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March 7, 2003
VIA FACSIMILE 
Ms. Judy Darcy
National President


CUPE National Office 

21 Florence Street 

Ottawa, Ontario 

K2P 0W6

Dear Ms. Darcy:

Re:  DBO Water Facility Contracts

Further to our legal opinion concerning the proposed Seymour water filtration plant, you have asked for our comment on the relevance of that opinion to a situation involving a Canadian rather than foreign based corporation as the partner to a DBO contract concerning water supply facilities.   

As you know our assessment of the Seymour project was preliminary and looked only at the application of NAFTA investment and WTO services disciplines to such an initiative.  This important qualification also applies to this letter. Furthermore, time constraints prevented a thorough consideration of this question.  Accordingly please regard the following assessment as an illustrative rather than exhaustive survey of the issues that arise in this context.

As we also have noted, many of the rules of the NAFTA and the GATS that we consider are unprecedented and untested by judicial consideration.  Making confident predictions about the outcome of disputes that might invoke these rules is simply not possible.  However as the cases we reviewed in our opinion indicate, the risks posed by these trade disciplines are quite real and have already had a material impact on Canadian public policy and law.
 

Notwithstanding these qualifications, in our view it is clear that both NAFTA and GATS disciplines undermine the capacity of local governments to preserve public sector services, or maintain control of such services when contracted out.  While there may be legitimate debate about the nature and extent of such constraints, there is no reasonable doubt that the intent of these trade regimes is to diminish the role of governments as both regulators and service providers in favour of free market outcomes.  Moreover it is also clear that trade disputes and arbitral tribunals have demonstrated a strong propensity to accord trade disciplines broad and liberal application.  

With this in mind, the status and character of the corporation that may be party to a DBO contractual relationship would ameliorate some of the risks we identified in our opinion concerning the Seymour project.  For the most part, a contractual partner that is and remains a Canadian corporation whether public or private, would not have recourse to NAFTA investor-state procedures, or provide the impetus for trade challenges initiated by other NAFTA or WTO Parties. 

However, there are several factors that moderate the significance of this distinction between Canadian and foreign corporations for present purposes. For example: 

1. Certain NAFTA investment rules apply equally to Canadian and US investors.  For example Article 1106 concerning Performance Requirements prohibits a government from imposing or enforcing requirements that an investor give preference to local subcontractors, service providers, or goods.  Because this prohibition applies to both domestic and foreign investors alike, unless exempt, a requirement to source goods, services or materials locally as a condition to a DBO contract would offend the constraints imposed by this Article;

2. The definition of investment and investors is so broad under NAFTA that any foreign equity, debt or security interest would be sufficient to found a challenge or claim under this regime.  Obviously the more modest the interest, the less likely it is that the extraordinary enforcement procedures of NAFTA would be invoked, nevertheless exposure to such claims remains;

3. Subject to the limited constraints on foreign investment still resident in the provisions of the Investment Canada Act, the transformation of a Canadian company into one controlled by foreign investors may be accomplished quite readily.  Accordingly there is no assurance that the Canadian character of a corporate partner to a DBO contract would endure over the life of the contract;

4. The rights of foreign investors and service suppliers under both NAFTA and the GATS would extend to any subcontractors involved with the DBO contract.  For example, and as has already occurred under NAFTA, enforcement procedures concerning the DBO contract might be invoked by a foreign sub-contractor even where the primary contractor is Canadian.  Moreover any attempt to limit such sub-contracts to Canadian companies is likely to offend the constraints on Performance Requirements we have already noted; and,

5. For the purposes of creating a new benchmark for National Treatment obligations, or removing these water supply services from the protective umbrella of NAFTA and GATS reservations and exceptions, the nationality of the partner corporation or those with an interest in it, is irrelevant.

This being said, should the contractual partner be and remain predominantly under Canadian control, some of the risks associated with Canada’s obligations under NAFTA and the GATS would be diminished.  But as noted, in the absence of any effective way to ensure that the national character of the Canadian partner is maintained, this should provide no great comfort about the potential impact of NAFTA and WTO disciplines.  In our view, the decision to contract out water supply services calls into play NAFTA and GATS disciplines which put at risk the capacity of local government to maintain full control over the delivery of water services even where the corporate partner is Canadian.

The following considers each of the factors we have noted in more detail.

1.  Rules of General Application
Under s.1101 of NAFTA, the scope and coverage of NAFTA investment disciplines is defined this way:

1.  This Chapter applies to measures adopted or maintained by a Party relating to: 

ADVANCE \d4
(a) investors of another Party; 

ADVANCE \d4
(b) investments of investors of another Party in the territory of the Party; and 

ADVANCE \d4
(c) with respect to Articles 1106 and 1114, all investments in the territory of the Party. 
In other words, most NAFTA investment disciplines apply only to investors and investments of investors or another NAFTA Party - the United States or Mexico.  Remarkably this is not true for Articles 1106 and 1114 which apply to Canadian investors and to investors of non-NAFTA parties as well - in other words investors from any nation.

It is also significant to note that investor of a Party is defined by NAFTA to mean a Party or state enterprise thereof, or a national or an enterprise of such Party, that seeks to make, is making or has made an investment.  An enterprise is further defined by Article 201 of NAFTA to mean: 

any entity constituted or organized under applicable law, whether or not for profit, and whether privately‑owned or governmentally‑owned, including any corporation, trust, partnership sole proprietorship, joint venture or other association; 
This means that the status of domestic investor is not reserved by NAFTA to private Canadian corporations but includes crown and other public corporations as well.

As we noted with respect to the Seymour project, Articles 1106 proscribes the imposition of certain performance requirements that are relevant to such projects.  Thus article 1106 provides that: 

No party may impose or enforce any of the following requirements, or enforce any commitment or undertaking, in connection with the establishment, acquisition, expansion, management, conduct or operation of an investment of an investor of a Party or of a non-Party in its territory: [emphasis added]
Including among the list of prohibited measures are requirements:  

(b) to achieve a given level or percentage of domestic content; 

ADVANCE \d4
(c) to purchase, use or accord a preference to goods produced or services provided in its territory, or to purchase goods or services from persons in its territory; 
While Article 1108 creates certain exceptions for non-conforming measures and procurement, for reasons we canvassed in our earlier opinion, it is not clear that a DBO contract to establish a water supply facility would qualify under either heading.

The other article that applies across the board, Article 1114, concerns environmental measures otherwise consistent with this Chapter and calls into question the application of NAFTA investment disciplines to environmental and public health regulations even as these apply to Canadian investors in the domestic context.

The application of these NAFTA investment disciplines to Canadian law and policy concerning Canadian investors and their investments in Canada is one of this trade agreement’s most remarkable features, as is the application of these constraints to measures affecting investors of a non-party - that is investors from countries that are not Parties to the NAFTA.  Nevertheless it is undeniably the case that Articles 1106 and 1114 are intended to have this broad application. 

Thus, unless otherwise reserved pursuant to Article 1108 (see discussion following), these particular NAFTA disciplines apply equally to Canadian and non-Canadian investors. 

2.  Foreign Investors and Service Providers are broadly defined. 
As noted, other requirements of Chapter 11 only apply to investors and investments of investors of Mexico and the United States.  In this regard it is important to appreciate that the term “investment” is very broadly defined by NAFTA Article 1139 to include virtually all equity, debt and security interests in an investment.  It is also important that no minimum threshold is required to qualify under these definitions.  While the extent of the foreign investment interest would obviously be relevant to the quantum of damages that might be claimed, it is not relevant to the question whether such interests are sufficient to found such a claim.

Thus even with respect to a company incorporated in Canada, and controlled by Canadian investors, there may well be equity, debt or security interests held by foreign investors such as would be sufficient to invoke the application of NAFTA investment disciplines.

Similarly under Article I of the GATS, trade in services is very broadly defined to include the provision of services through commercial presence - in other words domestic service providers owned by foreign investors.  Thus a foreign investment interest in a company providing water services in Canada is sufficient to bring those services within the parameters of the GATS definition of trade in services, unless the supply of water services is exempt under s. 1:3(c) of the GATS.  Our earlier opinion discussed the dubious reliability of federal claims that water supply services would necessarily fall within the ambit of this exemption.

However, as also noted, the potential for any particular DBO contract to result in the invocation of GATS dispute procedures is more remote than the risk of that same contract becoming the subject of a foreign investor claim under NAFTA.

3.  Acquisition of the Canadian Company by Foreign Investors
As you well know, mergers and acquisitions activity in the water and waste water services sector has been proceeding at a furious pace over the past few years. It is reasonable in our view to anticipate this trend to continue.  Canada has reserved rights to review certain foreign acquisitions of Canadian businesses by "non-Canadians" under the Investment Canada Act.  However the thresholds for invoking review are quite high, and Canada’s Annex I reservation for such measures stipulates that:  An indirect "acquisition of control" of a Canadian business by an investor of Mexico or of the United States is not reviewable.
  In our view, there are few if any safeguards that would guarantee that the Canadian character of the corporate contractor would be ongoing.  Moreover an attempt to stipulate such control as a condition to any DBO contract would, unless otherwise exempt, offend both NAFTA and GATS
 restrictions on such requirements.

4.  Third Party Subcontractors

In our consideration of the Seymour project, we reviewed the circumstances of an investor-state claim recently brought against the United States by a Quebec based steel company, the ADF Group Inc. As noted the ADF claim arose from the company’s role as a subcontractor to a highway construction project for the Virginia Department of Transport.  The company is claiming $90 million U.S. in damages because it argues that requirements of the U.S. “Buy America” program offend NAFTA rules concerning Performance Requirements [Art. 1106],  National Treatment [Art. 1102] and Minimum Standard of Treatment [Art. 1105].  Thus even where the primary contractor might not have access to NAFTA enforcement procedures, this may not be the case for its subcontractors. 

Moreover and as noted, a requirement to preclude the participation of U.S. or Mexican companies as subcontractors would offend NAFTA Performance Requirement constraints unless otherwise exempt or reserved from the those obligations. Similar constraints are imposed by GATS Market Access disciplines.
5.  Setting a Precedent 
Another potential consequence of contracting out the design, construction or operation of a water supply project has to do with the potential precedent that such an initiative might set.  To the degree that such an approach represents a departure from past practice, it may:

i) create a new standard of national treatment under both NAFTA and GATS disciplines; and/or,

ii) undermine the protection of any relevant NAFTA or GATS reservations or exceptions.

For example, National Treatment at the provincial level is defined by NAFTA to mean:

treatment no less favourable than the most favourable treatment accorded, in like circumstances, by that state or province to investors, and to investments of investors, of the Party of which it forms a part. [emphasis added]

In other words, the benchmark referred to by this provision would include treatment accorded domestic investors, or their investments.  Indeed the very purpose of the National Treatment obligation is to prevent preferential treatment from being accorded domestic investors.

Similarly, the GATS defines National Treatment in the same manner with respect to services for which commitments have been made.  As our opinion notes, Canadian commitments under the GATS include the construction of water supply infrastructure but not the supply of water services per se.  However, notwithstanding federal assurances, it is uncertain how long the status quo will persist.

As is also noted in our opinion, the applicability of any NAFTA reservations listed for provincial measures under Article 1108, depend upon maintaining the status of such measures as existing non-conforming measures.  While Article 1108:1(c) permits reforms to such measures, these are allowed only to the extent that they do not decrease the conformity of the measure, as it existed immediately before the amendment, with Articles 1102, 1103, 1106 and 1107. 

Recall that measures are defined broadly by NAFTA to include any law, regulation, procedure, requirement or practice.  This means for example, that if it was the practice of a local government to provide water services to its residents through a local municipal utility, a preference for maintaining the status quo would qualify as a non-conforming measure under Article 1108.  This would exempt local government measures from having to accord National Treatment to foreign investors with respect to such services.  However, a decision to contract out such services would negate the reservation for pre-existing and non-conforming practices, subjecting the actions of local government to previously reserved NAFTA investment rules.

Equally problematic is the risk that such contracting out would undermine any claim to exempt status for water services that might have been claimed under GATS Article I:3(c).

In Sum 
In the time available it has not been possible to provide you with more than a preliminary assessment of the various ways in which the nationality of a corporate partner to a DBO contract will determine the risks associated with Canada’s obligations under NAFTA investment and WTO services disciplines.  To the extent that ownership and control of the corporate partner remains in Canadian hands we believe that the risk of becoming embroiled in a trade challenge or foreign investor claim is certainly reduced. 

However, even a brief survey reveals that exposure to such challenges and claims would remain even if the Canadian status of foreign investor endures over the life of the contract.  While the outcomes are difficult to predict, it is clear in our view that a decision to contract out municipal water services would be corrosive to the capacity of local governments to maintain the control they have now traditionally been able to exercise with respect to the delivery of water services.

We trust that this will shed some light on the complex and difficult questions that arise in this context.  Please do not hesitate to contact us should you need any further assistance in this regard.

Sincerely;
Steven Shrybman
SLS:vd
opeiu 343

� Canada’s decision to rescind regulations concerning the use of a toxic fuel additive when confronted with a NAFTA claim by Ethyl Corporation, and rulings made against it in the S.D. Myers and Pope and Talbot cases provide the most public evidence of these impacts.    


� Schedule for Canada - Annex I: Reservations for Existing Measures and Liberalization Commitments.


� To this point Canadian commitments under the GATS apply to sewage services, and the design and build, but not the operational phase of a water facility project. This limits the application of National Treatment and Market Access obligations to these aspects of a DBO contract of such facilities.  





