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I. Introduction
In recent years, critics have attacked bilateral investment treaties and investment chapters in
trade agreements (collectively referred to as international investment agreements (IIAs)) on
the grounds that they threaten a state's sovereign “right to regulate” and limit the “policy space”
of governments. The worry is that investment rules will prevent governments from adopting
domestic legislation or regulations designed to promote policies that are in the public interest
(referred to as “regulatory chill”). 3 This concern is not new, but the proliferation of investment
disputes in recent years has brought it into focus, and the criticism has intensified.
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The evidence behind these claims is lacking. In fact, since Philip Morris filed its controversial investment claim
challenging Australia’s regulations requiring the plain packaging of tobacco products more than 30 countries have
tightened tobacco control laws in a host of ways, ranging from banning retail displays to plain packaging and
raising the minimum legal age for smoking.

In large part, the problem arises due to the wide scope of IIA obligations. In the early years of
the international investment regime, the main worry of foreign investors was expropriation,
where a government directly or indirectly takes a foreign investor's property. 4 More recently,
though, foreign investors have expanded the scope of their claims and challenged a wide range
of host state regulatory actions. Broad provisions in IIAs, such as the obligation of a host state
to provide “fair and equitable treatment” (FET), have made it possible to litigate against
environmental and public health regulation, among other policies, with recent cases relating to
industries such as mining, pharmaceuticals and tobacco causing particular controversy and
concern. Such claims demonstrate increasing creativity and legal sophistication by
complainants, and have played a large role in the public backlash against IIAs.
Beyond these concerns regarding the intrusion of IIAs into domestic policy-making, another
criticism has been the inconsistency of arbitrator rulings. 5 With a host of vague and imprecise
provisions, arbitrators must find the meaning through treaty interpretation. Unfortunately,
inconsistency has developed in the interpretation of seemingly similar provisions.
Even more, although arbitral tribunals usually attempt to avoid second-guessing governmental
policy decisions, 6 it is potentially worrying that some have downplayed or ignored policy and
public purposes against compensation obligations. 7 The sensitivity of environmental and
health-related cases, coupled with the lack of consistency among arbitral tribunals, threatens to
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derail the entire regime, with many calls to abolish the system of investor-state dispute
settlement (ISDS). 8 The system is facing a legitimacy crisis and is under serious threat. 9
Governments have responded to the criticism in a number of ways. First, the EU recently
proposed major procedural reforms to the arbitral process, making it more accountable and
predictable, and adding a permanent court in place of ad hoc “private” arbitrators. 10 Second,
many recent IIAs add precision to and narrow the scope of substantive obligations in an attempt
to provide better guidance to treaty interpreters and to limit the possibility of encroachment on
non-discriminatory public welfare measures. 11 As an example, the most recent EU investment
agreements offer more specific details on the scope and meaning of FET than do past
agreements. 12 Finally, two agreements have essentially excluded or “carved out” an entire
industry – tobacco – from ISDS, in an effort to better protect a sub-set of measures taken for
the promotion of public health from challenge.
This Issue Brief focuses on the substantive reforms – greater drafting precision, and carve outs
and exclusions from the use of ISDS. In our view, carve outs and exclusions are problematic
for a number of reasons, and unnecessary to achieve the goal of preserving policy space. Instead
of blanket carve outs and exclusions for particular industries, we propose that governments
instead continue improving the treaty text so as to protect legitimate public welfare measures,
such as the environment and public health. In particular, we argue that broader “general
exceptions” provisions would be helpful in this regard. Such provisions have a long history in
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international trade law, and already appear in several IIAs. Unfortunately, the two most
important economies, the United States (U.S.) and the European Union (EU), have resisted
fully incorporating general exceptions clauses into their IIAs. We argue that the use of general
exceptions provisions in IIAs should be expanded, and are more effective and appropriate than
industry carve-outs and exclusions for preserving domestic policy space. When combined with
more precise drafting of the obligations, general exceptions can go a long way towards
addressing the criticisms of IIAs. 13
II. Policy Space and Trends in Treaty Drafting
Critics contend that IIAs restrict the host states’ right to regulate in the public interest. In
particular, they worry that non-discriminatory measures taken in good faith for the public
interest could be deemed to violate a substantive treaty obligation such as national or most
favoured nation treatment, expropriation without compensation or FET. 14
Such worries discount important government attempts to preserve policy space. In recent years,
governments have paid greater attention to this issue and negotiated a series of provisions
aimed at further safeguarding public interest. These include express provisions on the host
state’s right to regulate, interpretive statements, provisions designed to narrow the scope of
expropriation and FET, preambular language underscoring the importance of public policy
concerns, and as mentioned above and the focus of this Issue Brief, general exceptions clauses.
While it is beyond the scope of this Issue Brief to provide detail on every such attempt, it is
useful to offer a few examples. One early effort is a 2001 clarification issued by the NAFTA
countries on the minimum standard of treatment obligation, which attempts to place limits on
the scope of this obligation by providing, inter alia, that “fair and equitable treatment” and “full
protection and security” do not require treatment in addition to or beyond that which is required
by the customary international law minimum standard of treatment of aliens. 15
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It is also common for countries to attempt to safeguard public welfare measures in the context
of indirect expropriation obligations. In this regard, Annex 11-B(3)(b) of the KORUS FTA
(and numerous other agreements) includes the following language:
Except in rare circumstances, such as, for example, when an action or a series of actions
is extremely severe or disproportionate in light of its purpose or effect, nondiscriminatory regulatory actions by a Party that are designed and applied to protect
legitimate public welfare objectives, such as public health, safety, the environment, and
real estate price stabilization (through, for example, measures to improve the housing
conditions for low-income households), do not constitute indirect expropriations. 16
More recently, countries have attempted to protect public welfare measure more broadly by
adding general language supporting a “right to regulate,” such as that in Article 8.9, para. 1 of
the Canada – EU Trade Agreement (CETA), which reads:
For the purpose of this Chapter, the Parties reaffirm their right to regulate within their
territories to achieve legitimate policy objectives, such as the protection of public
health, safety, the environment or public morals, social or consumer protection or the
promotion and protection of cultural diversity.
These are just a few ways in which countries have tried to limit the risk that nondiscriminatory
measures taken for legitimate public welfare reasons would be deemed to violate international
investment law. 17 Such measures are clearly worded and provide comfort to governments while
still maintaining the balance of security and predictability of foreign investors.
Beyond these general efforts, in light of two recent cases brought by Philip Morris – against
Australia’s measures relating to the plain packaging of tobacco products and various
Uruguayan tobacco regulation measures 18 – public health advocates have pressed for a carveout which specifically excludes tobacco control measures from the scope of IIAs. 19 This issue
is addressed in the next section.
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III. Industry Carve-outs to Address Policy Space Concerns
Safeguarding public welfare measures by excluding certain industries from the scope of
investment obligations is the most recent development involving investment agreements and
policy space. Thus far, such attempts are limited to tobacco, although in the future the principle
could be extended to other products deemed harmful or otherwise undesirable.
The idea was first discussed among governments as part of the Trans Pacific Partnership (TPP)
negotiations, when various levels of exclusion of tobacco were considered. While a “full”
carve-out of tobacco from the entire investment chapter was discussed, the parties eventually
agreed to carve-out only certain tobacco measures from ISDS. 20 More specifically, Article 29.5
of the TPP allows governments to “elect” to “deny the benefits” of ISDS to their “tobacco
control measures”. 21 The scope of such measures is broadly defined as measures “related to
the production or consumption of manufactured tobacco products (including products made or
derived from tobacco), their distribution, labeling, packaging, advertising, marketing,
promotion, sale, purchase, or use, as well as enforcement measures, such as inspection,
recordkeeping, and reporting requirements.” While the inclusion of such an exemption has
excited a few public health groups, it is clear that the carve-out lost key Congressional votes
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“A Party may elect to deny the benefits of Section B of Chapter 9 (Investment) with respect to claims
challenging a tobacco control measure12 of the Party. Such a claim shall not be submitted to arbitration
under Section B of Chapter 9 (Investment) if a Party has made such an election. If a Party has not elected
to deny benefits with respect to such claims by the time of the submission of such a claim to arbitration
under Section B of Chapter 9 (Investment), a Party may elect to deny benefits during the proceedings.
For greater certainty, if a Party elects to deny benefits with respect to such claims, any such claim shall
be
dismissed.
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with respect to tobacco leaf that is not in the possession of a manufacturer of tobacco products or that is
not part of a manufactured tobacco product is not a tobacco control measure.”
For discussion, see Thomas J. Bollyky, TPP Tobacco Exception Proves the New Rule in Trade, COUNCIL ON
FOREIGN RELATIONS (Feb. 4, 2016), http://www.cfr.org/trade/tpp-tobacco-exception-proves-newruletrade/p37509; Glynn Moody, Tobacco Carve-Out from ISDS Starts to Spread: Another Nail in the Coffin of
Corporate Sovereignty (Oct. 17, 2016), https://goo.gl/x1wPZv.
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and made ratification of the TPP in the U.S. more difficult (prior to President Trump’s full
withdrawal). 22
More recently, Australia and Singapore amended their longstanding FTA to explicitly exclude
tobacco control measures from the scope of ISDS. 23 This exclusion of tobacco will be the first
such carve-out to take effect. Having set this precedent in the Singapore FTA, Australia is
likely to negotiate with its other FTA partners to carve-out tobacco from ISDS, and other
countries may similarly seek carve-outs in the future.
The rationale for these carve-outs is health related and undoubtedly made in good faith –
governments seek to tighten tobacco controls and reduce smoking rates, and want to insulate
such measures from being targeted in ISDS. The two prominent ISDS cases brought by Philip
Morris have now been rejected by investment tribunals, 24 but this has not stopped critics
seeking to completely insulate tobacco control measures from any potential challenge to
advocate for their exclusion from the treaty obligations. 25
In our view, however, carve-outs are both unfair and unnecessary. Carve-outs are unfair as they
single out a single industry and take away enforcement of rights which have, in some cases,
existed for decades. The argument for ISDS is that it provides investors with security,
especially in developing economies. With ISDS taken away, tobacco is the lone sector in which
foreign investors will have rights under the treaty but no avenue to enforce those rights. This
seems odd in and of itself, and, furthermore, taking away rights that already exist, as in the case
with the Australia–Singapore treaty amendment, arguably undermines the very principle of
FET. Moreover, one has to question the effect of such a move on business confidence, as other
industries may also fear losing enforcement rights under Australian treaties.
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Another problem with a blanket exclusion of this kind is that it allows governments to use
tobacco control measures to favor domestic industry and can be abused to facilitate cronyism
and corruption (whether governments would actually do so is an open question, but they now
have that option). Once the measure can be classified as relating to tobacco control, the
government could, in theory, include a provision within the measure that discriminates against
foreign tobacco in some way, or which constitutes regulatory expropriation, or is simply
arbitrary in its application. It is hard to see how such a broad exemption for abusive measures
makes sense as a matter of public policy. Favoring domestic industry is unlikely to help with
public health, and supporting powerful domestic monopolies through discriminatory
regulations could actually make it harder to pass tobacco control measures, as these monopolies
would have great power to fight off such regulation. Furthermore, there will be no legal
recourse when, under the guise of a tobacco control measure, a corrupt official expropriates
property or a business, leaving the market open for him/herself or a friendly local contact. This
is patently unfair and clearly counters the letter and spirit of the underlying investment
agreement. Such abuse should not be tolerated and the affected industry should be given the
opportunity to enforce its rights under the agreement.
Beyond these fundamental fairness issues, it is certainly the case that measures taken for
legitimate public policy purposes should not conflict with international investment rules. But
carving out of a specific industry is unnecessary to protect governments’ ability to regulate and
promote public welfare measures. There are better ways to accomplish that objective, as
described in the next section.
IV. General Exceptions as an Alternative to Ensure Policy Space
Carve-outs and industry specific exclusions are unnecessary, as IIAs could include safeguards
to protect public welfare measures without compromising fairness. Improvements to the
drafting of investment obligations have been helpful in past agreements, and instead of a special
rule targeting tobacco, the trend of more nuanced and better treaty provisions should be
continued.
Another way to improve upon this trend and ensure adequate policy space for a host
government is through the use of general exception clauses. Such clauses have been part of
trade agreements for as long as they have dealt with domestic regulation and are becoming
more common in investment agreements. Modelled on the WTO GATS (art XIV) or GATT
(art XX), general exception clauses are designed to shield measures taken in good faith which
are “necessary,” “relating to,” and “designed and applied for” the protection of certain policy
objectives and are not applied in an arbitrary or unjustifiably discriminatory manner. While the
form of such clauses differs slightly between agreements, Article 22.1 (General Exceptions) of
the Australia-Korea FTA provides a useful example:
3. For the purposes of Chapter 11 (Investment), subject to the requirement that such
measures are not applied in a manner which would constitute arbitrary or unjustifiable
discrimination between investments or between investors, or a disguised restriction on
international trade or investment, nothing in this Agreement shall be construed to
prevent a Party from adopting or enforcing measures:
8

(a) necessary to protect human, animal or plant life or health;
(b) necessary to ensure compliance with laws and regulations that are not
inconsistent with this Agreement;
(c) imposed for the protection of national treasures of artistic, historic or
archaeological value; or
(d) relating to the conservation of living or non-living exhaustible natural
resources if such measures are made effective in conjunction with restrictions
on domestic production or consumption.
The Parties understand that the measures referred to subparagraph (a) include
environmental measures to protect human, animal or plant life or health, and that the
measures referred to in subparagraph (d) include environmental measures relating to
the conservation of living and non-living exhaustible natural resources.
Canada frequently includes general exception clauses its investment agreements, 26 as does
EFTA, 27 Japan 28 and Australia. 29 In fact, the current Article 21 (to be revised to Article 19) of
the Australia–Singapore FTA includes a general exceptions provision. Thus, the inclusion of a
tobacco carve-out seems unnecessary and particularly strange in this context, and illustrates
what seems to be a new Australian policy to specifically exclude tobacco in all of its
agreements, regardless of the need.
The U.S. is somewhat of an outlier on this issue, having never included such general exceptions
in any IIAs. And while the U.S. attempts to craft its IIAs so as to reflect existing property
protection rights under the Constitution, and therefore arguably may not be able to have a
general exception clause in an IIA which applies to expropriation, there do not appear to be
any constraints which prevent the U.S. from having a general exception clause apply to other
provisions, including FET. Meanwhile European governments have not traditionally included
exceptions in their IIAs, but recently the EU has taken over responsibility for investment policy
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acc/index.aspx?lang=eng .
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of the GATS); http://www.efta.int/free-trade/free-trade-agreements .
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http://www.mofa.go.jp/region/europe/switzerland/epa0902/index.html (incorporating Articles XIV and XIVbis of
the GATS).
29

See, e.g., Economic Partnership Agreement, Austrl.- Japan, art. 14.15, July
http://dfat.gov.au/trade/agreements/jaepa/official-documents/Pages/official-documents.aspx .
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from member states, and has made major reforms. The new EU policy favours including, but
severely limiting, a general exceptions clause. For instance, Article 9.3(3) of the EU–Singapore
FTA limits the applicability of its general exception clause to national treatment. Likewise, the
CETA sets out some general exceptions, including for investment measures, in Article 28.3(2);
however, it only applies to certain investment obligations, Section B (Establishment) and
Section C (non-discrimination), but not the crucial FET provisions and expropriation
provisions of Section D. It is rather odd, to say the least, that the EU finds it necessary to
include a general exception clause in relation to national treatment but not for other obligations
such as expropriation and FET. The EU is not alone in limiting the scope of the general
exceptions clause. For instance, Article 95 of the Switzerland–Japan FTA expressly
incorporates Articles XIV and XIVbis of the GATS, but excludes expropriation, FET and
treatment in case of strife from its application.
The wording of exception clauses is still a work in progress, and more precision may be needed.
For example, there is no need to slavishly conform to existing WTO language. Instead, the
scope of the list of permissible objectives, and the use of “relating to” rather than “necessary,”
could dramatically change the usefulness of the provision. In this regard, governments could
shift the textual language so that the exception applies to measures “relating to” (as opposed to
the stricter “necessary”) policies such as the protection of human, animal or plant life or health.
Such language would greatly assist in assuring governments that non-discriminatory regulatory
measures would not be affected by the agreement.
Governments could also establish a flexible and comprehensive list of potential policies to be
covered, perhaps even relying on a non-exhaustive list. Such an approach is not entirely novel.
For example, Article 2.2 of the WTO TBT Agreement – which is not an exception but
nevertheless instructive – sets out the scope of policies covered as follows:
Such legitimate objectives are, inter alia: national security requirements; the prevention
of deceptive practices; protection of human health or safety, animal or plant life or
health, or the environment. In assessing such risks, relevant elements of consideration
are, inter alia: available scientific and technical information, related processing
technology or intended end-uses of products.
To be clear, including exception clauses does not mean that investment will be curtailed. On
the contrary, governments will better know what actions they can take, and investors will be
informed and able to calculate potential risks before making the investment. Exception clauses
set out a clearer scope for the obligations, but should not be viewed as a way to give
governments unlimited regulatory discretion, and arguments will still take place over whether
a measure is “aimed at” or “related to” the relevant provision and whether a measure is
“arbitrary”, “unjustifiable” or “a disguised restriction” on investors or the investment. In this
regard, investment tribunals can draw upon the rich body of WTO jurisprudence for
interpretive guidance.
Finally, it should be emphasized that, as opposed to targeting a single industry, a general
exceptions clause applies to all public policy measures. Of the more than 750 publicly available
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ISDS cases, the Philip Morris claims are the only two relating to tobacco control measures, so
the reality is that the tobacco industry has not actively used or abused the process. Rather, it is
using ISDS just like every other industry does, to assert what it believes are its rights under
international agreements. As a result, in order to preserve domestic policy space, it is more
sensible to utilize general exceptions to safeguard a broader range of public welfare measures,
instead of targeting just one industry through a carve-out.
VI. Conclusion
As the public backlash against IIAs has grown, governments have taken action to clarify and
narrow the scope of these agreements. While some of these efforts have been useful, the
tobacco carve-out is a misguided attempt to safeguard the public interest. The tobacco carveout ignores the larger problem of policy space, while providing an overbroad response in the
context of this one industry. Moreover, we contend that discriminating against one currently
disfavored industry – and possibly others in the future – undermines the basic principles
embodied in investment agreements. General exceptions clauses, which have a long history in
trade agreements and have already found a place in the investment realm, provide a more
effective solution to the problem of intrusions by IIAs into domestic policy space. The key is
to bring major players such as the U.S. and EU fully on board with this practice and perhaps
continue working to craft better and more effective treaty language which protects public policy
space, while preventing abuse and targeted discrimination against particular industries.
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