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SUMMARY:
... Senator John Kerry is not alone in his concern over Chapter 11, the investment chapter of the North American Free
Trade Agreement (NAFTA). ... Once the investor has decided to pursue the claim in a domestic court or an arbitration
tribunal, there is no turning back; that investor will have no further recourse to the second choice forum. ... The panel,
however, took Respondent's position that the "substantive requirement of customary international law for a final
non-appealable judicial action" is distinct from "international law's procedural requirement of exhaustion of local
remedies ("the local remedies rule'). ... While the proceedings of the Mexican courts were shown by the Azinian panel
to be fair, a future case may arise in which the domestic proceedings were less than ideal from the perspective of the
investor, and yet not egregious enough to sustain a denial of justice claim. Under such circumstances Professor Dodge's
suggested reforms could prove extremely important: A domestic judiciary's review of a local government action would
not be given res judicata effect, while an investor could still challenge a domestic decision as a denial of justice. ...
HIGHLIGHT: "When we debated NAFTA, not a single word was uttered in discussing Chapter 11. Why? Because we
didn't know how this provision would play out. No one really knew just how high the stakes would get."
Senator John Kerry n1
TEXT:
[*409]
I. Introduction
Senator John Kerry is not alone in his concern over Chapter 11, the investment chapter of the North American Free
Trade Agreement (NAFTA). Over the last two years arbitral tribunals convened under Chapter 11 have heard two
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challenges to American court judgments, causing some in the legal community to fear for the sovereignty of the [*410]
U.S. judiciary. Intended by the NAFTA parties to provide an impartial forum for the arbitration of investment disputes
between NAFTA member states and investors, the Chapter 11 tribunals have raised serious questions: What exactly is
the proper relationship between domestic courts and Chapter 11 tribunals? Can the latter be properly considered an
added layer of appellate review? If so, what is the standard of review and what deference is to be paid the domestic
court's findings or rulings?
In this paper I attempt to shed some light on these issues. I begin with a background on the history and structure of
Chapter 11, paying particular attention to the dispute resolution mechanism and its intended functions. Next I examine
three recent Chapter 11 arbitration decisions: Loewen, Mondev, and Azinian. I analyze in particular the arbitration
panels' treatment of prior domestic court proceedings between the parties. Finally, I highlight some of the problems
raised by the current Chapter 11 arbitration regime, and consider its future.
II. Chapter 11 within the History of Investment Treaties
On 11 June 1990, the United States and Mexico announced their intention to enter into negotiations toward a free trade
agreement. n2 The agreement envisaged by President Bush would replace the existing Canada-United States Free Trade
Agreement (CUSFTA), n3 creating a tri-national free trade zone extending from the "Yukon to the Yucatan." n4
Negotiations between Canada, Mexico and the United States on what came to be known as the North American Free
Trade Agreement (NAFTA) concluded in 1992. n5 The agreement was signed on 17 December 1992, and entered into
force on 1 January 2004. n6 As stated in NAFTA's first Chapter, "The Parties to this Agreement, consistent with Article
XXIV of the General Agreement on Tariffs and Trade, hereby establish a free trade area." n7
[*411] In many ways NAFTA builds on the CUSFTA model, albeit among three countries rather than two. Both
agreements sought to gradually reduce tariffs, eventually create a free-trade zone, and provide general dispute resolution
procedures. While both agreements addressed trade-in-services and investment issues, NAFTA's Chapter 11 nonetheless
represented a significant departure from CUSFTA. n8
Chapter 11 was intended to serve three objectives: the establishment of a secure investment environment by laying
out clear rules of fair treatment of foreign investment and investors; the removal of barriers to investment by eliminating
or liberalizing existing restrictions; and the provision of an effective means for the resolution of disputes between an
investor and the host government. n9 The third objective, investment dispute settlement, represents NAFTA's most
significant innovation. The rules regarding foreign direct investment are similar to those from CUSFTA, but NAFTA's
creation of a separate dispute resolution mechanism was a departure. n10 In CUSFTA, a dispute between Canada and
the United States regarding the treatment of a private investor was to be resolved by reference to the general dispute
settlement procedure between the states. n11 NAFTA would create a separate mechanism specifically tailored to the
emerging concerns of cross-border investors.
As such, NAFTA's dispute resolution mechanism is properly understood as the last in an evolving line of models
for investment dispute resolution. The earliest of these was the Friendship, Commerce and Navigation Treaty (FCN),
variants of which proliferated in the 1920s and 1930s. n12 Included in FCNs were guarantees of compensation for the
expropriation of property and steps for resolving disputes by submission to the International Court of Justice. n13 This
was a less-than-ideal remedy for many investors, as it depended largely on the will of an investor's country of residence
to espouse his or her claim. In the words of Daniel M. Price, Chief [*412] negotiator of Chapter 11 on behalf of the
United States:

The problem was that redress for an investor who suffered significant economic harm was contingent upon the political
will (or whim) of its own government. That government may choose not to bring a claim for a variety of reasons. It
might have a practice comparable to the measure causing the harm, or it might need the vote in the U.N. of the putative
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defendant. n14
Bilateral investment treaties (BITs) emerged to address this concern. The first BITs between the United States and
various developing countries were concluded in the 1980s. n15 The greatest innovation of the BITs has been the
introduction of investor-state arbitration settlement. For the first time, investors themselves could seek redress against
the host government. n16 Says Price, "the idea was that the investor, by having the ability to bring the dispute itself,
could resolve the dispute in a way that did not engage the political organs of the two governments." n17 While, in
effect, the investor would routinely seek his or her government's assistance first in the event of an investment dispute,
"the ultimate decision to go forward now rests in the hands of the private investor." n18 NAFTA's Chapter 11 enshrines
this important mechanism for investor-state dispute settlement.
III. The Relationship Between Domestic Courts and Chapter 11 Tribunals
NAFTA Chapter 11 is divided into two parts. Part A lays out the substantive obligations of the Parties. n19 Part B lays
out the rules [*413] respecting the investor-State dispute resolution procedure. n20 According to the text of the treaty
itself, the purpose of Part B is to establish a "mechanism for the settlement of investment disputes that assures both
equal treatment among investors of the Parties in accordance with the principle of international reciprocity and due
process before an impartial tribunal." n21 This is a most significant innovation: it allows an investor from one NAFTA
state-party to directly sue another NAFTA state-party in which that investor has an investment. NAFTA was the first
multilateral trade agreement to include such a provision. n22 Furthermore, NAFTA represents the first time Mexico
entered into an international agreement providing for investor-state arbitration, as well as the first time any of the
twenty-eight members of the Organization for Economic Cooperation and Development (OECD) included this kind of
provision in an agreement with another member. n23 The inclusion of the investor-state mechanism addressed the
different concerns of the parties: Mexico anticipated that it would encourage foreign direct investment (FDI), n24 while
the U.S. saw it as a necessary measure to protect against government expropriation of U.S. assets. n25 According to
Price, the dispute settlement mechanism is "one of the key achievements of the investment chapter." n26
Action under Chapter 11 must be brought after six months but within three years of the occurrence of the act giving
rise to the claim. n27 A three-person ad hoc arbitral tribunal is constituted for each different case, comprising one
arbitrator appointed by the investor, one appointed by the respondent State, and a presiding arbitrator appointed by
agreement of the disputing parties. n28 The Secretary-General of the International Centre for Settlement of Investment
[*414] Disputes ("ICSID") appoints the third arbitrator from a roster of previously approved arbitrators in the event that
the parties cannot agree upon one. n29 The governing law consists of NAFTA and the "applicable rules of international
law." n30 These rules are identified in Article 1120 as either (a) the Convention on the Settlement of Investment
Disputes between States and Nationals of other States (ICSID Convention) n31; (b) the Additional Facility Rules of the
ICSID Convention n32; or (c) the UNCITRAL Arbitration Rules. n33
The provisions of NAFTA's Chapter 11 are only significant insofar as a party chooses to seek redress through
investor-state arbitration. But there are other remedies to redress grievances that arise from alleged breaches of the
treaty, namely the filing of actions in domestic courts. Chapter 11 provides the arbitral tribunals as one possible remedy
to state-investor disputes, but does not close the door completely on domestic litigation. n34 In this way NAFTA's
dispute remedy mechanism is somewhat different from those found in most bilateral investment treaties. BITs typically
require that the investor choose the forum at the start of proceedings. n35 Once the investor has decided to pursue the
claim in a domestic court or an arbitration tribunal, there is no turning back; that investor will have no further recourse
to the second choice forum. Such provisions are known as "fork-in-the-road clauses," n36 and were historically a
feature of US bilateral investment treaties. n37 A typical fork-in-the-road clause will [*415] require a waiver of the
right to "initiate" domestic court proceedings as a condition precedent to the commencement of arbitration. n38 Once a
foreign investor has launched domestic court proceedings, that investor is precluded from subsequently submitting a
claim to arbitration. n39
Chapter 11 on the other hand, represents a departure from this model. Articles 1121(1)(b) and 1121(2)(b) require
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that a foreign investor waive their right to:

...initiate or continue before any administrative tribunal or court under the law of any Party, or other dispute settlement
procedures, any proceedings with respect to the measure of the disputing Party that is alleged to be a breach...except for
proceedings for injunctive, declaratory or other extraordinary relief, not involving the payment of damages, before an
administrative tribunal or court under the law of the disputing Party. n40
However, an investor is not prohibited from bringing a domestic court suit and, if unsatisfied with the judgment,
bringing a subsequent NAFTA claim through arbitration. Indeed, many cases that are ultimately resolved through a
Chapter 11 tribunal are first litigated in domestic court. Thus, a problem presents itself that was less likely to arise under
BITs: How should a NAFTA tribunal treat a domestic court's ruling or judgment on the issue now before the arbitration
tribunal? n41
In answering this question, it is instructive to examine the objectives behind Chapter 11. Chapter 11 tribunals were
not, strictly speaking, intended to serve as appellate courts. Rather, the signatories aimed to provide "both equal
treatment among investors of the Parties in accordance with the principle of international reciprocity and due [*416]
process before an impartial tribunal." n42 The drafters recognized the concern on the part of litigants that they may be
subject to local prejudice or less-than-neutral treatment at the hands of the domestic courts of the opposing party. As the
Court wrote in Amco v. Indonesia, "one of the reasons for instituting an international arbitration procedure is precisely
that parties - rightly or wrongly - feel often more confident with a legal institution which is not entirely related to one of
the parties." n43
Furthermore, arbitration panels recently convened under Chapter 11 have themselves reiterated that they do not
consider themselves to be appellate bodies. The Panel convened in Loewen Group, Inc. v. United States stated in its
award:

...It is unlikely that the Parties to NAFTA would have wished to encourage recourse to NAFTA arbitration at the
expense of domestic appeal or review when, in the general run of cases, domestic appeal or review would offer more
wide-ranging review as they are not confined to breaches of international law. n44
Similarly, the panel convened in Mondev Int'l Ltd. v. United States rejected claimant Mondev International Ltd.'s
assertion that a question of fact should be remanded by the arbitration panel to domestic court. n45 The panel ruled that
only a domestic court was empowered to remand such a question. n46 "On the approach adopted by Mondev," said the
panel, "NAFTA tribunals would turn into courts of appeal, which is not their role." n47
These statements and others notwithstanding, the relationship between Chapter 11 and domestic court decisions is
far from clear. While the arbitral panels may not consider themselves appellate courts in a traditional sense, the structure
of Chapter 11, as outlined above, still allows claimants under certain circumstances to seek arbitral [*417] "review" of
domestic court decisions. Is there a consistent standard, then, for the treatment of domestic court decisions by Chapter
11 panels? If so, what is that standard?
In order to answer these questions, a closer examination of recent Chapter 11 decisions is instructive. The tribunals
in Mondev and Loewen, as well as that in the Azinian v. Mexico decision, all considered Chapter 11 claims that had, to
varying degrees, already been considered by domestic courts. The Mondev and Loewen panels examine the merits of
"denial of justice" claims brought under NAFTA Article 1105, requiring both panels to consider the customary
international law norm of local remedies. n48 The Azinian panel examined an expropriation claim brought under
Article 1110, the substance of which had already been considered by Mexican courts. n49 As such, the panel had to
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determine the proper res judicata effect, if any, to be granted the findings and rulings of the Mexican court system. n50
A. Local Remedies
The so-called "local remedies rule" calls for the exhaustion of all remedies provided for by the laws of the host state in
advance of recourse to international arbitration. Professor Brownlie cites the practical considerations behind the rule as:

The greater suitability and convenience of national courts as forums for the claims of individuals and corporations, the
need to avoid the multiplication of small claims on the level of diplomatic protection, the manner in which aliens by
residence and business activity have associated themselves with the local jurisdiction, and the utility of a procedure
which may lead to classification of the facts and liquidation of the damages. n51
Another important rationale for the local remedies rule, and one that is of particular importance to an investor-state
action, is the following: A state cannot be held responsible for an alleged infringement on an individual's rights if the
state has not first had an [*418] opportunity to remedy it. n52 Thus, the claimant must first seek redress through appeal
within the domestic court system.
One of the earliest applications of the rule in international arbitration was in the Finnish Ships case of 1934. n53 In
that case, Finnish ship-owners whose property was seized by the Russian government and placed at the disposal of the
Allied effort during the First World War brought an action against the British government seeking compensation. n54
After an adverse ruling before a British court, the claimants submitted their claim to an arbitrator, only to have the
British government assert that the Finns had not exhausted the avenues of appeal within the British system. n55 The
arbitrator disagreed, ruling that an appeal to a British court was bound to fail. n56 The Finns had therefore exhausted all
reasonable local remedies.
Another landmark case associated with the local remedies rule is the Interhandel case of 1959. The ICJ stated in
that case that the grounds on which this rule "is based are the same, whether in the case of an international court, arbitral
tribunal, or conciliation commission." n57 That the ICJ saw the rule as applicable to all such situations indicates its
importance in international law, and particularly to arbitral tribunals of the sort convened under NAFTA's Chapter 11.
The case most frequently associated with the local remedies rule is more recent, that of Elettronica Sicula S.p.A.
(ELSI). n58 In that case the ICJ stated that the exhaustion of local remedies is "an important principle of customary
international law," and that it cannot "be held to have been tacitly dispensed with, in the absence of any words making
clear an intention to do so." n59 While the ELSI panel upheld the importance of the local remedies rule as an important
international law principle, it also expressly recognized that the rule may be derogated from, qualified, or varied by
virtue of any binding treaty. n60
The local remedies rule is central to the jurisprudence of the European Court of Human Rights, the Inter-American
Commission on Human Rights and the Human Rights Committee established [*419] under the International Covenant
on Civil and Political Rights. n61 While not universally applied in cases of international arbitration, n62 the principle is
still an important tenet of international law. The United States government has recently asserted the local remedies
principle in two proceedings before the International Court of Justice. In the LaGrand Case (Germany v. U.S.),
Germany sought to exercise diplomatic protection with respect to two German nationals convicted of murder, Karl and
Walter LaGrand. n63 The United States argued against Germany's exercise of diplomatic protection on the ground that
the LaGrands had not exhausted all local remedies before seeking espousal of their claim by the German government.
n64 The United States argued that if diplomatic protection applied, so should the customary rule of exhaustion of local
remedies governing diplomatic protection. n65 The Court, however, rejected this argument, pointing out that the United
States, in failing to carry out its obligation to inform the LaGrands of their right to consult with their consular
representatives, had prevented them from pursuing those very local remedies that were available to them. n66 The Court
therefore upheld the principle that local remedies must be exhausted before commencement of international
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proceedings, but recognized the practical limitations on the LaGrands' access to those remedies. n67
The United States has most recently asserted the rule of exhaustion of local remedies in the Avena case of 2003.
The case Avena and Other Mexican Nationals (Mex. v. U.S.) concerned 52 Mexican nationals facing death sentences in
the United States, none of whom had been advised of their rights to consular assistance throughout their criminal
proceedings. n68 Arguing in support of a bar to their claims, the United States cited the failure of the convicts to
exhaust local remedies according to the requirements of customary international law. n69 The court agreed on this
point, ultimately finding [*420] for Avena and the others on alternate grounds. "Only when that process is completed
and local remedies are exhausted," said the court, "would Mexico be entitled to espouse the individual claims of its
nationals through the procedure of diplomatic protection." n70
These are but a few examples of modern application of the local remedies rule. Whether and how an appellate court
or international arbitral panel applies the rule is dependent largely on whether it is treated as substantive or procedural
in nature. There are circumstances in which the exhaustion of local remedies is a substantive requirement before
recourse to international arbitration, while in others the rule acts merely as a procedural bar to submitting a dispute to
international arbitration. This distinction has important implications for Chapter 11 review of domestic court rulings,
particularly in cases of alleged denial of justice. Professor Dodge maintains that Chapter Eleven does not require the
exhaustion of domestic remedies as a procedural requirement, but points out that, "for some Chapter Eleven claims, like
denial of justice, the exhaustion of local remedies may be a substantive requirement of the claim." n71
Denial of justice, discussed further below, alleges that a State's judiciary failed to provide the claimant an adequate
remedy. Generally, the State's judiciary must be shown to have failed to comply with basic standards of international
law. While the standard for denial of justice is somewhat fluid, many commentators have remarked that exhaustion of
local remedies is a substantive requirement before a denial of justice claim can be brought. n72
1. Mondev Int'l Ltd. v. United States
The recent case Mondev Int'l Ltd. v. United States presents an example of the Chapter 11 arbitral regime's treatment of
the principle of exhaustion of local remedies. In 1992, real estate developers Lafayette Place Associates (LPA) filed a
suit in the Massachusetts Superior Court against the City of Boston and the Boston Redevelopment Authority (BRA).
n73 The dispute arose out of a real estate contract whereby LPA was granted an option to purchase a [*421] piece of
land known as the Hayward Parcel by January 1, 1989, at a price calculated by a formula in the contract. n74 LPA
brought suit when the City of Boston and BRA, believing the parcel to be undervalued in light of an intervening surge
in real estate prices, allegedly frustrated LPA's exercise of the option. n75
At trial LPA prevailed against the City of Boston, but BRA was found to be immune to suit. n76 Both Boston and
LPA appealed to the Massachusetts Supreme Judicial Court (SJC), which upheld BRA's immunity and further upheld
Boston's appeal, leaving LPA with a loss against each of the original defendants. n77 LPA's writ of certiari to the
United States Supreme Court on its contract claim against the City of Boston was denied. n78 Canadian corporation
Mondev International Ltd., owner of LPA, then brought Chapter 11 claims against the United States, claiming that due
to the Massachusetts Supreme Judicial Court's decision and the acts of the City of Boston and BRA, the United States
breached its NAFTA obligations. n79 In particular, Mondev alleged violations of NAFTA Articles 1102 (National
Treatment), 1105 (Minimum Standard of Treatment), and 1110 (Expropriation and Compensation). n80
The tribunal dismissed the alleged expropriation in violation of Article 1110 and the alleged discrimination in
violation of Article 1102, as both had occurred prior to NAFTA's entry into force on January 1, 1994, and NAFTA is
not retroactive. n81 The tribunal suggested that these claims would have in any case been barred by NAFTA's
three-year statute of limitations. n82 The panel cited NAFTA Article 1116(2): "An investor may not make a claim if
more than three years have elapsed from the date on which the investor first acquired, or should have first acquired,
knowledge of the alleged breach and knowledge that the investor has incurred loss or damage." n83
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That left only Mondev's Article 1105 claim for violation of the Minimum Standard of Treatment. Article 1105
requires a NAFTA state to accord to "investments of investors of another Party treatment [*422] in accordance with
international law, including fair and equitable treatment and full protection and security." n84 In using this language,
NAFTA's drafters intended that those asserting a denial of fair and equitable treatment would have to demonstrate that
the denial was a violation of international law. n85 There is no universally agreed-upon standard for a denial of justice
claim, but it is widely regarded as "a particular category of deficiencies on the part of the organs of the host state,
principally concerning the administration of justice." n86 The "organs of the state" considered by Chapter 11 panels will
most often be those of the domestic judiciary of the host state. The Mondev panel, and that in Loewen, discussed below,
each contribute to a limited degree to a developing definition of the concept of "denial of justice" in the context of
Chapter 11 arbitration.
In considering whether Mondev had in fact experienced a denial of justice, the tribunal began by providing formal
sanction to the clarifications of Article 1105(1) adopted by the NAFTA Free Trade Commission (FTC) on 31 July 2001.
n87 The tribunal noted, however, that the phrase "customary international law" as used in the FTC's clarifications
"refers to customary international law as it stood no earlier than the time at which NAFTA came into force." n88 The
tribunal therefore recognized the evolving nature of the standard, rejecting Canada's suggestion that the minimum
standard be limited to the extremely high bar set by the Mexican Claims Commission in the Neer case. n89 That panel
concluded in 1926 that "the treatment of an alien... should amount to an outrage, to bad faith, to willful neglect of duty,
or to an insufficiency of governmental action so far short of international standards that every reasonable and impartial
man would readily recognize its insufficiency." n90 The Mondev tribunal, in rejecting this definition in favor of the
newly-revised FTC clarifications, acknowledged that a lesser judicial infraction could still amount to a denial of justice.
The tribunal went on to endorse a definition pronounced by the [*423] ELSI panel: "a willful disregard of due
process of law... which shocks, or at least surprises, a sense of judicial propriety." n91 The Mondev tribunal recognized
that this definition was formulated to determine whether administrative conduct was "arbitrary," but deemed the
definition nonetheless "useful also in the context of denial of justice." n92
The tribunal finally articulates the revised standard for denial of justice as follows:

In the end the question is whether, at an international level and having regard to generally accepted standards of the
administration of justice, a tribunal can conclude in the light of all the available facts that the impugned decision was
clearly improper and discreditable, with the result that the investment has been subjected to unfair and inequitable
treatment. n93
Applying this newly-articulated standard to Mondev's claim, the panel found no denial of justice. "There is nothing
here to shock or surprise even a delicate judicial sensibility," said the tribunal. n94 The Massachusetts Supreme Judicial
Court's (SJC) dismissal of LPA's contract claim against the City was simply an application of existing Massachusetts
law. n95 Even if the SJC decision represented judge-made law, it would have "fallen within the limits of common law
adjudication" according to the tribunal. n96
The panel took a similarly deferential approach to the sovereign immunity decision, stating that "within broad
limits, the extent to which a State decides to immunize regulatory authorities from suit for interference with contractual
relations is a matter for the competent organs of the State to decide." n97 Having found the United States doctrine of
sovereign immunity to be within these "broad limits," the panel recognized the Massachusetts judiciary's duty to adhere
to the doctrine:

The United States' courts, operating in accordance with the rule of law, had no choice but to give effect to a statutory
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immunity existing at the time the acts in question were performed and not subsequently repealed, once they had [*424]
concluded that the statute in question did apply. It is not disputed by the Claimant that this decision was in accordance
with Massachusetts law, and it did not involve on its face anything arbitrary or discriminatory or unjust, i.e., any new
act which might be characterised as in itself a breach of Article 1105(1). n98
It is important to note that Mondev concerned an investor who had already taken his claim to the highest levels of state
court. As such, the standard articulated by the panel may only be applicable insofar as the claimant has exhausted all
available local remedies. n99 The panel stated that, "it is one thing to deal with unremedied acts of the local
constabulary and another to second-guess the reasoned decisions of the highest courts of a State. Under NAFTA, parties
have the option to seek local remedies. If they do so and lose on the merits, it is not the function of NAFTA tribunals to
act as courts of appeal." n100 Mondev presented a case that had (a) been adjudicated to the full extent of the local
judiciary, and (b) did not present the panel with "clearly improper and discreditable" findings. n101 Given this
combination of circumstances, the tribunal deferred to the findings of the Massachusetts Supreme Judicial Court. What
is unclear, however, is the outcome of the Mondev case in the event that local remedies had not been exhausted: The
panel nowhere pronounces a requirement that the claimant exhaust local remedies. The Loewen case, discussed below,
presents a contrast.
2. Loewen Group, Inc. v. United States
Loewen began as a Mississippi state court case between a local funeral home owner, Jeremiah O'Keefe, and Loewen
Group, Inc. (LG), a large chain of Canadian funeral homes that had made [*425] substantial inroads in the United
States. n102 O'Keefe prevailed at trial, but the proceedings were fraught with irregularities. Specifically, the Mississippi
state court judge who presided over the case repeatedly allowed O'Keefe's attorneys to make references to LG's foreign
nationality, race-based distinctions between O'Keefe and LG's owner Raymond Loewen, and class-based distinctions
between multinational LG and local business owner O'Keefe. n103
Upon the jury's award of $ 500 million to O'Keefe, LG sought to appeal. Per Mississippi law, LG was required to
pay bond totaling 125% of the judgment to stay execution of the judgment pending appeal. n104 LG petitioned the court
to lower the required bond, a challenge not to the bond requirement itself, but to the bond requirement as applied, given
the high cost entailed. n105 Both the trial court and the Mississippi Supreme Court refused to reduce the appeal bond,
requiring LG to post a $ 625 million bond within seven days or else see immediate execution of the judgment. n106
Under conditions that LG described as "extreme duress," LG declined to petition for certiorari, and instead entered into
a settlement with O'Keefe under which they agreed to pay $ 175 million. n107
LG and its owner, Raymond Loewen, then brought claims against the United States under NAFTA Chapter 11,
claiming that the trial court violated Article 1102's national treatment provision and Article 1105's minimum standard of
treatment provision by allowing the jury to consider prejudicial comments made at trial, that the $ 500 million verdict
and the failure to waive the bond requirement were also violations of Article 1105, and that the court's award ultimately
constituted expropriation as defined by Article 1110. n108
In its award on the merits, the tribunal concluded "that the conduct of the trial by the trial judge was so flawed that
it constituted a [*426] miscarriage of justice amounting to a manifest injustice as that expression is understood in
international law." n109 The tribunal specifically cited the allegedly prejudicial comments and references allowed by
the trial judge, n110 as well as the trial judge's failure to properly instruct the jury with respect to damages. n111 The
tribunal dismissed LG's 1102 claim for lack of evidence, n112 and dismissed the 1110 claim as "adding nothing" to the
1105 claim. n113 LG's 1105 claim was also rejected, specifically on the grounds that LG had failed to seek United
States Supreme Court review of the bond requirement. n114 Ultimately, despite having found "a miscarriage of justice"
at trial, the tribunal dismissed the entire claim on jurisdictional grounds: LG's filing for bankruptcy and subsequent
reorganization as a United States corporation deprived the Chapter 11 tribunal of the authority to issue a judgment. n115
Citing NAFTA's Chapter 1101(1)'s "diversity of nationality" requirement, the tribunal determined that LG ultimately
lacked the standing to bring a NAFTA claim at all. n116
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While the panel dismissed the NAFTA claims, they nonetheless left the door open for future Chapter 11 review of
domestic court claims. Indeed, the panel offered some suggestions as to what the standard should be for such review.
The panel offered suggestions in two areas of review: One relating to the merits of a NAFTA claim, and one relating to
a Chapter 11 panel's jurisdiction over such claims.
With regard to the merits of an 1105 (minimum standard of treatment) claim, the panel borrowed from two other
NAFTA arbitration decisions in setting its standard. n117 The tribunal first cited the "clearly improper and
discreditable" standard formulated by the Mondev tribunal. n118 The Loewen panel then cited with approval the Pope
& Talbot decision, which itself borrowed from the ICJ's ruling in ELSI in articulating the standard for denial of justice:
"It is a willful disregard of due process of law, an act which shocks, or at least [*427] surprises, a sense of juridical
propriety." n119
In formally endorsing these two standards, the Loewen panel rejected Respondent United States' claim that there
need be "bad faith or malicious intention" in order for a denial of minimum standard of treatment to be shown. n120
Insofar as the Loewen panel sided with "respondent" Loewen on this point, this may be seen as appellate review of a US
court decision, contrary to the stated aims of the panel itself. n121 However, it is impossible to know how a higher US
court would have ruled on this point. LG's failure to seek review within the US court system means that the Chapter 11
panel, rather than having an opportunity to "overrule" a US court decision, has merely reviewed a claim that was never
subject to US appellate court scrutiny. The Loewen panel's Article 1105 ruling nonetheless represents a further
refinement of the proper standard to be applied by future Chapter 11 panels in considering denial of justice claims.
The Loewen panel's decision on the issue of jurisdiction, however, has important implications for the local
remedies rule, and provides an alternate model of Chapter 11 tribunal review of domestic court rulings than that
presented in Mondev. The Loewen panel ultimately rejected LG's Article 1105 claim on grounds of "finality": The
panel determined that the last domestic treatment of the case - that of the Mississippi Supreme Court - lacked the
requisite "finality of action" that would allow for the panel's exercise of jurisdiction. n122 In making this determination,
the panel draws an important distinction between the principle of finality and that of exhaustion of local remedies.
The Article 1105 claim at issue in Loewen was a case in which the "alleged violation of international law is
founded upon a judicial act." n123 In the words of the panel, "no instance has been drawn to our attention in which an
international tribunal has held a State responsible for a breach of international law constituted by a lower court decision
when there was available an effective and adequate appeal within the State's legal system." n124 In other words, the
erroneous decision of the United States courts would need to have been a final one for the Chapter 11 tribunal to find a
violation of international law. This is the so-called "finality" requirement: No [*428] international wrong has been
done until the judicial system as a whole - all the way to the court of last resort - has acted.
Loewen pursued its case domestically all the way to the Mississippi Supreme Court, but ultimately decided to forgo
an appeal to the US Supreme Court by entering into a settlement with plaintiff O'Keefe. n125 As a result, the Loewen
panel found finality lacking. "Loewen failed to present evidence disclosing its reasons for entering into the settlement
agreement in preference to pursuing other options," stated the panel, "in particular the Supreme Court option." n126 The
result, of course, is that "Loewen has not shown a violation of customary international law and a violation of NAFTA
for which Respondent is responsible." n127 On its face, then, the Loewen panel based its jurisdictional ruling on the
issue of finality.
However, the panel's ruling on finality necessarily implicates the rule of exhaustion of local remedies. Essential to a
"finality" determination is a showing that there was indeed no further remedy available to the claimant. The Loewen
panel acknowledged this, stating that, "the pursuit of local remedies plays a part in creating the ground of complaint that
there has been a breach of international law." n128 This is essentially the so-called substantive "exhaustion of local
remedies" requirement, as applied in the context of judicial decision-making. n129 When the panel states that "Loewen
failed to present evidence disclosing its reasons for entering into the settlement agreement in preference to pursuing
other options," the unmistakable implication is that Loewen had an obligation to exhaust its domestic remedies before
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submitting to NAFTA arbitration. n130
The panel therefore established a finality rule, but one which effectively required exhaustion with respect to court
actions. Arguably, however, NAFTA does not establish an obligation to [*429] exhaust local remedies, at least as a
procedural bar to pursuing Chapter 11 arbitration. n131 As noted above, Articles 1121(1)(b) and 1121(2)(b) require
only that a foreign investor waive their right to "initiate or continue" domestic court proceedings prior to initiating
NAFTA arbitration. n132 Furthermore, commentators now acknowledge that a requirement to exhaust local remedies
was never intended by NAFTA's drafters. n133 Indeed, Loewen relied on this very argument, stating that Article 1121
presented an obligation to waive local remedies rather than to exhaust them. n134 Specifically, Loewen argued that (1)
Article 1121 "eliminates the necessity to exhaust local remedies provided by the host country's administrative or judicial
courts," and (2) that "the so-called substantive principle of finality is no different from the local remedies rule and that
international tribunals have reviewed the decisions of inferior municipal courts where the exhaustion requirement has
been waived or is otherwise inapplicable." n135
The panel, however, took Respondent's position that the "substantive requirement of customary international law
for a final non-appealable judicial action" is distinct from "international law's procedural requirement of exhaustion of
local remedies ("the local remedies rule')." n136 The panel rejected Loewen's "waiver" argument, stating that "if Article
1121 were to have that effect, it would encourage resort to NAFTA tribunals rather than resort to the appellate courts
and review processes of the host State, an outcome which would seem surprising, having regard to the sophisticated
legal systems of the NAFTA Parties." n137 Thus, the panel upheld the exhaustion of local remedies rule, albeit in dicta,
and was careful to characterize the exhaustion requirement as "procedural" in nature rather than substantive. n138
We see then that while the Loewen panel based its decision on finality, the quite separate issue of exhaustion was
heavily implicated: The finality requirement as expressed by the panel can only be met [*430] through exhaustion of
domestic judicial remedies. The tribunal concludes its decision with the following explanation:

...We find nothing in NAFTA to justify the exercise by this Tribunal of an appellate function parallel to that which
belongs to the courts of the host nation. In the last resort, a failure by that nation to provide adequate means of remedy
may amount to an international wrong but only in the last resort...Too great a readiness to step from outside into the
domestic arena, attributing the shape of an international wrong to what is really a local error (however serious), will
damage both the integrity of the domestic judicial system and the viability of NAFTA itself. n139
The Loewen panel's explanation is not altogether conclusive on the issue of appellate review of domestic court
decisions. The arbitrators, in refusing to find NAFTA jurisdiction, drew a bright-line rule: As is the practice in US
courts, lack of jurisdiction will trump a claim's merits - no matter how meritorious they may be. Still, the panel's final
admonition that Chapter 11 panels should only serve as a "last resort" leaves the door open to appellate review of
domestic court decisions - provided all local remedies have been exhausted. n140
B. Res Judicata
Also relevant to a discussion of the relationship between domestic courts and Chapter 11 tribunals is the issue of res
judicata. Res judicata is the doctrine that an earlier and final adjudication by a court is conclusive in subsequent
proceedings involving the same subject matter or relief, the same legal grounds and same parties. These three criteria
are known as the "triple-identity" of the case, and traditional res judicata doctrine requires that all three be met in order
for the prior case to preclude re-litigation. n141 It is important to note, however, that the strictness with which the
doctrine is applied varies greatly between jurisdictions. The issue of privity of parties in particular is subject to various
interpretations; in the United States, for instance, [*431] this requirement has been relaxed somewhat to allow third
parties to assert res judicata. n142 Furthermore, it is not uncommon for a corporation or organization to litigate,
followed by subsequent litigation of the same or similar issue or claim by a member or affiliate of the original claimant.
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The policies behind the principle are twofold: There is a societal interest in bringing litigation to an eventual conclusion,
while the individual litigants have a right not to be haled into court repeatedly for the same reasons.
Res judicata is also widely accepted as a norm of international law. n143 In the words of the panel in the recent
international arbitration case Waste Management v. Mexico (2002): "There is no doubt that res judicata is a principle of
international law, and even a general principle of law within the meaning of Article 38(1)(c) of the Statute of the
International Court of Justice." n144 The doctrine's place within customary international law has also been confirmed in
a number of ICJ decisions, e.g. Societe Comerciale de Belgique (1939), the Corfu Channel Case (1949) and Barcelona
Traction (1964). n145
However, the customary international law rule of res judicata extends only to the effect of the decision of one
international tribunal on a subsequent international tribunal. n146 The decisions of domestic courts, by contrast, have
not been given res judicata effect by international tribunals. n147 As the tribunal in Amco v. Indonesia wrote, "an
international tribunal is not bound to follow the result of a national court." n148 This principle notwithstanding, in at
least one recent Chapter 11 decision, discussed below, an arbitration panel has paid considerable deference to the
decisions of a domestic court.
1. Azinian v. Mexico
The claimants in Azinian were shareholders in Desechos Solidos [*432] de Naucalpan S.A. de C.V. (DESONA), a
Mexican company that had entered into a concession contract with the city of Naucalpan to provide waste collection
services. n149 Upon a new administration's take-over of the government of Naucalpan, the concession contract was
annulled. n150 When DESONA brought suit, a State Administrative Tribunal upheld the annulment, finding that the
concession contract had been induced by fraud and that the contract was not valid under Mexican law. n151 The
annulment was upheld by the Superior Chamber of the Administrative Tribunal, and a petition for review was rejected
by the Federal Circuit Court. n152 The shareholders, among them Robert Azinian, then brought Chapter 11 claims on
behalf of themselves and on behalf of DESONA, alleging expropriation on the part of the City of Naucalpan. n153 The
ensuing arbitration, then, represents a challenge not to the proceedings of the Mexican judiciary, but to the acts of the
local government.
The Mexican domestic courts having made significant factual findings at trial and rulings on appeal, the Chapter 11
tribunal had before it a solid precedent. n154 Predictably, claimants Azinian et al. argued that the tribunal was not
bound by these findings or rulings. n155 Specifically, they stressed the Amco pronouncement that "an international
tribunal is not bound to follow the result of a national court." n156 The panel at first acknowledged this precept, and
pointed out that it would be "unfortunate if potential claimants under NAFTA were dissuaded from seeking relief under
domestic law from national courts, because such actions might have the salutary effect of resolving the dispute without
resorting to investor-state arbitration under NAFTA." n157
But ultimately the panel rejected Azinian's argument that the findings of the lower court should be ignored. The
panel pointed out that the decision of the State Administrative Tribunal to annul the contract had itself been reviewed
and upheld on the basis of the [*433] Mexican law governing the validity of public service concessions. n158 "A
governmental authority surely cannot be faulted," said the panel, "for acting in a manner validated by its courts unless
the courts themselves are disavowed at the international level." n159 The panel went on to articulate a denial of justice
standard, despite that Azinian et al. had not actually alleged one:

What must be shown is that the court decision itself constitutes a violation of the treaty. Even if the Claimants were to
convince this Arbitral Tribunal that the Mexican courts were wrong with respect to the invalidity of the Concession
Contract, this would not per se be conclusive as to a violation of NAFTA. More is required; the Claimants must show
either a denial of justice, or a pretence of form to achieve an internationally unlawful end. n160
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In the words of the panel, "the question is whether the Mexican court decisions themselves breached Mexico's
obligations under Chapter Eleven." n161 While the parties themselves did not challenge the findings and rulings of the
Mexican courts, the panel chose to express in dicta what a denial of justice standard should require. n162 In so doing,
the panel's ruling showed deference to the Mexican courts, all the while retaining the future authority to throw out
decisions that rise to the level of denial of justice.
The panel then went on to make its own factual determination that the concession contract had been induced by
fraud. n163 Based on its earlier dictum that "what must be shown is that the court decision itself constitutes a violation
of the treaty," we can only assume that the panel would have found for Mexico even if its factual determinations had
been contrary to those of the Mexican courts. n164 In other words, the panel should have found for Mexico even if they
were to discover that there was not in fact fraud, so long as the errors of the Mexican courts did not rise to the level of
denial of justice. In this way the Azinian decision further defines the place of res judicata in international commercial
arbitration: While the panel retained the authority to [*434] disregard the findings of the domestic court in the event of
denial of justice, it nonetheless granted considerable deference to those findings where no denial of justice was evident.
It is noteworthy that the Mondev tribunal, in denying its role as appellate court with regards to domestic court
decisions and rulings, cited the Azinian decision: "The possibility of holding a State internationally liable for judicial
decisions does not, however, entitle a claimant to seek international review of the national court decisions as though the
international jurisdiction seised has plenary appellate jurisdiction. This is not true generally, and it is not true for
NAFTA." n165
IV. The Future of Arbitral Panel-Domestic Court Relations
The Mondev, Loewen and Azinian panels each, in their own way, disavow any role as appellate court to the domestic
judiciaries of the NAFTA member-states. In at least one sense, this is true: Not one of the tribunals actually
"overturned" a domestic court decision. Yet, this is largely because the disputes so far submitted to the tribunals have
not warranted overturning. The ruling of the Massachussets SJC in the Mondev case, while unsatisfactory to the
Canadian investors, did not rise to the level of "clearly improper and discreditable." Loewen represented a "miscarriage
of justice," but the case was not submitted to the United States Supreme Court and therefore the US court ruling
considered by the tribunal was not final. And since the Mexican court's rulings in Azinian did not themselves constitute
"a violation of the treaty" in the form of a denial of justice, the panel in that case largely endorsed those rulings.
Still, as investors increasingly avail themselves of the dispute resolution mechanism that Chapter 11 affords them,
the tribunals will inevitably encounter disputes that violate the standards that they themselves have set. What then? Each
case has provided some guidance as to the proper standard of review of domestic adjudication, but the standard is
neither clear nor uniform. Some clarification of the proper relationship between domestic courts and Chapter 11 panels
is in order.
With respect to the rule of local remedies, Professor William S. Dodge has suggested that NAFTA be amended to
officially require claimants to exhaust domestic remedies before submitting a claim to [*435] Chapter 11 arbitration.
n166 Article 1121 would have to be rewritten to require an exhaustion of domestic appeals - rather than their waiver - as
a condition precedent to submission of a claim to Chapter 11 arbitration. n167 In support of a local remedy exhaustion
requirement, Dodge explains:

Requiring a foreign investor to exhaust its domestic appeals before filing a Chapter 11 claim based on a court judgment
would allow the domestic court system to correct its own mistakes. It is safe to predict that in most instances the
domestic court systems of the United States and Canada would correct their mistakes because a court judgment that
violates Chapter 11 is also likely to violate some provision of domestic law. n168
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Indeed, such a requirement would likely have prevented the unsatisfactory outcome of the Loewen decision. Had LG
filed for US Supreme Court review of the Mississippi Supreme Court's decision, the tribunal could not have dismissed
the Article 1105 claim for lack of finality. Having produced a "final" domestic court judgment, LG would have been
entitled to a tribunal decision on the merits. This is true even if LG had been denied a writ of certiari, as the rule of
exhaustion of local remedies requires only that claimant seek all remedies available. It is, of course, far from clear what
the tribunal would have provided in the way of redress for LG in such a case, as a Chapter 11 tribunal has not yet had
occasion to "vacate" a domestic court's award.
There is an additional component to Professor Dodge's proposed reforms. There may be, from the point of view of
the investor-claimant, a "risk" associated with pursuing local remedies. "An investor who does pursue its domestic
remedies before turning to Chapter 11," explains Dodge, "runs the risk that the Chapter 11 tribunal will treat the
domestic decision as res judicata." n169 Dodge cites by way of example the deference paid by the Chapter 11 Tribunal
to the Mexican court's findings in Azinian. n170 Investors in Azinian's situation, cognizant of the fact that any domestic
court findings would be given res judicata effect, may choose to forgo domestic litigation altogether. They would
instead opt for international arbitration at the [*436] outset, as this is generally seen as more impartial. n171
In recognition of the fact that an exhaustion requirement may have a chilling effect on the pursuit of local remedies,
Dodge proposes, in addition to a requirement to exhaust local remedies, that the outcome of such litigation be given no
res judicata effect. n172 Dodge further urges the NAFTA member-states to invoke Article 1131(2) to issue binding
interpretations of the treaty's text to this effect. n173 "Canada, Mexico, and the United States ought to use this power to
resolve differences in interpretation by different tribunals, thus providing guidance and predictability for future cases,"
Dodge suggests. n174
Such a reform has implications for the Mondev and Azinian cases. The Mondev tribunal, at pains not to act as an
appellate court, n175 proclaimed a "clearly improper and discreditable" standard that was difficult to surmount. Had
there been a binding interpretation to the effect that domestic decisions are not to be given res judicata effect, or at least
a clear history of such practice, the tribunal may have found otherwise. n176 The same goes for Azinian, where the
tribunal may have scrutinized the findings of the Mexican courts more closely had there been a clear directive to
disregard the outcomes of domestic litigation. More importantly, future cases may arise that present a more questionable
trial record than did the Azinian case. While the proceedings of the Mexican courts were shown by the Azinian panel to
be fair, a future case may arise in which the domestic proceedings were less than ideal from the perspective of the
investor, and yet not egregious enough to sustain a denial of justice claim. Under such circumstances Professor Dodge's
suggested reforms could prove extremely important: A domestic judiciary's review of a local government action would
not be given res judicata effect, while an investor could still challenge a domestic decision as a denial of justice.
We will never know what the alternative outcomes could have been in cases such as Mondev and Azinian. If
Professor Dodge is to be [*437] believed, the decisions of domestic tribunals must not be given res judicata effect if
we wish to continue to promote resort to these fora as a prerequisite to pursuit of international arbitration. It warrants
mentioning that not all commentators are as sanguine in their predictions. Professor Andrea Bjorklund suggests that
Professor Dodge may "overestimate" the likelihood that investors would avoid pursuit of local remedies if the principle
of res judicata is not explicitly eschewed. n177 Professor Bjorklund cites Loewen by way of example: The panel's
criticism of the Mississippi judiciary "leaves open the possibility that denials of justice could in some cases result in
international delict." n178
If future investors are required to exhaust all available local remedies before submitting a Chapter 11 claim to
arbitration, and the decisions of the local courts are given no res judicata effect, then what we have created is a
full-fledged court of appeal. As we have seen, there is much to be said for such a model: Exhaustion of local remedies
serves valuable social policies, while eschewing res judicata would still allow for disinterested review of domestic
decisions. However, to subject a United States Supreme Court ruling to international review would not come without a
political cost. While Chapter 11 tribunals have not yet seen a case combining the requisite jurisdictional and factual
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elements that would allow for such a situation, Mondev, Loewen and Azinian each establish precedent that virtually
ensures such an occurrence in the future.
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