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IN THE ARBITRATION UNDER CHAPTER 11
OF THE NORTH AMERICAN FREE TRADE AGREEMENT
AND THE UNCITRAL ARBITRATION RULES
BETWEEN

METHANEX CORPORATION,
Claimant/Investor,
-and
UNITED STATES OF AMERICA,

Respondent/Party.

STATEMENT OF DEFENSE OF
RESPONDENT UNITED STATES OF AMERICA

In accordance with the Tribund’ s First Procedura Order and as contemplated by
Article 19 of the UNCITRAL Arhitration Rules, Respondent United States of America
respectfully submits the following Statement of Defense to the daim of Methanex Corporation

(“Methanex”) pursuant to Chapter 11 of the North American Free Trade Agreement (the

“NAFTA").

l. PRELIMINARY STATEMENT
1 Thereis no merit to Methanex's daim that the NAFTA was violated by the Cdifornia
legidature s authorizetion of funding for a universty sudy of the public hedth and environmentd

effects of methyl tertiary butyl ether (“MTBE”) and the Cdifornia Governor’ s subsequent
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executive order caling for certain state agenciesto take preiminary steps toward a phase-out of

the use of MTBE in Cdiforniagasoline.

2. Methanex’ s daim does not remotely resemble the type of grievance for which the States
Partiesto the NAFTA crested the investor- State dispute resol ution mechanism of Chapter 11.
Methanex's case is founded on the propostion that, whenever a State takes action to protect
the public hedth or environment, the State is repongble for damages to every business
enterprise claming aresultant setback inits fortunesif the enterprise can persuade an arbitra
tribund that the action could have been handled differently. Plainly put, this propostion is
abaurd. If accepted by this Tribuna, no NAFTA Party could carry out its most fundamental
governmental functions unlessit were prepared to pay for each and every economic impact
occasoned by doing s0. The NAFTA Parties never intended the NAFTA to bring about such
aradicd changein theway that they function, and Methanex cannot show otherwise.

3. The Tribund should rgect Methanex’ s novel atempt to obtain compensation for public-
hedlth measures concerning a product that Methanex does not even manufacture. Methanex
may be disgppointed that California decided to protect its drinking water supply through the
means it chose rather than those Methanex advocated. But the “NAFTA was not intended to
provide foreign investors with blanket protection from thiskind of disgppointment, and nothing
in its terms so provides™

4. As demondrated bdow, Methanex's daims are not within the jurisdiction of this

Tribund and lack legd and factud merit.

! Azinian v. United Mexican States, ICSID Case No. ARB(AF)/97/2, 14 Foreign Inv. L.J. 538, 562 83 (1999)
(Nov. 1, 1999) (Award).



Jurisdiction And Admissibility

5. Methanex' sdams are not within the jurisdiction of this Tribund for severa reasons.
First, Methanex grosdy mischaracterizes the Cdliforniameasures a issue in suggesting thet they
ban MTBE. Cdifornia Senate Bill 521 (the “Bill") merdy authorized gate funding for a
universty sudy of MTBE. Executive Order No. D-5-99 (the “ Executive Order”) directed
Cdiforniaagenciesto take certain seps toward issuing find and effective regulations concerning
the use of MTBE in gasoline. No find regulaion banning MTBE in gasoline, however, isin
effect. The Cdiforniaactions at issue are not measures “relating to” Methanex or its
invesments. Methanex’ s daims are therefore not within the scope of Chapter 11 as defined by
NAFTA Article 1101(1).

6. Second, Methanex is far too removed from the Cdlifornia actions & issue to invoke the
juridiction of this Tribund. Methanex manufactures and markets methanol, not MTBE. A
future ban of MTBE in Cdifornid s gasoline will impact Methanex only indirectly, asaresult of a
decreased desire on the part of MTBE manufacturers directly affected by aban to buy

methanol from Methanex. Under fundamentd principles of cusomary internationd law,
Methanex lacks standing because any injury would result soldly from these measures potentia
effect on Methanex’ s prospective contractua counterparties.

7. Third, theinjuries damed by Methanex — to the extent they are cognizable at dl — are
derivative of injuries dlegedly suffered by Methanex' s subddiaries. Artide 1116 of the
NAFTA provides no jurisdiction over dams by a shareholder inits own right for aleged injuries
to an enterprise. Moreover, Methanex cannot demondrate that it has suffered aloss“ by

reason of, or arigng out of” California s actions as required by Article 1116.
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8. Fourth, Methanex hasfailed to present avaid waver of its subddiaries municipa

remedies— aforma reguirement for this Tribund to be seized of jurisdiction.
0. Fifth, Methanex'sdam under Artide 1110 fails to identify any expropriated
“invesment” within Chapter 11's definition of that term.
10.  Finally, Methanex's dam under Artide 1105(1) isinadmissible because no cusomary
internationd legd standard governs the process by which States make legidaive or executive
decisons. Because the actions & issue aso implicate no substantive customary internationd
legd standards, Methanex's 1105(1) daim isinadmissible.

Liability
11.  Mehanex'sdamsasofal onthe merits Firgt, the measures & issue herein no sense
can be viewed as an expropriation within the meaning of Artide 1110. Methanex ill owns and
fully controls both of its enterprisesin the United States. Methanex dosed its Fortier plant
before the issuance of the Executive Order for reasons that had nothing to do with any
proposed ban of MTBE in Cdifornid s gasoline. That plant never supplied Cdiforniacusomers
inany event. In addition, most methanol is sold for uses other than MTBE. Methanex's
marketing subsdiary continuesto be able to sdl methanol anywhere it wishesin the United
States —induding Cdifornia — to anyone who wishes to make apurchase. A banon MTBE in
Cdifornia s gasoline might ultimately reduce the desire of some MTBE producers for methanadl,
but neither municipd nor internationa |aw recognizes any property right to the continued
demand for a product by agiven set of clientele.
12. Moreover, the Cdifornia actions are nondiscriminatory environmental measures to

protect public hedlth by safeguarding the public' s drinking water supply. Measures such as
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these can only in extraordinary circumstances be found to congtitute a compensable

expropriation. No such circumstances are present here.
13.  Second, Methanex's dams under Article 1105(1) lack merit under any standard. The
Executive Order was issued after severd days of public comment and testimony. It isamply
upported by scientific findings. Methanex’ s dlegations are indistinguishable from those of any
disgruntled party who disagrees with one portion of a comprehensve governmenta action.
They fdl far short of the exceptiond circumstances required to judtify the intervention of an
internationd tribuna under Article 1105(2).

Damages
14.  Methanex's damages dams, based largely on the decline in its share price, are without
factud or legd support. Contrary to Methanex’ s suggestion, the financid markets did not reect
to the announcement of ether the Bill or the Executive Order. Thelong declinein Methanex’s
share price — which, ironicaly, has reversed since the announcement of the Cdiforniameasures
— began in 1995 and reflected Methanex’ s status as producer of a sngle commodity chemicd in
an indudtry plagued by production capacity that exceeded demand. That decline did not result
from the Cdiforniameasures a issue here. Indeed, the globd price of methanol — and
Methanex’ s fortunes along with it — has subgtantialy improved since the announcement of the

Executive Order. Methanex’ s other dams of loss are amilarly without support.
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. FACTS

A. The Nature of Methanex’s Business
1 The Methanol Market
15.  Methanex produces and markets methanol. Produced principaly from naturd ges,
methanal is one of the world' s largest-volume commodity chemicds. Methandl is primarily usd
to produce formaldehyde, acetic acid and other chemica derivatives. These productsin turn
are usad to produce awide variety of finished products, including many forms of modern
clothing and fabrics, plagtic battles and laminated wood products.
16.  Themaket for methandl isgloba and highly competitive. Like thet for many
commodity chemicas, the market for methanal is characterized by cydes of oversupply resulting
in lower prices and idled capacity, followed by periods of shortage and rising prices as demand
catches up and exceeds supply until increased pricesjudtify new plant investment.
17.  Themethanol market has been characterized in recent years by overcapacity. Methanol
prices dropped from highs exceeding $500 per ton in 1995 to less than $200 per ton in 1996.
Prices remained below $250 per ton for the remainder of the decade. Severd large, new plants
opened in 1999 and more are expected to go into production in the years 2000 through 2002.
Although the demand for methanol derivatives grew from 1998 to 1999, the increase in demand
was insufficient to offset the excess supply.
18. A consequence of thislow-price environment was thet older, higher-cost methanol
plants in developed countries were increasingly dosed in favor of lower-codt fadilitiesin

deveoping countries.
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19.  Methanal isprincipdly trangported by sea. Trangportation cost isa significant factor in

methanol sales. Methanol produced at higher-codt fadlities in developed countriesis generdly
sold to nearby local markets. Methanol produced at lower-cost fadilitiesin developing

countries can competitively be shipped to markets in developed countries.

2. M ethanex
20. Mehanex isthe world slargest producer and marketer of methanol. Its corporate
headquarters are in VVancouver, British Columbia, Canada.
21.  Inrecent years, Methanex has followed adrategy of dosing or sdling its higher-cost
production fadlitiesin North Americaiin favor of itslower-cog fadilitiesin South Americaand
the Southern Pecific. Methanex’ s production activities are now overwhemingly concentrated
outsde of North America
22.  Asof 1998, 75 percent of Methanex’s production capacity was dready located in
Chile and New Zedand. The remainder of Methanex’ s production capacity a that time derived
from four North American plants one on the Pacific coagt in Kitimat, British Columbia; one on
the Gulf of Mexico coadt in Fortier, Louisang; and two in Medicine Hat, Alberta
23.  In 1998, the Kitimat plant shipped methanol to cusomersin Cdifornia, the Padific
Northwest and Asa The Fortier plant serviced cusomers in the southeastern United States
and dong the Missssippi River. The Malicine Ha plants supplied customersin the

Midwestern Canadian and United States markets.
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24.  Inthe Spring of 1999, Methanex opened a new methanal plant & itsfadility in Chile,

which aready housed two other methanol plants. The new plant isthe largest in what is now
Methanex' s largest and lowest- cost fecility.

25.  Atthesametime, Methanex began a program of dosing down higher-codt facilities. As
of March 1, 1999, Methanex closed the Fortier plant indefinitdy. It remainsidied. In the week
of March 15, 1999, Methanex permanently closed one of itstwo plantsin Medicine Hat. In
June 1999, Methanex announced the sde of itsKitimat plant for $1 and other consideration. In
July 2000, Methanex announced the dosure of the Kitimat plant.

26. It gopearsthat Methanex now exdusvely suppliesthe Cdifornia market with methanol
that it has ether produced in Chile or New Zedland or purchased from other producers of
methanal.

27.  Methanex' s profitability and its sock price in recent years have reflected its Satus as a
producer of asingle commodity chemica in an industry characterized by overcgpacity. Unitil
recently, its profitability and stock price have dowly and steadily declined, and market interest in
Methanex shares has dwindled.

28.  In1994, Methanex reported net income per share of $2.20. Its average share price
was $12.70 and over 266 million of its shares traded on the NASDAQ exchange. By contradt,
in 1999 it reported a second consecutive annud 10ss ($0.47 per sharein 1999); its average
share price was $3.37; and fewer than 10 million of its shares traded on the NASDAQ.

29.  Trading in Methanex shares during the weeks of the announcements of the issuance of

the Bill and the Executive Order was conggent with longer-term trends. It in no way suggested
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the sudden spike in volume and dramétic change in share price that mark amaterid market

reaction to an externd event.

30.  Thewesk before the announcement of the Bill, Methanex' s shares closed on the
NASDAQ exchange a $8 7/8. The Governor approved the Bill after the close of the markets
on October 8, 1997. The closing price for Methanex’ s shares that day was

$83/4. Thefallowing day, Methanex’s shares closed up 13 cents at $8 7/8, with 203,000
sharestraded. That trading volume wasless than the average daily volume of 233,600 shares
for that week.

31.  Thewesk of the announcement of the Executive Order, Methanex shares opened on
the NASDAQ exchange a $3 9/16. The Executive Order was announced after the close of the
markets on March 25, 1999. The following day, Methanex shares opened at $3 9/16 and then
closed down 19 cents a $3 3/8, with 23,200 sharestraded. That trading volume was less then
the average daily volume of 26,100 shares for the week.

32.  Mehanex sfortunes have gradualy improved since the announcement of the Executive
Order. In 1999, Methanex’s net losses per share improved from $0.23 in the first quarter, to
$0.13 in the second quarter, to $0.06 in the third quarter and to $0.05 in the fourth quarter.
Methanex’ s sdles volume increased by 10 percent in 1999 compared to 1998. Fueled by
srong demand and rising prices for methanal in dl markets — induding thet for MTBE —
Methanex reported net incomeof $0.11 per share and record production and sales of methanol
for thefirg haf of 2000. Itsshare priceincreased by over 75 percent in April and May 2000.

In August 2000, Methanex’ s shares closed on the NASDAQ at levels goproaching $5 per
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share — higher than the dosing pricesin March 1999 before the announcement of the Executive

Order.

3. Methanex’s US Investments
33.  Methanex dlegesthat it indirectly ownstwo invesmentsin the United States: Methanex
Fortier, Inc., acorporation that owns the methanol production facility in Fortier, Louisana
(“Methanex Fortier”); and amarketing subsidiary called Methanex Methanol Company, based
in Ddlas, Texas (“Methanex US)).
34.  Mehanex Fortier isincorporated under the laws of the State of Dlaware. Methanex
dlegedly indirectly owns al of the shares of Methanex Fortier.
35. Methanex ceased production at the Fortier plant before the Executive Order was
issued. It did so because of its opening of amassve, low-cost plant in Chile. The Fortier plant
did not supply customersin Cdiforniain any event, its market being limited to cusomersin the
southeagtern United States and dong the Missssppi River.
36. Mehanex USisdlegedly a Texas generd partnership of two companies, Methanex Inc.
and Methanex Gulf Coadt Inc., both incorporated under the laws of the State of Delaware.
Methanex dlegedly indirectly ownsdl of the shares of both partners.
37.  Mehanex US principdly functions as amarketing office for sdlesin the United States of
methanol produced by Methanex’ sfadilitiesin Chile and Canada. 1t gppears that Methanex US
a0 has an auxiliary role as atrading office, purchasing methanol on the open market and sdling
it to Methanex cusomersin the United States. Methanex US gppears to consst of no more

than anumber of desksin leased office space manned by employees with tdlephones and
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computers. it goparently has no sgnificant assets and, on a sand-aone bas's, earns no

sgnificant income from its activities

B. MTBE
38.  MTBE isahazardous chemicd compound produced from methanol and isobutylene.
MTBE isusad asafud additive for two reasons, both born of regulation. Firg, it isasource of
octane, which improves afud’ s resstance to uncontrolled combustion (engine knock). Second,
MTBE isan oxygenate: it increases the oxygen content of gasoline.
39. MTBE suseasasource of octanein the United States resulted from federd
environmenta and public hedlth regulations requiring a substantid reduction of the use of leed in
gasoline. MTBE has been used in the United States since the 1970s as an octane-enhanding
replacement for leed, primarily in mid- and high-grade gasoline.
40.  MTBE suseasan oxygenatein the United States dso resullted from federd
environmental and public hedth sandards. 1n 1990, the United States enacted amendments to
the federd Clean Air Act that required increased oxygen content in gasoline under two
programs for certain aress of the United States, including Cdifornia. The programs require thet
oxygenates be added to gasoline to reduce harmful emissons in automobile exhaud.
41.  Among cther things, the federd programs conditiondly require aminimum oxygen
content in gasoline of between 2.0 and 2.7 percent by weght, depending on the season. Two
percent oxygen by weight is equivaent to gpproximately 11 percent MTBE by volume,
42.  Theprograms goply to a discrete number of metropolitan aressin the United States

with the most severe ozone or carbon monoxide levels. These metropolitan areasinclude Los
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Angeles, Sacramento and San Diego. Certain other areas with high ozone levels can opt into

one of the programs.

43.  Ethandl isthe principa oxygenate used in the winter, with the exception of greater Los
Angdes whose refiners have chosen to ue MTBE. MTBE isthe principa oxygenate used &
other times of theyear. Tertiary amyl methyl ether (“TAME”) isadso usad, dthough
infrequently, as an oxygenate. Other oxygenates — induding ethyl tertiary butyl ether,
diisopropy! ether and tertiary butyl dcohol — are available, but have been used little, if a all.
44.  For years, Cdifornia has regulated the content of gasoline sold in the Sae in order to
combet ar pollution — a particularly difficult problem for California because of itslarge
population centers and its unique topographic and dimatic conditions. Cdifornid sregulaions
are dmaogt dways more stringent than the federd regulaions, which adso gpply in the date.
45.  Since June 1996, Cdifornia has required the use of Cdifornia Phase 2 Reformulated
Gaoline (“CaRFG2"), which typicaly has an oxygen content of 1.8 to 2.2 percent. Thus,
snce June 1996, MTBE has usLally condtituted about 11 percent by volume of Cdifornia

gasoline.

C. The CaliforniaMarket for MTBE
46.  Therearetwo categories of MTBE producersin the United States. gasoline refiners
that produce and mix MTBE into gasoline & their refineries, and merchant MTBE producers

that produce MTBE for sdeto gasoline refiners and wholesders.
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Eighty-five percent of the MTBE used by Cdiforniarefinersis supplied by merchant MTBE

producersin the United States and other countries. The remaining 15 percent of MTBE is
produced by certain Cdiforniarefiners a their refineriesfor their own use.

47.  Merchant MTBE producersin the United States are, with one exception (in Wyoming),
located on the Gulf of Mexico coadt. Practicdly al of the MTBE produced or consumed in the
United Statesis trangported by ship to coadtd fadilities, with some moved inland by barge, rall
or truck.

48.  Thecod of trangporting MTBE produced in the United States from one United States
dedtination to ancther is subgtantid. For example, in 1998 the average totd cost per ton of
MTBE shipped from the Gulf of Mexico to the Atlantic coast of the United States was $9.73,
compared with $21.92 for MTBE shipped from the Gulf of Mexico to the Pecific coedt.
Depending on market conditions, it may be difficult for merchant MTBE producerslocated in
the Gulf of Mexico compeitively to ship their product to the Pacific coadt.

49.  TheCdiforniamarket for MTBE thereforeis principaly served by foreign MTBE
producers and, to amuch lesser extent, by U.S. merchant MTBE producers and Cdifornia
refiners that purchase methanol and produce MTBE for their own use.

50.  Demand for MTBE in Cdiforniaand dsawhere in the United States remained strong

throughout 1999 and through the firgt hdf of the year 2000.
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D. MTBE’s Effects On Public Health And The Environment

1. Risks To Drinking Water Supplies And Public Health
51.  TheUnited States Environmenta Protection Agency (“U.S. EPA”) has dassfied
MTBE, aknown animd cardnogen, as a possible human carcinogen on the basis of inhdation
tess.
52.  MTBE hasafoul, turpentine-like taste and odor. Even a extremey low concentrations,
MTBE can render water unpotable. In controlled studies, MTBE' s taste has been detected at
concentrations as low as 2.0 parts per billion (“ppb”), and MTBE' s odor has been detected at
concentrations as low as 2.5 ppb. Cdifornia has prohibited state public drinking water agencies
from ddlivering drinking water with an M TBE concentration in excess of 5.0 ppb.
53.  MTBEisatoxic chemicd that is highly solublein water. Because of its chemica
properties, when released into the environment, MTBE contaminates substantidly more
groundwater and is subgtantidly more difficult and cogtly to dean up than other components of
concern in gasoline, indluding benzene, toluene, ethylbenzene and xylene (collectively referred to
as“BTEX").
54.  MTBEismore soluble in water than BTEX and is capable of traveling thr ough ol
rapidly. In groundwater, MTBE moves a nearly the same velocity as the groundwater and,
therefore, often migrates further than BTEX.
55. MTBE s highly resgtant to biodegradation, much more o than BTEX or ethandl, the
second most common oxygenae in U.S. gasoline. Actively deaning up MTBE contamination

takes longer and cogts subgantialy more than deaning up BTEX.
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2. Groundwater Contamination
56.  Because of its unique chemicd properties MTBE contamination of groundwater
presents asgnificant risk to drinking water suppliesin Cdifornia
57.  Gadlineisone of the most ubiquitous toxic subgtancesin the United Stetes.  Because
of the vast number of placeswhereit is stored and people who handle it on adally basis, a
sgnificant number of gasoline Soills and lesks into the environment isinevitable. Indeed,
according to some etimates, the equivaent of afull supertanker of gasoline (about nine million
gdlons) isrdeasad into the environment in the United States every year from lesks and spills.
58.  Gasoline can be rdeasad into the environment wherever it is stored, trangported,
transferred or digposed. Specifically, sources of gasoline releases indlude underground storage
tanks (“USTS’), above-ground storage tanks, pipelines, spills (e.g., during fuding operaions
and from tank trucks, automobile accidents and consumer disposal) and storm water runoff. In
addition, certain types of watercraft, particularly weatercraft with two- roke engines, introduce
gasoline into surface waters as part of their norma operation, without any accidenta lesks or
slls
59.  Boththefederd government and Cdifornia have implemented a number of programsto
minimize the potentia for lesks and Spills of gasoline and both enforce laws and regulations
intended to prevent and clean up gasoline releases. Despite the exisence and implementation of
these federad and Sate programs, a substantid number of releases of gasoline into the
environment isinevitable because of the omnipresence of the fud.
60. Lesksand spillsof conventiond gasoline generdly pose no widespread threet to

drinking water supplies because the components of conventiona gasoline biodegrade rdeively
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quickly and are not highly soluble in water. Many spills of conventiona gasoline may effectivdy

be |&ft to undergo bioremediation. In those cases where active intervention is required,
conventiona gasoline releases can often be deaned up rdatively quickly and inexpensively.
61. Lesksand spillsof gasoline containing MTBE, however, do pose asubgtantia thregt to
drinking water supplies. MTBE bindstightly to surface and groundwater, biodegrades dowly
and travels degp underground to reach aguifers. Even asmdl rdease of gasoline containing
MTBE can have sgnificant adverse effects. For example, a December 1997 car accident in
Standish, Maine led to the rdease of about ten gdlons of gasoline containing MTBE. The
release contaminated twenty-four private welswithMTBE. MTBE concentrations at three of
the wells exceeded 1,000 ppb — aleve hundreds of times gregter than thet a which MTBE's
unpleasant taste and odor can be detected by humans.

62.  Approximatdy 30 percent of the 34 million people who resdein Cdiforniarely on
groundwater as a drinking water source.

63.  Cdiforniahas experienced some of the worst and most widespreed MTBE
contamination of groundwater of any date in the United States. This contamination, which
semsfrom avariety of sources, has affected drinking water wells & dozens of Stesin
Cdifornia

64. For example MTBE contamination forced the dlosure of groundwater wells that prior
to 1996 supplied goproximeatdy hdf of the drinking weter of the City of SantaMonica. Some

of the wells recorded contamination at concentrations up to 610 ppb.
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65. InGlennville, Cdifornia, resdentid drinking weter welswere contaminated with MTBE

at concentrations up to 20,000 ppb. Consequently, Snce 1997, the town hasrdlied on
dterndive sources of drinking water.

66.  The South Lake Tahoe Public Utility Digrict shut down 35 percent of its public drinking
water wells because of MTBE contamination. The contamination forced the didrict to develop
new production wells a substantia expense.

67.  During the summer boating season, MTBE concentrations up to 12 ppb have been
measured in Donner Lake, a source of drinking water for lakesde resdents and downstream
communities (including Reno, Nevada).

68.  In ShadtaLake, arecregtiond-useresarvoir thet isalso Cdifornia slargest drinking
water reservoir, MTBE concentrations have been reported from 9 ppb to 88 ppb.

69. Becauseof MTBE sdffinity for water and resstance to biodegradation, cleanup of
MTBE contamination tekes longer and is more difficult and cogtly than deanup of conventiona
gasoline,

70.  For example, the EPA estimates that over $60 million has been spent to date to address
the MTBE contamination & one of the two M TBE-contaminated well fields that together had
supplied goproximatdy haf of Santa Monica s drinking water. Thefina deanup of that well

field is expected to cost more than $160 million.

E. California’sActionsRegarding M TBE

1. Senate Bill 521
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71.  Cdifornia Senate Bill 521 (the “Bill”), gpproved by the Governor on October 8, 1997,

provided $500,000 from the Motor Vehicle Fue Account in the Cdifornia Trangportation Tax
Fund to the Universty of Cdiforniato conduct a sudy and assessment of the humen hedth and
environmenta risks and benefits associated with the use of MTBE. The Bill dso required the
Governor to certify, after consdering the report, the peer-review comments and public
testimony, whether usng MTBE in gasoline in Cdifornia posed a significant risk to human hedth
or the environment and, if so, to take “gppropriate action.” (A copy of the Bill is atached

hereto as Exhibit A.)

2. Univergty of California Report
72.  Ascontemplated by the Bill, the Univeraty of Cdiforniaissued a competitive, peer-
reviewed request for proposals and commissoned the following dudies:

John Froines, Ph.D., Universty of Cdifornia, LosAngdes An Evaluation of the
Peer-Reviewed Research Literature on the Human Health, including Asthma,
and Environmental Effects of MTBE;

John Reuter, Ph.D. and Danid Chang, Ph.D., Univergty of Cdifornia, Davis An
Integrated Assessment of Sources, Fate & Transport, Ecological Risk and
Control Optionsfor MTBE in Surface and Ground Waters, with Particular
Emphasis on Drinking Water Supplies

Arturo Kdler, Ph.D., University of Cdifornia, SantaBarbara: Evaluation of Costs
and Effectiveness of Treatment Technologies Applicable to Remove MTBE
and Other Gasoline Oxygenates from Contaminated Water ;

Irwin Suffet, Ph.D., University of Cdifornia Los Angdes. Drinking Water
Treatment for the Removal of Methyl Tertiary Butyl Ether from Ground
Waters and Surface Water Reservoirs

Caherine Koshland, Ph.D., Universty of Cdifornia, Berkdley: Evaluation of
MTBE Combustion Byproducts in California Reformulated Gasoline and
Arturo Kdler, Ph.D. and Linda Fernandez, Ph.D., Universty of Cdifornia, Santa
Barbara Risk-Based Decision Making Analysis of the Cost and Benefits of
MTBE and Other Gasoline Oxygenates.
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73.  Thesegudieswere compiled into the Universty of Cdiforniareport entitied Health &

Environmental Assessment Of MTBE: Report To The Governor And Legidature Of The
Sate Of California As Sponsored By B 521 (“UC Report™), which was issued in November
1998.

74.  The UC Report concluded that there are Sgnificant risks and cogts associated with
water contamination dueto theuseof MTBE.  Spedificaly, the authors found that if the use of
MTBE were to continue &t its current level, there would be an increased danger of surface and
groundwater contamination. The UC Report concluded that the cost of trestment of MTBE-
contaminated drinking water sources in California could be enormous. Moreover, the UC
Report concluded that MTBE isan anima carcinogen with the potentid to cause cancer in
humans

75.  Toremedy the serious problems facing Cdlifornid s water supply, the UC Report
recommended consderation of phasing out MTBE in gasoline over aninterva of severd years,
The UC Report reeched this condusion in light of the substantial costs associated with dleaning
up MTBE contamination if MTBE were not phased out and the ability to achieve comparable

ar quaity benefits without rdlying on MTBE.

3. Public Tegimony
76.  Public hearings on the UC Report were hed on February 19, 1999 in Diamond Bar,
Cdifornia, and on February 23-24, 1999 in Sacramento, Cdifornia
77.  Over the course of the three days of hearings, representatives of CARB, the Cdifornia

Energy Commission, the Office of Environmental Hedlth Hazard Assessment, the State Water
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Control Resources Board, the Department of Hedlth Services and the State Fire Marshd gave

remarks and served as pane members.

78.  Authorsof the UC Report dso made presentations regarding ther findings. The pand
members and members of the public had an opportunity to ask questions of the presenters a
the hearings

79.  Representatives of the Oxygenated Fuels Association, an organization whose members
produce MTBE and other oxygenates, were among those who posed questions to the pand of
presenters. Other questions were presented by methanol producers, such as Neste Qil, and
MTBE producers, such as Huntsman Corporation.

80.  After the question and answer sessons, members of the public gave ord testimony.
Those tedtifying included persons affected by MTBE water contamination and individuds
associated with the chemical and oil industries, among others.

8l.  Also, the public was accorded the opportunity to submit written tesimony to the pandl.
The Oxygenated Fuels Association provided awritten submission. Methanex dso
participated in the debate concerning the potentia regulaion or prohibition of the use of MTBE
in Cdiforniagasoline

82.  Inaddition, Cdiforniaand federd agencieswere given an opportunity to review and
comment on the UC Report. On February 22, 1999, the Cdifornia Air Resources Board
(“CARB”) provided comments to the Cdifornia Environmenta Protection Agency (“Ca EPA”)
regarding the UC Report. The UC Report was independently reviewed by the U.S. Geologicd
Survey and the U.S. Agency for Toxic Substances and Disease Regidry a the Centers for

Disease Control.
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4. Executive Order
83. On March 25, 1999, the Governor of Cdiforniafound thet, “on baance, thereis
Sgnificant risk to the environment from usng MTBE in gasolinein Cdlifornia” This
determination, embodied in a certification dated March 26, 1999, was based on the findingsin
the UC Report, the peer-review comments on the UC Report by the U.S. Geologicd Survey
and the U.S. Agency for Toxic Substances and Disease Regigtry and the ord and written
testimony given a the public hearings
84. Executive Order No. D-5-99 (the “ Executive Order”) was sgned by the Governor on
March 25, 1999. (A copy of the Executive Order is atached hereto as Exhibit B.) The
Executive Order called for three principa categories of action by Sate agencies. Fird, it directed
the Cdifornia Energy Commission, in consultation with CARB, to develop atimetable for the
removd of MTBE from gasoline a the earliest possble date, but not later than December 31,
2002. The Executive Order dso cdled for CARB to adopt Cdifornia Phase 3 Reformulated
Gasoline (“CaRFG3’) regulations.
85. Second, the Executive Order directed CARB to request the Adminigrator of the U.S.
EPA to grant Cdiforniaan immediate waiver from the Clean Air Act’s requirement of a specified
oxygen content in reformulated gasoline. The Executive Order aso cdled for Cad EPA to work
with U.S. Senator Feingein to gain passage of legidation that would grant authority to the U.S.
EPA Adminigrator to waive permanently the Clean Air Act’s requirement for a spedified oxygen
content in reformulated gasoline in Sates that achieve equivadent air quality benefits using different

means,
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86. Third, the Executive Order directed CARB and the State Water Resources Control

Board to conduct an analysis of the impact of ethanol on the air, surface water and groundwater.
In addition, the Executive Order directed the Office of Environmental Hedth Hazard Assessment
to prepare an andlyss of the hedlth risks of ethanol in gasoline. The Executive Order cdled for
these reports to be peer -reviewed and presented to the Cdifornia Environmenta Policy Council
by December 31, 1999,

87. Inadditiontoitsprincipa directives, the Executive Order required the Cdifornia State
Water Resources Control Board to pursue legidation to ensure that additiond subgtantiad
financia resources would be avallable to cdlean up MTBE contamination. The Executive Order
aso required the board, in consultation with the Cdifornia Department of Hedlth Services, to
prioritize areas of the Sate paticularly vulnerable to groundwater contamination, aswell as
cleanup-activitiesin those aress.

88. The Executive Order did not ban the use of MTBE in gasoline. Instead, it assigned
various state agencies anumber of tasks that were preparatory steps toward the potentia
issuance of regulations or legidation addressng problems assodiated with MTBE contamination

of drinking water supplies

5. Subsequent California L egidative Action On MTBE
89.  On October 8, 1999, Senate Bill 989 was gpproved by the Governor. Senate Bill 989
comprehengvely addressed unauthorized rdeases from USTs. Senate Bill 989 induded
dringent, new requirements designed to prevent unauthorized UST rdleases. Thebill dso

included new measures to help improve the speed with which unauthorized relesses are
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identified and deaned up in Cdifornia. The bill made available nearly $1 hillion in additiond

funds to remedy contamingtion aitributable to gasoline and MTBE.

90.  Senate Bill 989 ds0 required the Cdifornia Energy Commission to develop atimetable
for theremova of MTBE from gasoline & the earliest possble date. Unlike the Executive
Order, the bill did not specify adeadline for the remova of MTBE in Cdiforniagasoline.

91.  SenateBill 529, gpproved by the Governor on October 8, 1999, established specific
requirements for conducting environmental assessments of any amendments to the CaRFG
dandards. Thislaw required the Cdifornia Environmenta Policy Coundil to review the
environmenta assessments for any amendments and determine whether any proposad changein

CaRFG gandards would sgnificantly and adversaly impact public hedth or the environment.

6. Actions By California Regulatory Agencies
92.  Fallowing theissuance of the Executive Order, CARB hed numerous public megtings
on proposed regulations that would, among other things, diminate the use of MTBE in gasdline
in Cdifornia. Those public meetings were held on April 23, 1999 (Los Angdes), May 27,
1999 (Sacramento), June 22, 1999 (Sacramento), August 4, 1999 (Sacramento), August 31,
1999 (Los Angeles), September 28, 1999 (Sacramento) and November 15, 1999
(Sacramento). Participants a some of these meetings incdluded representatives of the methanol
indugtry and the American Methanal Inditute, of which Methanex USisamember. Methanex
had the opportunity to atend and participate in dl of these mestings.
93.  OnJdune 28, 1999, the Cdifornia Energy Commission held a public hearing to discuss

findings and recommendations regarding atimetable for the remova of MTBE from Cdifornia's



-24-
gasoline. The Cdifornia Energy Commission, in consultation with CARB, determined thet in

order to ensure an adequate supply of gasoline for Cdifornia consumers, the date for removal of
MTBE from Cdifornid s gasoline should be December 31, 2002.

94.  On October 22, 1999, the staff of CARB issued proposed amendmentsto the
CaRFG2 regulations, which included, among other things, a December 31, 2002 prohibition on
usng MTBE in gasoline and the adoption of the CaRFG3 regulations. The proposed
amendments were peer-reviewed, as required by the Cdifornia Hedth and Safety Code. The
reviewers found that the proposed amendments would preserve the air quaity benefits achieved
through use of MTBE as an oxygenae in gasoline.

95.  On December 9, 1999, after apublic hearing, CARB endorsed the proposed
amendments to the CaRFG2 regulations with severd modifications. As gpproved by CARB,
the proposed amend ments induded a prohibition on the use of MTBE in Cdifornia gasoline
garting December 31, 2002, and adopted the CaRFG3 standards. In fact, the proposed
CaRFG3 regulations would prohibit, as of December 31, 2002, the use of any gasoline
oxygenate other than ethanol unless the Cdifornia Environmenta Policy Council determined,
based on an environmenta assessment, that use of that oxygenate would not present a
ggnificant risk to public hedth or the environment. The proposed CaRFG3 regulations further
cdled for the reduction of the levelsin gasoline of sulfur and benzene, a known human
carcinogen.

96.  Also, on December 9, 1999, CARB directed its Executive Officer to make the
proposed amendments, including the December 9, 1999 modifications, to the CaRFG2

regulaions available for a supplementary public comment period.
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97.  OnJanuary 18, 2000, the Cdifornia Environmenta Policy Council determined that no

sgnificant adverse environmenta impact on public hedth or the environment would result from
the proposed CaRFG3 regulations or the use of ethanadl in Cdiforniagasoline.

98.  Therevised, proposed CaRFG3 regulations were formaly released to the public on
April 7, 2000. The notice containing the proposed regulatory text was mailed to dl persons
who had submitted comments on the proposed CaRFG3 reguletions. The proposed regulatory
text was dso made available to the public on the CARB website on April 6, 2000. The
deedline for further public comment was April 24, 2000.

99.  Theproposed CaRFG3 regulations were basad on an extensve adminidrative record,
including a comprehensve sat of sdentific Sudies concerning the effect of MTBE on air qudity,
water and human hedth. The record supporting the regulaions incuded subgtantid public
comments collected in many hearings and subgtantia Cdifornia agency responsesto those
comments.

100.  OnJdune 16, 2000, the Executive Officer of CARB signed the CaRFG3 executive order
and, on June 26, 2000, forwarded the CaRFG3 regulatory package to the Office of
Adminidraive Law for review.

101.  OnAugus 3, 2000, thet office goproved the CaRFG3 regulations with certain technicdl
modifications. That same day, the regulations were filed with the Cdifornia Secretary of State.
Pursuant to Cdifornia law, regulations are formaly codified and become effective 30 days after
filing with the Secretary of State. The CaRFG3 regulations will become effective on September

2, 2000.
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102.  Asof the date of this Statement of Defense, the CaRFG3 regulations do not have the

effect of law, and thereis no current or future ban in effect on the use of MTBE in gasolinein

Cdifornia

F. Other State And Federal Government Actions Regarding M TBE
103.  Other gates and the federd government have dso taken stepsto reduce or diminatethe
useof MTBE in gasdline
104. In 1994, the State of Alaska cancelled the oxygenated fuels program for certain aress
after receiving complaints about hedth problems associated with MTBE, indluding headaches
and nausea,
105.  In November 1998, the U.S. EPA Adminigtrator gppointed a Blue Ribbon Panel to
provide independent advice and recommendations on mantaining ar quaity while protecting
water qudity. The pand condsted of experts on environmenta hedlth, petroleum refining,
hydrology, ar pollution, USTs and other rdevant fields. The experts were drawvn from
government, industry, academia and nongovernmental organizations. In September 1999, the
pand issued its report: Achieving Clean Air and Clean Water: The Report of the Blue
Ribbon Panel on Oxygenates in Gasoline (the “Blue Ribbon Report”).
106. The Blue Ribbon Report recommended, among other things, thet the use of MTBE
should be reduced subgtantidly to minimize current and future threets to drinking water. Severd
Blue Ribbon Pand members conduded that the use of MTBE in gasoline should be completdy

diminated.
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107. Inlate 1998, the State of Maine withdrew from the federal oxygenated fuels program

after discovering that gpproximately 16 percent of wellsin the Sate were contaminated with
MTBE.

108. On March 20, 2000, the U.S. EPA Adminigtrator and the U.S. Secretary of Agriculture
announced two actionsto diminate or reduce sgnificantly the use of MTBE in gasoline.

109. Firg, the U.S. EPA and the U.S. Department of Agriculture issued aset of legidative
principles recommending, among other things, immediate congressiond action to amend the
Clean Air Act to provide the authority to diminate or reduce Sgnificantly the useof MTBE in
gasoline,

110.  Second, the U.S. EPA issued an Advance Notice of Proposed Rulemaking under
Section 6 of the Toxic Substances Control Act asafirst step toward regulatory action to
diminate or limit the use of MTBE in gasoline. The U.S. EPA issued the advance natice to
begin a process to ensure that the nation’ s water resources would be protected in the absence
of congressiond action.

111. Todate, severd hills proposing to reduce or diminete the use of MTBE in gasoline have
been introduced in Congress.

112.  Asof the date of this Statement of Defense, action has been taken or proposed in &
least 18 dates to redtrict or ban the use of MTBE in gasoline or to mandate the use of a
subgtitute oxygenate. For example, on May 24, 2000, New Y ork State banned the use of
MTBE in gasoline sold in New Y ork as of January 2004, and on June 1, 2000, the State of

Connecticut aso prohibited the use of MTBE in gasoline in Connecticut by October 2003.
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I11.  POINTSAT ISSUE

A. Objections To Juridiction And Admissibility

1 TheBill And The Executive Order Are Not Measures“ Relating
To" Methanex Or ItsInvestments

113.  Thesoope of the NAFTA’s Chapter 11 for the dams at issue hereislimited to
“measures adopted or maintained by a Party relating ta (a) investors of another Party; [or]
(b) investments of investors of ancther Party in the territory of the Party.” NAFTA at.
1101(1)(a)- (b) (emphesis supplied). Neither the Bill nor the Executive Order isa“meesure. . .
rding to” an investment of Methanex in the United Sates. Methanex's daims are nat within
the scope of the United States' consent to arbitrate Chapter 11 clams.

114.  Inthe context of Chapter 11, the words “rdaing to” in Article 1101 require thet there
be, & aminimum, alegally significant connection between the measure and the investment or
invesor.

115. TheBill falsto sidy the requirement of alegdly sgnificant connection between a
messure and an investment or investor.  The Bill authorized funding for the Universty of
Cdiforniato conduct research and prepare a study on the environmenta and public hedth risks
and benefitsof MTBE. The Bill in no sense related to Methanex, Methanex US or Methanex
Fortier.

116. Nor istherealegdly sgnificant connection between the Executive Order and Methanex
or itsU.S. invesments. The Executive Order directed two Californiaagenciesto develop a

timetable in preparation for the potentid promulgation of regulations addressng MTBE in
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gasoline. Thet directive, however, had no connection to Methanex, Methanex US or Methanex

Fortier theat was legdly sufficient to give rise to a Chapter 11 dam.
117.  Methanex' sdams concerning the Bill and the Executive Order are therefore not within

the scope of Chapter 11 or the United States agreement to arbitrate clams under Chapter 11.

2. Article 1116 Grants No Jurisdiction Over Claims For Injuries Allegedly
Suffered By An Enterprise

118. Thesolejurisdictiona bassinvoked by Methanex is Artide 1116 of the NAFTA.
Methanex, however, has no sanding to invoke the Tribund’ s competence under this Article.
119. NAFTA providestwo separate avenues of rdief to investors. Article 1116 permitsa
“dam by an investor of aParty on its own behalf” that “the investor hasincurred loss or
damage” (Emphasissupplied.) Article 1116 does not recognize clams by a shareholder for
injury suffered by a corporation.

120. By contradt, Article 1117 permitsacam by an investor, “on behalf of an enterprise’
that the investor owns or controls, that “the enterprise hasincurred loss or damege.”
(Emphass supplied.) The dam and the damage assarted under Article 1117, thus, are those of
the enterprise, not the investor. Indeed, as Article 1135 makes clear, any award under Article
1117 for an injury to an enterprise must be paid to the enterprise, not to theinvestor. See art.
1135(2)(b).

121. Mehanex does not dlege any lossthat isin any way didinct from the purported losses
uffered by Methanex US and Methanex Fortier. Methanex’ s dleged lossin customer base, in
good will, in the market for methanal in Cdiforniaand esawhere, in aloss of return on “ capitd

investments” in an increasad cogt of cgpital and in an unexplained “loss. . . of asubgtantid
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amount of itsinvestment” are d| derivative of dleged injuriesto Methanex US and Methanex

Fortier.
122.  In sum, Methanex can daim no loss independent of thet dlegedly suffered by the
enterprisesat issue. Article 1116, therefore, provides no basisfor the Tribund’ s jurisdiction

over the daims assarted.

3. Inadequate Waiver: Failure To Satisfy A Jurisdictional Precondition Of
Article1121

123.  Artide 1121(1)(b) of the NAFTA providesthat an investor may submit aclaim under
Article 1116 only if the investor and, where the daim isfor loss or damageto aninterest in an
enterprise of ancther Party that the investor owns or controls directly or indirectly, the
enterprise, waive ther rightsto initiate or continue any domestic proceedings seeking the
payment of monetary dameges dlegedly caused by the measure. Article 1121’ srequirements
arejuridictiond: falureto satify any one of the Artidl€ s requirementsis fatd to a Chapter 11
tribund’ s juridiction.

124.  Methanex, in Schedule | to its Notice of Arbitration, submitted an indrument thet
purports to waive its own rights and the rights of Metharex US and Methanex Fortier. The
ingrument is Sgned by Randal Milner, Corporate Counsd and Assstant Corporate Secretary,
on behdf of Methanex Corporation.

125.  Thisingrument does not effectively waive the rights of either Methanex US or
Methanex Fortier. Methanex USisaTexas generd partnership, and Methanex Fortier isa

Delaware corporation. Under established corporate law, a shareholder as such has no power
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to waive the rights of a corporation or agenerd partnership of corporations the shares of which

the shareholder holds.

126. Nather Methanex, Inc. nor Methanex Gulf Coast Inc., the generd partners of
Methanex US, has provided awaiver on behaf of Methanex US. Nor has any director or
officer of Methanex Fortier acting in that capacity provided awaiver on behdf of Methanex
Fortier. The ingtrument submitted by Methanex cannot effectively waive the rights of Methanex
US or Methanex Fortier under gpplicable laws. The requirements of Article 1121 have not

been met, and, thus, this Tribund lacks jurisdiction over Methanex’sdam.

4. Methanex' s Article 1110 Claim Fails To I dentify An Expropriated
“Investment” Within Chapter 11's Grant Of Jurisdiction

127. Methanex’sdam under Article 1110 is not within the scope of Chapter 11 because it
falsto dlege adirect or indirect expropriation of anything that congtitutes an “investment” under
the NAFTA.

128. Methanex doesnot daim — because it cannot — that Methanex US or Methanex Fortier
has been nationdized or expropriated. Ingteed, it cdamsthat the California measures
“condtitute]] a substantial taking of Methanex US and Fortier’ sbusiness” 2 At bottom,
Methanex'sdam is thet the Cdifornia actions will diminete the market for MTBE for usein
Cdiforniagasoline and, therefore, reduce the amount of methanol sold by Methanex US or

Methanex Fortier to MTBE producers in the future.

Z Statement of Claim 35 (emphasis supplied). Methanex also alleges that “[t]he measure constitutes a
substantial taking of . . . Methanex’ sinvestment in Methanex US and Fortier.” 1d. The Statement of Claim
provides no information concerning this alleged investment or how it could conceivably be viewed as
having been expropriated. To the extent this claim differsfrom others pleaded, it is stated with insufficient
particularity to engage the Tribunal’ sjurisdiction.
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129. Methanex'sdam falsto identify any interest that meets even the expangive definition of

“investment” for purposes of Chapter 11. Article 1139 specifiesthe legd rights and interests
that can conditute an “investment” for purposes of Chapter 11. The colloquid notion of a
“budness’ of an enterprise, as dleged by Methanex in its Statement of Claim, does not gppear
inArtide 1139’ sdefinition.  The definition in no way encompasses a mere hope that profits
may result from prospective sdlesto a particular market segment in the future.

130. Because Methanex hasfailed to identify any “investment” that hes alegedly been
nationalized or expropriated, its dam under Article 1110 does not fal within the United States

consent to arbitration in Section B of Chapter 11.

5. Methanex Has Not Incurred A Loss Or Damage By Reason Of The Bill
Or The Executive Order

131. Artide1116(1) of the NAFTA provides that an investor may submit adlamto
arbitration under Chapter 11 only when that investor “has incurred |oss or damage by reason of,
or arisgng out of, [abreach of Section A of Chapter 11].”

132.  TheBill gppropriated money to the Universty of Cdiforniafor it to conduct a sudy.

No dleged injury to Methanex could have been “ by reason of, or ariseln] out of,” the mere
funding of agtudy.

133.  The Executive Order smilarly could not have caused Methanex any cognizeble loss or
injury. The Executive Order directs Cdlifornia agencies to develop atimetable for the
eimination of MTBE in gasoline no later than December 31, 2002. Currently, and certainly as
of the date that Methanex filed itsdam, there is (and was) no measure in effect banning the use

of MTBE in Cdifornia s gasoline
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134.  Sincetheissuance of the Executive Order, CARB hasissued proposed CaRFG3

regulaions which indude a prohibition on the use of MTBE in gasoline in Cdifornia as of
December 31, 2002. The CARB regulations, however, are not the subject of Methanex's
Notice of Arbitration or Statement of Claim and have not become effective as of the date of this
Statement of Defensein any event.

135.  Given the nature of the Bill and the Executive Order, Methanex can dlege no

compensable injury or damage.

6. Methanex’s Claims Are Not Admissible Because Its Alleged Injuries
Are Too Remote

136.  Under awdl-established principle of customary internationd law applicable to Article
1105(1) and 1110 claims such as those advanced here, only actsthat are the proximate cause
of injury to an dien can engage the respongibility of a State under internationd law and give rise
to ganding to dam for such aninjury. NAFTA incorporatesthis principlein Article 1116,
which recognizes that an investor may submit adam only for loss or damages “by reason of, or
arigng out of,” abreach of Section A of Chapter 11.

137. Internationd tribunas goplying this principle have repeatedly found thet a dlaimant lacks
ganding in circumstances where its dleged injury resulted soldy from an action’s adverse effect
on a person with whom the claimant has a contractud relationship. For example, asthe

International Court of Justice recognized in the Barcelona Traction case, “Creditors do not
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have any right to daim compensation from a person who, by wrongdoing to their debtor, causes

theloss. In such casss, the interests of the aggrieved are affected, but not their rights.”3

138.  Application of this principle here compes afinding that Methanex' sdams are
inadmissble. Methanex produces methanol, not MTBE. Itsdamed injuries derive entirdy
from the effects Methanex anticipates from a prospective MTBE ban on MTBE producers thet
have bought methanol from Methanex in the past. Indeed, the causd link is even more
attenuated here than in the cases referenced above:  to the extent that the chalenged actions
affect Methanex US and Methanex Fortier a al, they do so not by causing a breach of

exi sting contracts with methanol customers, but only by reducing the likelihood that MTBE
producers will enter into contractud relations with Methanex’ s subsdiariesin the future Given
thisand the other circumstances of this case, Methanex's daim isfar too removed from the

measures a issue to be admissble.

7. Methanex Has No Admissible Claim Under Article 1105
139. Methanex'sdam under Artide 1105(1) isinadmissble because it fails to identify —
because there is none — any cusomary internationd law standard of trestment incorporated into
that Article that is gpplicable to the chdlenged actions. A measure can breach Article 1105(1),
entitled “Minimum Standard of Treatment,” only if it fails to accord “trestment in accordance

with internationd law.” Because thereisno gandard of customary internationd law implicated

% Barcelona Traction Light & Power Co., Ltd., (Belg. v. Spain), 1970 1.C.J. 1 44 (Judgment of Feb. 5, 1970).
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by the measures at issue, Methanex failsto Sate abreach of Section A of Chapter 11, as

required by Article 1116. Itsdam thereforeisnot admissble.

140. Methanex assarts essentidly two complaints concerning the Bill and the Executive
Order. Firg, it complains about the process by which the measures were adopted. 1t asserts
that the Executive Order was* based on a process which lacked substantive fairness’; “was
based solely on the UC Report” and that the report in turn lacked “a proper risk
characterization”; relied on “an extraordinarily scant database . . . and broad assumptions’;
“contained a badly flawed exposure assessment and cost/benefit andyss’; and failed
adequatdly to “discuss dterndtive solutions and remediation.” Statement of Claim Y] 32-33.
Second, Methanex complains about the substance of the measures, asserting that the measures
were “ahbitrary” and “gof] far beyond what is necessary to protect any legitimate public
interest.” I1d. §33.

141.  Entirdy goart from ther lack of factud merit— for Cdifornid s notice and comment
procedures were amply fair and adequate — Methanex’ s assertions implicate no standard of
customary internationd law incorporated into Article 1105(1). Customary internationa law
imposes no condraints on the processes by which States adopt executive or legidative
measures  the community of nationsincludes monarchies and dictatorships, aswell as
democracies. Each of these forms of government is cgpable of issuing laws and regulations that
arevdid under cusomary internationa law, whether or not they follow the procedures, such as
public notice and comment, favored by many democracies. Methanex’ s assartions directed to

the process by which the chalenged measures were issued are misplaced.
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142. Cudomary internationd law does impose a discrete number of subgtantive condraints

onlegidative and executive measures. Such subgtantive condraints indude, for example, the
rule of compensation for expropriation, which the NAFTA Parties specdifically incorporated, as
modified, in Article 1110. Other subgtantive condraints are recognized by those principles of
cusomary internationd law governing State responghility for injury to diensrdevant to
invesment, which the NAFTA Parties referenced in Artide 1105(1). Thereis, however, no
cusomary internationa law standard thet requires Statesto adopt only “good” legidation or
decrees, as Methanex suggests. Because Methanex has not —and cannot — identify any
ubgtantive sandard of cusomary internationd law implicated by the meesures here, itsdam

under Article 1105(1) isinadmissble.

B. TherelsNo Liability For The Acts Alleged
1 ThereHasBeen No Expropriation Of M ethanex’ s Investments

143.  Theactions chalenged by Methanex have none of the traditiond indicia of an
expropriation. Cdiforniahas not nationdized or confiscated Methanex’ sinvestmentsin the
United States. California has not interfered with Methanex’ s use of its U.S. invesments
Moreover, the type of action at issue here — one to protect public health — is not, absent
extraordinary circumstances not present here, one that can be deemed expropriatory. Findly,
particularly in light of the fact that the market for MTBE in gasoline was created by regulation,
Methanex could have no reasonable investment- backed expectation that MTBE in gasoline

would not be further regulated or banned.
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144. Todemondrate aviolation of Article 1110, Methanex must prove that its investment in

another NAFTA Party has been expropriaied. Methanex’s Statement of Claim identifies only
two rdlevant U.S. subgdiaries; the only purported invesments aleged to have been
expropriated are the “businesses’ of those subgdiaries. Neither Methanex US, Methanex
Fortier nor their “businesses” however, have been expropriated.

145.  Hrg, it is beyond dispute that there has been no direct expropriation. Neither
Methanex US nor Methanex Fortier has been nationalized or confiscated.

146.  Second, Cdifornia has taken no action that has had the effect of indirectly expropriating
Methanex US s or Methanex Fortier’ s “businesses,” even assuming that those could be
condrued as“investments’ within Chapter 11. The dleged expropriatory actions have not
interfered with Methanex’ sright to use, enjoy or digoose of itsinvesments. In other words,
Methanex has suffered no deprivation of its property rights.

147.  Methanex’s control over both subsdiariesremainsintact. None of the invesments
physca assats have been taken away. The management of Methanex US and Methanex
Fortier has not been disturbed. Methanex US and Methanex Fortier retain the ability to
manufacture and market methanol. And Cdifornia has not transferred any of Methanex US sor
Methanex Fortier’s property to itsdlf or any other entity.

148. Methanex Fortier' s sole busness is manufacturing methanal at its Fortier, Louidana
plant. The Fortier plant, however, has been idle since befor e the announcement of the
Executive Order and never supplied cusomersin Cdiforniain any event. Methanex idled the

plant due to the globa oversupply of methanal, resulting low prices and Methanex’ s opening of
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anew, lower cod fadlity in Chile. The Cdiforniaactions did not interfere with Methanex

Fortier' s busness and could in no way condiitute an indirect expropriation of Methanex Fortier.
149.  Smilaly, Methanex US s busnessis marketing methanal in the United States.
Methanex US remainsin control of dl of its assets and itsright to market methanol throughout
the United States —induding Cdifornia — has not been disturbed by any of Cdifornid s actions.
150. Indeed, the only circumstance aleged by Methanex to condtitute an interference with its
property is Methanex’ s subgidiaries anticipated reduced sdes of methanol to MTBE producers
due to the future dimination of the market for MTBE in gasolinein Cdifornia Methanex,
however, has no property interest in being assured a market for methanol as a feedstock for
MTBE to beusad in Cdifornia sgasoline. Neither municpd law nor internetional law
recognizes aloss of the continued existence of a particular market ssgment asapermissble
badsfor an expropriation dam. Nor has Methanex identified any other property interest thet
could be the subject of an expropriation clam under Article 1110.

151.  Methanex manufactures and markets methanol, not MTBE. The uses of methanol are
much more diversfied then MTBE s use in gasoline. Methandl is used to produce
formadehyde and acetic acid, among other things, which are used, in turn, to produce awide
vaiety of items, including fabrics, plastic bottles and laminated wood products. Only afraction
of Methanex’'s production of methanal is sold to MTBE producers, and only afraction of thet is
used to produce MTBE for the Cdiforniamarket. The actions chalenged by Methanex do nat,
in any way, regrict the ability of Methanex US or Methanex Fortier to manufacture and market

methanol for use in the United States or anywhere dsein the world, nor do they deprive
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Methanex US or Methanex Fortier of their ability to sal methanal to producers of MTBE for

usein any place other thenin Cdifornia

152. Moreover, the chalenged actions were environmental messures taken to protect the
public hedlth by ssfeguarding the public’s drinking water supply. Customary internetiond law
recognizes that, absent extraordinary circumgtances, States are not liable to compensate diens
for economic lossincurred as aresult of anondiscriminatory action to protect the public hedth.
Thisrule of cusomary internationd law encompasses environmental measures, such asthose a
issue here, that are taken to protect the public hedlth.

153. TheNAFTA dso recognizes a State' s sovereign right to protect public hedth and the
environment. The preamble of the NAFTA notes the Parties’ resolve to “PRESERVE thar
flexibility to ssfeguard the public wdlfare; . . . [and] STRENGTHEN the development and
enforcement of environmentd laws and regulations” Article 1101(4) requiresthat Chapter 11
be congtrued s0 as hot “to prevent a Party from providing aservice or performing afunction
auchas. .. socd wdfare. . . [or] hedth . . . inamanner that is not inconsstent with this
Chapter.” See alsoNAFTA art. 1114(1)-(2) & the North American Agreement on
Environmenta Cooperation.

154. Cdifornia s actions were taken to protect the public' s drinking water and are not
discriminatory. Nor can they be viewed as bearing any of the other hdlmarks of expropriation
recognized by internationd law.

155.  Fndly, Methanex could have no reasonable investment- backed expectation that MTBE
would neither be further regulated nor banned anywhere in the United States in the future,

MTBE producers operate in ahighly regulated environment. They necessarily operate under



-40-
the risk thet their product may be regulated in the future. Indeed, insofer asit rdaesto the de

of methanol to producers that manufacture MTBE, Methanex’ s business was born of regulation:
the use of MTBE as an octane enhancer and an oxygenate arose in direct response to the
adoption in 1973 of regulations limiting lead in gasoline and the 1990 amendments to the Clean
Air Act. Methanex, asaproducer of afeedstock for MTBE, was necessarily aware of the
origins of the market for MTBE in gasoline and operated under the risk thet the regulations thet
gave rise to that market ssgment could change and diminate the market ssgment those
regulations cregted.

156. Insum, Methanex’s Article 1110 daim bears none of theindicia of an expropriation

under internationd law. Itsdam iswithout merit.

2. The Measures Do Not Breach Any Applicable Standard of
Treatment

157.  Asnoted above, cusomary internationd law imposes no condraints on the process by
which States adopt executive or legidative messures and the measures a issue implicate no
Ubgtantive customary internationd law standard. Methanex’ s Artide 1105(1) dlam fails
because there is no sandard of customary internationd law incorporated into thet Article thet is
applicable to actions such asthose a issue here.

Nonetheless, even if the acts that Methanex challenges were subject to Article 1105(1),
Methanex’s dam would fal on the merits

158. Firg, the actions taken by Cdiforniawith repect to the Bill and the Executive Order

were anply judified. MTBE is a hazardous substance that renders water unpotable a very low
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concentrations. It is undisputed that MTBE has contaminated ground and surface water in

Cdifornia

159.  TheBill— which provided money for astudy of the effects of MTBE on public hedth
and the environment — was an gppropriate response to the growing body of reports of MTBE
contamination of drinking water in Cdiforniaand dsawhere. The Executive Order — which was
based on the UC Report, its peer-reviewed findings, written comments and three days of public
hearings— was likewise amply judiified. Moreover, the adminidrative actions taken snce the
Executive Order was signed, including the CaRFG3 regulations, were taken only after further
study, review, numerous public hearings and workshops and congderation of written comments
by government agencies and members of the public.

160. Methanex’ s assartion that the Executive Order is“arbitrary” because of dleged
deficenciesin the UC Report isbasdess. That report is based on accepted scientific principles
properly applied. Moreover, any dleged deficiencies were fully aired and addressed in the
peer-review and public-comment process thet led to the adoption of the Executive Order and
the CaRFG3 regulations.

161.  Second, the process by which the measure was adopted did not lack “ substantive
farness” Asnoted above, the Executive Order was based on extensive oral and written
comments on the UC Report submitted by the public and severd Cdiforniaagencies. Severd
authors of the UC Report and representatives from various Cdifornia agencies made
presentations regarding the UC Report during three days of public hearings. Ord and/or written
comments were submitted by numerous industry representatives including Methanex, the

Oxygenated Fues Association, the American Methandl Indtitute, individual MTBE producers
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(such as the Huntsman Corporation) and other individua methanol manufacturers (such as

Neste Oil and the Atlantic Richfiedd Company). Thus, Methanex hed ample, meaningful
opportunities to comment on the proposed ban of MTBE in Cdifornia s gasoline and the
process by which the Executive Order was issued wasfar.

162.  Third, Methanex's assartion that the Executive Order focused on only one harmful
component of gasoline adds nothing to its Artidle 1105 daim. Asan initid matter, thereis nat,
as Methanex suggedts, any customary internationd law standard that requires a State to adopt
comprehendve legidative or executive measures rather than regulate specific components of a
broader problem. In any event, the Executive Order directed various Cdiforniaagenciesto
prepare peer-reviewed reports on the public hedth and environmentd effects of dternaive
oxygenates and to pursue legidation to ensure that additiond financia resources of up to $1
billion were avallable to remedy MTBE contamination. And the CaRFG3 regulations would
ban the use in gasdline of any oxygenate other than ethanol, which is the only oxygenate for
which afull environmenta assessment has been completed, unless the Cdlifornia Environmentd
Policy Coundil determines that the subject oxygenate will not present asignificant risk to public
hedlth or the environment.

163.  Fourth Cdiforniaconsdered the effectiveness of existing and dternative methods for
dedling with M TBE contamination. Contrary to Methanex’ s suggestion, both the federa
government and Cdifornia have enacted and enforced |egidation to prevent contamination from
leeking USTs. Infact, Cdiforniaenhanced itslaws dedling with gasoline rdleases as
contemplated by the Executive Order. Notwithstanding these efforts, rdleases and spillsare

inevitable given the vast amount of gasoline with MTBE that is stored, trangported and handled,
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and the myriad opportunities for lesks, spills and emissons as aresult of accidents, natura

disagters and the lawful operation of watercraft. Moreover, unlike releases of conventiona
gesoline, releases of gasoline containing M TBE are more likdly to reach and contaminate water
sources, are generdly not subject to bioremediation and are extremedy costly to clean up.
Cdifornia s actions were amply judtified by chemicd characterigtics and public-hedth and
environmentd threats unique to MTBE.

164. Finally, the Executive Order was issued after condderation of the interests of
Methanex and Methanex US. The public, induding Methanex and its U.S. subsidiaries, had
ample notice of, and opportunity to comment in writing and oraly on, the phase out of MTBE
before the Executive Order was issued.

165. Thus Methanex' s Artide 1105(1) dam falls on the merits  the Bill and the Executive
Order suffer from none of the defects on which Methanex relies to support its assertion that
their adoption breached the United States' obligation to provide Methanex US trestment in

accordance with internationd law.

C. Methanex’s Damages Claims Are Without Merit
166. Mehanex'sdamsfor $970 million in dameges are without merit. Although the
Statement of Clam provides no information concerning how this amount was calcul ated,
Methanex gated, in public announcements accompanying thefiling of its dam, that the amount
was broadly based on the long dedline in its share price.
167. Methanex'sdam of loss based on adeclinein its share price is without support. The

finandd markets effectivey shrugged at the announcements of the Bill and the Executive Order:
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neither announcement provoked the sudden surge in trading volume and subgtantia changein

share price that mark an event that materidly affects market vauation of equity shares. The
long-term decline in Methanex’ s share price reflected overcapacity in the methanol industry and
other factors, not the measures complained of here,

168. Methanex'sdam of loss based on the dedine in the globd price of methanal issamilarly
without merit. The globd price of methanol remained rdatively low until recently because of the
congruction of anumber of new, low-cog plantsin acydica industry in which cgpacity dready
exceeded demand — not because of the Cdifornia messures & issue here. Indeed, Methanex's
suggestion to the contrary is belied by the fact that the globa price of methanal hasincreased
ubgtantialy since the announcement of the Executive Order in March 1999,

169. Theother losses damed by Methanex are not admissble under the principles of
internationd law that inform the interpretation of Chapter 11. Thereisno recognized property
right to a“ cusomer base” a“market for methanal in Cdiforniaand esawhere,” or any pecific
rate of “return . . . on capital invesments”  Injuries to such non-exigent “rights’ cannot form
the bags of a Chapter 11 daim. Nor isthe “good will” of abusiness a property right thet by
itsdlf is cgpable of being expropriated under cusomary internationd law.

170.  Andly, neither Methanex's Statement of Claim nor its Notice of Intent to Submit a
Clam to Arbitration provides any information concerning its vague damed loss “of asubgtantid
amount of itsinvestment in Methanex US and Fortier.” Thisdam, to the extent that it purports
to be based on aloss independent of those dready addressed, has been pleaded with
insufficient particularity to satisfy the requirements of Chapter 11 for acdam to be submitted to

abitration.
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171.  For the avoidance of doubt, the United States denies each and every dlegation of the

Statement of Claim not specificaly and unambiguoudy admitted in this Statement of Defense.

V. RELIEF SOUGHT
172.  For the foregoing reasons, the United States respectfully requests that this Tribund
render an award: (@) in favor of the United States and againgt Methanex, rgecting Methanex's
damsin thar entirety and with prgudice; and (b) pursuant to paragrgphs 1 and 2 of Article 40
of the UNCITRAL Arhitration Rules, ordering that Methanex bear the codts of this arbitration,
including the United States' cogts for legd representation and assstance.
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