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Case No. ARB(AF)/99/1,
between

Mr. Marvin Roy Feldman Karpa,
represented by

Mr. Mark B. Feldman, Ms. Mona M. Murphy, Mr.
Douglas R.M. King of Feldman Law Offices, P.C.
(formely Feith & Zell, P.C.), and

Mr. Nathan Lewin and Ms. Stephanie Martz of the
Law Firm of Miller, Cassidy, Larroca & Lewin,
L.L.P.

and
The United Mexican States,

represented by Lic. Hugo Perezcano Diaz, Con-
sultor Juridico Subsecretaria de Negociaciones
Comerciales Internacionales

Ministry of Economy
THE TRIBUNAL,
Composed as above,

Makes the following Award
A INTRODUCTION AND SUMMARY OF THE
DISPUTE

1. This case concerns a dispute regarding the ap-
plication of certain tax laws by the United Mexican
States (hereinafter »Mexico« or »the Respondent«)
to the export of tobacco products by Corporacion
de Exportaciones Mexicanas, S.A. de C.V.
(»CEMSA«), a company organized under the laws
of Mexico and owned and controlled by Mr. Marvin
Roy Feldman Karpa (hereinafter »Mr. Feldman« or
»the Claimant«), a citizen of the United States of
America (»United States«). The Claimant, who is
suing as the sole investor on behalf of CEMSA, al-
leges that Mexico's refusal to rebate excise taxes
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applied to cigarettes exported by CEMSA and Mex-
ico's continuing refusal to recognize CEMSA's right
to a rebate of such taxes regarding prospective ci-
garette exports constitute a breach of Mexico's ob-
ligations under the Chapter Eleven, Section A of
the North American Free Trade Agreement
(hereinafter sNAFTA). In particular, Mr. Feldman
alleges violations of NAFTA Articles 1102
(National Treatment), 1105 (Minimum Level of
Treatmen[t?jNalr]d 1110 (Expropriation and Indemni-
fication). Mexico denies these allegations.
B REPRESENTATION

2. The Claimant is represented in these proceedings
by Mr. Mark B. Feldman of Feldman Law Offices,
P.C. (formerly Feith & Zell, P.C.) The Respondent
is represented by Lic. Hugo Perezcano Diaz, Con-
sultor Juridico, Subsecretaria de Negociaciones
Comerciales Internacionales, Secretaria de
Economia, Government of Mexico.
CTHE ARBITRAL AGREEMENT

3. The dispute is subject to arbitration under the
North American Free Trade Agreement, concluded
between the Government of the United States of
America, the Government of Canada and the Gov-
ernment of the United Mexican States, and which
entered into force on January 1, 1994.

4. NAFTA Article 1117 entitles an investor to bring
a claim against a NAFTA State Party on behalf of
an enterprise of another NAFTA Party which the
investor owns or controls. NAFTA Article 1139
provides that an »enterprise of a Party means an en-
terprise constituted or organized under the law of a
[NAFTA] Party.«

5. NAFTA Article 1120 provides that arbitral pro-
ceedings may be instituted under the Additional Fa-
cility Rules of the International Centre for Settle-
ment of Investment Disputes (»CSID«), as modi-
fied by the provisions of Chapter Eleven, Section B
of the NAFTA, provided that either the disputing
Party whose measure is aleged to be a breach re-
ferred to in Article 1117 (in this case, Mexico) or
the Party of the investor (in this case, the United

States), but not both, is a party to the ICSID Con-
vention. 2 The ICSID Additional Facility Rules,
rather than the ICSID Convention, are applicable in
this case since only the United States, as the Party
of the investor, but not the United Mexican States,
as the Respondent in this case, is a Contracting
State to the ICSID Convention. Under NAFTA Art-
icle 1122(1), in conjunction with NAFTA Articles
1116, 1117 and 1120, Mexico expresses its consent
to the submission to arbitration of claims of in-
vestors who are nationals of another State Party to
the NAFTA either under the ICSID Convention,
under the Additional Facility Rules, or under the
UNCITRAL Arbitration Rules.
D FACTSAND ALLEGATIONS

6. Much of the complexity of this case results from
the parties disagreements with regard to the facts.
The reasons for this are several. First, in some in-
stances, records are not available because they have
been destroyed, as records are routinely destroyed
at the Mexican Ministry of Finance and Public
Credit (Secretaria de Hacienda y Crédito Publico,
hereinafter »SHCP«) after five  years
(counter-memorial, para. 144). Secondly, there are
disagreements to particular facts which the Tribunal
cannot rectify on the basis of the material presen-
ted, either because the information does not exist or
because the Respondent has been unwilling or un-
able to produce it. As a result, in some instances,
the »evidence« presented by both sides resultsin an
assertion of facts rather than proof of facts. This
section summarizes what the Tribunal believes to
be the key facts and assertions, noting when the
»facts« are from a particular party's point of view.
They are discussed in more detail in the relevant
sections of this award.

7. The case concerns the tax rebates which may be
available when cigarettes are exported. Mexico im-
poses a tax on production and sale of cigarettes in
the domestic market under the Impuesto Especial
Sobre Produccion y Servicios (»ESP«) law, a spe-
cial or excise tax on products and services. In some
circumstances, however, a zero tax rate has been
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applied to cigarettes that are exported. According to
the Respondent, the IEPS Law »has basically re-
mained the same since its origins [in 1981], al-
though the underlying methodology of the tax has
changed several times« (counter-memorial, para
85). Review of the various versions of the |IEPS law
between 1990 and 1999 confirms this conclusion.

8. Under the 1991 IEPS law, certain activities gen-
erated liability for the tax, including, inter alia,
selling domestically, importing and exporting the
goods listed in Article 2, section | of the Law. The
IEPS law also included the tax rate for each
product. In the case of domestic sales and imports
of cigarettes, the rates were 139.3% from 1990
through 1994, and 85% from 1995 through 1997
(Article 2). However, the IEPS rate on exports of
cigarettes from 1990 through 1997 was 0%. From
1992, only exports to countries that were not con-
sidered low income tax jurisdictions (tax havens) --
in general, countries with an income tax rate above
30%-- were eligible for a 0% rate. In most in-
stances, when cigarettes were purchased in Mexico
at a price that included the tax, and subsequently
exported, the tax amounts initially paid could be re-
bated.

9. The Claimant's firm, CEM SA, first began export-
ing cigarettes in 1990. According to the Respond-
ent, the record shows that SHCP paid the |EPS re-
bates to the clamant for 1990-1991 in full
(including amounts properly owing to inflation and
interest) and declined only to pay the demanded
»financial costs« for which there was no provision
under the Fiscal Code (counter-memorial, para.
142(b)). While the Claimant contended that
CEMSA had by 1991 established a cigarette export
business, the Respondent alleges that CEMSA's re-
guest for |EPS rebates in November 1990-1991 re-
lated solely to exports of beer and alcoholic bever-
ages (counter-memorial, para. 142(a)).

10. According to the Claimant, an authorized pro-
ducer of cigarettes in Mexico, Carlos Slim
»protested [regarding Claimant's exports] and the
government took administrative steps and passed

legislation to cut off rebates to CEMSA in 1991«
(memorial, p. 2). This assertion is contested by the
Respondent. The 1991 legislation was apparently
designed to provide |EPS rebates to exports under-
taken by producers of cigarettes (such as Cigatam, a
firm allegedly controlled by Carlos Slim), but to
deny rebates for exports by resellers of cigarettes,
such as CEMSA (memorial, p. 2, counter-me-
morial, para. 93). The amendments to Article 2,
Section Il in 1991, specified that a 0% rate applied
to final exports, under the terms of the customs le-
gislation, by producers and bottlers of the goods,
and by foreign trade companies, as well as by per-
sons entering into contracts with producers and bot-
tlers, including for sale abroad, as long as they
complied with certain requirements to be issued by
SHCP (counter-memorial, para. 93). The Claimant,
as areseller, became ineligible for rebates.

11. The Claimant initiated an Amparo action before
the Mexican courts in February, 1991, challenging
the constitutional validity of Article 2, Section 1ll,
in that it limited the 0% tax rate to producers and
bottlers. The Amparo alleged that these measures
infringed upon the constitutional principle of
»equity of taxpayers« by excluding all other export-
ers from the possibility of obtaining the 0% rate
(counter-memorial, para. 102). In April, 1991, the
Fifth District Judge in Administrative Matters dis-
missed CEMSA's Amparo, in part, but granted it, in
part, citing that SHCP had no authority to issue the
implementing fiscal regulations for 1991, which
CEMSA was challenging. The decision was ap-
pealed by both sides in May, 1991. In July,
CEMSA also filed a criminal complaint against the
SHCP officials responsible for enactment of the
1991 amendment to Article 2 section Il of the
IEPS Law, for abuse of authority and conspiracy
(counter-memorial, para. 107).

12. Pending final resolution of the Amparo, the
Mexican Congress amended the |EPS law, effective
January 1, 1992, to alow IEPS rebates to all cigar-
ette exporters, and CEMSA was able to export ci-
garettes with rebates most of that year. Effectively,
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this new law reverted to the system in force in
1990, making all final exports eligible for applica-
tion of the 0% rate (counter-memorial, para. 93). As
far asthe Tribunal is able to determine, the 1992 le-
gislation remained unchanged in all aspects relev-
ant to this case through 1997.

13. According to the Claimant, after the IEPS law
was amended in 1992, the Claimant began to export
cigarettes. Claimant claims to have received rebates
thereafter (counter-memorial, paras. 144, 146); this
assertion is neither confirmed nor denied by the Re-
spondent, because the records have been destroyed
after five years in accordance with normal SHCP
policies (counter-memorial, para. 144).

14. In January, 1993, according to the Claimant, the
Respondent shut down CEMSA's cigarette export
business for a second time, (memorial, p. 3) be-
cause the Claimant could not meet other require-
ments of the IEPS law (counter-memorial, paras.
151-152). The reasons for the Claimant's inability
to produce invoices are rather complicated.

15. The IEPS requires cigarette producers to pay
the 85% tax, which is then passed on to purchasers
in their purchase price (Article 8 of IEPS). The tax-
able base is the sales price to the retailer, and fur-
ther tax is not paid on subsequent sales (Article 4,
Section 8 of IEPS). To be eligible for the tax rebate,
the IEPS tax on the cigarettes must be stated
»separately and expressly on their invoices«
(memorial, p. 3; counter-memorial, paras. 89, 91).
This is required by Article 4 of the IEPS Law,
which applies to all taxes covered by the IEPS, not
just taxes on cigarettes. Only producers, and not re-
sellers, have access to the itemized invoice.
CEMSA purchased the cigarettes from volume re-
tailers such as Wal-Mart or Sam's club (rather than
the producers), at a price that included the IEPS
tax, but was not itemized separately on the invoice.
CEMSA thus was never able to obtain invoices sep-
arating the tax.

16.In August, 1993, the Supreme Court of Justice
ruled in favor of CEMSA, finding unanimously that

»measures allowing |EPS rebates only to producers
and their distributors violated constitutional prin-
ciples of tax equity and non-discrimination«
(memorial, p. 2; see also counter-memorial, para.
108). The court did not discuss or rule explicitly on
any other relevant issues, such as whether the
Claimant was entitled to rebates notwithstanding
the Claimant's inability to produce invoices stating
the tax amounts separately.

17. During the period 1993-1995, the Respondent
recognized that CEMSA was a taxpayer entitled to
the 0% tax rate on cigarette exports, but continued
to demand that the Claimant meet the invoice re-
guirements of Article 4 of the IEPS law, even
though it was impossible for CEMSA to meet those
requirements.

18. CEMSA claims that Mexican tax officials gave
the Claimant »assurances« in 1995-1996 that re-
bates would be paid (memorial, p. 2) and alleges
that negotiation of an oral »agreement« took place
in 1995, confirmed and finally implemented in
1996, which would permit CEMSA to resume ex-
porting cigarettes in large quantities in June 1996.
As discussed in detail in Section F5, the Respond-
ent vigorously denies the existence of any such
agreement, and asserts that it was complying with
the 1993 Supreme Court Amparo decision by af-
fording Claimant access to the 0% tax rate for ex-
ports. Neither party was able to produce conclusive
evidence of the existence or non-existence of such
an agreement or understanding.

19. Regardless of the possible existence or non-
existence of an agreement, the Claimant states that
he was paid rebates from June 1996 to September
1997, atotal of sixteen months (memorial, pp. 2, 3).
CEMSA claims that during these sixteen months,
»Hacienda officials knew that CEMSA was receiv-
ing 1EPS rebates on cigarette exports without hav-
ing obtained invoices separating the tax«
(memorial, p. 4). The Respondent counters by ob-
serving that it is standard practice for SHCP to pay
requests for rebates promptly as they are submitted,
given that they have the authority to audit |EPS tax
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returns to determine if the requirements of the law
have been complied with. According to the
Claimant, »by late 1997, CEMSA accounted for al-
most 15% of Mexico's cigarette exports«
(memorid, p. 4).

20. However, this situation did not last. The Re-
spondent finally terminated rebates to CEMSA on
or before December 1, 1997. According to the
Claimant, this was done without prior warning
(memorial, pp. 2, 4), and the Respondent refused to
pay rebates of US $2.35 million owed to CEMSA
on exports made in October and November 1997
(memorial, p. 4) .

21. Since December 1, 1997, the |EPS law has been
amended to bar rebates to cigarette resellers such as
CEMSA, limiting such rebates to the »first sale« in
Mexico. Articles 11 and 19 of the IEPS were
amended so as to provide that tax rebates are not al-
lowed on sales subsequent to those made to the re-
tailer. The amendments also imposed an obligation
on exporters of certain goods, including cigarettes,
of registering in the Sectorial Exporters Registry in
order to be entitled to apply for the 0% IEPS rate
on exports. Subsequently, under the 1998 amend-
ment, CEMSA was also refused registration as an
authorized exporter of cigarettes and acoholic
beverages (memorial, p. 4, see aso reply, para. 5).
Absent such registration, Mexican Customs author-
ities will not issue the »pedimento« (export docu-
mentation) that is required to export goods from
Mexico. The Respondent contends that this refusal
was a result of an ongoing audit of CEMSA's earli-
er claims for |EPS tax reimbursements.

22. On July 14, 1998, SHCP began an audit of
CEMSA and demanded that CEMSA repay the ap-
proximately US$25 million for IEPS rebates SHCP
asserts the Claimant received during the twenty
one-month period of January 1996 to September
1997, with interest and penalties. To avoid forfeit-
ure and criminal sanctions for non-payment,
CEMSA challenged the »assessment« in the Mexic-
an courts. This assessment proceeding in the Mex-
ican courts remains pending. A separate proceed-

ing, which has been concluded, challenged the Re-
spondent's denial of |EPS rebates for the period Oc-
tober-November 1997.

23. The Claimant is not the only reseller/exporter of
cigarettes in Mexico. The Claimant and the Re-
spondent agree that at least two other firms, Merca-
dos | and Mercados 11, owned by named Mexican
nationals (the »Poblano Group«) are resellers of ci-
garettes in »like circumstances« with CEMSA
(counter-memorial, paras. 460-470, 48). The
Claimant asserts that these Mexican firms have
been permitted to obtain rebates for taxes on expor-
ted cigarettes during periods when such rebates
have been denied to the Claimant, notwithstanding
the inability of these firms to produce the necessary
invoices stating the tax amounts separately. The
Respondent concedes that at least five companies
have been registered as cigarette exporters, but has
been unable or unwilling to provide any detailed in-
formation on the status of those firms or their ac-
cess to |EPS tax rebates. The Respondent, however,
alleges that the Claimant and the »Poblano Group«
belong effectively to the same business entity and,
therefore, are not eligible to be compared to each
other for national treatment purposes.
E THE PROCEEDINGS

24. The present arbitration was initiated on Apiril
30, 1999, when the Claimant, pursuant to NAFTA
Article 1120, submitted a Notice of Arbitration and
request for approval of access to the Additional Fa-
cility to the Secretary-General of ICSID. The
Claimant asserted that Mexico's actions in this case
were »tantamount to nationalization or expropri-
ation and constitute[d] a denial of justice in viola-
tion of the rules and principles of international law
and NAFTA Articles 1110 and 1105(1).«L N3] The
Claimant requested the following relief:

(a) adeclaration that Mexico has breached its oblig-

ations to Marvin Feldman by expropriating his in-

vestments without providing prompt, adequate and

effective compensation, and by failing to accord to

CEMSA fair and equitable treatment and full pro-
. (=7

tection and security;

© 2011 Thomson Reuters.



(b) an order directing Mexico to pay Marvin Feld-
man damages in respect of the loss CEMSA has
suffered through Mexico's conduct described above
of US$50 million, or approximately $475 million
Mexican pesos, along with interest on the award to
be computed at the applicable rate of interest; and

(c) any other legal or equitable relief deemed just
and warranted.

The Acting Secretary-General of ICSID approved
access to the Additional Facility on May 27, 1999
and issued a Certificate of Registration of the No-
tice of Arbitration on the same day.

25. An arbitral tribunal was constituted in accord-
ance with NAFTA Articles 1123 and Article 6 of
the ICSID Arbitration (Additional Facility) Rules
(hereinafter »the Arbitration Rules«). The Claimant
appointed Professor David A. Gantz (a national of
the United States) and Mexico appointed Mr. Jorge
Covarrubias Bravo (a national of Mexico), as arbit-
rators. Following a request made by the Claimant
under NAFTA Article 1124, and after extensive
consultation with the parties, the Secretary-General
of ICSID appointed Professor Konstantinos D. Ker-
ameus (a national of Greece) as President of the
Tribunal. On July 30, 1999, in accordance with
NAFTA Article 1125, the Claimant agreed in writ-
ing to the appointment of all the arbitrators. On
January 18, 2000, in accordance with Article 14 of
the Arbitration Rules, ICSID informed the parties
that all the arbitrators had accepted their appoint-
ment and that the Tribunal was therefore deemed to
be constituted, and the proceeding to have begun,
on that date. Mr. Algjandro A. Escobar, Senior
Counsel, ICSID, was assigned to serve as the sec-
retary of the Tribunal. All subsequent written com-
munications between the parties were to be made
through the ICSID Secretariat.

26. The first session of the Tribunal was held, with
the parties agreement, in Washington, D.C. on
March 10, 2000. Among the matters agreed on at
the first session, it was determined that the lan-
guages of the proceeding would be English and

Spanish. In accordance with NAFTA Article 1130
and Articles 20 and 21 of the Arbitration Rules, the
Tribunal then issued Procedural Order No. 1, de-
termining that the place of arbitration would be Ott-
awa, Province of Ontario, Canada, without preju-
dice to the Arbitral Tribunal meeting at any other
place, with or without the parties, as may be con-
venient. The parties accepted this determination.

27. On February 15, 2000, the Claimant had sub-
mitted a request for provisional measures for the
preservation of his rights, to which the Respondent
replied on March 6, 2000. Proposals and observa-
tions on the scheduling of the proceedings were
also exchanged. Following further discussion on
these matters at the first session of the Tribunal, on
May 3, 2000 the Tribunal issued Procedural Order
No. 2, declining, under NAFTA Article 1134, to
grant the Claimant's request for provisional meas-
ures. In Procedural Order No. 2, the Tribunal also
determined a schedule for the request, disclosure
and production of documents, and for the filing of a
memorial and counter-memorial, reserving any in-
structions that the parties file a reply and a rejoin-
der.

28. In the context of the parties' requests for docu-
mentation, the Claimant submitted communications
of May 23, June 20, and July 11, 2000, to which the
Respondent replied by a communication of July 11,
2000. Finding that the foregoing communications
raised w»jurisdictional issues that both parties
wish[ed] the Tribunal to consider and rule upon be-
fore the exchange of written pleadings on the mer-
its,« the Tribunal, on July 18, 2000, issued Proced-
ural Order No. 3 directing the parties to exchange
written pleadings on preliminary jurisdictional mat-
ters and suspending the schedule set forth in the
second procedural order. Under this order, the
Claimant was requested to file a memorial on juris-
dictional issues, the Respondent was then to file a
counter-memorial, and the parties were then simul-
taneously to file further observations on such juris-
dictional issues.

29. On July 18, 2000, the Claimant requested the
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revision of Procedural Order No. 3 asking for the
jurisdictional issue to be joined to the merits, for
the briefing schedule on other issues to be adjusted,
and for a direction that discovery proceed pending
such disposition. On July 20, 2000, the Respondent
replied opposing the Claimant's request for revision
of Procedural Order No. 3.

30. Referring to the correspondence from both the
Claimant and the Respondent subsequent to the is-
suance of Procedural Order No. 3, the Tribunal on
August 3, 2000 issued Procedural Order No. 4 reaf-
firming the directions given in Procedural Order
No. 3 and fixing a revised schedule for the briefing
of preliminary jurisdictional issues.

31. By respective communications of August 15,
2000, Canada and the United States requested that
the Tribunal permit each of them to make submis-
sions pursuant to NAFTA Article 1128 on the juris-
dictional issues raised in the case within 14 days of
the date of the last filing by a party on such issues.
By letter of August 18, 2000, the Respondent re-
ferred to those communications from Canada and
the United States, and requested an additional time
period for commenting on their submissions made
under NAFTA Article 1128 as well as on the
Claimant's additional observations on jurisdiction.
By letter of August 21, 2000, the Claimant opposed
such modification of the briefing schedule sought
by the Respondent, and on the same day submitted
his memorial on jurisdictional issues as directed by
the Tribunal.

32. By letter of the Secretary of August 24, 2000,
the Tribunal determined it unnecessary to modify
the briefing schedule set forth in Procedural Order
No. 4, under which »the parties have been afforded
an opportunity of a simultaneous second round of
written pleadings on preliminary issues in order to
address, by way of further explanation, arguments
already made.« Also on August 24, 2000, the
Tribunal invited Canada and the United States to
file any NAFTA Article 1128 submissions on pre-
liminary issues by October 6, 2000.

33. On August 29, 2000, the Respondent requested
that the Tribunal order the production of documents
by the Claimant concerning the preliminary issues
briefed by the parties. On September 1, 2000, the
Tribunal directed both parties to promptly comply
with any reguests for the production of documents
which they regard to be in good faith, and after ex-
haustion of all best efforts, to be admissible, relev-
ant and otherwise inaccessible to the party request-
ing them.

34. On September 8 and 11, 2000, respectively, the
Respondent filed English and Spanish versions of
its counter-memorial on preliminary issues. On
September 13, 2000, following a request by the
Claimant, the Respondent filed an English transla-
tion of the Appendixes of its counter-memorial.

35. On September 22, 2000, the parties simultan-
eously filed their additional observations on the
preliminary jurisdictional issues in English and, in
Spanish on September 27 and 28, 2000, respect-
ively. On October 6, 2000, Canada and the United
States of Americafiled their respective submissions
under NAFTA Article 1128.

36. The Claimant, by letter of October 6, 2000, op-
posed what it alleged were two new motions made
by the Respondent in its additional observations as
submitted on September 22, 2000 regarding the
production of documents and the matter of confid-
entiality with regard to public statements made by
the parties in the case. On October 20, 2000, the
Respondent submitted its observations on the sub-
missions of Canada and the United States, the
Claimant's communication of October 6, 2000 and
the Claimant's additional observations of September
22, 2000. The Respondent further requested a hear-
ing on the preliminary issues briefed by the parties.
The Claimant submitted a letter on October 24,
2000 in which it opposed a hearing on preliminary
issues. The Tribunal decided not to hold a hearing
on these matters.

37. On December 6, 2000, the Tribunal issued its
Interim Decision on Preliminary Jurisdictional Is-
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sues (the »Interim Decision«), ruling on certain jur-
isdictional questions and joining others to the mer-
its of the case, as described further below. Also on
December 6, 2000, the Tribunal issued its Proced-
ural Order No. 5, declining to grant the requests of
the Respondent regarding the production of docu-
ments and the confidentiality of matters related to
the proceedings. The Tribunal set forth a new
schedule for the exchange of documents and plead-
ings on the merits.

38. On December 22, 2000, the Claimant requested
the Secretariat to distribute certain documents he
had filed with the Secretariat in response to a re-
guest by the Respondent. On December 29, 2000,
in accordance with Procedural Order No. 5, the
parties filed their submissions on the presentation
of witnesses and the production of documents. On
January 5, 2001 the Tribunal issued further direc-
tions regarding the production of documents.

39. Pursuant to the Tribunal's directions of January
5, 2001, the Claimant filed, on January 10, 2001, a
letter indicating the reasons for which he opposed
the production of certain documents and informed
which documents have already been produced to
the Respondent. Similarly on January 11, 2001, the
Respondent indicated the reasons for which it op-
posed the production of certain documents reques-
ted by the Clamant and commented on the
Claimant's communication of December 29, 2000.

40. The Claimant, by letter of January 16, 2001,
commented on the Respondent's previous corres-
pondence regarding the production of documents.
On February 5, 2001, the Tribunal issued further
directions regarding the production of documents.

41. The Claimant's memorial and the Respondent's
counter-memorial on the merits were filed respect-
ively on March 30 and May 24, 2001. The Claimant
filed his reply to the counter-memorial on the mer-
its on June 11, 2001. The Tribunal, on June 19,
2001, issued its Procedural Order No. 6 concerning
the marshalling of evidence at the hearing on the
merits. The Respondent's rejoinder was filed on

June 25, 2001.

42. On June 28, 2001, Canada made a NAFTA Art-
icle 1128 submission on issues concerning the mer-
its. The United States made no such submission.

43. From July 9 to July 13, 2001, the Tribunal held
its hearing on the merits in Washington, D.C., at
which both parties appeared and presented wit-
nesses. Witnesses called by the Claimant for cross-
examination were Rafael Obregén-Castellanos and
Fernando Heftye-Etienne; witnesses called for
cross-examination by the Respondent were Oscar
Roberto Enriquez Enriquez, Marvin Feldman Karpa
and Jaime Zaga Hadid. Full verbatim transcripts in
English were made of the hearing and distributed to
the parties.

44. On April 17, 2002, the Tribunal asked the
parties and the NAFTA Parties to submit their
views on how the Tribunal should treat parallel pro-
ceedings and on the issue of relief. The Claimant
filed his submission on May 28, 2002 and the Re-
spondent its submission on May 29, 2002. The
NAFTA Parties made no submission in this respect.

45. The Deputy Secretary-General, by letter of Au-
gust 5, 2002, informed the Tribunal that Mr. Ale-
jandro A. Escobar, to the Secretariat's regret, left
ICSID for private legal practice and indicated that
Ms. Gabriela Alvarez Avila, Counsel, ICSID, was
replacing him as Secretary of the Tribunal.
EJURISDICTION

46. In its Procedural Order No. 4, the Tribunal
identified the five preliminary jurisdictional ques-
tions on which the parties were to submit their writ-
ten pleadings:

a. Whether the Claimant, being a citizen of the
United States of America, and a registered perman-
ent resident in Mexico, had standing to sue under
Chapter Eleven of NAFTA?

b. Whether the Respondent was entitled to raise any
defense on the basis of the time limitation set forth
in NAFTA Article 1117(2), and in particular wheth-
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er such time limitation affected the Tribunal's con-
sideration of facts relevant to the claim or claims,
and whether the Respondent was estopped from re-
lying on such time limitation?

¢. Whether the Claimant had properly submitted a
point of claim in this arbitration proceeding con-
cerning an alleged violation of NAFTA Article
11027

d. Whether the Claimant was allowed to submit ad-
ditional claims, if any, or amend its claim, on the
basis of an alleged violation of NAFTA Article
11027

e. Whether measures alleged to be taken by the Re-
spondent in the period between late 1992 and Janu-
ary 1, 1994, when NAFTA came into force, and
which are alleged to be in violation of NAFTA,
general international law, or domestic Mexican law,
were relevant for the support of the claim or
claims?

47. The Tribunal, in its Interim Decision of Decem-
ber 6, 2000, decided most of the jurisdiction issues,
which will be summarized below under the head-
ings of standing, time limitation, admissibility of an
additional claim under NAFTA Article 1102, and
relevance of claims pre-dating NAFTA's entry into
force. Discussion of additional jurisdiction issues,
not addressed in the Interim Decision, will follow,
including issues of estoppel with regard to the peri-
od of limitation and the basis of the claim and ex-
haustion of local remedies.
F.1 Standing

48. On the issue of the Claimant's standing, the
Tribunal ruled in its Interim Decision of December
6, 2000 (paras. 24-38), that the Claimant, being a
citizen of the United States and of the United States
only, and despite his permanent residence (in-
migrado status) in Mexico, has standing to sue in
the present arbitration under NAFTA Chapter 11.
The Tribunal accordingly dismissed the Respond-
ent's preliminary defense pertaining to the
Claimant's lack of standing because of his perman-

ent residence in Mexico, and found that it was not
necessary to address the Claimant's allegation that
Respondent's defense about the Claimant's standing
is not timely.

F.2 Time Limitation

49. Regarding the issue of time limitation under
NAFTA Article 1117(2) for submitting claims to
arbitration, the Tribunal found in its Interim De-
cision (paras. 39-47) that the cut-off date of such
three-year limitation period is April 30, 1996 rather
than February 16, 1995. Two additional questions
concerning such time limitation were joined to the
consideration of the merits of the case and are dis-
cussed further below (paras. 53-65).
F.3 Admissibility of an Additional Claim under
NAFTA Article 1102

50. As to whether the Claimant has submitted or is
allowed to submit additional claims, or amend his
claims, on the basis of an alleged violation of NAF-
TA Article 1102 concerning denial of national
treatment, the Tribunal found in its Interim De-
cision (paras. 50-59) that the point of claim con-
cerning an aleged violation of NAFTA Article
1102 was properly before the Tribunal because it
had been in substance included in the notice of in-
tent to submit the claim to arbitration (i.e., »the no-
tice of arbitration« referred to in the Interim De-
cision), and had been presented in a timely fashion.
In addition, to the extent that such point of claim
was subsequently presented as ancillary claim, the
Tribunal accepts such incidental or additional claim
to be within its jurisdiction.
F.4 Relevance of Claims Pre-Dating NAFTA's
Entry into Force

51. On the issue whether measures alleged to be
taken by the Respondent in the period between late
1992 and January 1, 1994, when NAFTA came into
force, and which are alleged to be in violation of
NAFTA, genera international law, or domestic
Mexican law, are relevant for the support of the
claim or claims, the Tribunal found in its Interim
Decision (paras. 60-63) that only measures alleged
to be taken by the Respondent after January 1,
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1994, when NAFTA came into force, and which are
alleged to be in violation of NAFTA, are relevant
for the support of the claim or claims under consid-
eration.

52. The Tribunal hereby confirms each of the find-
ings on jurisdictional questions, and the reasons on
which they are based, set forth in its Interim De-
cision of December 6, 2000, which is attached to
this Award and forms an integral part hereof.
G ADDITIONAL JURISDICTIONAL ISSUES
G.1 Estoppel with regard to the Period of Limit-
ation and the Basis of the Claim

53. In its Interim Decision of December 6, 2000,
the Arbitral Tribunal, joined the following ques-
tions to the examination of the merits (Interim De-
cision para. 49):

(8) whether the Parties on or about June 1, 1995
reached an agreement concerning CEM SA's right to
export cigarettes and to receive tax rebates on such
exports, and whether deviation from this agreement
was formally confirmed in February 1998, thus
bringing about a suspension of the limitation period
for some 32.5 months, i.e. from June 1, 1995 to
mid-February 1998; and

(b) whether the Respondent is equitably estopped
from invoking any limitation period because it gave
the Claimant assurances that exports would be per-
mitted and rebates paid to CEMSA (ibid., para. 48).

During the examination of the merits, the Claimant
enlarged his invocation of estoppel, in order for it
to cover not merely the defense of limitation but the
very basis of the damages claim itself (see
Claimant's memorial, Introduction and Summary, p.
8, and paras. 179-186).

54. Thefirst, and more technical, issue of a possible
suspension of the limitation period for about 32.5
months has been addressed by the Claimant in his
memorial (paras. 62-68, 184, 187) and partly in his
reply (para. 65), and by the Respondent partly in its
counter-memorial (paras. 18-20, 57, 401-427) and

partly initsrejoinder (paras. 106-143).

55. In essence, the Claimant alleges several meet-
ings with middle- and high-ranking SHCP officials
in 1995 concerning the resumption of cigarette ex-
ports by CEMSA with rebates of the IEPS. During
these meetings, Claimant alleges that oral assur-
ances were given by the Mexican tax administration
to the Claimant. The Claimant understands such as-
surances as amounting to an agreement. He con-
cludes by asserting that a suspension or »tolling« of
the period of limitation is »appropriate in a case
such as this one where a lawsuit was discouraged
by the actions of a defendant. Although the clearest
example is where a defendant has expressly agreed
not to raise a defence based upon a statute of limita-
tions, other representations, promises, or actions
will suffice to estop a party from invoking a statute
of limitations« (memorial, para. 187; footnotes
omitted).

56. The Respondent denies that any oral agreement
was reached. Even if there had been an oral agree-
ment, such an agreement could have no legal effect
under Mexican law, and the Claimant was or should
have been aware of that (counter-memorial, paras.
19-20).

57. The scope of this issue seems to be more lim-
ited than it appears at first sight. In fact, the
Claimant asks for a suspension of the period of lim-
itation for about 32.5 months. If accepted, such sus-
pension would effectively extend backwards the
cut-off date of the three-year limitation period un-
der NAFTA Article 1117(2) from April 30, 1996 to
mid-August 1993. Since, however, the Tribunal's
jurisdiction ratione temporis starts only from Janu-
ary 1, 1994, when NAFTA came into force (see
supra, para. 51, and in more detail, the Interim De-
cision of December 6, 2000, para. 62), the same
date would necessarily be the terminus post quem
for limitation purposes if a suspension, as reques-
ted, were to be admitted.

58. In substance, in view of the Tribunal, such sus-
pension or »tolling« of the period of limitation is
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unwarranted. NAFTA Article 1117(2) does not
provide for any suspension of the three-year period
of limitation. Even under general principles of law
to be applied by international tribunals, it should be
noted that in several national legal systems such
suspension is provided only in the final part of the
limitation period (e.g. in the last six months) and
only either in cases of act of God or if the debtor
maliciously prevented the right holder from institut-
ing a suit (see e.g. German Civil Code para. 203;
Greek Civil Code Article 255). In this case no such
unavoidable events have been pleaded. Basically,
the Claimant maintains that a lawsuit was
»discouraged« by the Respondent's actions
(memorial, para. 187), among other things because
the Claimant took the revocation of an audit as a
confirmation of alleged previous agreements (ibid.,
para. 68). However, »discouraging« a lawsuit does
not amount to preventing it. The decision whether,
and when, to bring a lawsuit lies with the prospect-
ive plaintiff, who also bears the respective benefits
and risks. Among the various factors to be taken in-
to consideration is the running of the period of lim-
itation and its interruption as well. Nothing in the
file shows that the Claimant, appropriately repres-
ented by counsel, was prevented from taking into
consideration all relevant factors. Therefore, the
Tribunal confirms April 30, 1996 as the cut-off date
of the three-year limitation period under NAFTA
Article 1117(2).

59. We turn now to the more general issue of the
Respondent's estoppel from invoking any limitation
period because it gave the Claimant assurances that
exports would be permitted and rebates paid to
CEMSA, as well as from denying the very basis of
the damages claim itself (see supra, para. 53). Ac-
cording to the Claimant, the IEPS law in force from
January 1, 1992 through December 31, 1997 recog-
nized that all cigarette exporters were entitled to re-
bates of the |EPS tax included in the purchase price
of cigarettes. The Respondent is estopped from as-
serting a contrary view in this arbitration, because
Mexican officials confirmed that interpretation to
the Claimant over the years both in writing and

verbally (memorial, para. 170 b). The forma re-
guirement of the |EPS law that a taxpayer seeking a
rebate obtain a vendor's invoice stating the I1EPS tax
separately and expressly is not applicable to
CEMSA as a matter of Mexican or international
law because that requirement could not be complied
with by CEMSA for reasons beyond its control (
ibid., para 170 c). SHCP was fully aware of
CEMSA's export activities and, without requiring
invoices stating the IEPS tax separately and ex-
pressly, agreed to grant rebates, which they did un-
til the policy was changed in November 1997
(memorial, para 175). SHCP officials made ex-
press commitments to the Claimant that SHCP
would rebate IEPS taxes to CEMSA, and that
CEMSA was entitled to calculate the tax itself
without having invoices from its vendors stating the
IEPS tax separately and expressly. The Claimant
and CEMSA relied on such commitments and rep-
resentations to their detriment when CEMSA pur-
chased cigarettes including an 85% IEPS tax. The
Respondent is, therefore, estopped from (1) deny-
ing CEMSA's application for rebates in October-
November 1997, and (2) claiming repayment for re-
bates on exports in 1996-1997 (memorial, paras.
184, 185).

60. In addition, the Claimant asserts, within the
same issue of estoppel, that a statement regarding
how a law is applied is a statement of fact. In any
event, the distinction is not relevant under interna-
tional law. Estoppel can be availed of to deny both
statements as well as their legal consequences. Do-
mestic tax law rules do not have the function or the
authority of establishing or refuting the estoppel
principle. The doctrine of estoppel, based on the
fundamental legal interest in predictability, reliance
and consistency, is particularly important in the
context of NAFTA, a regime designed to protect
and promote trade and investment among the
parties (reply, paras. 59-63).

61. The Respondent, on the other hand, denies that
any oral agreement to waive the invoice require-
ment was ever reached. Even if existent, such
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agreement would have been legally irrelevant under
Mexican law. Under the tax systems of all three
NAFTA countries, taxpayers are precluded from
raising an estoppel preventing the enforcement of
tax laws, as they are written, through the methods
followed by the Claimant (counter-memorial, para.
20). More generally, estoppel may have effect only
in relation to statements of fact, not to statements
on the meaning of a law. Presently, the alleged es-
toppel results not from statements of fact but rather
from statements, if any, as to the meaning of the
IEPS law, an alleged agreement as to the calcula-
tion of IEPS and so on (counter-memorial, paras.
401-407). The Respondent alleges that the approach
taken to the issue of estoppel by the three NAFTA
countries is relevant to a consideration of estoppel
under international law. In Mexico, only a written
resolution by SHCP to resolve a real and concrete
issue of tax law is binding. In Canada, a govern-
ment official cannot create an estoppel in relation to
the interpretation of legislation. In the United
States, an erroneous interpretation of the law by tax
authorities does not estop them from asserting an
appropriate tax (counter-memorial, paras. 411-427).
There can be no agreement whereby CEMSA could
overstate the amount of |EPS claimed so that it re-
ceives more money than paid by the original tax-
payers. Indeed, the Claimant has grossly miscalcu-
lated the IEPS tax paid (counter-memorial, paras.
428-433).

62. In addition, according to the Respondent, the
cases cited by the Claimant in support of estoppel
involve state boundary disputes and even there it is
not clear whether the International Court of Justice
really applied the doctrine of estoppel. An attempt
to borrow underdevel oped and peripheral principles
from such an area of international law and apply
them to another should be made with caution. The
same legal effect that attaches to the conduct of
States in boundary disputes, which they are pre-
sumed to have considered with the utmost serious-
ness, cannot apply in cases where a large state bur-
eaucracy deals with an individual taxpayer
(rejoinder, paras. 108-111, 127). Finally, preclusion

of estoppel under the domestic law of the NAFTA
countries is important because it disproves the
Claimant's allegations (1) that there was reliance on
his part, (2) that there is an international law of es-
toppel directly applicable to SHCP, as it would be
extraordinary to conclude that the NAFTA Parties
had imposed on their tax authorities an obligation
contrary to their domestic laws, and (3) that such an
estoppel is part of customary international law (
ibid., paras. 38-143).

63. In view of conflicting arguments by the Parties
(supra, paras. 59-62), the Arbitral Tribunal stresses
that, like many other legal systems, NAFTA Art-
icles 1117(2) and 1116(2) introduce a clear and ri-
gid limitation defense which, as such, is not subject
to any suspension (see supra, para. 58), prolonga-
tion or other qualification. Thus the NAFTA legal
system limits the availability of arbitration within
the clear-cut period of three years, and does so in
full knowledge of the fact that a State, i.e., one of
the three Member Countries, will be the Respond-
ent, interested in presenting a limitation defense.
The quality of one Party as a State as well as all
specificities and constraints necessarily connected
to any state activity neither exclude nor qualify re-
sort to the defense of limitation. Of course, an ac-
knowledgment of the claim under dispute by the or-
gan competent to that effect and in the form pre-
scribed by law would probably interrupt the run-
ning of the period of limitation. But any other state
behavior short of such formal and authorized recog-
nition would only under exceptional circumstances
be able to either bring about interruption of the run-
ning of limitation or estop the Respondent State
from presenting a regular limitation defense. Such
exceptional circumstances include a long, uniform,
consistent and effective behavior of the competent
State organs which would recognize the existence,
and possibly also the amount, of the claim. No such
circumstances were presented to the Tribunal in this
case. It is true that some assurances on CEMSA's
entittement to IEPS tax rebates were given to
Claimant and CEMSA at various times by various
middle-and high-ranking SHCP officials, and with
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varying content. But such assurances never amoun-
ted to either an authorized and formal acknowledg-
ment of the claim by the Respondent or to a uni-
form, consistent and effective behavior of Respond-
ent. Therefore, the Tribunal does not deem that the
Respondent is estopped from invoking the three-
year limitation period under NAFTA Article
1117(2).

64. Analogous, athough not identical, considera-
tions prevail with regard to the next issue, to wit
whether the Respondent is, on account of the same
assurances and promises, estopped from denying
the very basis of the damages claim itself (see
supra, paras. 53 in fine, 59). Here again the cri-
terion is a long, uniform, consistent and effective
behavior of the competent State organs (see supra,
para. 63). The Tribunal recognizes again that some
assurances on CEMSA's entitlement to IEPS tax re-
bates were given to Claimant and CEMSA at vari-
ous times, probably over a longer period, by vari-
ous middle- and high-ranking SHCP officials, and
with varying content. However, the Tribunal misses
the uniform, consistent and effective character of
such behavior as well as its connection with the
competent State organs at all times. In this respect,
the Tribunal also takes into consideration that in
any state governed by the rule of law there is no
way to impose, to reduce, to claim, to recuperate, or
to transfer any tax burdens by agreements with
some tax officials not provided by the law. Such
agreements would necessarily have a quasi private
character and could neither bind the State nor be
enforced against it.

65. Accordingly, the Tribunal does not find that the
Respondent is equitably or otherwise estopped from
denying the very basis of the damages claim itself.
Notwithstanding this finding, the Tribunal will con-
sider such behavior of several SHCP officials while
examining the bases of »creeping« or otherwise rel-
evant form of expropriation, or effective denial of
national treatment, under NAFTA Articles 1110
and 1102. Indeed, it is possible that behavior of
some State organs such as the ones under consider-

ation here may have led the Claimant to initiate, or
to expand, his investment and, thus, may have con-
tributed to the occurrence or the amount of his dam-
age, if any. This may be particularly relevant with
respect to more or less technical or »procedural«
aspects of Mexican legislation on taxation, such as
the requirement of separately and expressly stating
the |EPS tax in invoices issued to CEMSA.
G.2 Exhaustion of L ocal Remedies

66. Both Parties have addressed the relationship
between domestic litigation in Mexico and this in-
ternational arbitration as well as the related doctrine
of exhaustion of local remedies (memorial, paras.
214-219; counter-memorial, paras. 365-378; reply,
paras. 34-52; rejoinder, paras. 41-51).

67. In essence, the Claimant alleges that NAFTA
Chapter 11, and particularly its Section B, was de-
signed to provide investors of the NAFTA Parties
with impartial international dispute resolution. A
prospective claimant must make an election. If he
wants to pursue a damage claim under NAFTA, he
has to waive his rights to pursue damages in the
local courts. Thus, Mexico traded its traditional po-
sition on the exclusive jurisdiction of its courts in
exchange for the enormous benefits to be drawn
from NAFTA (see opening statement by Mr. Feld-
man on July 9, 2001, transcript, vol. 1, pp. 52-53).
Accordingly, this Arbitral Tribunal may well exam-
ine both Mexican domestic laws and the conduct of
Mexican tax authorities to determine whether they
meet minimum standards of international law, in-
cluding due process of law, fair and equitable treat-
ment, and full protection and security, as incorpor-
ated by NAFTA Articles 1110(1)(c ) and 1131(2) (
ibid., pp. 54-55). Therefore, an international
tribunal reviewing state action under international
law may reach a different result than a domestic
tribunal reviewing the same conduct under domest-
ic law. The potential difference of results is due to
the difference of standards. This could readily hap-
pen in a case where the domestic statutory frame-
work was designed to discriminate against the
claimant (see closing statement by Mr. Feldman on
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July 13, 2001, transcript, vol. 5, p. 182).

68. In addition, the Claimant maintains that both
the investor and the investment have waived their
right to claim damages in the Mexican courts, as re-
qguired by NAFTA Article 1121 (reply, para. 34).
Whatever proceedings may be pending now in
Mexico, they do not constrain the Arbitral Tribunal
since (1) under Mexican procedure, the Claimant
was required to challenge SHCP's actions in order
to avoid seizure of property and, likely, imprison-
ment; and (2) after this Tribunal was constituted,
the Claimant filed papers seeking to terminate all
domestic litigation (reply, para. 39). In sum, the
Claimant neither has any effective legal remedy un-
der Mexican law nor can be required to introduce
every year a new Amparo procedure in order to
meet all annual minor amendments to the IEPS law,
no matter how marginal and irrelevant these legis-
lative amendments may be.

69. The Respondent basically denies that the
Claimant has any right to receive |EPS rebates as a
matter of Mexican law. Subject to constitutional
guestions, the particular issue of the requirement of
separate and express invoices has been resolved in
two separate proceedings before the Mexican
courts, which have sole jurisdiction over issues of
Mexican law, and is likely to be addressed again in
one of the proceedings for an extended period of
time. Neither is there any international legal right to
IEPS rebates nor is this Arbitral Tribunal author-
ized to substitute its views of domestic law for
those of the local courts (rejoinder, paras. 29-33).
According to the Respondent, the Claimant is hav-
ing his day in court in Mexico, and in any event, as
those proceedings involve issues of Mexican law
they are not relevant to this proceeding. Those pro-
ceedings would be relevant only if the Claimant
were in a position to challenge the Mexican court
actions as constituting a denial of justice under in-
ternational law, which the Claimant has not done.
Consequently, it would be incorrect to state that
there were an absence of an effective legal remedy
just because the Claimant lost in one of the pro-

ceedings; at the time of the Respondent's submis-
sion, the Claimant appears to be prevailing in the
second action, but it is not final. If that were true,
every disappointed litigant who otherwise met the
standing requirements of NAFTA Chapter Eleven,
Section B, would bring a claim under international
law (rejoinder, paras. 40, 41). The Respondent con-
cludes therefore that, with the exception of the
claim for an alleged denial of national treatment, all
of the claims advanced in this proceeding would re-
quire the Arbitral Tribunal to apply domestic law in
the place of the proper judicial body
(counter-memorial, para. 40).

70. In addition, the Respondent maintains that, in
any event, any CEMSA's claimed right to |EPS re-
bates would depend on issuing invoices separately
and expressly stating the tax. This particular condi-
tion, which was never complied with by the
Claimant, is now sub judice on appeal in the Mex-
ican courts (counter-memorial, paras. 11, 360-364).
Accordingly, the international responsibility of a
State cannot be engaged unless and until the meas-
ure in issue has been tested at the local level and
has become final by pronouncement of the highest
competent authority (counter-memorial, para. 371).
The exhaustion of local remedies rule is applicable
under NAFTA as in general under international
law. Nor does any relevant waiver exist here, since
the waiver required by NAFTA Article 1121 islim-
ited to damages only (transcript, vol. 2, pp. 79, 81)
and, in any event, the Claimant neither discontinued
proceedings in the domestic courts nor did he re-
frain from initiating others with respect to measures
allegedly in breach of NAFTA Chapter Eleven,
Section A (rejoinder, paras. 47-51).
G.3 Analysis

71. The decision on the issue of exhaustion of local
remedies as a condition for claim admissibility
primarily depends on the wording and construction
of the relevant NAFTA provisions. Indeed, it is
generally understood that the local remedies rule
may be derogated from, qualified, or varied by vir-
tue of any binding treaty (Case Concerning
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Elettronica Scula, Sp.A., United States of America
v. Italy, 1989, 1.C.J. Reports 4, para. 50). Such
gualification took place here under NAFTA Art-
icles 1121 and Annex 1120.1.

72. Article 1121(2)(b) and (3) in its relevant parts
provides as follows:

2. A disputing investor may submit a claim under
Article 1117 [Claim by an Investor of a Party on
Behalf of an Enterprise] to arbitration only if both
the investor and the enterprise:

(b) waive their right to initiate or continue before
any administrative tribunal or court under the law
of any Party, or other dispute settlement proced-
ures, any proceedings with respect to the measure
of the disputing Party that is alleged to be a breach
referred to in Article 1117, except for proceedings
for injunctive, declaratory or other extraordinary re-
lief, not involving the payment of damages, before
an administrative tribunal or court under the law of
the disputing Party.

3. A consent and waiver required by this Article
shall be in writing, shall be delivered to the disput-
ing Party and shall be included in the submission of
aclaim to arbitration.

73. It appears that this Article, rather than confirm-
ing or repeating the classical rule of exhaustion of
local remedies, envisages a situation where domest-
ic proceedings with respect to the same alleged
breach referred to in Article 1117 are either avail-
able or even pending in a court or tribunal operat-
ing under the law of any Party. In such case, Article
1121(2)(b) requires, for a recourse to arbitration to
be open, that the disputing investor waive his right
to initiate or continue the other domestic proceed-
ings. Therefore, in contrast to the local remedies
rule, Article 1121(2)(b) gives preference to interna-
tional arbitration rather than domestic judicial pro-
ceedings, provided that a waiver with regard to the
latter is declared by the disputing investor. This

preference refers, however, to a claim for damages
only, explicitly leaving available to a claimant
»proceedings for injunctive, declaratory or other
extraordinary relief« before the national courts.
Thus, Article 1121(2)(b) and (3) substitutes itself as
a qualified and specia rule on the relationship
between domestic and international judicial pro-
ceedings, and a departure from the general rule of
customary international law on the exhaustion of
local remedies. The thrust of such substitution
seems to consist in making recourse to NAFTA ar-
bitration easier and speedier, as opposed to the gen-
eral pattern of opening up international arbitration
to private parties as against third states.

74. In particular with respect to Mexico as Re-
spondent, Annex 1120.1 of NAFTA restricts resort
to arbitration. According to this provision in its rel-
evant parts,

»With respect to the submission of a claim to arbit-
ration:

(b) where an enterprise of Mexico that is ajuridical
person that an investor of another Party owns or
controls directly or indirectly alleges in proceedings
before a Mexican court or administrative tribunal
that Mexico has breached an aobligation under

(i) Section A ......

the investor may not allege the breach in an arbitra-
tion under this Section«.

75. Annex 1120.1 of NAFTA gives, thus, a stat-
utory preference to domestic proceedings in Mexico
vis-a-vis a possible international arbitration under
NAFTA Chapter 11, Section A, by obviously pre-
venting the disputing investor from instituting, then
waiving domestic proceedings and, only thereafter
resorting to arbitration, as provided under Article
1121(2)(b) (see supra, paras. 72, 73). This prohibi-
tion applies, however, only if the Claimant »alleges

© 2011 Thomson Reuters.



in proceedings before a Mexican court or adminis-
trative tribunal that Mexico has breached an obliga-
tion under ... Section A«. In any event, since the
Respondent expressly confirms that »the Claimant
has also not sought to submit an alleged breach of
the NAFTA to the Mexican courts, so there is no
conflict with Annex 1120.1« (rejoinder, para. 48),
the Tribunal does not see any obstacle to the
present arbitration connected to Annex 1120.1 of
NAFTA.

76. As far as the waiver requirement under Article
1121(2)(b) and (3) is concerned, the Arbitral
Tribunal is satisfied that the appropriate waivers
were attached by both the Claimant and CEMSA as
Exhibits B and C to the Notice of Arbitration of
April 30, 1999 and also delivered to the Respond-
ent, as indicated in the Notice of Arbitration (p. 3
under B(1)(a)), noting that the Respondent has not
challenged the delivery or the sufficiency of the
waivers (rejoinder, para. 46).

77. Under Article 1121(2)(b), the waivers are re-
quired for, and limited to, claims for damages only.
Indeed, the Notice of Arbitration presents as re-
guests four related claims for damages (p. 11 under
D); they do not apply to »proceedings for injunct-
ive, declaratory or other extraordinary relief.« A
later request by the Claimant with regard to the il-
legality or invalidity of atax assessment by the Re-
spondent for about US$25 million asks for declarat-
ory relief only and, therefore, does not require a
waiver under Article 1121(2)(b) (see supra, paras.
72, 73). It has to be examined below, however,
whether this request, while relieved from the re-
quirement of waiver, stands properly before the
Tribunal in terms of its scope of authority (see in-
fra, para. 88).

78. The Respondent observes that the Claimant, in
spite of the waiver, did not in fact withdraw from
severa related domestic proceedings in Mexico;
nor does the Respondent suggest that it was incum-
bent upon the Claimant to withdraw (see rejoinder,
paras. 47, 48). The Arbitral Tribunal, however,
does not find the point to be pertinent. Mexican

courts are hailed by the Respondent as the appropri-
ate forum for determining the Claimant's rights un-
der the IEPS law (see, e.g., counter-memorial,
paras, 367, 368; rejoinder, paras. 48-51). In the first
instance, we agree. However, questions as to
whether Mexican law as determined by administrat-
ive authorities or Mexican courts is consistent with
the requirements of NAFTA and international law
are to be determined in this arbitral proceeding, and
we are not barred from making that determination
by the fact that not all of the issues have yet been
resolved by Mexican courts. Otherwise, any arbitral
tribunal could be prevented from making a decision
simply by delaying local court proceedings. Nor is
an action determined to be legal under Mexican law
by Mexican courts necessarily legal under NAFTA
or international law. At the same time, an action
deemed to beillegal or unconstitutional under Mex-
ican law may not rise to the level of a violation of
international law.
G.4 Other Jurisdictional Constraints

79. As noted earlier, several jurisdictional issuesin
this arbitration have been resolved by the Tribunal's
»Interim Decision on Preliminary Jurisdictional Is-
sues« rendered on December 6, 2000. However,
this decision was limited to »the specific prelimin-
ary issues set forth in [the Tribunal's] Procedural
Order No. 4 and at paragraph 11« of the Interim
Decision itself. Other jurisdictional issues were not
precluded, to the extent they have arisen in the
course of this arbitral proceeding.

80. Such an additional jurisdictional issue, which
arose later, pertains to the authority of this Tribunal
to grant declaratory relief with respect to the valid-
ity or legality of the 1998 audit and the correspond-
ing tax assessment by SHCP vis-a-vis CEMSA.

81. It appears to be common ground between the
Parties (memorial, paras. 121-126; counter-me-
morial, paras. 240-268) that in July 1998 SHCP
launched an audit, or a verification visit by an audit
team (visitadores), with regard to CEMSA's
1996-1997 exports. The audit was conducted with
the presence of the police and with the use of sever-
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al photocopying machines brought by the visiting
team for that purpose. Several months later, on
March 1, 1999, SHCP issued its determination by
which it concluded the audit through a tax assess-
ment against CEMSA in the amount of
$250,551,635 Mexican pesos for wrongfully ob-
tained tax rebates in 1996-1997, plus interest, fines,
and actualization on account of inflation. The
Claimant (memorial, para. 123) alleges that this
amount is equal to about US$25 million, including
a claim of recovery of some US$9.1 million in
|EPS rebates paid in 1996 and 1997.

82. Thereafter, in March 1999, CEM SA challenged
the audit of the April 1996 - September 1997 IEPS
rebates and the ensuing tax assessment before the
first-instance Fiscal Tribunal of the Federation. The
Claimant argued that there was a fatal inconsistency
between his right to the 0% tax rate under Article 2
of the IEPS and the invoice requirements under
Article 4 of the same law. The Fiscal Tribunal's de-
cision held in favor of CEMSA on some points and
in favor of SHCP on others. Apparently the de-
cision held that SHCP could not require invoices
with the IEPS expressly transferred and stated sep-
arately since it was a requirement with which it was
impossible to comply in the case of cigarette ex-
ports (see counter-memorial, paras. 261, 571-574).
On the other hand, the decision denied any tax re-
bates on processed tobacco exports to »low tax jur-
isdictions«, notably Honduras, in accordance with
Article 2 of the IEPS law. As aresult, however, the
tax assessment by SHCP was quashed.

83. Both parties opposed this decision (supra,
paras. 68-69). The Claimant also filed an Amparo
proceeding before the Circuit Court; SHCP availed
itself of a »recourse of revision« before the same
court. The circuit courts held that the requirements
of Articles 2 and 4 were not contradictory. Further
appeals ensued. In the most recent (March 29,
2002) determination in this litigation, a Mexican
court of appeals has apparently held that the
Claimant did have a constitutional right under the
IEPS law in force in 1996-1997 notwithstanding his

inability to produce invoices showing the tax
amounts separately, on the ground that the invoice
»formality« discriminates among different taxpay-
ers (producers and exporters) who carry on the
same activity. The decision also appears to hold un-
constitutional the provision of the IEPS law that
precludes receipt of tax refunds for exports to low
tax jurisdictions (see Claimant's May 8 submission,
2002, paras. 7-8.). However, both Parties agree that
this most recent decision is not final so that the pro-
ceeding remains sub judice before the competent
federal courts (Claimant's May 8, 2002 submission,
para. 17; Respondent May 8, 2002 submission,
para. 18, memorial, para. 124; counter-memorial,
para. 268).

84. What, then, is the relevance of these Mexican
court decisions for this Tribunal? The Tribunal is
not inclined to give them significant weight, in part
because neither of the Parties has suggested that
they are controlling, although the Mexican courts
discussion of legal issues provides necessary back-
ground to the Tribunal's understanding of these is-
sues as required for a proper application of NAFTA
and international law. First, of course, the 1998 as-
sessment proceeding is not final. While the most re-
cent decision favors the Claimant, the Respondent
may prevail at the next step. Second, the 1998 de-
cision, related to the negative response to a request
presented to the tax authority (this decision differs
from the Claimant's position specifically with re-
gard to the exigency of separately stating the |EPS
amounts in the invoices) which is final, essentially
reinforces the Respondent's position, creating a
conflict which this Tribunal cannot and should not
try to resolve. Third, and probably most important,
Mexican courts are applying Mexican law, while
this Tribunal must apply the provisions of NAFTA
and international law, which do not necessarily
provide the same results as under Mexican law. Fi-
nally, as noted earlier, the Claimant has not chal-
lenged any of the Mexican court decisions, even
those unfavorable to the Claimant, as breaching the
international law standard for denial of justice, and
it is premature to consider any question of possible
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non-compliance of a Mexican court decision by the
Respondent, since the issue of compliance has not
yet arisen.

85. The purely declaratory character of the relief
sought by the Claimant, to wit to declare the Re-
spondent’'s 1999 tax assessment as invalid, is not
necessarily inconsistent with NAFTA Chapter 11,
Section B, in particular Articles 1116(1) and
1117(1), which appear to limit relief to claim for
»loss or damage by reason of, or arising out, that
breach«. It may also not be generally inconsistent
with the exception of taxation measures in view of
NAFTA Article 2103(6). Particular attention should
be drawn, however, to the gquestion whether such
declaratory relief is admissible in the circumstances
of this case.

86. The Claimant qualifies the requested declara-
tion as »an incidental or additional claim respecting
the audit and tax assessment ... The issues and the
evidence are the same as those in the original claim,
and the Tribunal will necessarily decide the new
claim when it decides the first« (reply, para 31).
The Claimant concludes on this point by asserting a
denial of justice if the Tribunal should award dam-
ages to the Claimant and the Respondent could seek
to set off against those damages any audit liability
assessed by the Mexican tax authorities, given that
the issues at stake are the same with the ones litig-
ated before the Tribunal (reply, paras. 32-33).

87. The Respondent answers by denying this
Tribunal's jurisdiction to entertain the Claimant's
request for »a declaration that Respondent is not
entitled to recover rebates paid to CEMSA in re-
spect of cigarette exports in 1996-1997« because

(8 NAFTA Chapter Eleven, Section B, vests the
Tribunal only with jurisdiction to award monetary
compensation;

(b) the Claimant has not submitted to arbitration a
claim in respect of the 1998 audit; and

(c) the requested declaration would usurp the juris-

diction of the Mexican courts and would not be en-
forceable in any event (counter-memorial, para
575).

Further, according to the Respondent, the Tribunal
has no jurisdiction to entertain the claim that a con-
tingent award be issued in the amount of any tax as-
sessment levied against the Claimant as a result of
the 1998 audit, for the additional reason that such
claim would not yet beripe (ibid., paras. 576, 577).

88. In view of conflicting arguments by the Parties
(supra, paras. 86-87), the Arbitral Tribunal stresses
that, according to NAFTA Article 1136(1), an
award made by a Tribunal shall have binding force
between the disputing Parties and in respect of the
particular case. This rule also implies that a NAF-
TA State Party must comply with a final arbitral
award in its entirety as well. In casu, CEMSA's en-
titlement to tax rebates in the critical period neces-
sarily constitutes an important segment of the
present arbitration. Any decision by this Arbitral
Tribunal thereon is bound to have, under the terms
of NAFTA Article 1136(1), a direct bearing upon
any domestic litigation (pending or final) on the en-
titlement to tax rebates. Therefore the validity or
legality of the 1999 tax assessment with respect to
the tax rebates obtained in the years 1996 and 1997
hardly constitutes an independent or unrelated
count in this arbitration. Rather, the validity or re-
covery of these tax rebates functionally have an im-
pact on, and belong to, the Tribunal's evaluation
whether a »creeping« or any other relevant (under
NAFTA Articles 1110 and 2103(6)) form of expro-
priation has taken place. In addition, it appears to
the Arbitral Tribunal that the Claimant as well un-
derstands this declaratory relief in the context of
expropriation under NAFTA Article 1110 since his
request seeks an arbitral finding that such tax as-
sessment by the Respondent »constitutes a measure
tantamount to expropriation under, and in breach
of, NAFTA Article 1110« (memorial, submission
A(4), p. 130). Similarly, the validity or recovery of
these tax rebates may be relevant to determining
whether Respondent has violated Article 1102, to
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the extent the Tribunal determines that Claimant
has been treated less favourably with regard to the
tax rebates than domestic investors in like circum-
stances, as discussed in Section |, infra.Therefore,
since the Claimant submits this allegation of in-
validity within the framework of NAFTA Articles
1102 and 1110, the invalidity issue will be dealt
with within the appropriate framework but does not
warrant an autonomous answer in the operative part
of this Award.
H MERITS
H.1 Expropriation: Overview of the Positions of
the Disputing Parties

89. In this proceeding, the Claimant's key conten-
tion is that the various actions of Mexican authorit-
ies, particularly SHCP, in denying the |EPS rebates
on cigarette exports to CEMSA, resulted in an in-
direct or »creeping« expropriation of the Claimant's
investment and were tantamount to expropriation
under Article 1110. They were aso arbitrary, con-
fiscatory and discriminatory, a violation of the
Claimant's right to due process (see memorial, In-
troduction and Summary, p. 6; first Swan's affi-
davit, paras. 30-34). The Claimant asserts that the
»measures« he has complained about may also be
characterized as a »denial of justice« (one aspect of
denial of due process) under article 1110
(memorial, paras. 189-203). Nor does the Claimant
believe that the Mexican government policy of lim-
iting cigarette exports is justified by public policy
concerns, particularly in light of the stated purpose
of the IEPS law in 1980, which was to encourage
Mexican exports (memorial, para. 189, quoting
Statement of Purpose of 1EPS Law for 1981, Diario
Oficial, Dec. 30, 1980).

90. In particular, the Claimant asserts that the 1993
Supreme Court Amparo decision required Mexican
officials not only to provide CEMSA with the 0%
excise tax rate on exports, but also to permit
CEMSA to obtain rebates of the tax amounts in-
cluded in the price CEMSA paid its suppliers, Wal-
mart and Sam's Club. According to the Claimant,
the decision makes no sense if it holds Article 2 of

the IEPS Law -- permitting only manufacturers, not
resellers, to obtain the 0% tax rate for exported ci-
garettes -- unconstitutional, but continues to permit
SHCP to deny the rebates to firms that are not |EPS
taxpayers and do not have invoices showing the tax
amounts stated separately, as Article 4(111) of the
IEPS law specifies. In seeking the rebates, the
Claimant asserts that he reasonably relied on a
series of letters from SHCP officials, oral assur-
ances from those officials, and their actions in
granting the rebates during some periods (1992 and
April 1996 to September 1997). Rebates were gran-
ted although the officials were fully aware at all rel-
evant times that the Claimant lacked invoices that
stated the tax amounts separately, and would rely
on their actions. Some of the same officials had
denied those rebates during earlier periods. In fact,
according to the Claimant, there was effectively an
oral agreement or understanding with SHCP offi-
cials, concluded through a series of meetings and
exchanges of letters in 1994 and 1995, to the effect
that the 1993 Amparo decision provided the
Claimant the right to receive rebates, rather than
simply the right to a 0% IEPS tax on cigarette ex-
ports (memorial, paras. 68-69). This understanding,
according to the Claimant, resulted from the im-
possibility of the Claimant's obtaining the invoices,
the influences of the U.S. Embassy and the entry in-
to force of NAFTA (memorial, Introduction and
Summary, pp. 3-4).

91. It is the Claimant's view, however, that the
Mexican government did not comply with the Am-
paro decision, despite the oral agreement to afford
the Claimant the rebates. Rather, Mexican govern-
ment officials sought return of the rebates that had
been granted between April 1996 and September
1997, and ultimately denied the Claimant's rebates
for October and November 1997, effectively pre-
venting the Claimant from exporting cigarettes. The
application of the IEPS law by Mexican authorities
(particularly strict application of Article 4(111)) re-
quiring invoices with the separate statement of tax
amounts, even though it was impossible for
CEMSA to obtain them, had the intended result.
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SHCP's actions effectively drove CEMSA out of
the cigarette export business, in violation of Article
1110. According to the Claimant, these facts pre-
cisely fit the traditional definition of indirect or
creeping expropriation: Mexico's intent was to put
the Claimant out of the cigarette export business
through manipulation or interpretation of |EPS leg-
al requirements, and by denying the IEPS rebates
over a period of time. The Claimant concludes that
the fact that tax laws are applied in such away asto
accomplish the expropriation does not convert an
expropriation into valid regulation.

92. The Respondent disagrees on a variety of
grounds. First, SHCP's actions -- demanding in-
voices with the |EPS tax amounts stated separately
as a condition of the IEPS rebates -- were required
by the IEPS law. That requirement in the Respond-
ent'sview is fully consistent with the 1993 Mexican
Amparo Supreme Court case, which applied to both
cigarette and alcoholic beverage exports, and de-
cided only that resellers such as the Claimant, as
well as producers, were entitled to the 0% |EPS tax
rate on their exports (counter-memorial, paras. 1-2).
SHCP was prepared to apply the 0% tax rate and to
grant the rebates, but if and only if the Claimant
complied with the other requirements of the IEPS
law, including those relating to invoices. According
to the Respondent, the question of the requirement
that the person seeking the rebates be a taxpayer
and, particularly, of invoices stating the tax
amounts separately was never before the Mexican
Supreme Court and was not decided by it
(counter-memorial, para. 23). Moreover, there was
never any intent on the part of SHCP officials to
waive the requirements of Article 4 of the IEPS
law. Rebates are initially granted in a virtually
automatic process, with SHCP reserving the right
under the law to audit recipients to determine
whether they were entitled to the rebates and
whether the amounts sought were correct.

93. According to the Respondent, there is no basis
for finding an »agreement« between the Claimant
and SHCP that the Claimant was entitled to rebates

under the Amparo decision. There was no such
agreement beyond the obvious understanding of
SHCP officials, communicated to the Claimant both
orally and in writing, that they would comply with
the Amparo decision. That decision goes no further
than to require that the Claimant be afforded the 0%
tax rate. SHCP officials did not, and could not
have, abrogated the other requirements of the |IEPS
law, including but not limited to providing invoices
with tax amounts separately stated, in accordance
with Article 2 ( counter-memorial, paras. 168, 172).

94. Also, the Mexican circuit court has determined,
inter alia, in the »nullification« proceeding initiated
by the Claimant in 1998, that |EPS legal provisions
requiring invoices stating the tax amounts separ-
ately as a condition of obtaining rebates are not in-
consistent with principles of tax equity. In the Re-
spondent's view, this is a determination under Mex-
ican law that is not properly before the Tribunal
(rejoinder, para. 16). While the arguments are in
general detailed and complex, the Respondent be-
lieves that this litigation proves that Mexican ad-
ministrative authorities acted consistently with
Mexican law and court decisions (even though the
case only applies by its actual terms to applications
for rebates submitted in November and December
1997). Thus, there is no denial of justice under
Mexican law, or other violation of international law
that could be considered the basis for a violation of
Article 1110.

95. The Respondent also questions whether the
Claimant can demonstrate the ownership of an
»investment« that was allegedly expropriated in
Mexico by Mexican authorities; in the absence of
an investment, the Claimant has no standing to
bring an action under Chapter 11. In particular, to
the extent the Claimant is seeking payment of re-
bate amounts for October and November 1997, this
is a debt obligation that is specifically excluded
from the definition of investment under NAFTA
Article 1139. Nowhere is there an »investment« of
which the Respondent seized ownership and control
(counter-memorial, para. 302 ff.).
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H.2 Applicable Law: NAFTA Article 1110 and
International Law

96. A threshold question is whether there is an
»investment« that is covered by NAFTA. The term
»investment« is defined in Article 1139, in exceed-
ingly broad terms. It covers amost every type of
financial interest, direct or indirect, except certain
clams to money. The first listed item under
»investment« is »an enterprise.« There is no dis-
agreement among the parties that Corporacién de
Exportaciones Mexicanas, S.A. (CEMSA) is a cor-
porate entity organized under the laws of Mexico,
essentially wholly owned by the American citizen
investor, Marvin Roy Feldman Karpa (first Feld-
man statement, para. 1). Among the dictionary
definitions of »enterprise« are »a unit of economic
organization or activity; esp. a business organiza-
tion« (Webster's New Collegiate Dictionary, 1977
ed.). As such, the Tribunal determines that CEM SA
comes within the term »enterprise« and is thus an
»investment« under NAFTA. This conclusion is
consistent with that reached by other NAFTA
Chapter 11 tribunals. For example, the tribunal in
SD. Myers v. Canada concluded that a Canadian
corporation organized for the purpose of facilitating
hazardous waste exports to the United States, an af-
filiate of S.D. Myers in the United States owned by
the same shareholders as S.D. Myers, satisfied the
NAFTA requirements for an »investment.« (SD.
Myers v. Government of Canada, Partial Award,
November 13, 2000, paras. 230-231, ht-
tp://lwww.state.gov/documents/organization/3992.p
df.)

97. Expropriation under Chapter 11 is governed by
NAFTA Article 1110, although NAFTA lacks a
precise definition of expropriation. That provision
reads in pertinent part as follows:

1. No Party may directly or indirectly nationalize or
expropriate an investment of an investor of another
Party in its territory or take a measure tantamount
to nationalization or expropriation of such an in-
vestment (»expropriation«), except:

(a) for apublic purpose;
(b) on a non-discriminatory basis;

(c) in accordance with due process of law and art-
icle 1105(1); and

(d) on payment of compensation in accordance with
paragraphs 2 through 6.

The key issue, in general and in the instant case, is
whether the Respondent's actions constitute an ex-
propriation.

98. The Article 1110 language is of such generality
as to be difficult to apply in specific cases. In the
Tribunal's view, the essential determination is
whether the actions of the Mexican government
constitute an expropriation or nationalization, or are
valid governmental activity. If there is no expropri-
atory action, factors a-d are of limited relevance,
except to the extent that they have helped to differ-
entiate between governmental acts that are expro-
priation and those that are not, or are parallel to vi-
olations of NAFTA Articles 1102 and 1105. If there
is a finding of expropriation, compensation is re-
quired, even if the taking is for a public purpose,
non-discriminatory and in accordance with due pro-
cess of law and Article 1105(1).

99. The view that the conditions (other than the re-
guirement for compensation) are not of major im-
portance in determining expropriation is confirmed
by the Restatement of the Law of Foreign Relations
of the United States, a source relied on by many
American and Canadian lawyers that has been dis-
cussed in the memorials of both the Claimant and
the Respondent in this proceeding.[FNG]For ex-
ample, according to the Restatement, the public
purpose requirement »has not figured prominently
in international claims practice, perhaps because
the concept of public purpose is broad and not sub-
ject to effective reexamination by other states.«
(AMERICAN LAW INSTITUTE, Restatement of
the Law Third, the Foreign Relations of the United
States, USA, American Law Institute Publishers,
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Vol. 1, 1987, (hereinafter Restatement), Section
712, Comment g.). Similarly, the Restatement sug-
gests that if proper compensation is paid for an ex-
propriation, the fact that the taking was not for a
public purpose and was discriminatory, »might not
in fact be successfully challenged.« A comment ob-
serves, perhaps somewhat inconsistently, that
»economic injuries [falling under section 712(3)]
are generally unlawful because they are discrimin-
atory or are otherwise arbitrary.« (Id., Sec. 712,
Comment i.) This last clause suggests that if the
government actions (legislative, administrative or
judicial) are discriminatory or arbitrary (or perhaps
unfair or inequitable), as arguably is the case here,
they are more likely to be viewed as expropriatory,
imparting a degree of circularity to the
»expropriation versus regulation« dichotomy.

100. Most significantly with regard to this case,
Article 1110 deals not only with direct takings, but
indirect expropriation and measures »tantamount to
expropriation,« which potentially encompass a vari-
ety of government regulatory activity that may sig-
nificantly interfere with an investor's property
rights. The Tribunal deems the scope of both ex-
pressions to be functionally equivalent. Recogniz-
ing direct expropriation is relatively easy: govern-
mental authorities take over a mine or factory, de-
priving the investor of al meaningful benefits of
ownership and control. However, it is much less
clear when governmental action that interferes with
broadly-defined property rights -- an »investment«
under NAFTA, Article 1139 -- crosses the line from
valid regulation to a compensable taking, and it is
fair to say that no one has come up with afully sat-
isfactory means of drawing thisline.

101. By their very nature, tax measures, even if
they are designed to and have the effect of an ex-
propriation, will be indirect, with an effect that may
be tantamount to expropriation. If the measures are
implemented over a period of time, they could also
be characterized as »creeping,« which the Tribunal
also believes is not distinct in nature from, and is
subsumed by, the terms »indirect« expropriation or

»tantamount to expropriation« in Article 1110(1).
The Claimant has alleged »creeping expropriation.«
The Respondent has objected that the Claimant has
in effect added a new element to the case which,
among other things, should have been submitted to
the Competent Authorities under Article 2103(6)
for a determination as to whether it should be ex-
cluded from consideration as an expropriation. The
Restatement defines »creeping expropriation« in
part as a state seeking »to achieve the same result
[as an outright taking] by taxation and regulatory
measures designed to make continued operation of
a project uneconomical so that it is abandoned«
(Restatement, Section 712, Reporter's Note 7).
Since the Tribunal believes that creeping expropri-
ation, as defined in the Restatement, noted above, is
a form of indirect expropriation, and may accord-
ingly constitute measures »tantamount to expropri-
ation«, the Tribunal includes consideration of
creeping expropriation along with its consideration
of these closely related terms.

102. Ultimately, decisions as to when regulatory ac-
tion becomes compensable under article 1110 and
similar provisions in other agreements appear to be
made based on the facts of specific cases. This
Tribunal must necessarily take the same approach.

103. The Tribunal notes that the ways in which
governmental authorities may force a company out
of business, or significantly reduce the economic
benefits of its business, are many. In the past, con-
fiscatory taxation, denial of access to infrastructure
or necessary raw materials, imposition of unreason-
able regulatory regimes, among others, have been
considered to be expropriatory actions. At the same
time, governments must be free to act in the broad-
er public interest through protection of the environ-
ment, new or modified tax regimes, the granting or
withdrawal of government subsidies, reductions or
increases in tariff levels, imposition of zoning re-
strictions and the like. Reasonable governmental
regulation of this type cannot be achieved if any
business that is adversely affected may seek com-
pensation, and it is safe to say that customary inter-
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national law recognizes this (see infra para. 105).

104. Drawing the line between expropriation and
regulation has proved difficult both in the pre-
NAFTA context and for the handful of NAFTA
Chapter 11 tribunals that have considered the issue.
Here again, despite the less specific language and
the lack of references to »tantamount to expropri-
ation,« the Restatement is somewhat helpful, partic-
ularly the comments, in understanding customary
international law in this area. Section 712 reads in
pertinent part as follows:

»A state is responsible under international law for
injury resulting from:

(1) ataking by the state of the property of a nation-
al of another state that

(a) isnot for a public purpose, or
(b) is discriminatory, or

(c) is not accompanied by provision for just com-
pensation.«

While the language itself differs considerably from
Article 1110, many of the essential substantive ele-
ments are the same, particularly the concept of a
taking and the conditions.

105. The »comments« to the Restatement are de-
signed to assist in determining, inter alia, how to
distinguish between an indirect expropriation and
valid government regulation:

A state is responsible as for an expropriation of
property under Subsection (1) when it subjects alien
property to taxation, regulation, or other action that
is confiscatory, or that prevents, unreasonably inter-
feres with, or unduly delays, effective enjoyment of
an alien's property or its removal from the state's
territory... A state is not responsible for loss of
property or for other economic disadvantage res-
ulting from bona fide general taxation, regulation,
forfeiture for crime, or other action of the kind that
is commonly accepted as within the police power of

states, if it is not discriminatory....(Restatement,
Section 712, comment g, emphasis supplied.)

106. It is notable that the Restatement comment
specifically includes »taxation« as a possible expro-
priatory action and establishes state responsibility,
inter alia, for unreasonable interference with an ali-
en's property. At the same time, non-dis-
criminatory, bona fide general taxation does not es-
tablish liability. The Reporter's Notes to the Re-
statement further suggest that »whether an action
by the state constitutes a taking and requires com-
pensation under international law, or is a police
power regulation or tax that does not give rise to an
obligation to compensate even though a foreign na-
tional suffers loss as a consequence« must be de-
termined in light of all the circumstances
(Restatement, Section 712, Reporter's Note 5).

107. Along with the Restatement, this Tribunal has
also sought guidance in the decisions of several
earlier NAFTA Chapter 11 Tribunals that have in-
terpreted Article 1110. The Tribunal realizes that
under NAFTA Article 1136(1), »An award made by
a Tribunal shall have no binding force except
between the disputing parties and in respect of the
particular case,« and that each determination under
Article 1110 is necessarily fact-specific. However,
in view of the fact that both of the parties in this
proceeding have extensively cited and relied upon
some of the earlier decisions, the Tribunal believes
it appropriate to discuss briefly relevant aspects of
earlier decisions, particularly Azinian v. United
Mexican States and Metalclad v. United Mexican
Sates.Nevertheless, there has been only one prior
finding of a taking under Article 1110, in
Metalclad, and the principal rationale for that de-
cision was substantially overruled by the reviewing
court, the Supreme Court of British Columbia. In
the other decisions to date which have considered
allegations of a violation of Article 1110 and at-
tempted to articulate criteria for the determination (
SD. Myers v. Canada and Pope & Talbot v.
Canada) the tribunals for various reasons have
failed to find violations of Article 1110.
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H.3 Respondent's Actions as an Expropriation
Under Article 1110.

108. The Tribunal has struggled at considerable
length, in light of the facts and legal arguments
presented, the language of Article 1110 and other
relevant NAFTA provisions, principles of custom-
ary international law and prior NAFTA tribunal de-
cisions, to determine whether the actions of the Re-
spondent relating to the Claimant constituted indir-
ect or »creeping« expropriation, or actions tan-
tamount to expropriation. (There is in this case no
allegation of a direct expropriation or taking under
Article 1110.) The conclusion that they do not is
explained below.

109. The facts presented here might, depending on
their interpretation, appear to support a finding of
an indirect or creeping expropriation. The
Claimant, through the Respondent's actions, is no
longer able to engage in his business of purchasing
Mexican cigarettes and exporting them, and has
thus been deprived completely and permanently of
any potential economic benefits from that particular
activity. Between 1991, when the Claimant
brought his Amparo action, and December 1997,
when SHCP definitively refused to provide
CEMSA with tax rebates on exported cigarettes,
SHCP followed an inconsistent and nontransparent
course of action. In some instances, SHCP author-
ized and paid the rebates (for 1992 exports, for ex-
ample), in others, for significant periods of time
(1994 -1995), it denied them. At various times
SHCP officials provided written documentation to
the Claimant that might have led some persons-
-reasonably or otherwise-- to believe that SHCP
had agreed with the Claimant's position that the
1993 Amparo decision required that the Claimant
be afforded the rebates (see, e.g., letters of March
12, 1992, May 10, 1994 and March 16, 1997).
SHCP has sought through a tax audit a refund of re-
bates paid to the Claimant in 1996 and 1997, in-
creased by an inflation factor, interest and possible
penalties. Also, under Article 2103(6) of NAFTA,
the State Parties expressly confirm that tax regulat-

ory activity may be expropriatory under Article
1110, abeit with significant limitations.

110. No one can seriously question that in some cir-
cumstances government regulatory activity can be a
violation of Article 1110. For example, in Pope &
Talbot, Canada argued that »mere interference is
not expropriation; rather, a significant degree of
deprivation of fundamental rights of ownership is
required.« That tribunal rejected this ap-
proach:

Regulations can indeed be characterized in a way
that would constitute creeping expropriation... In-
deed, much creeping expropriation could be con-
ducted by regulation, and a blanket exception for
regulatory measures would create a gaping loophole
in international protection against expropriation. (
Id., para. 99.)

However, the Pope & Talbot tribunal failed to find
a violation of Article 1110 in that case. This
Tribunal finds the legal arguments against a finding
of expropriation more persuasive, for reasons de-
scribed in detail below, and reaches the same con-
clusion on facts very different from those in Pope
& Talbot.

111. This Tribunal's rationale for declining to find a
violation of Article 1110 can be summarized as fol-
lows: (1) As Azinian suggests, not every business
problem experienced by a foreign investor is an ex-
propriation under Article 1110; (2) NAFTA and
principles of customary international law do not re-
quire a state to permit »gray market« exports of ci-
garettes; (3) at no relevant time has the 1EPS law,
as written, afforded Mexican cigarette resellers
such as CEMSA a »right« to export cigarettes (due
primarily to technical/legal requirements for in-
voices stating tax amounts separately and to their
status as non-taxpayers); and (4) the Claimant's
»investment,« the exporting business known as
CEMSA, as far as this Tribunal can determine, re-
mains under the complete control of the Claimant,
in business with the apparent right to engage in the
exportation of alcoholic beverages, photographic
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supplies, contact lenses, powdered milk and other
Mexican products-- any product that it can purchase
upon receipt of invoices stating the tax amounts--
and to receive rebates of any applicable taxes under
the IEPS law. While none of these factors alone is
necessarily conclusive, in the Tribunal's view taken
together they tip the expropriation / regulation bal-
ance away from afinding of expropriation.
H.3.1 Many Business Problems Are Not Expropri-
ations

112. First, the Tribunal is aware that not every busi-
ness problem experienced by a foreign investor is
an indirect or creeping expropriation under Article
1110, or a denia of due process or fair and equit-
able treatment under Article 1110(1)(c). As the
Azinian tribunal observed, »It isafact of life every-
where that individuals may be disappointed in their
dealings with public authorities... It may be safely
assumed that many Mexican parties can be found
who had business dealings with governmental entit-
ies which were not to their satisfaction...« (Robert
Azinian and Others v. The United Mexican States,
Award, November 1, 1999, para. 83, 14 ICSID Re-
view. FILJ 2, 1999.) To paraphrase Azinian, not all
government regulatory activity that makes it diffi-
cult or impossible for an investor to carry out a par-
ticular business, change in the law or change in the
application of existing laws that makes it uneco-
nomical to continue a particular business, is an ex-
propriation under Article 1110. Governments, in
their exercise of regulatory power, frequently
change their laws and regulations in response to
changing economic circumstances or changing
political, economic or social considerations. Those
changes may well make certain activities less prof-
itable or even uneconomic to continue.

113. Here, it is undeniable that the Claimant has ex-
perienced great difficulties in dealing with SHCP
officials, and in some respects has been treated in a
less than reasonable manner, but that treatment un-
der the circumstances of this case does not rise to
the level of a violation of international law under
Article 1110. Unfortunately, tax authorities in most

countries do not always act in a consistent and pre-
dictable way. The IEPS law on its face (although
not necessarily as applied) is undeniably a measure
of general taxation of the kind envisaged by Re-
statement Comment g (see supra, paras. 105, 106).
Asin most tax regimes, the tax laws are used as in-
struments of public policy as well as fiscal policy,
and certain taxpayers are inevitably favored, with
others less favored or even disadvantaged.

114. Moreover, the Claimant could have availed
himself early on of the procedures available under
Mexican law to obtain a formal, binding ruling on
the invoice issue from SHCP, but apparently chose
not to do so (see prepared testimony of Fernando
Heftye, paras. 7-9). Despite the legal uncertainties
of the issues upon which the success of his business
depended, the Claimant asked for clarification of
the legal issues under Article 4 of the IEPS law
only when effectively forced to do so, in April 1998
after SHCP denied the Claimant's request for tax re-
bates for the October 1997 - January 1998 exports,
and in March 1999 when as a result of a tax audit
SHCP demanded return of rebates, plus interest, in-
flation adjustment and penalties, for rebates earlier
received in 1996 and 1997 . It isunclear why
he refrained from seeking clarification, but he did
so at his peril, particularly given that he was deal-
ing with tax laws and tax authorities, which are
subject to extensive formalities in Mexico and in
most other countries of the world.

H.3.2 Gray Market Exports and International Law

115. Second, NAFTA and principles of customary
international law do not, in the view of the
Tribunal, require a state to permit cigarette exports
by unauthorized resellers (gray market exports). A
prohibition to this effect may rely on objective reas-
ons. Such reasons include discouragement of smug-
gling (of cigarettes purportedly exported back into
Mexico), which may deprive a government of sub-
stantial amounts of tax revenue, maintenance of
high cigarette taxes to discourage smoking (as in
Canada) and, as a Mexican government official has
suggested, assisting producers in complying with
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trademark licensing obligations under private
agreements (see statement of Ismael Gomez Gor-
dillo, App. 6045-6054). It is undeniable, as both
parties in this proceeding have recognized, that
smuggling of cigarettes is a serious problem not
only for Mexico but for many other nations.

116. The conclusion that neither NAFTA nor rules
of customary international law require a state to
permit gray market cigarette exports is to some ex-
tent reinforced by the determination of the U.S.
Competent Authority that Mexico's action in enact-
ing legislation effective January 1, 1998, which re-
stricted the availability of rebates of excise taxes to
those who purchase cigarettes in the »first sale«
within Mexico (i.e., the sale from the producer to
the producer's customer, but not any subsequent re-
sales) was not an expropriation under Article 1110
of NAFTA. (Letter of Feb. 17, 1999 from Assistant
U.S. Treasury Secretary Donald C. Lubick to Mex-
ican Under Secretary of Revenue Tomas Ruiz.) The
effect of this 1998 |EPS amendment had exactly the
same objective as the 1991 IEPS amendment that
denied resellers the availability of the zero tax rate
for their exports. (This was the 1991 |EPS amend-
ment that was held unconstitutional in the Amparo
decision by the Mexican Supreme Court in 1993.)
The U.S. Competent Authority letter attempts to de-
link the 1998 measure to the earlier measures by
stating that »No inference should be drawn con-
cerning my views or the views of the United States
government regarding whether the first two meas-
ures described above [the alleged refusal of Mexico
to implement the Amparo decision and its refusal to
provide the |EPS rebates] is an expropriation under
Article 1110 of the NAFTA ,« but the comparison is
inescapable. At minimum, it suggests that tax law
and policy changes are intended to be given relat-
ively broad leeway under NAFTA, even if their ef-
fect is to make it impractical for certain business
activities to continue.

H.3.3 Continuing Requirements of Article 4(I11) of

|[EPS Law

117. Third, in the present case, a per se government

ban on reseller exports of cigarettes (or other
products) from Mexico was not in force during the
entire 1990-1997 period. The Respondent's efforts
to impose such a ban legislatively in 1990 were
held unconstitutional by the Supreme Court in a
1993 Amparo decision. In a narrow interpretation
of that decision - that it required both producers and
resellers be offered the zero percent tax rate for ex-
ports, but no more - it was legally possible for the
Claimant to export cigarettes at the 0% rate if the
Claimant could meet the other requirements of the
IEPS Iaw.[':'\I13 However, the Claimant was effect-
ively prevented from benefiting from the 0% rate,
and therefore from exporting cigarettes, unless he
could also obtain arebate of the taxes reflected (but
not separately stated) in the price that the Claimant
paid to large retailers - Walmart and Sam's - for his
cigarettes. This problem resulted from the fact that
Mexican cigarette producers -- particularly Ci-
gatam, the Mexican licensee of the Marlboro brand
- refused to sell to him because they wanted to
maintain an export monopoly (according to first
Feldman statement, para. 14) or perhaps for other
reasons, arefusal which was apparently within their
right under Mexican law. In economic terms, it
would have been impossible for the Claimant to pay
the price of the cigarettes in Mexico, including the
85% excise tax required under the IEPS law, and
then sell the cigarettes in any foreign country.
(Once the foreign nation added its own excise taxes
upon importation, the Mexican cigarettes with both
tax amounts included would have been priced far
out of the market.)

118. In his efforts to obtain the rebates, the
Claimant was stymied by a long-standing require-
ment of the IEPS law, the requirement in Article
4(111) that when seeking rebates he, as non-tax-
payer, present invoices showing that the 1EPS tax
had been separately transferred to the taxpayer (see
supra para.15). However, even assuming that the
Claimant is a »taxpayer« under this provision given
the peculiarities of the tax calculation for cigarettes
- and there is some doubt as to this conclusion - he
could not obtain the required invoices at any relev-
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ant time. The Claimant could not obtain the inform-
ation from the retailers who supplied his cigarettes
(since they did not know the tax amounts them-
selves), and the producers of the cigarettes were un-
willing to provide the information. Thus, it
appears to the Tribunal that the Claimant never
really possessed a »right« to obtain tax rebates
upon exportation of cigarettes, but only a right to
the 0% tax rate. This is important, because as far as
the Tribunal can determine, the only significant as-
set of the investment, the enterprise known as
CEMSA, isits alleged right to receive |EPS tax re-
bates upon exportation of cigarettes, and to profit
from that business. We also note that the
Claimant concedes that »discrimination between ci-
garette producers and resellers is [not] necessarily a
violation of international law.« (See Claimant's
May 8, 2002 submission, para. 9.) The Claimant re-
lies, rather, on the alleged refusal of Mexican au-
thorities to comply with the 1993 Amparo decision
and the alleged subsequent agreement between the
Claimant and SHCP officials that the Claimant
would be permitted the rebates despite the absence
of invoices stating the tax amounts separately.

119. The key contentious issue here is whether the
denial of 1EPS rebates for failure to meet with the
invoice requirement constituted expropriation of the
Claimant's investment (a right to export cigarettes)
under Article 1110. A related issue is the denial of
tax rebates for exports allegedly made to a low tax
jurisdiction (Honduras), also purportedly barred un-
der the IEPS law (see supra para.8). However, in
determining whether the Claimant was deprived of
a »fundamental right of ownership« (the term used
by the Pope & Talbot tribunal) by Mexican govern-
ment actions in the critical 1996-1997 period, it is
important to observe that the invoice requirements
of the IEPS law were not new, and had not been
changed by Mexican officials (except to the extent
or non-extent of enforcement ) to the detriment of
the Claimant. At all times between January 1, 1987,
including April 1990, when CEMSA was first re-
gistered as an export company, and January 1,
1998, when the new IEPS law definitively denied

rebates except for the »first sale« in Mexico, Art-
icle 4(111) of the IEPS law as written (even if not al-
ways as applied) effectively required resellers such
as CEMSA to obtain invoices stating the tax
amounts separately. Even if the 1999 Mexican Fisc-
al Court proceeding ultimately results in a decision
that the denial of the rebates for 1996-1997 is un-
constitutional under Mexican law, thisis not a situ-
ation in which the Claimant can reasonably argue
that post investment changes in the law destroyed
the Claimant's investment, since the IEPS law at all
relevant times contained the invoice requirements.
Of course, Mexico had first sought to ban such ex-
ports in 1990 by denying the 0% tax rate to re-
sellers, but that effort was defeated by the Supreme
Court. Thus, in retrospect, the Claimant's most in-
tractable problem with regard to cigarette exports
was not the 0% tax rate, but the technical require-
ments of the IEPS law with regard to invoices and,
much later, the denial of tax rebates for exports to
low tax jurisdictions, also clearly stated in the IEPS
law during all relevant periods.

120. The Claimant argues that the 1993 Amparo
Supreme Court decision resolved not only the 0%
tax rate, but the invoice and taxpayer limitations in
the 1EPS law as well, and contends that SHCP im-
properly limited the scope of that decision to the
0% tax rate. There is language in the opinion that
condemns discrimination between producers and
other sellers generally, which is not limited to the
0% tax rate. Also, there is some inherent logic be-
hind the Claimant's position; if the Claimant were
correct, this would be a strong argument for finding
a creeping expropriation or denial of justice. If the
Amparo decision resolves only the 0% tax rate, but
the Claimant cannot satisfy the other requirements
of the IEPS law, including Article 4 regarding in-
voices, there is no possibility of CEMSA's benefit-
ing from that decision with regard to cigarette ex-
ports, as the company is still prevented from carry-
ing on its cigarette export business.

121. The problem for the Claimant is that a careful
reading of the Amparo Supreme Court decision re-
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veals no mention of Article 4; the discussion is con-
fined solely to the availability of the 0% tax rate
under Article 2 of IEPS law to resellers as well as
producers, and to a general assessment of the un-
constitutionality of discrimination. For various
reasons, Article 4 was not raised by the Claimant
and was not discussed by the Supreme Court, even
though the issue of the 0% tax rate was specifically
raised Wit?Fr'{Iag%id to both alcoholic beverages and
Cigarettes. There is no indication in the opin-
ion that the Supreme Court intended to abrogate or
modify this critical provision of the IEPS law, since
it apparently did not even consider the issue, and
the Tribunal has no way of guessing what the result
would have been had the Article 4 issue been
squarely presented to the Supreme Court. In thisre-
spect, even the Claimant admits that the court in the
Amparo case did not review the mechanics of IEPS
(reply, para. 43). Rather, as noted above, no Mexic-
an court directly addressed these issues until the
Claimant brought the April 1998 and March 1999
challenges.

122. Moreover, the Amparo judgment limited to
Article 2 (and a parallel Amparo decision sought by
another company, Lynx) were successful in protect-
ing the Claimant's (and Lynx's) rights to export al-
coholic beverages, since both the Claimant and
Lynx could obtain the necessary invoices from their
suppliers due to their ability to purchase alcoholic
beverages directly from the Mexican manufacturers
and function as eligible taxpayers, and the different
IEPS tax structure applicable to alcoholic bever-
ages. Thus, the decision had considerable
practical benefit for the Claimant at the time even
without addressing or resolving the Article 4 ques-
tion which the Claimant had not raised in the pro-
ceeding. In this Tribunal's view, that court decision
did not resolve the Claimant's problems with ob-
taining tax rebates on cigarette exports because the
Claimant failed to challenge Article 4 of the IEPS
law.

123. The documentation and testimony regarding
what transpired subsequently between the Claimant

and the Respondent concerning the 1EPS require-
ments is unfortunately ambiguous and often con-
flicting, making it difficult for this Tribunal to de-
termine exactly what occurred. For example, a let-
ter was provided to the Claimant by SHCP on
March 12, 1992, in response to a written request
from the Claimant - before the Amparo decision but
after the 1992 changes in the IEPS law. It is unclear
whether the request was treated by SHCP as a
formal ruling under Article 34 of the Fiscal Code;
SHCP officials subsequently have asserted that the
letter was general and did not relate to a specific
situation, and thus was not treated as a formal,
binding ruling under Article 34. (See witness state-
ment of Jose Riquer, May 17, 2001, para. 7). That
letter refers to Article 2 of the IEPS law and Art-
icles 22, 34 and 42 of the Fiscal Code, but does not
mention Article 4 of the IEPS Ialw.[':'\I18 However,
this letter may have been issued at a time when the
invoices stating the taxes separately were not yet at
issue, as the Claimant's statement of facts suggests
(see memorial, para. 14-18, discussing the problem
in the context of denia of IEPS rebates to re-
sellers).

124, Other than this 1992 |etter and an even more
ambiguous May 10, 1994, letter confirming the ob-
ligation of tobacco and alcoholic beverage sellers
to show the transfer of the tax amount separately on
the invoice, there are no other written communica-
tions that could reasonably be treated as formal rul-
ings, and none at all that specifically address the
Article 4 requirement. SHCP officials state that
they have been unwilling to provide written rulings
to the Claimant on the issues raised by the Claimant
informally, and that only a written ruling pursuant
to Article 34 of the Fiscal Code would be binding.
(See testimony of Fernando Heftye Etienne, paras.
8-11.) Officials explain this on the not unreasonable
ground that the Claimant did not follow proper ad-
ministrative procedures under Article 34 of the
Fiscal Code in requesting such determinations. In-
sofar as the Tribunal has been able to determine, at
no time before 1998 did the Claimant present the
Article 4 issue to a Mexican court, or seek aformal,
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binding administrative ruling from SHCP.

125. The Claimant also contends that, in accord-
ance with the Claimant's interpretation of the Am-
paro decision, SHCP effectively concluded an oral
agreement with the Claimant to permit the rebates,
and then refused to carry out the agreement. Such a
failure, if proven, could be evidence of a denial of
due process or fair and equitable treatment, and
support a conclusion that the IEPS law was inten-
tionally being administered in a manner designed to
destroy CEMSA's export operations. There is con-
siderable evidence in the record of some sort of an
informal agreement or understanding between the
Claimant and SHCP in 1995, based on a number of
meetings and correspondence. The Claimant sug-
gests that the agreement was to provide rebates
without the invoices, with the understanding that
SHCP would then not have to seek the invoices
from Carlos Slim/Cigatam as may be required of
SHCP by Mexican law (first Feldman Statement,
paras. 40-42). Perhaps the best evidence for some
sort of understanding is the fact that a high profile
taxpayer such as the Claimant was granted the re-
bates for a sixteen month period in 1996-1997, even
though SHCP officials were well aware that it was
impossible for the Claimant to obtain invoices with
the 1EPS tax amounts separately stated. On the oth-
er hand, given SHCP's authority to audit rebates
after the event, and the fact that it is a large organ-
ization with various offices accepting |EPS and oth-
er tax rebate applications in significant numbers, it
is possible that the Claimant's applications did in
fact receive routine treatment/approval.

126. Unfortunately for the Claimant, however, even
if there was some sort of oral understanding, there
is little persuasive evidence as to its scope, i.e.,
whether it was limited to assuring the availability of
the 0% tax rate as required by the 1993 Amparo Su-
preme Court decision, or whether it also authorized
the Claimant to obtain rebates notwithstanding the
lack of invoices stating the tax amounts separately,
or even authorized the Claimant to obtain rebate
amounts in excess of those otherwise permitted.

Not only has no written document from SHCP been
made available to the Tribunal, but apparently
neither the Claimant nor his counsel prepared any
contemporaneous memoranda reflecting such an
agreement, despite the many meetings with SHCP
officials.

127. SHCP flatly denies the existence of an oral
agreement (testimony of Fernando Heftye Etienne,
para. 3). While SHCP contends it has not violated
the Amparo decision requiring the 0% tax rate
(counter-memorial, paras.112-113), it also takes po-
sition that the decision applied only to the 1990
law, not to subsequent versions of the IEPS law,
and in any event that the law at all relevant times
required the Claimant to possess invoices stating
the tax amounts separately, since SHCP had no au-
thority to exempt the Claimant from the require-
ments of Article 4(I11) of the IEPS law (l1d., paras.
6, 12). Thus, even if the Claimant has met his bur-
den of proof with regard to the existence of an oral
agreement or understanding, he has not met that
burden with regard to demonstrating the precise
subject matter of such an undertaking. SHCP's in-
consistent actions (or inactions) belie any clear un-
derstanding between the Claimant and SHCP, bey-
ond compliance with the application of the 0% tax
rate to CEM SA's exports.

128. As noted above, a finding of expropriation
here depends in significant part on whether under
the circumstances the Article 4 invoice require-
ments are inconsistent with the Claimant's rights
under NAFTA Article 1110. On the basis of the
evidence presented to the Tribunal, the Tribunal is
not persuaded that they are. The Article 4 invoice
requirements have been part of the IEPS law at
least since 1987, that is, for at least three years be-
fore CEMSA was first registered as an export com-
pany in 1991. Since the operation of its export busi-
ness depended substantially on the terms of the
IEPS law, the Claimant was or should have been
aware at all relevant times that the separate invoice
requirement existed, as there has been no de jure
change in it at any time relevant to this dispute.
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Equally important, the Tribunal is reluctant to find
an expropriation based largely on the failure of
Mexican government officials to comply with an
agreement in which those officials allegedly waived
an explicit requirement of a tax law, even though
there is some evidence, albeit contested by the Re-
spondent, that the requirement was de facto ignored
at some times both for the Claimant and for other
cigarette resellers, including but not limited to
members of the [so-called] Poblano group.

This, however, is not in the view of the Tribunal
evidence of expropriatory action and will be dealt
with below in the section on national treatment.

129. If the IEPS law, Article 4, obligation to pos-
Sess invoices stating the tax amounts separately was
simply atechnical requirement of the IEPS law, the
result here might be considered formalistic and un-
reasonable. As noted earlier (para. 114, note 11), it
is under challenge as unconstitutional discrimina-
tion between taxpayers in Mexico, according to the
still pending 1999 Fiscal Court proceedings.
However, the Tribunal does not consider the in-
voicing requirements to be a mere formality or pat-
ently unreasonable, to be waived easily by officials
based on their discretion. The obvious and legitim-
ate purpose of the requirement that the IEPS tax
amounts be stated separately on invoices to be sub-
mitted to SHCP authorities on demand as the basis
of atax rebate is to make it possible for the tax au-
thorities to determine in a straightforward manner
whether the tax amounts on exported products for
which a rebate is sought are accurate and not over-
stated. This is clearly a rational tax policy and a
reasonable legal requirement.

130. The Claimant himself is an excellent example
of why this requirement is necessary to protect the
revenue. Without invoices, it was of course im-
possible for the Claimant to know the precise
amount of the IEPS taxes included in the selling
price of the cigarettes he purchased from Walmart
or Sam's Club, for his exports in 1996 and 1997.
However, a very close approximation of the |EPS
tax amounts could have been made by the Claimant

for these years, just as it was in 1992 (see Zaga-
Hadid affidavit, annex A) based on the IEPS tax
rate for cigarettes applicable in 1996 and 1997
(85%), by dividing the selling price (inclusive of
tax) by 1.85 to determine the price net of taxes, and
then subtracting that amount from the selling price
to determine the tax amounts. For example, if as the
Claimant alleges, he paid US$7.40 per carton for
cigarettes, and the tax rate specified in the IEPS law
was 85%, the tax included in the US$7.40 price was
approximately US$3.40. PN

131. The Claimant apparently used this formula in
1992, and received the rebates. He used a somewhat
different formula in 1996, which over-stated the re-
bate amounts. 1]Then, in 1997, he used a com-
pletely different formula, which had the effect of
grossly overstating the tax amounts, US$6.55 in-
stead of US$3.40 per carton, an overstatement of
93%. The Claimant asserts that this method-
ology was explicitly approved by Director of Major
Taxpayers Jose Riquer Ramos (Feldman affidavit,
Mar. 28, 2001, para. 70). Mr. Riquer has denied this
(Riquer statement, May 17, 2001, paras. 19-25). In
the final analysis, the Tribunal does not find the
Claimant's testimony on this issue to be credible. It
is inconceivable to the Tribunal that even if SHCP
officials were prepared to forego the invoice re-
guirement informally during some periods, as ap-
pears to be the case, they would have given the
Claimant or any other taxpayer carte blanche to
over-estimate the amount of the rebates, in flagrant
violation of the |IEPS law.

132. The Claimant also argues that notwithstanding
the Respondent's (and this Tribunal's) interpretation
of the scope of the 1993 Amparo decision, SHCP's
actions between 1993 and 1997, particularly certain
oral and written communications, were so arbitrary
as to constitute expropriatory action. The Tribunal,
as noted earlier (para. 125), has some sympathy
with the Claimant's position here. The various writ-
ten and oral communications from SHCP to the
Claimant are at best ambiguous and misleading,
perhaps intentionally so in some instances, as were
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SHCP's actions in permitting rebates during some
periods and denying them in others. However, a
reasonable person, given the complex and exacting
nature of tax laws and regulations, and the ambigu-
ity of statements by and correspondence with SHCP
officials, should have sought expert tax counsel if it
was not already available to him. Had this occurred,
the Tribunal doubts than any competent tax attor-
ney would have confirmed the Claimant's right to
rebates in the absence of proper invoices showing
the tax amounts separately, given the text of Article
4 of the IEPS law and the lack of apparent legal au-
thority on part of SHCP officials to waive this re-
guirement.

133. While the transparency in some of the actions
of SHCP may be questioned, it is doubtful that lack
of transparency alone rises to the level of violation
of NAFTA and international law, particularly given
the complexities not only of Mexican but most oth-
er tax laws. The British Columbia Supreme Court
held in its review of the Metalclad decision that
Section A of Chapter 11, which establishes the ob-
ligations of host governments to foreign investors,
nowhere mentions an obligation of transparency to
such investors, and that a denial of transparency
alone thus does not constitute a violation of Chapter
11 (United Mexican States v. Metalclad, Supreme
Court of British Columbia, Reasons for Judgment
of the Honorable Mr. Justice Tysoe, May 2, 2001,
paras. 70-74, http://www.naftalaw.org.; transpar-
ency is ageneral NAFTA obligation of the NAFTA
Parties under Chapter 18). While this Tribunal is
not required to reach the same result as the British
Columbia Supreme Court, it finds this aspect of
their decision instructive.

134. Under the circumstances, therefore, the
Claimant would have been wise to seek a formal
administrative ruling on the applicability of Article
4 of the IEPS, and court review if the ruling were
adverse, far before he was forced to do so in 1998,
but for whatever reason he chose not to do so.
Formal administrative procedures and the courts,
according to the record, were at all times available

to him, and have not been challenged here as being
inconsistent with Mexico's international law obliga-
tions. Moreover, in Mexico, as in the United States
and most other countries, oral or informal opinions
are not binding on the tax authorities (see Article
34 of Fiscal Code, counter-memorial, paras. 18-20).
Regardless of the results of the ruling process the
Claimant would have been better off. If he had re-
ceived a favorable ruling on Article 4, it would
have been much easier for him to defend his rights
under Mexican law and before this Tribunal. If he
had lost, he could have at least avoided the uncer-
tainties of his alleged right to rebates during much
of the 1992-1997 period, and could have brought a
NAFTA claim under Chapter 11 much earlier.
H.3.4 Public Purpose

135. As noted earlier, in the absence of afinding of
expropriation and in view of the Restatement com-
ments the Tribunal is reluctant to give excessive
weight to the public purpose, non-discrimination
and due process criteria in Article 1110(1).
However, in this instance even if they are con-
sidered significant the Tribunal believes that they
do not contradict an otherwise negative finding.
The Claimant suggests, accurately in the view of
this Tribunal, that Mexican government policy is
designed to prevent cigarette resellers including
CEMSA from exporting cigarettes from Mexico to
other countries. He attributes this to political pres-
sures from Carlos Slim, a mgjor owner of Mexico's
largest cigarette producer, Cigatam. He alleges that
this policy is in conflict with normal Mexican
policies that promote exports, and cites such
policies as evidence that the restrictions do not have
a valid public purpose (see memorial, paras. 31,
188, 189).

136. However, the Tribunal has already indicated
its view that there are rational public purposes for
this policy. These include, inter alia, discouraging
»grey« market exports and seeking to control illegal
re-exportation of Mexican cigarettes into Mexico.
There is ample evidence on the record to suggest
that cigarette smuggling is a significant problem for
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Mexico, even if that evidence does not effectively
link the Claimant with the illegal imports[™ V24|t
may be that Mexican authorities feel they have
greater control over cigarette producers who export
(or that such producers are constrained by licensing
agreements, such as the one that presumably exists
between Philip Morris of the United States and Ci-
gatam, the Marlboro producer, in Mexico), than
they do over independent resellers. Also, as noted
above, there are valid public policy reasons for re-
quiring invoices that separately state the IEPS tax
amounts as a condition of receiving the refunds,
i.e., to prevent inaccurate or excessive claims for
rebates.
H.3.5 Non-Discrimination

137. The Chapter 11 scheme establishes a right to
national treatment for investors (and damages for
breach thereof) that is distinct from the right to
damages from acts of expropriation. In this
respect, the Tribunal notes that the SD. Myers
tribunal, having weighed the allegations of expro-
priation and finding no violation of Article 1110,
nevertheless found Canada in violation of its oblig-
ations under Article 1102 and Article 1105 (SD.
Myers v. Government of Canada, Partial Award,
November 13, 2000, paras. 256, 268, ht-
tp://lwww.state.gov/documents/organization/3992.p
df), violations that also constituted discrimination
under Article 1110(1)(b) and denial of fair and
equitable treatment under Article 1110(1)(c). This
issue is examined below: see the section | on Art-
icle 1102.

H.3.6 Due Process/Fair and Equitable Treatment/

Denial of Justice

138. Regarding the possible claim of a denial of
due process or a denial of justice, the Tribunal
notes that the Claimant actually alleges a denial of
justice primarily with regard to SHCP's failure - the
failure of the Executive Branch - to implement the
1993 Amparo decision (memorial, p. 8). The
Claimant only suggests in passing that the nullifica-
tion decision of the circuit court may rely on a pro-
vision of the 1998 |EPS law to deny rebates that the

Claimant sought for 1997 (reply, p. 16). In April
1998, the Claimant was effectively forced to seek
»injunctive, declaratory or other extraordinary re-
lief« before the Mexican Fiscal Court, as permitted
under Article 1121. In that first case, CEMSA
sought a declaratory judgment confirming
CEMSA's right to receive tax rebates. This was ne-
cessary because of a determination of the tax au-
thorities that CEMSA was not entitled to the re-
bates for exports made in October-November 1997,
since CEMSA could not present invoices that com-
plied with the Article 4 requirement that the IEPS
tax amounts be stated separately, and was not a tax-
payer entitled to claim IEPS rebates under Article
11 (the latter applied only to the situation under the
amended |EPS law effective January 1, 1998). In
that action the Mexican courts ultimately decided,
inter alia, that CEMSA was subject to the invoice
requirements of Article 4 (proceeding related to the
negative response to a request presented to the tax
authority referred above in paragraph 84). The
Tribunal notes that this decision is in obvious con-
flict with the Claimant's interpretation of the 1993
Amparo decision as guaranteeing the Claimant's
right to obtain IEPS rebates notwithstanding the
Article 4 invoice requirement. In a separate action
challenging SHCP's decision to audit CEMSA and
ultimately to demand return of the rebate amounts
paid to CEMSA between April 1996 and September
1997, discussed supra at paras. 82-83, the issue of
whether the invoice reguirements under Article 4 of
the IEPS law are legal under Mexican law and the
Mexican constitution remains pending.

139. Assuming that Article 1110 must be inter-
preted in accordance with international law, as Art-
icle 1131(1) states, not just any denial of due pro-
cess or of fair and equitable treatment (the latter
through the cross-reference in Article 1110(1)(c) to
Article 1105) constitutes a violation of international
law. In this instance, the allegations of denial of
due process or denial of justice are weakened by
several factors. Here, as in Azinian, the Claimant
does not effectively contend that there was a denial
of justice by Mexican courts, either with regard to
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the Supreme Court's Amparo decision or the vari-
ous lower courts' subsequent determinations in the
nullification and assessment cases. Rather, in the
instant case the Claimant's assertions of denial of
justice relate to actions of SHCP rather than the
courts. (See Claimant's May 8, 2002 submission,
para. 9, stating that »the Claimant maintains that
Respondent's insistence on such discrimination
[between producers and exporters] in disregard of
both the Supreme Court decision and the agreement
Mexican officials made with the Claimant in
1995-96 constitutes discrimination and denial of
justice under international law.«) Azinian states that
»A governmental authority surely cannot be faulted
for acting in a manner validated by its own courts
unless the courts themselves are disavowed at the
international level. « Azinian further suggests that
there must be a showing that the court decision it-
self is a violation of NAFTA, or that the relevant
courts have not accepted the suit, or there is »a
clear and malicious misapplication of the law« (
Robert Azinian and Others v. The United Mexican
Sates, Award, November 1, 1999, paras. 97, 102,
103, 14 1CSID Review. FILJ 2, 1999.).

140. This is a standard that the nullity and assess-
. . [FN27]
ment decisions almost certainly do not meet.
Given as noted earlier that Mexican courts and ad-
ministrative procedures at al relevant times have
been open to the Claimant, the Claimant's victory in
the 1993 Amparo decision, and the availability of
court review in the nullity and assessment decisions
filed by the Claimant in 1998, there appears to have
been no denial of due process or denial of justice
there as would rise to the level of aviolation of in-
ternational law. As the Respondent concedes, this
Tribunal could find a NAFTA violation even if
Mexican courts uphold Mexican law
(counter-memorial, para. 364); this Tribunal is not
bound by a decision of alocal court if that decision
violates international law. Also, as discussed in
Section G2, NAFTA does not require a claimant to
exhaust local court remedies before submitting a
claim to arbitration. The Claimant is limited only
by the requirements of Article 1121(2)(b).

141. While there may be an argument for a viola-
tion of Article 1105 under the facts of this case (a
denial of fair and equitable treatment), this Tribunal
has no jurisdiction to decide that issue directly. As
noted earlier, Article 1105 is not available in tax
cases, but may be relevant in the cross-reference of
Article 1110(1)(c). The Tribunal does not need to
decide whether this cross-reference makes a full
Article 1105 consideration appropriate in a tax mat-
ter. Even assuming, arguendo, that the Respond-
ents' actions in the aggregate do constitute a denial
of fair and equitable treatment that reaches the rel-
atively egregious level of aviolation of internation-
al law, this alone does not establish the existence of
an illegal expropriation under Article 1110. As SD.
Myers indicates, it may be appropriate for a NAF-
TA tribunal to find a violation of Article 1105 and
at the same time decline to find a violation of Art-
icle 1110(1)(c).
H.3.7 The Claimant in Control of CEMSA

142. Although the Tribunal does not consider this a
controlling argument, the regulatory action has not
deprived the Claimant of control of his company,
CEMSA, interfered directly in the internal opera-
tions of CEMSA or displaced the Claimant as the
controlling shareholder. The Claimant is free to
pursue other continuing lines of business activity,
such as exporting alcoholic beverages or photo-
graphic supplies, as in the past, or other products
for which he can obtain from Mexico the invoices
required under Article 4. Of course, he was effect-
ively precluded from exporting cigarettes, certainly
by the IEPS law amendments, that went into force
in 1998 making the |EPS rebates available only to
producers, and in the Tribunal's view by the invoice
requirements of Article 4(111), which were stated re-
guirements of Mexican law at least since 1987, and
did not change at any relevant time subsequently.
However, this does not amount to Claimant's
deprivation of control of his company.
H.3.8 Other NAFTA Decisions

143. The Tribunal's conclusion that the actions by
the Mexican government against the Claimant -
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even though in some instances inconsistent, and ar-
bitrary - should not be treated as expropriatory, is
in the Tribunal's view consistent with earlier NAF-
TA Chapter 11 decisions that have sought to inter-
pret Article 1110, including not only Metalclad,
Azinian and SD. Myers, discussed above, but also
Pope & Talbot.

144. Metalclad v. United Mexican States is the only
NAFTA decision to date in which a violation of
Article 1110 has been found. Metalclad was granted
a federal government permit for a hazardous waste
disposal facility in January 1993, and began con-
struction shortly thereafter. However, despite early
support, opposition arose from the state and muni-
cipal governments, apparently because of the usual
»NIMBY « (not in my back yard) concerns. Work
on the new facility, which included a clean up of
the residues left by the previous operators, was
completed in March 1995, but opposition from loc-
al interests intensified, despite efforts of Metalclad
and the federal government to satisfy them.[

145. Ultimately, the municipality denied
Metalclad's construction permit, in a process which
was closed to Metalclad, and the governor of San
Luis Potosi issued an »Ecological Decree« declar-
ing the area of the landfill to be a »Natural Areafor
the protection of rare cactus« (see Metalclad Cor-
poration v. United Mexican States, Award, August
30, 2000, paras. 50, 54, 57, 59-60, 16 ICSID Re-
view. FILJ 1, 2001). Based on these actions, the
Metalclad Tribunal opined that Article 1110,

includes not only open, deliberate and acknow-
ledged takings of property... but also covert or in-
cidental interference with the use of property which
has the effect of depriving the owner, in whole or in
significant part, of the use or reasonably-
to-be-expected economic benefit of the property
even if not necessarily to the obvious benefit of the
host state. (Id, para. 103.)

146. The tribunal, in reaching its finding of indirect
expropriation, not only cited
»reasonably-to-be-expected economic benefit,« but

found it important that Metalclad had relied on the
representations of the Mexican federal government
of its exclusive authority to issue permits for haz-
ardous waste disposal facilities. It also faulted the
lack of transparency in the Mexican legal system
for siting of hazardous waste facilities. Separately,
without much discussion, the Tribuna found that
the state government's decree fixing Metalclad's
site as an »ecological preserve« effectively barring
the landfill operation permanently, was a »further
ground for afinding of expropriation.«

147. The Metalclad Tribunal's finding of an expro-
priation based on transparency and, implicitly, on
reliance by the Claimant, was effectively vacated
by the British Columbia Supreme Court (British
Columbia was the »seat« of the arbitration), re-
sponding to a challenge by the Government of
Mexico. However, the tribunal's determination that
the Mexican state's decision to make Metalclad's
site into an ecological preserve was expropriatory
was confirmed by the British Columbia Court. (
United Mexican States v. Metalclad, Supreme Court
of British Columbia, Reasons for Judgment of the
Honorable Mr. Justice Tysoe, May 2, 2001, para.
84, http://www.naftalaw.org.)

148. The facts, and the reasonableness of the
Claimant's reliance in Metalclad, are thus quite dif-
ferent from the instant case. The assurances re-
ceived by the investor from the Mexican govern-
ment in Metalclad were definitive, unambiguous
and repeated, in stating that the federal government
had the authority to authorize construction and op-
eration of hazardous waste landfills, and that
Metalclad had obtained all necessary federal and
other permits for the facility. (See ibid., paras.
28-41.) Nor is there any indication that the assur-
ances received by Metalclad, despite some ambigu-
ities, were inconsistent with Mexican law on its
face. Finally, Metalclad was deprived of all benefi-
cial use of its property, which was incorporated into
an »ecological preserve.«

149. In contrast, in the present case, the Mexican
government essentially opposed the Claimant's

© 2011 Thomson Reuters.



business activities at every step of the way, not-
withstanding a few periods when the rebates were
granted. Also, in the present case the assurances al-
legedly relied on by the Claimant (which assur-
ances are disputed by Mexico) were at best ambigu-
ous and largely informal (since the Claimant never
sought a formal written tax ruling on the Article 4
issue, or litigated the issue until 1998). They were
also in direct conflict with Article 4(l11) of Mex-
ico's IEPS law requiring the possession of invoices
stating the taxe[sFSﬁ%%r]ately as a condition of receiv-
ing tax rebates.

150. SD. Myers v. Canada involved a government
action barring exports (hazardous waste). There, the
tribunal noted that expropriation normally consti-
tutes a taking of »pro[;[):el{ltgf] with a view toward
transfer of ownership, a situation that did
not occur in that case or in this one. No expropri-
ation was found in SD. Myers, although the
Tribunal did find violations of Articles 1102, 1105
and 1106 (see paras. 123, 256, 280, 284).

151. Somewhat different issues arise in comparison
with Pope & Talbot which again focused on the al-
leged denial of a rhc__ﬂlll%tzci export, in this instance,
softwood  lumber. The Pope & Talbot
Tribunal had opined (in what would be considered
dicta in the US legal system) that regulatory meas-
ures could constitute expropriation under Article
1110, and found that the lumber export control re-
gime came within Article 1110. However, it also
noted that the investor was able to continue to ex-
port and to earn profit on those exports, and de-
clined to find a violation of Article 1110, based on
this consideration and on the ground that the in-
vestor »remains in control of the Investment, it dir-
ects the day-to-day operations of the Investment,
and no officers or employees of the Investment
have been detained.... Canada does not...take any
other actions outing the Investor from full owner-
ship and control of his investment.« The Tribunal
suggested further that in determining »whether a
particular interference with business activities
amounts to an expropriation, the test is whether that

interference is sufficiently restrictive to support a
conclusion that the property has been 'taken' from
its owner.« (ibid., paras. 100, 102.)

152. Given that the Claimant here has lost the ef-
fective ability to ?)I(:‘l)\loég ]cigarettes, and any profits
derived therefrom , application of the Pope
& Talbot standard might suggest the possibility of
an expropriation. However, as with SD. Myers, it
may be questioned as to whether the Claimant ever
possessed a »right« to export that has been »taken«
by the Mexican government. Also, here, as in Pope
& Talbot, the regulatory action (enforcement of
longstanding provisions of Mexican law) has not
deprived the Claimant of control of the investment,
CEMSA, interfered directly in the internal opera-
tions of CEMSA or displaced the Claimant as the
controlling shareholder. The Claimant is free to
pursue other continuing lines of export trading,
such as exporting alcoholic beverages, photograph-
ic supplies, or other products for which he can ob-
tain from Mexico the invoices required under Art-
icle 4, although he is effectively precluded from ex-
porting cigarettes. Thus, this Tribunal believes
there has been no »taking« under this standard ar-
ticulated in Pope & Talbot, in the present case.

153. On the factual basis set out in the record, and
this analysis, the Tribunal holds that the actions of
Mexico with regard to the Claimant's investment do
not constitute an expropriation under Article 1110
of NAFTA.

| NATIONAL TREATMENT (NAFTA ART-

ICLE 1102)

154. In the present case, there are only a handful of
relevant investors, one foreign (the Claimant) and
one domestic (the Poblano-Guemes Group), each
engaged in the business of purchasing Mexican ci-
garettes and marketing those cigarettes abroad.
These investors cannot purchase the cigarettes from
Mexican cigarette producers because the producers
(and their wholly owned distributors) refuse to sell
to them. Therefore, the Claimant or the Poblano
Group firms must purchase their cigarettes from
volume retailers, Walmart and Sam's Club. Since
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Walmart and Sam's Club are retailers and not |IEPS
taxpayers, they do not have available to them the
precise amounts of the IEPS taxes included in the
price paid first by the retailers in the transaction
with the producers or distributors, and then by the
Claimant and other reseller/exporters. Accordingly,
neither the Claimant nor the Poblano Group com-
panies can comply with the requirement of the |IEPS
law, Article 4(111), which makes it a condition of
obtaining tax rebates upon export that the applicant
be a taxpayer who possesses invoices showing the
tax amount stated separately.
I.1 Views of the Disputing Parties

155. The essence of the Claimant's denial of nation-
al treatment argument is that Mexico discriminated
against CEMSA in the 1998-2000 period. During
that period, SHCP permitted at least three resellers
of cigarettes (Mercados Regionales and Mercados
Extranjeros - respectively Mercados | and Merca-
dos Il: the Poblano Group, and MEXCOBASA,
ownership unknown) and possibly some others, to
export cigarettes and to receive rebates, notwith-
standing the fact that like the Claimant, they pur-
chased their goods from retailers, are not formally
taxpayers and thus could not have invoices stating
the IEPS tax amounts separately (memorial, paras.
128-135, 225). The Claimant also objects to similar
discriminatory treatment in the 1996 - 1997 period.
The Claimant reports that the Respondent admits
paying NP$ 91,000,000 to three cigarette exporter/
trading companies after September 1996, a period
when the Claimant was either denied rebates or an
effort was made by SHCP to recoup rebate amounts
originally granted (memorial, para. 134).

156. In addition, the Claimant's firm, CEMSA, was
denied registration as an export trading company,
while no similar denial occurred with regard to the
members of the Poblano Group. There is no per-
suasive evidence that SHCP has made any parallel
effort to recoup the rebates paid to the members of
the Poblano Group during the relevant periods.
Thus, according to the Claimant, CEMSA and the
members of the Poblano group have been treated

differently, and »there is a NAFTA violation under
the ordinary meaning of the words used in Article
1102« (reply, para. 12).

157. The Claimant also argues that discrimination
under Article 1102 is actionable whether it is de
jure or de facto.In this case, even though the IEPS
law is non-discriminatory on its face, it has been
applied in a discriminatory manner. Nor is there
any need to demonstrate that the reason for the dis-
crimination is aresult of the Claimant's nationality,
if in fact the Claimant is being treated less favor-
ably than a domestic investor in like circumstances
(memorial, paras. 224-226).

158. The Respondent counters that the known do-
mestic investors in the business of reselling/ex-
porting cigarettes, the »Poblano-Gamez-Guemes
network companies« were in fact related to
CEMSA rather than competitors
(counter-memorial, paras. 487-500). The Respond-
ent asserts that the evidence shows that there were
not really distinct entities, CEMSA and the Poblano
Group. Rather, CEMSA and the Poblano Group
companies were effectively part of the same corpor-
ate group, even if there was no common ownership
of shares. They sold goods to each other; Poblano
group members loaned money under favorable
terms to CEMSA; and they engaged in a range of
financial and business dealings which were not
arms-length in nature. As a legal matter there can-
not be discrimination under Article 1102 unless
there exists a foreign investor and an unrelated do-
mestic investor who are treated differently. If the
foreign investor and the domestic firms in like cir-
cumstances are really one and the same, there can
be no discrimination as between Mexican and for-
eign investors.

159. The Respondent also argues that there is no de
jure discrimination in the 1EPS law, in the sense
that the law by its terms treats all re-sellers in the
same manner. Also, because of the manner in which
the law operates Mexican authorities do not know
until after the fact who is seeking rebates on cigar-
ettes and therefore, there can be no de facto dis-
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crimination (counter-memorial, paras. 501-504). It
was SHCP's policy to deny IEPS rebates to al ci-
garette reseller/exporters who lacked the requisite
invoices, regardless of nationality
(counter-memorial, para. 505). The Respondent has
demonstrated that all resellers are being audited and
will be assessed if there is evidence that they did
not have the proper invoices (Diaz Guzman first
and second statements, rejoinder, para. 184).

160. According to the Respondent, notwithstanding
the fact that CEMSA is arguing de facto discrimin-
ation, because CEMSA cannot show de jure dis-
crimination, it would be highly inappropriate for
the Tribunal to find a violation of national treat-
ment based on the failure of SHCP to provide a be-
nefit which they had no authority under Mexican
law to provide. Under Article 4(11l) of the IEPS
law, SHCP has no authority to provide |EPS rebates
to persons claiming such rebates unless those
claimants have invoices showing the tax amounts
stated separately. Thus, a SHCP official would be
acting ultra vires if he agreed that CEMSA could
apply for and receive |IEPS rebates without regard
to the amounts or whether the correct formula for
calculating the rebates was used by CEMSA.
Moreover, the fact that the overstatement of the re-
bate amounts by CEM SA was discovered only after
an audit reinforces the reasonableness of Mexican
legislation (Article 4 of the IEPS law) which re-
guires a taxpayer to have invoices with the correct
tax amounts stated therein as a condition of receiv-
ing the rebates.

161. Thus, according to the Respondent, there is
simply no indication of discrimination between for-
eign investors and domestic investors in this in-
stance. Evidence on the record indicates that the
Poblano group, like CEMSA, even if unrelated, is
also being audited with regard to irregularities in
tax payments. SHCP conducts hundreds or thou-
sands of audits each year and the fact that it audits
one company (which happens to be foreign) sooner
than it audits a company in like circumstances
(which happens to be domestic) is not in itself evid-

ence of discrimination. Administrative agencies
must receive some latitude in carrying out their du-
ties, as the tribunals in Pope & Talbot v. Canada
and SD. Myersv. Canada have stated.

162. According to Mexico, denial of CEMSA's re-
gistration as an export trading company - a separate
but related issue - was not a denial of national treat-
ment, because in this instance CEMSA and the Po-
blano Group were not in like circumstances.
CEMSA was at the time under audit and SHCP had
discovered discrepancies in the amounts of the
IEPS rebates sought for 1996 and 1997. The Pob-
lano Group was not at that time under audit. Thus,
it was reasonable for SHCP to deny export registra-
tion to CEM SA until the irregularities discovered in
the audit had been resolved.

163. Assuming, arguendo, that there is different
treatment, Mexico argues that it is not sufficient un-
der Article 1102 just to show different treatment for
there to be a violation of Article 1102. Rather, any
discrimination shown between the Claimant and do-
mestically owned cigarette seller/exporters must be
shown to be a result of the fact that the Claimant is
a foreign national. (rejoinder, para. 174; see tran-
script, July 10, 2002, pp. 107-109.)

164. Neither Canada nor the United States has exer-
cised its right under Article 1128 to express views
on the proper interpretation of Article 1102 in its
Article 1128 submission, and the Tribunal for that
reason is left to consider only the views of the
Claimant and Mexico.

I.2 Analysis by the Tribunal

165. The national treatment/non-discrimination pro-
vision is a fundamental obligation of Chapter 11.

The concept is not new with NAFTA. Ana-
logous language in Article I11 of the GATT has ap-
plied as between Canada and the United States
since 1947, and with Mexico since 1985, with re-
gard to trade in goods. Article 1602 of the United
States - Canada Free Trade Agreement, with regard
to investment, applied between those two NAFTA
Parties from 1989-1993. NAFTA's Article 1102(2)
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provides that

»Each Party shall accord to investments of in-
vestors of another Party treatment no less favorable
than that it accords, in like circumstances, to invest-
ments of its own investors with respect to the estab-
lishment, acquisition, expansion, management, con-
duct, operation, and sale or other disposition of in-
vestments.«

(Article 1102(1) is the same except that it refers to
»investors« rather than to »investments of in-
vestors;« under Article 1102(3), the obligation ap-
plies to state/provincial governments as well, but
thisis not relevant here.)

166. Despite its deceptively simple language, the
interpretative hurdles for Article 1102 are several.
They include (a) which domestic investors, if any,
are in »like circumstances« with the foreign in-
vestor; (b) whether there has been discrimination
against foreign investors, either de jure or de facto;
(c) the extent to which differential treatment must
be demonstrated to be a result of the foreign in-
vestor's nationality; and (d) whether a foreign in-
vestor must receive the most favorable treatment

given to ani/ domestic investor or to just some of
them.[FN3'6

167. Analysis of these issues in the present case is
complicated by the fact that only a limited amount
of relevant factual information has been presented
to the Tribunal, particularly with regard to the vari-
ous domestic companies which may be in the busi-
ness of reselling and exporting cigarettes from
Mexico, and the treatment by SHCP of those re-
sellers other than the Claimant. Neither party sug-
gests that there are any foreign owned reseller/ex-
porters other than the Claimant. One of the Re-
spondent's witnesses indicated under questioning
that there might be 5-10 or more other firms re-
gistered in Mexico for exporting cigarettes. Thereis
agreement between the parties that there is at least
one Mexican owned reseller/exporter, the so-called
»Poblano Group,« consisting of Mercados Re-
gionales and Mercados Extranjeros (»Mercados |«

and »Mercados ll«) and possibly other entities. A
third company, MEXCOBASA, was mentioned by
the Claimant but the ownership is not indicated in
the record (first Feldman statement, para. 94). A
Mexican official, Enrique Diaz Guzman, has con-
firmed that at least three trading companies (i.e.,
not producers) received |EPS rebates for cigarette
exports at various times between September 1996
and May 2000, in the total amount of approxim-
ately NP$ 91,000,000 (first Diaz Guzman state-
ment, App. 0506, 0515). Many of those rebates
were authorized and paid after January 1, 1998,
when amendments to the |EPS law effectively made
the 0% tax rate and |EPS rebates on cigarette ex-
ports legally unavailable to anyone other than pro-
ducers (by limiting the payment of the tax rebates
to the first sale) (1998 IEPS law, Article 11).

168. There is disagreement as to how these trading
companies (presumably the Poblano Group com-
panies) were treated in comparison to the Claimant,
that is, whether the Poblano Group was provided
|EPS tax rebates denied during some periods to the
Claimant, notwithstanding the same lack of in-
voices stating the tax amounts separately, as re-
quired by Article 4 and, after January 1, 1998, not-
withstanding the bar to rebates except on the first
sale. Thereis also alack of detailed information as
to whether SHCP has made effective efforts to re-
coup the rebates provided to the Poblano Group for
the 1996-1997 period, as it has with respect to the
Claimant, or for |IEPS payments made in 1998 to
2000. On the grounds that there is an ongoing audit
of Caesar Poblano, the principal owner of the Pob-
lano Group companies, SHCP has declined to
provide any detailed information on the treatment
of the Poblano Group and how that treatment com-
pares to treatment by SHCP of the Claimant. One of
SHCP's witnesses, Mr. Diaz Guzman, did, however,
state that only one of the three trading companies
he identified was in the process of audit (as of
March 2001), so presumably there are two others
which have not been audited, despite being in like
circumstances with the Claimant.
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169. Also, given that thisis a case of likely de facto
discrimination, it does not matter for purposes of
Article 1102 whether in fact Mexican law author-
izes SHCP to provide |EPS rebates to persons who
are not formally 1EPS taxpayers and do not have in-
voices setting out the tax amounts separately, as has
been required by the IEPS law consistently since at
least 1987 and perhaps earlier. The question, rather,
is whether rebates have in fact been provided for
domestically owned cigarette exporters while
denied to aforeign re-seller, CEMSA. Mexico is of
course entitled to strictly enforce its laws, but it
must do so in a non-discriminatory manner, as
between foreign investors and domestic investors.
Thus, if the IEPS Article 4 invoice requirement is
ignored or waived for domestic cigarette reseller/
exporters, but not for foreign owned cigarette re-
seller/exporters, that de facto difference in treat-
ment is sufficient to establish a denial of national
treatment under Article 1102.
[.2.1 In Like Circumstances

170. In the investment context, the concept of dis-
crimination has been defined to imply unreasonable
distinctions between foreign and domestic investors
in like circumstances (Restatement, Sec. 712, Com-
ment f). As discussed in the Article 1110 section (
supra, paras. 115, 129), there are at least some ra-
tional bases for treating producers and re-sellers
differently, e.g., better control over tax revenues,
discourage smuggling, protect intellectual property
rights, and prohibit gray market sal&'sj even if some
of these may be anti-competitive.[ N37]Thus, as
discussed in the expropriation section, the Tribunal
does not believe that such producer - reseller dis-
crimination is aviolation of international law.

171. In this instance, the disputing parties agree
that CEMSA is in »like circumstances« with Mex-
ican owned resellers of cigarettes for export, in-
cluding the two members of the Poblano Group,
Mercados Regionales and Mercados Extranjeros
(see memorial, para. 222; counter-memorial, para.
486), athough Mexico of course denies that there
has been any discrimination largely on the ground

that CEMSA and the Poblano Group are effectively
the same entity. In the Tribuna's view, the
»universe« of firmsin like circumstances are those
foreign-owned and domestic-owned firms that are
in the business of reselling/exporting cigarettes.
Other Mexican firms that may also export cigar-
ettes, such as Mexican cigarette producers, are not
in like circumstances. While the Claimant's Amparo
decision held discrimination between producers and
resellers of alcohol and tobacco products (at least as
to the availability of the 0% tax rate for exported
goods) to be unconstitutional, such discrimination
is effectively reinstated by the 1998 IEPS law that
limits I|EPS tax rebates to the first sale, excluding
any subseguent purchaser/exporter from the benefit,
and has effectively been upheld in the other litiga-
tion brought by the Claimant in 1998, also dis-
cussed earlier. The Tribunal also notes that Article
1102 says nothing regarding discrimination among
different classes of a Party's own investors.

172. Accordingly, the Tribunal holds that the com-

panies which are in like circumstances, domestic

and foreign, are the trading companies, those in the

business of purchasing Mexican cigarettes for ex-

port, which for purposes of this case are CEMSA

and the corporate members of the Poblano Group.
[.2.2 Existence of Discrimination

173. The limited facts made avalable to the
Tribunal demonstrate on balance to a majority of
the Tribunal that CEM SA has been treated in a less
favorable manner than domestically owned reseller/
exporters of cigarettes, a de facto discrimination by
SHCP, which is inconsistent with Mexico's obliga-
tions under Article 1102. The only confirmed cigar-
ette exporters on the limited record before the
tribunal are CEMSA, owned by U.S. citizen Marvin
Roy Feldman Karpa, and the Mexican corporate
members of the Poblano Group, Mercados | and
Mercados Il. According to the available evidence,
CEMSA was denied the rebates for October-
November 1997 and subsequently; SHCP also de-
manded that CEM SA repay rebate amounts initially
allowed from June 1996 through September 1997.
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Thus, CEMSA was denied IEPS rebates during
periods when members of the Poblano Group were
receiving them (see supra para. 167, memoria, p. 3

).

174. Even if Mexico is auditing Mr. Poblano, the
process was begun long after the audit of CEMSA,
and according to the files provided to the Tribunal
concerning this audit, there is no documentation
that the audit continued after approximately March
2000, or that it even involved IEPS rebates
(transcript, July 11, 2001, p. 2). CEMSA's rebates
(before and after audits) have already been denied,
and several years later no such action has been
taken with regard to the Poblano Group. Arguably,
the fact that CEMSA has been audited well before
any other domestic reseller/exporters is in itself
evidence of discrimination, even if SHCP is legally
authorized to audit all taxpayers. If Mexican au-
thorities are auditing or intend to audit other tax-
payers who are in like circumstances with CEM SA,
the Government of Mexico, as the only party with
access to such information, has not been particu-
larly forthcoming in presenting the necessary evid-
ence. The two files presented to the Tribunal during
the hearing (designated nos. 328 and 333) are in-
complete, indicating no final or even continuing
audit action (transcript, July 11, 2001, p. 2). The
only clear knowledge that Mr. Poblano is subject to
some sort of audit was supplied by the Claimant
(first Feldman affidavit, para. 92), and counsel for
the Claimant asserts that the evidence in the record
demonstrates only that Mr. Poblano is subject to a
personal audit for 1997 (transcript, July 13, 2001, p.
155). The Mexican Government has declined to
provide any specific information as to the number
of other possible taxpayers in like circumstances
(resellers). The government's witness, Mr. Obre-
gon-Castellanos, admitted that there were more
than five, and likely more than ten firms registered
as cigarette exporters (transcript, July 9, 2001,
p.141), but was evasive with regard to tobacco ex-
porter numbers even though he testified confidently
and explicitly that there were 400 registered export-
ers of acoholic beverages (transcript, July 11,

2001, p. 10).

175. The evidence also shows that CEMSA was
denied registration as an export trading company,
apparently in part because this action was filed, and
in part as aresult of the ongoing audit of the rebates
for exports during 1996 and 1997, even though, as
Mr. Diaz Guzman indicated, three other cigarette
export trading companies had been granted registra-
tion. An unsigned memorandum which reasonably
could have been generated only in SHCP indicates
that registration was being denied on the basis of
the audit of the Claimant's rebate payments. There
is no evidence that any domestic reseller/exporter
has been denied export privileges in this manner.
Moreover, there appears to have been differential
treatment between CEMSA and Mr. Poblano with
regard to registration issues as well. According to
the Claimant's witness, Mr. Carvaal, taxpayer
CEMSA filed its application for export registration
status on June 30, 1998; information was still being
requested in writing seven months later. For tax-
payer Mr. Pablano, information was requested by
SHCP orally within 14 days of the date of Poblano's
application, and any questions were apparently re-
solved (transcript, July 11, 2001, p. 3).

176. The extent of the evidence of discrimination
on the record is admittedly limited. There are only a
few documents in the record bearing directly on the
existence of differing treatment, particularly the
statement of Mr. Diaz Guzman, the »mystery«
memorandum from SHCP's files, and the tax regis-
tration statement for Mercados Regionales, owned
by the Poblano Group. One member of this
Tribunal believes that this evidence on the record is
insufficient to prove discrimination (see dissent).
The majority's view is based first on the conclusion
that the burden of proof was shifted from the
Claimant to the Respondent, with the Respondent
then failing to meet its new burden, and on an as-
sessment of the record as a whole. But it is aso
based on a very simple two-pronged conclusion, as
neither point was ever effectively challenged by the
Respondent:
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a. No cigarette reseller-exporter (the Claimant, Pob-
lano Group member or otherwise) could legally
have qualified for the |EPS rebates, since none un-
der the facts established in this case would have
been able to obtain the necessary invoices stating
the tax amounts separately.

b. The Claimant was denied the rebates at a time
when at least three other companies in like circum-
stances, i.e. resellers and exporters (see supra para.
171) apparently including at least two members of
the Poblano Group, were granted them.

177. On the question of burden of proof, the major-
ity finds the following statement of the internation-
al law standard helpful, as stated by the Appellate
Body of the WTO:

... various international tribunals, including the In-
ternational Court of Justice, have generally and
consistently accepted and applied the rule that the
party who asserts a fact, whether the claimant or re-
spondent, is responsible for providing proof there-
of. Also, it is a generally accepted canon of evid-
ence in civil law, common law and, in fact, most
jurisdictions, that the burden of proof rests upon the
party, whether complaining or defending, who as-
serts the affirmative of a claim or defence. If that
party adduces evidence sufficient to raise a pre-
sumption that what is claimed is true, the burden
then shifts to the other party, who will fail unless it
adduces sufficient evidence to rebut the presump-
tion.(Emphasis supplied.) F

Here, the Claimant in our view has established a
presumption and a prima facie case that the
Claimant has been treated in a different and less fa-
vorable manner than several Mexican owned cigar-
ette resellers, and the Respondent has failed to in-
troduce any credible evidence into the record to re-
but that presumption.

178. In weighing the evidence, including the record
of the five day hearing, the majority is also affected
by the Respondent's approach to the issue of dis-
crimination. If the Respondent had had available to

it evidence showing that the Poblano Group com-
panies had not been treated in a more favorable
fashion than CEM SA with regard to receiving |EPS
rebates, it has never been explained why it was not
introduced. Instead, the Respondent spent a sub-
stantial amount of its time during the hearing and in
its memorials seeking (unsuccessfully in the
Tribunal's view) to demonstrate that CEMSA and
the Poblano Group were related companies (as
there could be no discriminaéﬁggfreﬂjmably with-
in a single company group)[ . Yet, if the Pob-
lano Group firms had not received the rebates, that
evidence of relationship would have been totally ir-
relevant. Why would any rational party have taken
this approach at the hearing and in the briefs if it
had information in its possession that would have
shown that the Mexican owned cigarette exporters
were being treated in the same manner as the
Claimant, that is, denied |EPS rebates for cigarette
exports where proper invoices were not available?
Thus, it is entirely reasonable for the majority of
this Tribunal to make an inference based on the Re-
spondent's failure to present evidence on the dis-
crimination issue. It is also notable that despite the
lengthy presentation of evidence by the Respondent
seeking (unsuccessfully in the Tribunal's view) to
link the Claimant with an alleged smuggling opera-
tion operated by or on behalf of Mr. Poblano, ex-
port registration was nevertheless granted for Mr.
Poblano's companies. This occurred at approxim-
ately the same time as registration was being denied
for CEMSA, apparently because of the pending
CEMSA audit. Again, the differing treatment of
CEMSA and the Poblano Group is obvious.

179. There is aso evidence in the record to suggest
that Lynx, an earlier Poblano Group company, was
treated somewhat more favorably by Mexico, as the
Federal Fiscal Tribuna decided in February 1996
that Lynx was entitled to |EPS rebates on cigarette
exports, despite the likely absence of invoices stat-
ing the tax amounts separately (e.g. memorial, para.
36; App. 1047-1070). As a result of this decision
and Lynx' Amparo victory (which applied specific-
ally only to alcoholic beverage exports), SHCP also
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paid rebates to Lynx for |IEPS taxes applicable to
cigarette exports in 1992, along with substantial ad-
ditional amounts for interest and inflation.[FN4O]
This was a period during which CEMSA faced un-
certainty over the availability of rebates for cigar-
ette exports, despite the fact that limited exports
were made in 1992 by CEMSA. However, by 1996,
when SHCP recognized Lynx' right to the rebates,
SHCP had denied rebates to CEMSA for test ship-
ments for several years.

180. All of this confirms a further weakness in the
Respondent's argument that there can be no de facto
discrimination under circumstances where rebates
are essentially granted initially on the basis of a
ministerial decision, with the detailed analysis com-
ing later in the event of questions or an audit. Given
the Claimant's notoriety at SHCP over the years,
the newspaper articles and threats of litigation
against SHCP officials, the audit that was initiated
and then abruptly terminated in 1995, the multiple
meetings with SHCP officials, etc., it is difficult for
the Tribunal to believe that the Claimant's requests
and actions were not well-known to and carefully
monitored by SHCP officials. Those factors cer-
tainly created the necessary conditions for discrim-
ination.
1.2.3 Discrimination as a Result of Nationality

181. It is clear that the concept of national treat-
ment as embodied in NAFTA and similar agree-
ments is designed to prevent discrimination on the
basis of nationality, or »by reason of nationality.«
(U.S. Statement of Administrative Action, Article
1102.) However, it is not self-evident, as the Re-
spondent argues, that any departure from national
treatment must be explicitly shown to be a result of
the investor's nationality. There is no such language
in Article 1102. Rather, Article 1102 by its terms
suggests that it is sufficient to show less favorable
treatment for the foreign investor than for domestic
investors in like circumstances. In this instance, the
evidence on the record demonstrates that there is
only one U.S. citizen/investor, the Claimant, that
alleges a violation of national treatment under

NAFTA Article 1102 (transcript, July 13, 2001, p.
178), and at least one domestic investor (Mr. Pob-
lano) who has been treated more favorably. For
practical as well as legal reasons, the Tribunal is
prepared to assume that the differential treatment is
aresult of the Claimant's nationality, at least in the
absence of any evidence to the contrary.

182. However, in this case there is evidence of a
nexus between the discrimination and the
Claimant's status as a foreign investor. In the first
place, there does not appear to be any rational justi-
fication in the record for SHCP's less favorable de
facto treatment of CEMSA other than the obvious
fact that CEMSA was owned by a very outspoken
foreigner, who had, prior to the initiation of the
audit, filed a NAFTA Chapter 11 claim against the
Government of Mexico. Certainly, the action of fil-
ing a request for arbitration under Chapter 11 could
only have been taken by a person who was a citizen
of the United States or Canada (rather than Mex-
ico), i.e, as a result of his (foreign) nationality.
While a tax audit in itself is not, of course, evid-
ence of a denial of national treatment, the fact that
the audit was initiated shortly after the Notice of
Arbitration (first Feldman affidavit, paras. 85-86)
and the existence of the unsigned memo at SHCP
noting the filing of the Chapter 11 claim in the con-
text of the Claimant's export registration efforts, at
minimum raise a very strong suspicion that the
events were related, given that no similar audit ac-
tion was taken against domestic reseller/exporter
taxpayers at the time.

183. More generally, requiring a foreign investor to
prove that discrimination is based on his nationality
could be an insurmountable burden to the Claimant,
as that information may only be available to the
government. It would be virtually impossible for
any claimant to meet the burden of demonstrating
that a government's motivation for discrimination is
nationality rather than some other reason. Also, as
the Respondent argues, if the motives for a govern-
ment's actions should not be examined, there is ef-
fectively no way for the Claimant or this Tribunal
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to make the subjective determination that the dis-
criminatory action of the government is a result of
the Claimant's nationality, again in the absence of
credible evidence from the Respondent of a differ-
ent motivation. If Article 1102 violations are lim-
ited to those where there is explicit (presumably de
jure) discrimination against foreigners, eg.,
through a law that treats foreign investors and do-
mestic investors differently, it would greatly limit
the effectiveness of the national treatment concept
in protecting foreign investors.

184. This conclusion is consistent with that reached
in an earlier Chapter 11 proceeding, Pope & Talbot
v. Government of Canada.The Pope & Talbot
tribunal indicated its inclination to presume that
discriminatory treatment of foreign investorsin like
circumstances would be in violation of Article
1102. According to that tribunal such differences
between domestic and foreign investors would
»presumptively violate Article 1102(2), unless they
have a reasonable nexus to rational government
policies that (1) do not distinguish, on their face or
de facto, between foreign-owned and domestic
companies, and (2) do not otherwise unduly under-
mine the investment liberalizing objectives of
NAFTA. .« One of that tribunal's concerns was that
if there had to be a showing that the discrimination
was based on nationality, it would »tend to excuse
discrimination that is not facially directed at foreign
owned investments« (Pope & Talbot v. Gover nment
of Canada, Award on the Merits of Phase 2, April
10, 2001, paras. 78, 79, ht-
tp://www.df ait-maeci.gc.ca/tna-nac/Award_Merits-

e.pdf) (The Pope & Talbot tribunal, on the facts, ul-
timately declined to find a violation of national
treatment). In the instant case, the treatment
between the foreign investor and domestic investors
in like circumstances is different on a de facto
basis, and such discrimination is clearly in conflict
with the investment liberalization objective found
in Article 1102. This Tribunal sees no reason to dis-
agree with the Pope & Talbot tribunal's articulation
in this respect.

[.2.4 Most Favored Investor Requirement?

185. NAFTA ison itsface unclear as to whether the
foreign investor must be treated in the most favor-
able manner provided for any domestic investor, or
only with regard to the treatment generally accor-
ded to domestic investors, or even the least favor-
ably treated domestic investor. There is no
»most-favored investor« provision in Chapter 11,
parallel to the most favored nation provision in Art-
icle 1103, that suggests that a foreign investor must
be treated no less favorably than the most favorably
treated national investor, if there are other national
investors that are treated less favorably, that is, in
the same manner as the foreign investor. At the
same time, there is no language in Article 1102 that
states that the foreign investor must receive treat-
ment equal to that provided to the most favorably
treated domestic investor, if there are multiple do-
mestic investors receiving differing treatment by
the respondent government.

186. It may well be that the size of the domestic in-
vestor class here is larger than two - one Mexican
government witness stated that there might be 5-10
or more registered to export cigarettes - and it may
also be that some of those other investors have been
treated in a manner more similar to the Claimant's
treatment than to the more favorable treatment af-
forded to the Poblano Group. However, in the ab-
sence of evidence to this effect presented by Mex-
ico - the only party in a position to provide such in-
formation - the Tribunal need not decide whether
Article 1102 requires treatment equivalent to the
best treatment provided to any domestic investors.
Presumably, if there was evidence that another do-
mestic investor had been treated in a manner equi-
valent to the Claimant, in terms of export registra-
tion, audit, and granting or withholding of rebates,
the Respondent would have provided that evidence
to the Tribunal. In this case, the known »universe«
of investors is only two, or at the most three, one
foreign (the Claimant) and one domestic (the Pob-
lano Group companies), and the Tribunal must
make its decision on the evidence before it. Thus,
the only relevant domestic investor is the Poblano
Group and the comparison must be between the Po-
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blano Group and Claimant.

187. On the basis of this analysis, a majority of the
Tribunal concludes that Mexico has violated the
Claimant's rights to non-discrimination under Art-
icle 1102 of NAFTA. The Claimant has made a
prima facie case for differential and less favorable
treatment of the Claimant, compared with treatment
by SHCP of the Poblano Group. For the Poblano
Group and for other likely cigarette reseller/ex-
porters, the Respondent has asserted that audits are
or will be conducted in the same manner as for the
Claimant, and implied that they will ultimately be
treated in the same way as the Claimant. However,
the evidence that this has occurred is weak and un-
persuasive. The inescapable fact is that the
Claimant has been effectively denied 1EPS rebates
for the April 1996 through November 1997 period,
while domestic export trading companies have been
given rebates not only for much of that period but
through at least May 2000, suggesting that Article
4(111) of the law has been de facto waived for some
if not all domestic firms. While the Claimant has
also been effectively precluded from exporting ci-
garettes from 1998 to 2000, there is evidence that
the Poblano Group companies have apparently been
allowed to do so, notwithstanding Article 11 of the
IEPS law. Finally, the Claimant has not been per-
mitted to register as an exporting trading company,
while the Poblano Group firms have been granted
this registration. All of these results are inconsi stent
with the Respondent's obligations under Article
1102, and the Respondent has failed to meet its bur-
den of adducing evidence to show otherwise.

188. In reaching the conclusion that the Respondent
has breached its obligations to the Claimant under
Article 1102, the mgjority observes that the cigar-
ette exports by the Claimant and other similar situ-
ated resellers may be economically unsustainable, if
| EPS rebates are unavailable, but there is nothing in
the IEPS law during the relevant period (after the
1993 Amparo decision and before the 1998 amend-
ments) that legally precludes the exports per se.
The magjority is also of the view that the factual pat-

tern in this case reveals more than a minor error or
two by the Respondent. Rather, it demonstrates a
pattern of official action (or inaction) over a num-
ber of years, as well as de facto discrimination that
is actionable under Article 1102. That being said,
there is no disagreement that Chapter 11 jurisdic-
tion over tax matters is carefully circumscribed by
Article 2103, or that this Tribunal would be derelict
in its duties if it either expanded or reduced that
jurisdiction.
J DAMAGES

189. Concerning the quantum of damages to be
awarded to the Claimant, the Tribunal observes at
the outset that the appropriate measure and amount
of damages is only generally and cursorily dis-
cussed by the Parties. Still more limited is the
amount of evidence presented to the Arbitral
Tribunal in this respect.

190. The Claimant assumes that CEM SA's damages
for the Respondent's unlawful discrimination under
Article 1102 are identical to those claimed for the
unlawful expropriation, without either allowing for
any divergence in both cases or taking into account
the particular case of only de facto discrimination
(memorial, para. 233). Regarding the valuation of
damages, the Claimant asks for three elements of
compensation (memorial, paras. 236-246):

(1) $64,582,645 Mexican pesos (or US$6,458,264)
for 1EPS due in the period of October-December
1997; (2) $90,350,605 Mexican pesos (or
US$9,035,060) for lost profits in the period of
January 1, 1994 - May 1996, calculated on the ex-
pected exports applying a profit margin of 62.4%
and (3) $148,886,141 Mexican pesos(or
US$14,888,614), requesting CEMSA's »going con-
cern value« on the basis of the present discounted
value of the future cash flow. The sum of the three
elements amounts to $303, 819, 391 Mexican pesos
(or US$30,381,938).

191. In his reply of June 11, 2001, the Claimant as-
serted that his calculation of IEPS, even if erro-
neous, was never challenged by the Respondent
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(reply, paras. 72-75). He adds a claim for lost
profits after December 1, 1997, without specifying
any amounts (reply, para. 76(3)). He concludes by
alleging that, even if CEMSA claimed more |IEPS
than Cigatam already paid, it would »till be en-
titled to damages in the order of twenty million dol-
lars« (reply, para. 78).

192. The Respondent, on the other hand, alleges
that CEMSA's financial records in the critical peri-
od were either inadequate or missing altogether. In
addition, it is asserted that CEMSA's cigarette ex-
port business was not profitable (counter-memorial,
paras. 513-517). Further, the Respondent denies
that CEMSA was »a normal trading company«
(countermemorial, para. 560) or had any fair market
value at all material times (counter-memorial,
paras. 532-539, 564).

193. In its rejoinder, the Respondent objects to the
calculation of damages by the Claimant (rejoinder,
paras. 202-262). In particular, the Respondent chal-
lenges the new claim for lost profits and concludes
that the gross profit on each carton sold could be, at
best, only five cents (rejoinder, para. 258).

194. The Tribunal, first, observes that under NAF-
TA Article 1117(1) in f. (as well as Article 1116(1)
in f.) an investor of a Party on behalf of an enter-
prise may submit to arbitration a claim that the oth-
er Party violated, among other provisions, the ob-
ligation to accord national treatment under NAFTA
Article 1102 and, therefore, »that the enterprise has
incurred loss or damage by reason of, or arising out
of, that breach«. NAFTA provides no further guid-
ance as to the proper measure of damages or com-
pensation for situations that do not fall under Art-
icle 1110 (expropriation); the only detailed measure
of damages specifically provided in Chapter 11 is
in Article 1110(2-3), »fair market value,« which ne-
cessarily applies only to situations that fall within
that Article 1110. It follows that, in case of discrim-
ination that constitutes a breach of Article 1102,
what is owed by the responding Party is the amount
of loss or damage that is adequately connected to
the breach. In the absence of discrimination that

also constitutes indirect expropriation or is tan-
tamount to expropriation, a claimant would not be
entitled to the full market value of the investment
which is granted by NAFTA Article 1110. Thus, if
loss or damage is the requirement for the submis-
sion of a claim, it arguably follows that the
Tribunal may direct compensation in the amount of
the loss or damage actually incurred.

195. To date only two other NAFTA tribunals, in
SD. Myers and Pope & Talbot, have found a com-
pensable violation, of Articles 1102 and 1105
(respectively). The damages phase of SD. Myers
has not been completed. However, in outlining its
intended approach to damages, that tribunal con-
cluded that in the absence of a special provision,
the drafters of the NAFTA intended to leave it open
to tribunals to determine a measure of compensa-
tion appropriate to the specific circumstances of the
case, taking into account the principles of both in-
ternational law and the provisions of NAFTA. (SD.
Myers v. Government of Canada, Partial Award,
November 13, 2000, paras. 303-319, ht-
tp://lwww.state.gov/documents/organization/3992.p
df.)

196. In Pope & Talbot, the tribunal found only are-
latively minor breach of Article 1105; claims of
Article 1102 and Article 1110 violations and addi-
tional alleged Article 1105 violations, among oth-
ers, were rejected. In its opinion of May 31, 2002,
that tribunal did not explain its rationale for dam-
ages in detail, emphasizing only the rejection of the
claimed damages for the cost of management time
to deal with the respondent's breach of Article
1105, and of lost profits for a short period of time
during which the firm's mills were shut down by the
respondent, again in breach of Article 1105(the lat-
ter were rejected not in principle, but because the
tribunal, after considering the claimant's assertions,
determined that there had been no loss of profits).
The only damages that were allowed were out-
of -pocket expenses relating to the respondent's viol-
ation, incurred by the Claimant in defending itself.
(These were items such as legal and accounting,
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and lobbyist fees.) (Pope & Talbot v. Government
of Canada, Award in Respect of Damages, May 31,
2002, paras. 81-90, http://www.naftalaw.org).

197. It is obvious that in both of these earlier cases,
which as here involved nonexpropriation violations
of Chapter 11, the tribunals exercised considerable
discretion in fashioning what they believed to be
reasonable approaches to damages consistent with
the requirements of NAFTA.

198. On this rationale, the Tribunal focuses on the
most recent articulation of damages asked for by
the Claimant in his reply (see supra, para. 191). For
reasons stated earlier, of the three elements of dam-
ages sought for by the Claimant, the third one rep-
resenting CEMSA's »going concern value« is to be
dismissed because this item requires a finding of
expropriation, which is_not the present case (see
supra, paras. 108-114).

199. The second element of damages seeks lost
profits in the period of January 1, 1994 - May 1996
and, therefore, is covered by the three-year limita-
tion period under NAFTA Article 1117(2), as ex-
plained in paras. 39-47 of the Interim Decision on
Preliminary Jurisdictional Issues of December 6,
2000. In that Interim Decision we held that the cut-
off date of the three-year limitation period is April
30, 1996. Even if the Claimant asks, under the ele-
ment under discussion, for lost profits for one
month (May 1996) coming immediately after the
cut-off date, the claim does not specify its amount
with regard to that particular month and, in any
case, has not convinced the Tribunal with respect to
both existence and extent.

200. Again, even had there been greater specificity
on the part of the Claimant, the Tribunal is not con-
vinced on the basis of the evidence in the record
that CEMSA's operations would have been profit-
able, should CEMSA had received the |EPS rebates
during the relevant time in the proper amounts. As
discussed earlier, when the |EPS tax rate was 85%,
the Claimant erroneously treated 85% of the in-
voice price as taxes subject to rebate. (In fact, only

approximately 45.95% of the invoice price was
properly attributable to taxes.) If the gross price to
Sam's was US$7.40, and it is assumed that the IEPS
rebate is 85% of the gross price, the net price (less
the rebates) would be US$4.00 (7.40/1.85). This
produces a gross margin of only US$0.05 from an
export selling price of US$4.05, which could not
possibly cover the Claimant's expenses, including
but not limited to the 14% interest on his loans
from the Poblano Group (see Feldman affidavit,
paras. 6, 72). Even if these approximations are
slightly off, there is simply insufficient gross mar-
gin to cover normal operating expenses, let aone
profit, unless of course, the Claimant can obtain
|EPS tax rebates from SHCP, as he did in 1996 and
1997.

201. Assertions that the Claimant, had he been
aware of the correct amount of the rebates, would
have simply raised his US$4.05 per carton selling
price, are totally unpersuasive from a business or
economic point of view. Any reasonable business-
man would set his prices based on supply and de-
mand. If the Claimant could have obtained US$5.00
or US$6.00 or more per carton, he undoubtedly
would have done so, as the Respondent contends
(see rejoinder, paras. 216-221). Moreover, the
Claimant had no significant customer base. All of
his salesin his best year, 1997, were either to mem-
bers of the Poblano Group, or to an apparently ficti-
tious company, Dilosa, S.A. which may have been
allegedly doing business in Honduras, alow tax jur-
isdiction for which IEPS rebates were not legally
available (IEPS Law, 1997, Article 2(I11)). In short,
the Tribunal is convinced that the Claimant did not
have a viable business exporting cigarettes pur-
chased from retailersin Mexico, and could not have
made a profit regardless of whether SHCP provided
the IEPS rebates, assuming of course that the re-
bates sought and provided approximated the actual
amount of IEPS taxes originally assessed on the ci-
garettes.

202. There remains only the first element of dam-
ages, concerning |EPS rebates due in the period of
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October - December 1997. According to the
Claimant, their amount is $64, 582,645 Mexican
pesos (or US$ 6,458,264). In the record there are
customs documents that reasonably reflect the rel-
evant exportations during that period (pp. 3057 to
3199 of volume 8 that is annexed to the memorial).

203. Notwithstanding this assertion, the record
demonstrates that during the three months of the
relevant period, the Claimant filed only three re-
guests for IEPS rebates for a total amount of
$18,978,361 Mexican pesos as follows:

On November 3, 1997, he requested $10,134,669
Mexican pesos

On December 1, 1997, he requested $8,841,061
Mexican pesos

On January 5, 1998, he requested $2,631 Mexican
pesos

To calculate the correct amount of the tax, the value
of the exported merchandise should be divided by
1.85. The result, the value of the cigarettes, is sub-
tracted from the gross invoice price, to arrive at the
correctly estimated tax amounts. Thus, beginning
with the $18,978,361 Mexican pesos, specified by
the Claimant, according to the applications presen-
ted November 3, December 1, both of 1997, and
January 5, 1998, and assuming that this number res-
ults from the erroneous calculation of the tax
amounts that was made by the Claimant (applying
simply the 85% against the gross invoice price, as
discussed earlier (para. 131) and dividing that num-
ber by 85 and multipliying it by 100), the gross
selling price for the cigarettes on the basis of which
CEMSA requested the payment of IEPS is
$22,327,483 Mexican pesos. This amount coincides
with the invoices presented by the Claimant, that
related to the relevant period.

204. As the gross invoice price is $22,327,483
Mexican pesos, the tax that corresponds to that
amount is $10,258,573.5 Mexican pesos. Thisis the
result of the following operation:

$22,327,483 / 1.85 = $12,068,909.73 Mexican
pesos (This is the price of the cigarettes net of the
IEPS)

$22,327,483 - $12,068,909.73 = $10,258,573.5
Mexican pesos (This is the approximate correct
|EPS amount assuming an 85% tax rate.)

205. However, the Tribunal believes it appropriate
to exclude the IEPS that correspond to an exporta-
tion to Honduras made in the relevant period. As
Honduras is a tax haven jurisdiction (jurisdiccién
de baja imposicion fiscal), this export was not leg-
ally subject to an IEPS rebate under Article 2(111)
of the IEPS law. Thus, the total |IEPS amount of
$10,258,573.50 Mexican pesos should be reduced
by the amount of $793,946.00 Mexican pesos (the
rebate amount for the Honduran sale). Thus, the re-
vised total award is $9,464, 627.50 Mexican pesos.
(This amount of $793,946.00 Mexican pesos is ob-
tained by dividing the price paid by CEMSA when
it acquired the merchandise that it exported to Hon-
duras, by 1.85%. CEMSA bought 27,000 Marlboro
Flip Top from Sam's Club, for an amount of
$1,728, 000.00 Mexican pesos, according to invoice
2060 dated September 29, 1997; that same mer-
chandise was exported to Honduras on October 15,
1997 with export declaration 3465-7007533, also
dated October 15, 1997, and with the invoice 2068
issued by CEMSA, which refers to 450 boxes or
master cases of Marlboro Flip Top; one box or mas-
ter case of Marlboro Flip Top contains 60 Flip Top
packs). The total revised award indicated above of
$9,464,627.50 Mexican pesos is increased by
simple interest calculated from the date the rebates
should have been paid (see below) to the date of
this decision, in accordance with the interest rate
paid on Federal Treasury Certificates or bonds is-
sued by the Mexican Government, with a maturity
of 28 days (see annex). The total interest so calcu-
lated is $7,496,428.47 Mexican pesos.

The amount of the rebates that should have been
paid to Claimant is as follows:

on January 19, 1998, $4,684,253.45 Mexican pesos,
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on February 16, 1998, $4,778, 951.89 Mexican
pesos; and

on March 3, 1998, $1,422.16 Mexican pesos.

The interest should be calculated according to the
law in force for the rebates requested in 1997
(payable 51 days after the request) and for the re-
bates requested in 1998 (payable 41 days after the
request). Thus, as of the date of this decision, the
total amount awarded by the tribuna is
$16,961,056 Mexican pesos (principal amount of
$9,464,627.50 plus interest of $7,496,428.47).

If the Respondent, for any reason, does not immedi-
ately pay the amount of compensation herein men-
tioned, at the time payment is made, the Respond-
ent shall add the interest that continues to be gener-
ated on the original amount of $9,464,627.50 Mex-
ican pesos, using the same cal culation methodol ogy
as described above and in the annex of this award.

206. Thus, the correct amount for this (only proved)
element of damages, based on the above analysis, is
$9,464,627.50 Mexican pesos, plus simple interest
at the rate calculated in conformity with the Mexic-
an Government Federal Treasury Certificates in-
terest rates (CETES) at maturity of 28 days.

207. Concerning the currency of the Award, the
Tribunal observes that the Claimant in his Notice of
Arbitration of April 30, 1999 asked for an »award
of approximately 475 million pesos, which, assum-
ing an exchange rate of $9.5 Mexican pesos to the
U.S. dollar, equals U.S. 50 million dollars« (Notice
of Arbitration, p. 11). Thus, it appears that, accord-
ing to the Claimant, the principal currency of the
Award should be the Mexican peso. Such currency
also corresponds to the facts of the case since the
monetary amount is requested by the Claimant in
lieu of |EPS rebates due to him but not paid by the
Respondent, such IEPS rebates being necessarily
expressed in the Respondent's official currency.
Therefore, the Tribunal considers that the Award
should also be expressed in Mexican pesos, regard-
less of whether the Parties in subsequent commu-

nications may have referred also to U.S. dollar as a
matter of convenience. It must be added that the
parity between the Mexican peso and the U.S. dol-
lar does not seem to have significantly changed in
the last three years or so. In any event, even more
significant changes must have been approximately
reflected in the respective rates of interest. For reas-
ons of consistency, then, the Tribunal will apply the
Mexican Government bond interest rates to the
award of damages expressed in Mexican pesos.
K COSTSAND FEES

208. Regarding the costs of this arbitration, the
Tribunal recalls Article 59(1) of the Arbitration
(Additional Facility) Rules. Under this provision,
»[u]nless the parties otherwise agree, the Tribunal
shall decide how and by whom the fees and ex-
penses of the members of the Tribunal, the ex-
penses and charges of the Secretariat and the ex-
penses incurred by the parties in connection with
the proceeding shall be borne«. In the absence of
any agreement by the parties in this respect, the
Tribunal takes into account that both parties have
partly won and partly lost, and that the percentage
of victory and loss did not have any measurable ef-
fect on the amount of costs. Accordingly, the
Tribunal decides that each party bear half of the
costs of the arbitration (fees and expenses of the
members of the Tribunal as well as expenses and
charges of the Secretariat), as billed by ICSID. In
addition, each party bears its own legal fees and
costs in connection with the arbitration.
L. DECISION

For these reasons, the Tribunal

209. Finds that the Respondent has not violated the
Claimant's rights or acted inconsistently with the
Respondent's obligations under NAFTA Article
1110;

210. Finds that the Respondent has acted inconsist-
ently with the Claimant's rights and the Respond-
ent's obligations under NAFTA Article 1102;

211. Orders the Respondent to pay immediately to
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the Claimant the sum of $ 9,464,627.50 Mexican
pesos as principal, plus interest generated at the
time of signature of this award, in the amount of
$7,496,428.47 Mexican pesos, which interest shall
accrue until the date the payment is effectively
made, pursuant to the last part of paragraph 205 of
this award; the interest to be calculated shall be
simple interest, for each month of the period of cal-
culation at a rate equivalent to the yield for the
month, of the Federal Treasury Certificates, issued
by the Mexican Government, with a maturity of 28
days.

212. Denies al other claims for compensation;

213. Orders that each party be responsible for its
own legal fees and related costs, and that the costs
of the arbitration, as billed by ICSID, be shared
equally by the parties.

Made as at Ottawa, Province of Ontario, Canada, in
English and Spanish.

Professor Konstantinos D. Kerameus
Date:

Mr. Jorge Covarrubias Bravo

(subject to the attached dissenting opinion)
Date:

Professor David A. Gantz

Date:

FNl’l See the Notice of Intent to Submit a Claim,
submitted under NAFTA Article 1119, p. 2. The
Notice of Intent also mentioned NAFTA Article
1106, on performance requirements, but the obliga-
tions of this provision were not invoked in the No-
tice of Claim.

FNZ'Z Convention on the Settlement of Investment

Disputes between States and Nationals of Other
States, opened for signature March 18, 1965,
entered into force October 14, 1966.

FN3'3 The Claimant's Notice of Arbitration, p. 5
(submitted on April 30, 1999).

FN4'4 The Claimant subsequently submitted an ad-

ditional request for a declaration that Mexico had
breached its obligations to afford CEMSA national
treatment under NAFTA Article 1102.

FN5'5 Emphasis added. Paras. 2-6 provide for com-

pensation »equivalent to the fair market value of
the expropriated investment immediately before the
expropriation took place;« that compensation be
paid without delay and be fully realizable; include
interest in a hard currency; and be freely transfer-
able. Id. Article 1110(1) (2-6).

FN6'6 Memorial, paras. 151 ff.; counter-memorial,

paras. 335 ff. (with some qualifications). It is im-
portant to note that the language used by the Re-
statement, section 712, differs significantly from
that used in NAFTA, even though the concepts are
similar.
FN7. .
7 The Tribunal notes that the S.D. Myers
tribunal (citing Pope & Talbot) effectively con-
cluded that the words »tantamount to expropri-
ation« were designed to embrace the concept of
»Creeping« expropriation rather than to »expand the
internationally accepted scope of the term expropri-
ation.« See SD. Myers v. Government of Canada,
Partial Award, November 13, 2000, para. 286, ht-
tp://www.state.gov/documents/organization/3992.p
df .

FN8'8AS discussed in the »Damages« section of

this Award (paras. 189-207 ), there is a serious
guestion as to whether the Claimant's business
would have been economically viable even had
SHCP consistently granted the rebates in the proper
amount, given the very low gross profit, based on
the gross profit of less than US$0.10 between
CEMSA's net-of-tax cost of the cigarettes and the
selling prices realized from CEM SA's customers.

FN9.9 First, NAFTA Article 2103 generally ex-

cludes tax measures from coverage under NAFTA:
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»Except as set out in this Article, nothing in this
Agreement shall apply to tax measures.« However,
this exclusion is not absolute. Article 2103(3)(b)
makes Article 1102 applicable to tax measures, and
Article 2103(6) makes Article 1110 applicable un-
der certain conditions. Article 1105 is not men-
tioned among the exceptions to the exclusion;
therefore, it does not apply to tax measures, other
than in a situation in which an expropriation under
Article 1110 has been found, and there is an analys-
is as to whether the expropriatory action met the re-
quirements of due process and Article 1105 as
provided in Article 1110(1)(c).

FN 10'10 Pope & Talbot v. Government of Canada,

Interim Award, June 26, 2000, paras. 87-88, ht-
tp://lwww.state.gov/documents/organi zation/3989.p
df. Canada also asserted that »tantamount« simply
means »equivalent,« and that this language was not
intended to expand Article 1110's coverage beyond
creeping expropriation to cover regulatory action.
Id. para. 89.

FNll‘ll Also, athough the Tribunal is aware, as

indicated earlier, that the 1999 Fiscal Court pro-
ceedings challenging SHCP's efforts to recoup tax
rebates from the Claimant are not final, the most re-
cent decision has upheld the Claimant's position
that the requirements of the IEPS law for invoices
stating the tax amounts separately and precluding
rebates for exports to low tax jurisdictions, are un-
constitutional under Mexican law. The significance
of this court decision is somewhat offset by the fact
that in a separate, 1998 proceeding challenging
denials of tax rebates from October 1997 through
January 1998, which is final, another Mexican court
determining essentially the same issues found in fa-
vor of SHCP (see Amparo decision of August 24,
2000).

FN 12'12 See, e.g., Annex 6 of the Claimant's reply

memorial, providing copies of recent newspaper re-
ports regarding the smuggling of U.S. cigarettes to
Canada and several European countries; indications
that cigarette producers in Mexico have reduced ci-
garette prices by 25% in order to compete more ef-

fectively with smuggled cigarettes (transcript, July
12, 2001, p. 148); and documentation provided by
the Respondent suggesting that some cigarettes ex-
ported from Mexico to the United States are being
re-imported into Mexico from El Paso.

FN 13'13 Technically, the Amparo appears to apply

only to the IEPS law challenged, i.e. the 1990 ver-
sion. However, Article 2(111) of the law was further
amended in 1992 to provide the 0% tax rate to re-
seller/exporters as well as producer/exporters, so
long as the destination nation was not a low tax (tax
haven) jurisdiction.

FN 14'14 Although the tax base for the |EPS cigar-

ette tax was the retail sale price, under the IEPS law
the party responsible for paying the tax was the
producer or its controlled distributor, not the retail-
er, presumably to assure that the full amount of the
taxes would be paid in a distribution system where
many of the retailers were small kiosk operators
who apparently were not trusted to remit the proper
tax amounts to SHCP, or to maintain records ad-
equate to assure SHCP that the full taxes were be-
ing paid. See IEPS Law, Article 11 (1991).

FN 15'15 The record is largely devoid of any state-

ment of CEM SA's physical assets. The Claimant as-
serts that the initial capitalization of CEMSA upon
its formation in 1998 was a total of $ 510,000 Mex-
ican pesos, but there is no indication as to what per-
centage of this was paid in capital. Feldman declar-
ation of March 28, 2001, para 1. Moreover, the
Claimant's claim for compensation is based almost
entirely on a calculation of lost profits and its value
as a going business [concern], plus a demand for
the rebates anticipated but not paid for October -
November 1997. See memorial, para. 231.

FN16'16 Several possible reasons emerged during

the hearing. It was suggested that Article 4 of the
IEPS law could only have been challenged within
15 days of the enactment of the provision, which
occurred in 1984 or 1985, well before CEMSA was
incorporated, or tbecause at the time the Article 4
requirements had not been applied to the Claimant

© 2011 Thomson Reuters.



(transcript, July 12, 2001, pp. 127-135, testimony
of Oscar Enriquez Enriquez).

FN 17'17 The IEPS applied to alcoholic beverages

appears to function in a manner similar to normal
value added taxes, with each succeeding seller be-
ing treated as a taxpayer. The special rules using
the retail price as the tax base but making the pro-
ducer or distributor the person responsible for pay-
ing the taxes for cigarettes apparently apply only to
tobacco products, gasoline and diesel fuel. See
|EPS law, Article 11 (1992 and other years).

FN18'18 It states in operative part that »you are

hereby confirmed your opinion in the sense that
you are entitled to request the return of the balance
in your favor resulting from the crediting of the
special tax on production and services paid on the
acquisition of alcoholic beverages and processed
tobacco exported as from January 1St, 1992,
provided such exports are made to countries with
an Income Tax rate applicable to legal entities ex-
ceeding 30%.« (Letter from Jose Antonio Riquer
Ramos to CEMSA, March 12, 1992, App.
0062-0069.) SHCP reserved the rights of surveil-
lance and verification. It is also unfortunate that
neither the Claimant nor the Respondent were able
to produce a copy of the February 6, 1992, letter to
which SHCP's letter was a response, so it is im-
possible for the Tribunal to know whether this re-
sponse was in the context of aletter raising the Art-
icle 4 invoice issue, or, equally likely, raising only
the 0% tax rate issue which was then before the Su-
preme Court.

FN19'19 As discussed more fully in the section of

this award on discrimination, evidence in the record
suggests that there are 5-10 or more firms re-
gistered under Mexican law as cigarette exporters.
(Obregon-Castellanos testimony, transcript, July 9,
2001, p. 141). It may well be that the requirements
of Article 4 have been waived from time to time for
them as well given the practical impossibility for
resellers to export without the tax rebates, although
the Mexican government has unfortunately been
unwilling or unable to enlighten the Tribunal on

this fact.

FN20.50 Using the formula 7.40 = 1.85 X, where X

is the price net of tax, X = 7.40/1.85 = 4.00. (See
Feldman affidavit, Mar. 28, 2001, para. 6.) The re-
maining amount is the tax, US$7.40 - US$4.00 =
US$3.40. See |IEPS law, Article 2(1)(H).

FN21'21 Although the methodology used in 1996 is

relatively obscure (see Zaga-Hadid affidavit, annex
A, exh. 3 of memorial), the result of the methodo-
logy used was to increase the portion of the pur-
chase price treated as | EPS taxes subject to rebates
from 45.95% to 55.95% of the purchase price.

FN22'22 He arrived at this figure by simply mul-

tiplying the price of US$7.40 by 85%, in other
words, treating 85% of the purchase price as tax
amounts subject to government rebate upon export-
ation. (Zaga-Hadid affidavit, annex 3; first Feldman
statement, para. 70.) This increased the tax
amounts, in an unwarranted way, from 45.95% to
85% of the gross sales price.

FN23'23 There was considerable discussion in the

testimony of the parties regarding whether one of
the Poblano Group companies, Lynx, had received
excess |EPS rebates for 1991 as a result of Lynx's
Amparo suit. (See third statement of Enrique Diaz
Guzman, paras. 7-8, App. 6455-6456; declaration
of Oscar Enriquez Enriquez, Jun. 8, 1991, paras. 3
bis - 14 bis.) However, the Tribunal believes that
the Claimant failed to demonstrate that the amounts
received on behalf of Lynx were excessive, once in-
terest and an inflation factor for the five year period
between accrual and payment are factored in.

FN 24'24 Respondent made an extensive effort in its

briefs and during the hearing to document a series
of export transactions by the Claimant, and to link
those exports with re-entry of the cigarettes into
Mexico. While Respondent was unable to demon-
strate that the Claimant was aware of any such il-
legal practices, or that any of the cigarettes the
Claimant exported were reentered into Mexico, Re-
spondent did demonstrate evidence of a serious
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problem. Countermemorial, pp. 104-116, and tran-
script, July 12, 2001, pp. 148 ff.

FN25'25 See supra, paras. 130, 131, and Respond-

ent's exhibits for cross-examination of the
Claimant, Vol. Il, tab 6.

FN26'26 Moreover, under international law, there

is considerable doubt whether the discrimination
provision of Article 1110 covers discrimination
other than that between nationals and foreign in-
vestors, i.e., it is not applicable to discrimination
among different classes of investors, such as
between producers and resellers of tobacco
products, at least unless all producers are nationals
and all resellers are aliens. Thus, under the Restate-
ment, the relevant comment states that »a program
of taking that singles out aliens generally, or aliens
of a particular nationality, or particular aliens,
would violate international law.« The comment
does not refer to discrimination between national
producers and resellers (whether national or for-
eign) operating under somewhat different circum-
stances, particularly under the tax laws. Also, there
is an implication in the NAFTA Parties' interpreta-
tion of Article 1105 of July 31, 2001, that a breach
of one substantive provision of Section A should
not in itself be considered a breach of a separate
provision (NAFTA Free Trade Commission, Notes
of Interpretation of Certain Chapter 11 Provisions,
July 31, 2001, consulted on the web site of the De-
partment of Foreign Affairs and International Trade
of the Government of Canada. See NAFTA Articles
1131(2) and 2001).

FN27'27 Moreover, the Mexican courts have been

deciding issues of national law which it is inappro-
priate for the Tribunal to review, except and unless
those determinations (or of Mexican administrative
agencies such as SHCP) are themselves denials of
justice or otherwise in violation of NAFTA or inter-
national law.

FN28'28 See Metalclad Corporation v. United

Mexican States, Award, August 30, 2000, paras. 1,
32, 38, 40, 45-46, 16 ICSID Review. FILJ 1, 2001.

Metalclad and Mexican federal environmental au-
thorities entered into an agreement in which
Metalclad agreed, inter alia, to make certain modi-
fications in the site, take specified conservation
steps, recognize the participation of a Technical
Scientific Committee and a Citizen Supervision
Committee, employ local manual labor, and make
regular contributions toward the social welfare of
the municipality, including limited free medical ad-
vice. Id., para. 48.

FN29'29 Thisis rather strangely characterized as an

act »tantamount to expropriation,« although it prob-
ably was more accurately described as a direct ex-
propriation. Id. paras. 109-111. Ultimately, the
tribunal awarded Metalclad compensation of
US$16,685,000 for the loss of its investment in
Mexico (more than US$90 million in damages was
sought) based on violations of NAFTA Articles
1105 (fair and equitable treatment) and 1110
(expropriation). See Metalclad, Id., paras. 76-92,
103-105, 123-125, 128, 131.

FN3O'30 Here, as in Metalclad, there was without

doubt a lack of transparency with regard to some
actions by Mexican government officials. Yet, if
the British Columbia Supreme Court is correct that
lack of transparency is not in itself a violation of
Chapter 11 of NAFTA, the fact that SHCP commu-
nications and other actions after the 1993 Amparo
decision were inconsistent and ambiguous, and dif-
ficult for the Claimant to assess, are insufficient to
justify a finding of expropriation under Article
1110.

FN31‘31 SD. Myers v. Government of Canada,
Partial Award, November 13, 2000, para. 280, ht-
tp://lwww.state.gov/documents/organization/3992.p
df .

FN32'32 The Claimant had argued that the Cana-

dian lumber export control regime had »deprived
the Investment of its ordinary ability to alienate its
product to its traditional and natural market,« and
that by reducing the claimant's quota of lumber that
could be exported to the United States without pay-
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ing a fee, Canada violated Article 1110. Pope &
Talbot v. Government of Canada, Interim Award,
June 26, 2000, para. 81, ht-
tp://www .state.gov/documents/organization/3989.p
df .

FN33'33 For a discussion of the profitability of the

Claimant's cigarette exporting business (or lack
thereof), see Section J, infra.

I:N?’4'34 Mexico has provided excerpts from

United States submissions in other cases, which im-
ply that there must be a showing that the reason for
differential treatment is nationality. See, e.g., U.S.
Submission of April 7, 2000, in Pope & Talbot, ht-
tp://lwww.state.gov/documents/organi zation/4097.p
df. However, such statements were made in the
context of cases with different fact situations and,
possibly, legal and policy considerations. Under
those circumstances, this Tribunal chooses not to
consider them.

FN35.35 see Daniel M. Price & P. Brian Christy,

An Overview of the NAFTA Investment Chapter, in
The North American Free Trade Agreement: A
New Frontier in International Trade and Investment
in the Americas 165, 174 (Judith H. Bello, Allan F.
Holmer & Joseph J. Norton, eds., 1994).

FN36.

36 The issue of whether the size of the
»universe« of foreign investors, and of domestic in-
vestors, matters has been an issue in other NAFTA
Chapter 11 cases, including SD. Myers (see SD.
Myers v. Government of Canada, Partial Award,
November 13, 2000, paras. 93, 112, 256, ht-
tp://www.state.gov/documents/organization/3992.p
df) and particularly in Pope & Talbot (see Pope &
Talbot v. Government of Canada, Interim Award,
June 26, 2000, paras. 11, 24, 36, 38, ht-
tp://lwww.state.gov/documents/organization/3989.p
df). However, the Respondent here has not raised
that issue, and the Tribunal accordingly does not
address it (see infra paras. 185, 186).

FN37'37 With minor exceptions, NAFTA does not

regulate the creation and maintenance of monopol-

ies. »Nothing in this Agreement shall be construed
to prevent a Party from designating a monopoly.«
Article 1502(1). Thus, affording cigarette producers
a monopoly on exports would not appear to be an
article 1102 violation, as long as all non-producers,
both domestic and foreign, are treated in the same
manner.

FN38'38 United States - Measures Affecting Im-

ports of Woven Wool Shirts and Blouses from India,
Adopted 23 May 1997, WT/DS33/AB/R, p. 14. Ac-
cordingly, Asian Agricultural Products Limited v.
Republic of i Lanka, ICSID Reports, pp. 246,
272, 1990. (»In case a party adduces some evidence
which prima facie supports his allegation, the bur-
den of proof shiftsto his opponent.«).

FN39'39 Counter-memorial, para. 488; see, eg.,

transcript, July 10, 2001, pp. 110-113. It is undeni-
able that CEMSA and the Poblano Group main-
tained a business relationship; CEMSA, inter alia,
was a seller of cigarettes to several of the Poblano
Group companies from time to time, and had bor-
rowed working capital from Mr. Poblano
(memorial, paras. 101-102). However, there is no
evidence of any common stock ownership, common
membership on corporate boards of directors or any
of the normal indices of common ownership and
control. Moreover, SHCP has treated the two as
completely separate taxpayers, audited CEMSA
early on, while more than three years later no final
action has been taken against the Poblano Group.
Clearly, there is no evidence that the Mexican gov-
ernment considered CEMSA and the Poblano
Group companies to be a common enterprise prior
to this proceeding. Accordingly, this Tribunal
would not be inclined to treat them as such so as to
defeat the Claimant's assertion of discrimination.

FN4O'40 See Zaga-Hadid testimony, transcript, July
13, 2001, p. 142, tables introduced into evidence
during the hearing. Allegations that Lynx had been
intentionally paid excessive rebates by SHCP were
denied (third witness statement of Diaz-Guzman,
App. 06455-06456) and further disputed at the
hearing by both parties. The evidence on this issue
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before the Tribunal is conflicting, and the Tribunal
is not convinced that the amounts paid, including
interest paid and the inflation adjustment for the
1993-1996 period, were in fact excessive.

FN41'41 We observe, without deciding, that even if

there had been an expropriation, there is inadegquate
proof in the record to demonstrate that CEM SA had
more than negligible going concern value. As noted
in footnote 15, there is no statement of CEMSA's
physical assets in the record, other than an assertion
of an initial capitalization of 510,000 Mexican
pesos at the time of formation in 1988, without any
indication as to what percentage of this was paid in.
The going concern value of an enterprise which
earns 90% of its alleged revenues from gray market
sales of cigarettes is also suspect. As discussed in
para. 201, infra, after selling and financing costs,
this operation could not have been profitable, and a
money losing business seldom has significant value
as a going concern.
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