a relative disadvantage vis-à-vis the host state in respect of a central principle of private property protection, which also raises serious due process issues. In any event, an analysis of the existing jurisprudence on expropriatory taxation suggests that international arbitral tribunals and courts tended to show a lot of deference to host states and governments on the matter, which sufficiently addresses the sovereignty concerns and casts doubt on the perceived lack of trust states had in international courts and tribunals on the issue. Indeed, an analysis of the jurisprudence suggests that, contrary to the real or perceived fear by many governments about the possibility of being harassed by foreign investors through vexatious tax claims, it is the host states that tended to use their taxing power for protectionist purposes
 or to indirectly squeeze foreign investors of their property rights, and that should warrant a re-assessment of the usefulness of the tax veto provisions in modern investment treaties so as to minimise it’s political risk effect and increase the benefits of foreign investment.
Section One: Tax Veto as a Jurisdictional hurdle in Investor-State Arbitration: It’s Compatibility with a Rule-based Investment Regime.
Modern investment treaties have been rightly described by some commentators as “revolutionary” in the evolution of international investment law.
 By creating substantive rights in the foreign investor and vesting it with a direct right of enforcement of those rights against the host state, these treaties have established a “rule-based” investment regime aimed at achieving a number of objectives including removing obstacles to investment by eliminating arbitrary and discriminatory restrictions and treatment of the foreign investor
; increase investor confidence “through the elaboration and enforcement of clear and fair rules” and “depoliticis[ation] of the resolution of investment disputes.”
 In addition to removing the political steam out of investment disputes, direct investor-state arbitration also ensures that the investor bears the economic costs of the dispute rather than the tax payers of the home state. Perhaps, most importantly, from the perspective of the investor, direct right of action enables it to have its “day in court” in a matter that affects its interest, an important constitutional and procedural right in under many legal systems, including that of the U.S. and Canada.
However, NAFTA Article 2103(6) states that where the investor alleged certain taxation measure of the host state amounted to expropriation, it must before commencing arbitration refer the measure to the tax authorities of the host state and its home state for their joint determination within a stipulated time period, as to “whether the measure is not an expropriation.” The investor may to arbitration if the tax authorities did not agree to consider the issue, or otherwise failed to agree that the measure is not an expropriation. Thus, where the tax authorities decided that the alleged taxation measure is not expropriatory, that puts an end to the claim; the investor cannot proceed with the arbitration since the tax authorities’ determination is final and binding on both the investor and the arbitral tribunal. A similar provision is found in post 2004 U.S. Free Trade Agreements and most of Canada’s Bilateral Investment Treaties (BITs) as well as the Japan-Mexico FTA.
 It is the possibility of denying the private investor the opportunity to present its case – on an important issue of alleged deprivation of its property rights - before a neutral and independent tribunal that is a matter of greatest concern from the jurisprudential and academic perspectives.
Although so far there have been few instances when the tax authorities took such a decision,
 nonetheless, it could be argued that the tax veto provision of such treaties is not only a far reaching exception (if not an antithesis) to the cardinal objective of a rule-based investment regime, which is the creation of an effective procedure for the resolution of investment disputes as stated in NAFTA Article 102(1) (e),
 but also might be misused by the state parties to block otherwise meritorious tax claims. Under international law and most domestic laws, the issue of whether or not an administrative measure amounted to expropriation of private property is a legal question to be answered by the courts or an arbitral tribunal rather than by an administrative agency or agencies of the government. This is because apart from being a constitutional question, it also about how to strike a balance between the protection of private property on one hand and legitimate regulation of same by the state on the other. It is only fair and equitable that such a decision should be made by a neutral and independent tribunal rather than the administrative agency whose actions formed the basis of the dispute.  Viewed from this perspective and considering the political and economic significance of the flexibility of the state to tax, it might be argued that the expropriatory tax provision of the Energy Charter Treaty probably strike a fair balance between the conflicting objectives.
To a large extent, the tax veto procedure is akin to the much criticised Mutual Agreement Procedure under Double Taxation Treaties.
 Such criticisms include:

Firstly, the competent tax authorities are not a neutral arbiters of the dispute. To the contrary, they are interested-parties to the case; being the very department whose conduct is either in question (in respect of the host state) or might be in future (with regard to the home state).
 Hence it is probably in the self-interest of both authorities to agree that the disputed measure is not an expropriation. For as professor Ratner noted, having been defendants in alleged expropriatory claims by investors, 

“[a]ll three NAFTA states, therefore, and especially the most powerful ones, now have a strong interest in ensuring that NAFTA’s aim of cross-border trade and investment is not interpreted to impose obligations to compensate investors simply because bona fide regulations have a serious economic impact on the investor. They take care to avoid decisions that prove so advantageous to foreign investors that they become a burden to the host state.”

That collegiality is more likely to be reinforced when the tax authorities had to decide whether a member state’s tax measure is not expropriatory, knowing fully well that perhaps in the near future they might have to consider another state party’s impugned tax measure.
Jurisprudentially, that raises a serious question over the compatibility of such a procedure with due process requirement under most domestic law as well as international law.
 Further, there is empirical evidence which suggests that, some home states, including the United States have sided with host states when doing so is in the country’s foreign policy or diplomatic interests.
 The possibility of such collegiality is higher when doing so is also in the two states’ strategic economic interests.
Secondly, in reaching the decision as to whether the disputed tax measure is not expropriatory, there is no obligation on the tax authorities to provide the affected investor the opportunity to present its case or counter that of the host state tax authorities. This is because the tax authorities’ decisions are usually made through exchange of letters rather than before an administrative tribunal where the private investor is invited to present its case.
 Assuming the tax authorities decided to hold a formal meeting and invite the investor to present its case, it might be reluctant to disclose all the evidence for fear of disclosing vital information which might be used by the host state to its advantage in a subsequent arbitration. Indeed, the host state’s tax authorities might use such an opportunity to gain strategic litigation advantage over the investor.

Thirdly, the question whether or not a disputed measure constituted an expropriation under an applicable BIT/MIT, is a legal question involving an assessment of the facts, international case law, and the relevant treaty. Even though, some officials from the state parties tax agencies might have participated in negotiating the treaty (and so may be in a position to shed light on the parties’ intentions at the time the treaty was negotiated), they might not be familiar with other technical issues of treaty interpretation.

Further, it could be argued that even with respect to the fiscal sovereignty concern of the state parties to the treaty (being the justification for the tax veto provision), similar objections were raised by domestic courts in the past (and currently by environmentalists with respect to environmental regulation of foreign investment) against arbitration of issues relating to competition policy, securities law and patents but most of which have now dissipated. There is no justifiable reason why tax matters should be viewed differently. For as professor Park noted:

“Arbitration of any nationalisation controversy will cost the state money with financial consequences and threat to sovereignty that are functionally similar to loss of taxing power.”
…..

Governments agree to arbitrate expropriation disputes even when the object of the taking may implicate vital national interests, including natural resources and the country’s economic infrastructure.” 

Finally, as we shall argue below, an analysis of existing arbitral and international court (e.g. European Court of Human Rights) decisions on expropriatory taxation claims suggests that the perceived fear by the states over possible loss of fiscal sovereignty through external disciplines seems to be unfounded. With very few exceptions, host states and governments have prevailed in most tax expropriation claims filed by private investors or individuals.
Section Two: Substantive Tax Expropriation Claims and the States’ Margin of Appreciation

Most investment treaties (e.g. NAFTA Article 110) obligate the state parties not to expropriate the investment of each other’s investors in its territory or take measures that have similar effect except for a public purpose, on a non-discriminatory basis, in accordance with due process and on payment of compensation.
 There is no question that an indirect expropriation may occur through taxation as it might through other regulatory measures.
 However, it a truism under international law that, a “state is not responsible for loss of property resulting from bona fide general taxation ... that is commonly accepted as within the police power of states, if it is not discriminatory” and not designed to cause the alien to abandon the property to the state or sell it at a distress price.

In view of the centrality of tax as an instrument of state revenue and policy, existing international arbitral and court decisions suggest that a wide margin of appreciation is accorded the state respondents, and private claimants have found it very difficult to discharge the burden of proof expected of them in order to succeed in such cases. With the exception of very few cases, most of the expropriatory tax claims were either dismissed at the merits stage or found to be inadmissible at the jurisdictional stage. For instance, in Occidental v. Ecuador, the tribunal held the expropriation claim inadmissible because it was “so apparent that there was no expropriation.”
 In the tribunal’s opinion, the disputed measure could not be considered expropriatory since it did not deprive the claimant of the use or reasonably expected economic benefit of its investment, nor did the measure affect a significant part of the claimant’s investment.
 Earlier in the award, the tribunal had ruled that the VAT refunds were not a substantial part of the claimant’s investment. Consequently, deprivation of such refunds could not amount to expropriation.
 
The fact that the tribunal summarily dismissed the expropriation claim suggests that the “filtering” process sought to be achieved through the less transparent tax veto procedure might equally be dealt with through the more transparent investor-state arbitration process.
 Indeed, more recent U.S. investment treaties contain explicite stipulations that authorise the tribunal to decide as a preliminary question and on expedited basis, any objection by the respondent that “as a matter of law”, the claim submitted is not a claim for which an award in favour of the claimant may be made.
 Such provisions were aimed at ensuring that private investors did not misuse the investor-state arbitration process by filing unmeritorious or vexatious claims.
 In view of the presence of such a provision in the investment treaties, it is reasonable to expect the state parties to trust the arbitration tribunal they participated in appointing to correctly decide any such preliminary objections based on rule of law rather than on political considerations.
 This would enhance stability and predictability in the law and promote a consistent development of international investment law, which is in the long-term interest of all the actors.
 
As we noted earlier, existing jurisprudence suggests that international tribunals and courts tended to defer to states when it comes to the question of expropriatory taxation in particular and regulatory takings generally.
 Arbitral tribunals generally tended to recognise that “even if the treaties do not carve out tax measures and thus insulate them from the reach of such treaty disciplines, there is no doubt that evolving tax regulation; improved tax collection and even increase of tax are, in principle, a legitimate exercise of fiscal sovereignty.”
  Thus in the Feldman case, whilst noting that excessive taxation that went beyond normal fiscal imposition or that breaches the bona fide requirement may amount to indirect expropriation, nonetheless the tribunal was quick to emphasis that “governments must be free to act in the broader public interest through protection of the environment, new or modified tax regime, the granting or withdrawal of government subsidies, reductions or increases in tariff levels, imposition of zoning restrictions and the like.”
 Accordingly, it reasoned that a legitimate exercise of such regulatory powers “in response to changing political, economic or social considerations” does not amount to expropriation even if it rendered “certain activities less profitable or even uneconomic to continue.”
 Similarly, in EnCana v. Ecuador, the tribunal stated that “[i]in the absence of a special commitment from the host state, the foreign investor has neither the right nor any legitimate expectation that the tax regime will not change, perhaps to its disadvantage, during the period of the investment.”
 It noted the “special” position of taxation when it comes to deciding whether or not a disputed measure amounted to expropriation. According to the tribunal, in principle, “a tax law is not a taking of property; if it were, a universal state prerogative would be denied by a guarantee against expropriation, which cannot be the case.” It observed that, “[o]nly if a tax law is extraordinary, punitive in amount or arbitrary in its incidence would issues of indirect expropriation be raised.”
 Thus, according to these tribunals, changes in the host state tax laws is a normal business risk which must be expected and borne by every foreign investor unless the government gave the foreign investor specific commitments to the contrary or where the tax is punitive.
The EnCana award echoes that of the tribunal in Link-Trading v. Moldova. The case related to changes in the customs and tax regime of a Free Economic Zone in which the claimant conducted its business. The claimant alleged that as a result of the changes its customers were no longer able to buy its goods as before and that adversely affected the business. It alleged that the measure amounted to expropriation. In dismissing the claim, the tribunal held that although indirect expropriation may occur through taxation measures, this can only be so when they are found to be an abusive taking which could arise where the state acted unfairly or inequitably towards the investment or where the state adopted measures that are arbitrary or discriminatory or where the measures violated an obligation undertaken by the state towards the investment.
 In other words, “normal” or good faith changes in the tax law per se, disadvantageous to the foreign investor, is a legitimate exercise of police power of the state and not tantamount to expropriation unless it is abusive, arbitrary or violated an undertaking by the host state.

 In Archer Daniels v. Mexico, the tribunal stated that the most important criterion used by international tribunals in the determination of indirect expropriation “was whether the government measure interfered with property rights to an extent that these rights were rendered so useless that they must be deemed to have been expropriated.” Based on this criterion and the facts in issues, the tribunal held that the disputed tax measure “did not deprive the claimants of the fundamental right of ownership or management of their investment.” It therefore concluded that the tax was not sufficiently restrictive to support a conclusion that it had effects similar to an outright expropriation as the claimants’ investment continued to operate its facilities after the imposition of the tax.

The tribunal also stated that in determining expropriation, in addition to the intensity of the measures, other criteria to be taken into account, include “whether the measure was proportionate or necessary for a legitimate purpose; whether it discriminated in law or in practice; whether it was not adopted in accordance with due process; or whether it interfered with the investor’s legitimate expectations when the investment was made.”

The above decisions suggest the high threshold to be met by claimants seeking to challenge host state tax measures under the expropriation discipline of an investment treaty. They also suggest that:

 “taxation that makes an investment unprofitable is not necessarily an expropriation but may simply reflect the exposure of the investment to evolving business and regulatory risks. A finding of expropriatory taxation requires therefore a distinction between general business and regulatory risk and a severe economic deprivation of the investor where issues such as breach of a tax stabilisation commitment, the complex of arbitrary, discriminatory and singling out focus on the foreign investor or the breach of clearly identifiable legitimate expectations can be used to distinguish ‘normal’ effects of taxation from ‘extraordinary’ effects suggesting an abuse of tax powers.”
 
To the best of our knowledge, the only arbitral awards in the last three decades where host state tax measures were held to be expropriatory are Goetz v. Burundi and Revere v. OPIC. 
The first case concerned the withdrawal of a license to operate in an economic free zone having tax and import duty benefits. The tribunal held the withdrawal of the license as an indirect expropriation under the applicable BIT. According to the tribunal:

“Since … the revocation of the Minister for Industry and Commerce of the free zone certificate forced them [claimants] to halt all activities …, which deprived their investments of all utility and deprived the claimant investors of the benefit which they could have expected from their investments, the disputed decision can be regarded as ‘a measure having similar effect’ to a measure depriving of or restricting property within the meaning of Article 4 of the Investment Treaty.”

In the Revere case, a steep increase in taxes on and other restrictions on the claimant’s bauxite mining business forced it to close the operations and claimed for compensation from OPIC under an insurance contract, which defined expropriation expansively as including where the host state measure deprived the insured of effective management or control of the investment. The tribunal held that the disputed measure amounted to indirect expropriation of the claimant’s investment since it rendered Revere’s control of the use and operation of its property ineffective.

These cases are the exception rather than the normal outcome of tax expropriation claims under investment treaties and contracts. They constitute a tiny minority of tax-related disputes in which the claimants prevailed. Indeed, the Revere case was decided based on the terms of the specific applicable insurance contract rather than general international law.
 In fact, contrary to the tribunal’s decision, U.S. State Department lawyers were of the opinion that the Jamaican tax measure against Revere did not amount to expropriation for purposes of the U.S. Hickenlooper Amendment warranting the imposition of economic sanctions under the law.
 

Furthermore, the jurisprudence of the European Court of Human Rights in respect of the compatibility of some member states’ tax measures with Article 1 of Protocol No. 1 to the Convention also suggests that in most cases, the court defer to the state respondent by recognising the disputed tax measure(s) as legitimate or permissible regulation of private property rather than deprivation of same warranting the payment of compensation. For instance, in Gasus-Dosier v. Netherlands, the court held that the seizure and ultimate sale of a third party’s property to recover the tax debts of the person in possession of the property did not constitute a confiscation but rather a method of securing the payment of taxes under Article 1. In the opinion of the court, in passing such laws, the legislature must be allowed a wide margin of appreciation … [and] the court will respect the legislature’s assessment in such matters unless it is devoid of reasonable foundation.”
 A similar conclusion was reached by the European Human Rights Commission in the earlier case of Gudmundsson v. Iceland, in which the Commission rejected a challenge of a special capital tax levied on properties whose values exceeded one million Crooner alleged to be confiscatory. The Commission held that the amount of the tax (not more than 25 percent of the value of the taxable assets) and the terms of payment (instalmentally over a period of ten years) were not such as to render the tax incompatible with Article 1 of the Protocol. Instead, the Commission was of the opinion that being a measure to secure the payment of taxes or other contributions, it fell within paragraph 2 of Article 1.

These cases further support the argument that claimants wanting to challenge tax measures of states under the expropriation discipline of investment treaties or other international instruments have an uphill task of convincing the tribunals or courts of the merits of their claims or dispelling the presumption in favour of the validity or legitimacy of such measures. The fact that so far, there have been few cases in which the claimants were successful is a testimony to the wide margin of appreciation accorded states by the international tribunals and courts. This should be sufficient to allay the fears of many states on the potential misuse or abuse of the expropriation discipline by foreign investors to challenge legitimate tax measures adopted by the states.
On the other hand, a closer examination of some of the tax related disputes under the national treatment and fair and equitable treatment disciplines of the investment treaties indicate that many host states tended to abuse their taxing powers to either discriminate against foreign investors (e.g. Feldman, Archer Daniels), punish political opponents of the government (e.g. Yukos) or undo, in an indirect manner, former privatisation deals - usually by using anti avoidance rules.
 Such governmental use of their taxing powers not only “engender a collapse of legal predictability and may be injurious to the rule of law in the domestic tax treatment of foreign investment,” but also constitutes a serious challenge for modern investment treaties.”
 Such a challenge can probably be managed more effectively, by subjecting the taxing powers to the external disciplines of, in particular, expropriation enforceable through the investor-state dispute resolution process.

Conclusion

Although arbitrating tax expropriation claims taxation affects a core element of fiscal sovereignty and therefore is of great concern to states, nonetheless such concerns must be balanced with the need to protect the foreign investor against any possible abuse of the state’s taxing power as evidenced by some of the cases discussed in this paper. It could be argued that the best way to safeguard both interests is probably through the investor-state dispute resolution process unencumbered by political considerations. Compared with the tax veto under NAFTA, the direct right of action with respect to expropriatory taxation measure as provided for in the Energy Charter Treaty protects bona fide host state taxing power while also safe guarding bona fide claims by foreign investors. The financial and political costs of challenging host state regulatory measures by a foreign investor are probably sufficient filtering mechanisms, coupled with the fact that investment arbitration tribunals are usually made up of highly competent and independent arbitrators capable of striking the right balance between the competing interests and rights of host states and foreign investors.
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