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PREFACE

This volume is the product of the work of the International Law Association’s Committee on the International Law on Foreign Investment. Its aim is to provide a representative overview of the most significant issues that arise in the field. The Committee first designed an outline of topics attempting to cover the various areas of international investment law as comprehensively as possible. These topics were then assigned to individual Committee members. Although each chapter is primarily the author’s responsibility the volume as a whole is very much a joint effort of the Committee. More than one third of the contributions were written jointly by two authors. (In some cases non-members of the Committee were invited to act as coauthors). Each paper was assigned to one or more readers who provided comments and suggestions on early drafts. Most papers were discussed at Committee meetings leading to further revisions by authors.

Not surprisingly, the overall concept underwent revisions as the project developed. The final product offers thirty-one contributions in three major sections. These three sections address: (a) fundamental issues arising out of the nature, structure, sources and definitions of international investment law (including policy and objectives, applicable law and links to other areas of international law and international trade regulation); (b) substantive issues such as admission, standards of treatment, expropriation, taxation, most-favoured-nation (MFN), emergencies, insurance, corruption and corporate social responsibility; and (c) procedural issues mainly concerning the process of investor-state arbitration.

Unlike international trade, foreign investments typically involve a longer term presence and exposure to influences and interferences by the host state’s authorities. The corresponding need for security has led to an elaborate system of protection that is contained in multilateral and bilateral treaties, in customary international law, in domestic statutes and in contracts between states and foreign investors. The case law of arbitral tribunals has also contributed substantially to the development of the law in this field.

Investors and host states share a mutual interest in this legal framework. The investor looks for the stability and certainty that will permit rational business planning and will protect the investment, once made, from adverse interferences of a political nature. Host states, eager to attract investments seek to project an image of security and predictability. As an arbitral tribunal once put it: ‘to protect investments is to protect the general interest of development and of developing countries.’1 The host state’s advantages from international investment law are not merely economic. Standards of due process and good governance required for foreign investment may spill over into domestic law and may set new standards also for the domestic legal system. In addition, settlement of disputes through investor-state arbitration is likely to improve the political climate between the states concerned. It averts diplomatic protection by states on behalf of their nationals, a source of frequent friction between states in the past.

The traditional dichotomy between industrialised countries as home states of investors and developing countries as host states of investments has been overtaken by developments. This is demonstrated by the growing number of bilateral investment treaties between developing countries. More and more countries are becoming aware of their dual role as recipients of foreign investments and as home countries of investors acting abroad. Thus the recent treaty practice of the United States shows signs of a shift toward positions protecting its interest as a recipient of foreign investments. In turn, the PR China has changed its treaty practice towards a more effective protection of its investors abroad. Therefore, the once clearly competing interests of different states are converging.

What this means for the future development of international investment law is not entirely clear. While the number of treaties is growing apace, there are also increasing voices of criticism that point to the unbalanced nature of first generation agreements. These criticisms arise on two main levels. First, it is only the host country that carries binding obligations towards investors under existing treaties. There is no reciprocal requirement for the investor to carry responsibilities. Nor is the home country required to act in any particular way. Thus the existing regime is seen by some as privileging investors over host countries. Secondly, international investment arbitration has been criticised for being non-transparent, inconsistent, unreliable and unpredictable, often leading to very large awards against host countries that may be developing or transitional countries barely able to afford such financial burdens. In addition the legitimacy of an internationalised system of dispute settlement has been questioned by reason of its carrying significant powers of review of national administrative action, but which is not subject to full systems of accountability and appeal, as is the case with a system of judicial tribunals. Both of these criticisms are addressed throughout the volume, though, as will be apparent, different authors have taken different positions on them. In this, the volume reflects the ongoing debates about the direction and evolution of the system of international investment law, as well as providing guidance upon some of the more technical substantive and procedural legal issues currently before arbitral tribunals.

The editors are indebted to John Louth of Oxford University Press who has given invaluable support to this project. Special thanks go to Borzu Sabahi who has prepared the bibliographies and table of cases.
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PART I
FUNDAMENTAL ISSUES




CHAPTER 1
POLICY ISSUES*

PETER MUCHLINSKI

(1) The Principal Actors

(2) Ideological Factors

(3) Technical Issues

(a) Sources and Institutional Factors

(b) Development of Substantive Standards

(i) ‘Core’ Issues Concerning Investor/Investment Protection

(ii) The Development Dimension

(iii) Corporate Social Responsibility

(iv) Home Country Measures

(c) Enforcement and Dispute Settlement

(i) International Investment Law and National Law

(ii) Dispute Settlement

Concluding Remarks

THERE can be no understanding of law, whether national or international, without a prior understanding of the policy issues that it seeks to deal with. In these circumstances, it is essential that the study of the international law relating to foreign investment is placed in its proper policy and political context. This is all the more necessary, given the long history of dispute over applicable rules and standards in this field. It is not proposed, nor is it necessary, to go over that history here. It has been done elsewhere.1 For present purposes, it is enough to point out that the regulation of relations between states and foreign investors may be said to have begun with the development, by the major powers, of international norms relating to the treatment of aliens and their property, including expropriation, in the first half of the 20th century. In addition, it should be noted that there have always been challenges to such norms, in particular, from socialist states, which opposed norms based on notions of private property, and newly independent post-colonial states, especially during the period of African and Asian de-colonization after World War II. This culminated, in the mid-1970s, with the adoption of UN Resolutions calling for the establishment of a New International Economic Order (NIEO), with its emphasis on sovereign rights to regulate and control foreign investors and their investments, and on the recognition of permanent national sovereignty over natural wealth and resources.

More recently, such sovereignty-oriented challenges appear to have been mitigated and replaced by an acceptance of international standards of treatment, at least as treaty-based standards. This can be explained by a number of factors: first, the demise of the Socialist Bloc, which brought to an end the Cold War, with its attendant clash of ideologies and alliances, and which gave rise to the process of transition to market-based economies in the states of the former Soviet Union and Central and Eastern Europe; secondly, the effects of the debt crisis of the early 1980s upon the availability of public and private sector loan capital, which rendered foreign direct investment (FDI) the major source of capital especially in developing countries;2 thirdly, the increased acceptance by governments, through the 1980s and 1990s, of market-based approaches to economic development, in both developed and developing countries, resulting in the processes of liberalization, privatization, and gradual deregulation of national economies.3 This last factor may be said to arise directly out of the underlying process of economic globalization that is being driven by increased transnational economic integration though the growth of transnational production chains dominated by multinational enterprises (MNEs, also referred to as transnational corporations or TNCs in UN parlance) or through interlinked alliances of free-standing firms.4 To be successful, such modes of production will require large areas of economic and regulatory uniformity across national boundaries. Hence it may be said that economic globalization contains a built-in ‘bias’ in favour of liberalized national economic policies and pro-investor approaches to international business regulation. It may also require limits upon the sovereign right of states to regulate, as they please, economic activity within their borders.

Against this, albeit brief, sketch of how we have arrived in the present phase of international legal concern over foreign investment, the remainder of this chapter will delve further into the details of the policy environment within which contemporary norms are evolving. This will be done, first, by considering the principal actors in the FDI process and their policy priorities: MNEs, home, and host states. To these may now be added non-governmental organizations (NGOs), as the apparent voices of so-called ‘civil society’,5 and intergovernmental organizations (IGOs) as possible locations for the further development of international standards and procedures. Secondly, the current ideological background to international foreign investment law needs to be more closely examined. In particular the above-mentioned ‘bias’ must be considered in more depth so that it may be properly understood, and in addition, it must be examined against the background of the influence, upon international law, of other evolving non-economic standards such as human rights, the right to development, and environmental and labour standards. To these should be added the established and more recent calls for greater international corporate social responsibility emanating from NGOs, IGOs, and industry groups themselves. Thirdly, and in the light of the preceding background factors, the more technical aspects of international investment law will be analysed from a policy perspective. Here three main issue areas arise: how the sources of international investment law may be influenced by policy factors; what types of substantive standards will evolve and to whom they will be addressed; and how are standards to be enforced and disputes resolved?

(1) THE PRINCIPAL ACTORS

The earliest international legal rules concerning foreign investors and investment assumed a tripartite set of actors: the home state, the host state and the investor, of whom only the first two had legal standing. This situation arises out of the fact that states have traditionally been seen as the principal subjects of international law. Typically, legal issues arising out of the treatment of a foreign investment would be dealt with as instances of diplomatic protection, whereby the home state of the investor would make direct representations to the host state, without the active participation of the investor, whose property and/or rights were alleged to have been infringed by the host. In this process the investor, as a non-state actor, would not be recognized as a subject of international law. Yet its claim could be taken up by the protecting state, the home state of the investor. This would take the form of an international claim for compensation, to which the claim of the investor would be assimilated, on the grounds that, by its actions towards the foreign investor, the host state had committed a breach of international law against the home state. This would be subject to the proviso that the domestic remedies rule had been exhausted, and that the investor did in fact possess the nationality of the home state.6

While this situation still represents the formal limits, ratione personae, of international law it does not fully explain recent developments in the field of foreign investment. It is not suggested here that investors, whether natural or legal persons, are acquiring international legal personality.7 Rather, as the protection of investors and their investments has become an established goal of many capital-importing states, they have been prepared to accept the obligation, in international law, to observe certain standards of treatment and, in most cases, to provide for the effective implementation of such obligations through the extension of direct treaty-based dispute settlement rights to investors, allowing them to use international dispute settlement procedures against the host state and/or its agents and entities.8 Thus investors, be they natural or legal persons, enjoy a measure of international locus standi before international tribunals in relation to investor protection obligations in investment agreements. However, the nature of the host state’s obligation remains somewhat ambiguous. It may be seen as a classical international obligation, owed in principle to the home state of the investor as a contracting party to the investment agreement. On the other hand, it may be said that, by agreement with the home state, diplomatic protection is replaced by investor-held rights of action against the host state. Such rights are new and independent of any rights held by the investor’s home state under the International Investment Agreement (IIA). The national state of the investor has no residual interest in these new rights and obligations.9 This is in line with developments in other areas of international law, notably the law of human rights, where the individual may be granted treaty-based rights of action against the state.

In addition, investor rights, both substantive and procedural, will not only be contained in treaties but also in investor–state agreements. These agreements will form the legal ‘constitution’ of the investment project and will determine the respective functions, contributions, and operational duties of the investor and the host state and/or its agents. Such agreements, referred to as state contracts, are governed by their proper law, usually the law of the host country, but will also give rise to obligations rooted in international law, regarding the treatment of the investor.10

The role of investors as actors in international investment law cannot be confined simply to the making of legal claims. The major investors, in particular MNEs, are at the heart of legal developments in this field, even if they are not formally its subjects. Their role as a special interest group that seeks to influence the development of the law in a manner conducive to the furtherance of investor interests cannot be ignored. There is little doubt that MNEs lobby governments and IGOs to ensure that normative development is business friendly.11 How successful they may be is another issue, as the case of the failure of the Multilaternal Agreement on Investment (MAI), or of the adoption of investment rules in the World Trade Organization (WTO), may suggest. Nonetheless, it is not possible to see the development of this area without taking account of the role of these important actors as a formative influence in the law. In addition, given the increased calls for the extension of legally binding international standards of corporate social responsibility, MNEs may become subject to new duties under international instruments. The legal nature of such instruments will be further discussed below. However, even where such instruments are nonbinding they help to create a climate in which binding obligations may follow.

In addition to investors, other non-state actors need to be considered. In particular, NGOs that seek to influence the development of rules and procedures in this area must be taken into account. While the activities of such organizations are, perhaps, best known to lawyers in the field of human rights protection,12 NGOs have been increasingly active in the field of international business regulation. With the growth of economic globalization, the activities of such bodies, whether as critics and monitors of corporate excesses, or as advocates of further economic liberalization and facilitation for business interests, can be expected to grow. Indeed, in a global economic system where the transnational integration of business activities has forged ahead of regulatory developments that can effectively control the market in the public interest, the opportunities for informal action by so-called ‘civil society’ are considerable. It may be said that NGOs are filling a gap in regulatory order by placing certain issues on the political agenda, and contesting the very future of that regulatory order by their actions.

In addition to states and non-state actors, the IGOs comprise a further set of influential participants in the development of international investment law and policy. IGOs are organized around the constitutive instrument establishing the organization to which the member states have consented. They have an existence rooted in the sovereign acts of states, but they exist over and outside those states. Equally, each IGO creates a legal sub-system based on its constituent instrument, which, in turn, will also be governed by a sub-system of public international law, the law of international institutions.13 Furthermore, an IGO may have a quasi-legislative power to develop substantive international rules and procedures governing its substantive field of activity. This specialized legal order may be said to constitute a tool for the pragmatic development of responses to the regulation of the phenomena of globalization.14 That this power has been used in relation to the development of norms of international investment law cannot be doubted, notwithstanding the history of frequent failure in relation to the adoption of international rules in this area. In particular the contributions of the Organization for Economic Cooperation and Development (OECD),15 the International Labour Organization (ILO),16 the UN Sub-commission on Human Rights,17 and United Nations Conference on Trade and Development (UNCTAD)18 should be taken into account as regards standard setting and research in this area, while the World Bank has, through the International Centre for Settlement of Investment Disputes (ICSID), established the leading investor–state dispute settlement body, which is handling an increased case-load19 that has an increasingly significant influence on the development of norms in this area.20 In addition the World Bank’s Multilateral Investment Guarantee Agency (MIGA) has contributed to the creation of investment opportunities in developing countries by offering a specific, development-oriented, investment insurance system that complements existing national investment insurance schemes.21 The range of organizations now involved in the foreign investment field points to a need for greater coordination and cooperation in order to further a more holistic approach to the regulation of foreign investment.22 Furthermore, it will be necessary to ensure that there is proper coordination between international obligations in investment agreements and non-investment obligations arising out of other international treaties and legal standards.23

Finally, this section needs to consider more fully the role of home states as actors in international investment law. To date, home states have not been the subjects of any direct international obligations, in relation to investment abroad, undertaken by their nationals. However, it is arguable that these countries ought to accept certain new obligations, so as to make the balance of rights and duties between the three main participants in the investment relationship more balanced. As noted above, the bulk of international obligations have hitherto fallen upon host states. By contrast, investors and home states have few, if any, international obligations. It has already been shown that increasing attention is being paid to the duties of investors towards the countries in which they invest. Equally, it is possible to expect home states to undertake certain responsibilities. In particular, given that the majority of home states are developed, while many host states are developing or less developed, it may be valuable, as a stimulus for investment, to extend certain duties on home states to facilitate outward investment to developing countries, such as the provision of incentives or the encouragement of technology transfer.24 In addition, the home states’ legal and regulatory system might be used to ensure that MNEs based there conform to certain standards of good corporate citizenship through the sanction of home country laws and regulations, and through the provision of legal redress for claimants from outside the home country who are in dispute with the parent company for the acts of its overseas subsidiaries.25

(2) IDEOLOGICAL FACTORS

The central issues surrounding the evolution of international legal policy on foreign investment cannot be understood without at least a preliminary route-map displaying the main ideological perspectives that help to form the debate in this field. In the introduction, a ‘bias’ in favour of a liberal regime for FDI was mentioned. This will be examined first, followed by a review of alternative positions. Throughout it must be remembered that an international legal order cannot display the same level of policy consensus that a more localized order may be capable of achieving. The degree of variation between the economic and social positions of the many countries that participate in this order will inevitably lead to compromise over strongly held policy positions, unless the system is to descend into hegemony and the forcible domination of any particular world view. Such a coercive perspective is not impossible, of course, and the history of international business regulation is as much a history of force as it is of moderation.26 However, if international investment law is to be a system based on a genuine respect for norms and rules it must command a degree of consensus. This will be impossible to achieve without a measure of compromise over strongly held positions.

Against this background, why should it be said that the current approach to norm formation may be ‘biased’ towards a liberal approach to FDI regulation and towards an emphasis on protection of investors and their investments? The main answer lies in the dominant forms of production that an increasingly integrated global economy creates.27 Specifically, the activities of MNEs are said to give rise to the emergence of what Peter Dicken calls a ‘new geo-economy’, characterized by changes in the geographical distribution of economic activity away from relatively self-contained national economies towards globally integrated cross-national production and distribution chains organized by MNEs.28 Such economic changes leading to increased cross-border economic integration are said to be qualitatively different from earlier stages of international economic activity.29 Thus a distinction is to be made between internationalization—the process of increasing economic activity across national borders, which has been going on for centuries—and true globalization which involves not only an increase in such activities but their transformation into systems of integrated global economic activity, in the way described by Dicken above. The rise of global corporations, in effect, creates new vehicles for the global integration of trade and production.30 The major policy implication of this development is the need for a regulatory order that allows for untrammelled productive integration to take place. Hence the so-called ‘bias’ towards liberal economic policies and investor protection that, together, will stimulate increased cross-border investment flows and allow for deeper integration. Such integration, it is said, will allow for the further growth of the global economy and will ensure the increased participation within that economy of developing as well as developed countries.31

This approach is open to challenge. First, the significance of global patterns of economic integration has been doubted by research showing that MNEs remain highly embedded in national economic and regulatory systems and that few corporations can be seen as truly ‘global’.32 Secondly, it concentrates exclusively on economic factors, ignoring the implications of certain sociological effects of increased global integration. Here the emphasis is on greater cultural interchange and on the development of global social phenomena such as global consumption patterns, transnational class formation, and what can be termed the global/local cultural paradox,33 as well as upon the economic manifestations of globalization.34 This perspective therefore adds a more comprehensive set of issues to be examined as evidence of globalization and as subject-matter for transnational legal processes. Furthermore, it raises the question whether we are creating some kind of global ethical system, possibly based on respect for fundamental human rights, which can be seen as a constitutional dimension of globalization, an issue that, as will be seen below, plays an increasingly important part in the substantive legal discussion of international investment law.

In the light of the foregoing, it is clear that while there are significant indicators that a process of increasing global economic integration is under way, how wide and how far it develops is unclear and open to speculation. In the light of such uncertainty, it is perhaps not surprising that the debate surrounding the term globalization has acquired an ideological content. The parameters of the debate on globalization have distinct echoes in the debate over the content and future direction of international investment law. Held et al have identified three major positions in the globalization debate:35 first, the ‘hyperglobalists’ who stress the displacement of national economies by transnational production, trade, and financial networks, operating in an increasingly liberal global market order;36 secondly the ‘sceptics’ who doubt whether the economic evidence shows any real increase in international economic activity as compared with the period up to 1914, or that production chains are as global as some have asserted,37 and, thirdly, the ‘transformationalists’ who see the levels of transnational economic integration as unprecedented, and who feel that globalization is giving rise to a fundamental restructuring of power in a world where there is no longer a clear distinction between local, national, or international affairs. However, they do not share the ‘hyperglobalist’ view that this is leading inexorably towards a global free market. A further distinction should be drawn between those who see globalization as a real phenomenon, whether they agree with the ‘hyperglobalist’ faith in global free markets or not (as in the case of the so called ‘anti-globalisation’ movement38)—the ‘globalists’—and those who deny the reality of globalization—the ‘anti-globalists’.39 Views belonging to the latter group can range from the above-mentioned ‘sceptics’, who assert that globalization is a myth generated to support neo-liberal policies, aimed at the deregulation of trade, investment, and financial flows, to outright nationalists, or religious fundamentalists, who reject the very notion of an integrating global economy as ‘a good thing’.40

From this brief review of positions on globalization, the major strands in the debate on foreign investment law can be identified. Thus a ‘hyperglobalist’ perspective can be seen among those who favour the full liberalization of investment barriers, leading to a more open and competitive global market for FDI, and the application of state-of-the-art protection for investors in IIAs. Such a perspective may be said to have informed the general development of FDI policy on the part of the NAFTA countries, in both their regional and bilateral dealings over FDI, and the policy preferences of MNEs. On the other hand, a ‘sceptical’ position is taken by those who remain to be convinced that full liberalization is necessary, and who wish to retain a high degree of state discretion in IIAs. It may be said that a number of leading developing countries take such a position, as is evidenced by discussions in the WTO Working Group on Trade and Investment, and by the opposition, on the part of such countries, to the commencement of negotiations over investment issues at Cancun in 2003.41 In addition some, but by no means all, civil society groups and NGOs that are concerned about the adverse effects of economic globalization may follow this position.

A middle way between these positions may be said to be emerging from the work of UNCTAD. This may be said to have elements of a ‘transformationalist’ perspective, in that the reality of globalization is accepted and the need for some fundamental reconsideration of its regulatory consequences is required. In relation to investment issues, the fundamental starting point is an acceptance that FDI is, in general, beneficial to national economies, including those of developing countries.42 Thus, on the whole, a policy of liberalization and protection of investors can be welcomed and appropriate obligations in IIAs can be undertaken. On the other hand, such an approach may have to be mitigated in IIAs to allow for the preservation of ‘national policy space’ in the development of national economic policy, and the ‘right to regulate’ economic activity within national borders.43 This is especially the case for developing countries that may have greater difficulties than developed countries in opening up their economies to the full force of global competition.

According to UNCTAD, in order to reap the full benefits from FDI, the developing host country may need to supplement an open approach to inward investment with further policies. In particular, it may need positive measures to increase the contribution of foreign affiliates to the host country through mandatory measures such as, for example, performance requirements and through the encouragement of desired action by affiliates through, for example, incentives to transfer technology and to create local R&D capacity. Such policy measures entail a degree of regulation. This may involve some measure of intervention in the freedom of action of the foreign investor and controls over the manner in which the investment can evolve. In this, the host country may encounter an inconsistency between its desired policy goals, as enacted through regulatory measures, and the obligations to protect investors and their investments under the terms of the IIA. From a development perspective this requires a balance to be struck between the legitimate interests of investors to enjoy their investments in a settled, transparent, and predictable investment policy environment and the legitimate interests of the host country to pursue its development goals. This can be achieved through recognition of the need, in an IIA, to preserve a degree of national policy space for the host country and for an acceptance of a ‘right to regulate’ for legitimate policy purposes alongside the host country’s commitments to protect investors and their investments.

In addition, an IIA should display a commitment to flexibility for development. In this context, flexibility denotes:

an instrument’s ability to serve, and to be adapted to, several differing uses and functions. The flexibility considered here relates to a particular set of objectives, those that concern the promotion of the development of developing countries parties to IIAs, without losing sight of the need for stability, predictability and transparency for investors. More specifically, the function of flexibility is to adapt IIAs to the particular conditions prevailing in developing countries and to the realities of the economic asymmetries between those countries and developed countries, which act as home to most TNCs.44

Flexibility in IIAs can be approached from four main angles.45 First, IIAs may include preambular statements or general principles referring broadly to development as an overall objective, outlining specific development objectives or introducing the concept of flexibility. Secondly, a degree of special and differential treatment for developing country parties to the agreement may be required, as through different rights and obligations related to the level of development, the limitation of obligations, or the use of separate instruments for certain obligations. Thirdly, substantive provisions can be drafted in a manner that allows for the recognition of special considerations for developing countries. Parties to a treaty can, for example, use a definition of investment protected by the agreement that allows for greater control over certain types of investment by excluding these from the definition or the use of exclusions from non-discrimination provisions, carve out a right to regulate in an expropriation provision, or take a reservation to dispute settlement provisions. Finally, the application of an IIA may allow for variations in the normative force of certain obligations and for the introduction of mechanisms through which development concerns can be articulated, such as intergovernmental commissions and interpretative mechanisms.

The above classification of major approaches to the field of international foreign investment law is no more than a guide. Inevitably practice will not conform in pure terms to any particular perspective. Indeed, even the USA and Canada are concerned, in the light of their experiences of litigation under NAFTA, not to allow too much freedom for investors to bring claims that may undermine vital national policy goals. As the work of UNCTAD suggests, the challenge is to develop the law in a manner that ensures the fullest possible benefits from FDI while also allowing for the retention of a degree of national sovereignty in the development and application of economic policy. In addition, as emphasized by the so-called ‘anti-globalization’ movement, private corporations must be accountable for their activities, especially if these are central to the economic development of the communities in which they operate. Finally, it should also be borne in mind that governmental abuses of power which impact adversely on investors and their assets cannot be ignored. Indeed, the issue of ‘good governance’ is in itself a key question underlying the development of international investment law. Thus notions of judicial review of administrative action may well take on a stronger role in this field, as will be further discussed below in relation to enforcement and dispute settlement.

(3) TECHNICAL ISSUES

Against the foregoing background, this section of the chapter will now consider the more technical issues of international foreign investment law, dividing the discussion between sources and institutional factors, the development of substantive standards and, finally, enforcement and dispute settlement.

(a) Sources and Institutional Factors

The development of this area of international law is significantly influenced by issues pertaining to the sources of international law and of the institutional factors that influence this question. From an historical perspective, it is fair to say that the persistent disagreement between states over the precise form and content of customary law standards relating to the treatment of aliens and their property has ensured that the major source of norms in this field will be found in international treaties and other forms of binding and non-binding instrument. Some international legal publicists have argued that the extensive, and growing, system of II As at the bilateral and regional levels has reinforced the normative significance of traditional international legal standards for protection of aliens and their property, and has undermined the call for increased national sovereignty over foreign investors contained, for example, in UN Declarations establishing the New International Economic Order (NIEO).46 Though compelling, this view has itself been subjected to strong criticism, not least because such treaties are the outcome of individual bargaining relationships that cannot act as a source of general legal obligation and there exist too many variations between treaty provisions to show evidence of consensus over the content of the relevant standards.47 Bilateral Investment Treaties (BITs), the most numerous type of IIA, can be said to constitute a special juridical regime designed to restate, in treaty form, international minimum standards of treatment of foreign investors as accepted by the capital-exporting states, and to merge these with established, treaty-based, standards of commercial conduct that do not possess the character of customary international law, despite their widespread usage over many centuries, notably, the most-favoured-nation (MFN) standard and the national treatment standard. The result is an integrated system of norms for the delocalized regulation of a bilateral investment relationship between a developed capital-exporting state and a less developed capital-importing state, in a manner conducive to efficient capital accumulation by investors from the capital-exporting state.48 On the other hand, it could be argued that the increased use of BITs between developing countries themselves49 shows that they have an impact upon the legal regime now favoured by the traditional opponents of binding international minimum standards of treatment. Perhaps the key question is what might be gained by elevating treaty-based standards to customary law. In effect, it would bind all countries to what may remain contested international minimum standards of treatment, regardless of whether such countries have signed IIAs. This would prevent freedom of choice for countries as to the extent and nature of their commitments in relation to foreign investment law. Given the widespread application of otherwise contested standards as treaty-based obligations, it would appear unnecessary to do so and, in this very sensitive policy area, it could produce an unfavourable political response, retarding economic integration and development. In this connection it can be noted that the NAFTA Free Trade Commission’s Interpretation of July 2001 on NAFTA 1105 (as well as recent US and Canadian BITs, and Free Trade Agreements entered into by these countries and also Mexico) attempt to reduce the most important standard of treatment, fair and equitable treatment, to the international minimum standard under customary international law.50

A further area of concern under this heading is the precise legal status of the instruments from which international investment law may be said to emanate. In the first place, it is not entirely clear how many of the IIAs that have been signed are actually ratified and legally binding. The answer to this question may be central to resolving the issue of whether these agreements show a sufficient consensus to be treated as evidence of customary law. Secondly, many instruments that are commonly referred to as sources of international investment law standards are non-binding, such as, for example, industry codes or the OECD Guidelines for Multinational Enterprises. Thus the field contains not only ‘hard’ but ‘soft law’ sources. As a rough guide, it can be said that ‘soft’ law standards are more common at the level of corporate, industry, NGO or IGO activity, particularly in relation to corporate social responsibility issues, while ‘hard’ law standards tend to prevail in IIA practice. This does not, however, lead to the conclusion that these different levels of legal force cannot have significant and, indeed, complementary effects on the development of this field of international law and of corporate responsibility standards in particular. Indeed, the balanced development of substantive standards in this area may depend on such a process.

‘Soft’ law standards are based essentially on moral force, in that the major method of enforcement is through the shame of non-adherence.51 At the international level ‘soft law’ can ‘harden’ into positive law, where it is seen as evidence of emergent new standards of customary international law. For these purposes the origin of the legal principle in a ‘soft law’ instrument, such as a voluntary code of conduct or a non-binding resolution of an international organization, is of little consequence if a consensus develops that the principle in question should be viewed as an obligatory standard by reason of subsequent practice.52 Given that many of the most important international expressions of welfare values tend to be in such form53 the ‘hardening process’ may be of especial importance here. On the other hand, it should not be forgotten that even in ‘hard law’ agreements, provisions concerning controversial social issues have been put into very general, and probably meaningless, hortatory language, simply to show that something has been done, when there is little intent to give these provisions any real legal effect.54 To dismiss voluntary sources of international standards as irrelevant seems to fail to appreciate how formal rules and principles of law emerge. The very fact that an increasing number of non-binding codes are being drafted and adopted in this area suggests a growing interest among important groups and organizations—corporations, industry associations, NGOs, governments, and IGOs—and is leading to the establishment of a rich set of sources from which new binding standards can emerge. No doubt this process can be and is being, criticized as one in which corporate interests are trying to capture the agenda through code making. It is fair to say that non-business NGOs are attempting the same with their codes. The real issue is when and how will all this ‘codification’ turn into detailed legal standards that can act as fully binding benchmarks for the control of unacceptable lapses in corporate conduct at the international level. That is, as noted above, an issue of ideological contest, but one which seems to be veering slowly towards an acceptance of some kind of articulated set of minimum international standards for corporate social responsibility as a trade-off for greater corporate freedom in the market.55

(b) Development of Substantive Standards

This sub-section will consider some of the major policy issues surrounding the development of substantive standards in international investment law.56 Four areas of concern will be highlighted: first, the ‘core issues’, concerning the protection of investors and their investments; secondly, the role of economic development-related measures that involve explicit development policy implications; thirdly, corporate social responsibility issues; and finally, home country measures and obligations.

(i) ‘Core’ Issues Concerning Investor/Investment Protection

Among the core issues in this area are scope and definition, admission and establishment, standards of treatment, including fair and equitable treatment and nondiscrimination, taking of property, and transparency. Each issue will be considered in the light of the need to balance the protection of investors and their assets with the right of the host country to regulate investors and investments and to develop national economic policy. Development considerations are also highlighted as a significant negotiating issue in the international arena.

Scope and Definition

II As usually commence with a provision that defines the ‘investments’ of the contracting parties which are covered by the treaty.57 More recent agreements tend to favour broad, asset-based, definitions that include not only physical assets, equity and choses in action but also intellectual property rights and contractual concessions.58 The aim is to ensure sufficient flexibility to encompass not only equity but non-equity investments, and to allow for the evolution of new forms of investment between the parties. Furthermore, the notion of direct investment is not taken as the starting point. In place of such definitions, some agreements contain an enterprise-based definition focusing on ‘the business enterprise’ or the ‘controlling interests in a business enterprise’,59 while other agreements take a ‘transaction based’ definition. For example the OECD Code of Liberalization of Capital Movements does not define ‘investment’ or ‘capital’ as such but contains a list of covered transactions in Annex A, including direct investment.60 The definition of ‘investment’ may be limited. Thus some agreements exclude portfolio investment,61 on the ground that it is less stable than direct investment and so should not be given equal protection, or limit protection to investments permitted under the law of the host country, a formulation common in Chinese and ASEAN agreements,62 or investments of a certain size or in specific sectors.63

Admission, the Right of Establishment, and the Right to Control Entry

The first point of contact between national FDI policy and foreign investment by MNEs and other investors arises at the border when such investors and their investments seek to enter the host country. Here there exists a policy choice regarding the degree of regulation or openness that the host country might adopt in relation to the admission, establishment, and control of FDI. Under international law, a state has an absolute right to control the admission and establishment of aliens, including foreign investors, on its territory. This right can be qualified through the unilateral action of the host country and/or through international agreement with other countries.64 Thus a state has a free choice as to the degree of open admission and the extent of rights of establishment it sees fit to offer to foreign investors.

Equally, a state is free to regulate the entry and establishment of FDI through forms of conditional entry. The economic rationale for granting open admission and rights of establishment is to allow for the efficient allocation of productive resources across countries, through the avoidance of market-distorting policy controls that may serve to discriminate between foreign and domestic investors and/or investors from different home countries.65 On the other hand, controls over entry and establishment, or conditional entry based on specific requirements that must be observed by the foreign investor, may be motivated by a need to preserve national economic policy goals, national security, public health and safety, public morals, and other essential public policy goals such as environmental or consumer protection. Indeed, some developing countries may wish to retain a degree of control over the admission and establishment of FDI on their territory. This can be explained by a reluctance to open up their domestic markets to potentially damaging penetration on the part of economically dominant foreign firms by reason of an overbroad right of unconditional entry, or as a result of an excessively speedy process of admission that does not allow sufficient time to analyse the potential economic (and possibly social) advantages and disadvantages of the investment in question.66 However, such motives may also be used to justify what are little more than measures designed to insulate inefficient or monopolistic national industries from competition at the cost of consumer welfare and productive efficiency. Thus national policy on FDI may be used for protectionist purposes that may not be in the long-term interests of national economic development.

The future role of provisions concerning admission, establishment and the right to control entry lies at the heart of development concerns as they arise in international investment negotiations. Indeed, this issue has already caused controversy among developed countries during the negotiations for the Multilateral Agreement on Investment (MAI).67 More recently, the issue was discussed in the WTO Working Group on Trade and Investment, where the possible use of a GATS-type ‘positive list’ approach to pre-establishment issues has focused attention on the precise architecture that any future investment rules pertaining to this area should adopt.68 Some developing and developed countries, including the EU, expressed their support for this approach while some developed countries suggested that a combined national and most-favoured treatment approach with ‘negative lists’ of exceptions should be preferred. At Cancun, concern over this question was among the major reasons why developing countries decided to oppose the commencement of negotiations in this area as part of the Doha Round.69

Other significant questions in this area concern the scope, speed and nature of liberalizing provisions. Thus, as suggested by the GATS (General Agreement on Trade in Service) approach, the range of sectors or industries to be liberalized can be addressed, the speed of liberalization can be controlled by transitional provisions that offer specifically agreed lead times for the process to take full effect, and the binding or non-binding nature of commitments towards liberalization of entry and establishment provisions can be considered, for example, by using a ‘best endeavours’ clause that does not commit to a legally binding policy change but allows for a gradual change of attitude without the possibility of creating binding legal rights for investors. Finally, the scope of restrictions on entry and establishment rights may need to be considered further. A particular new issue here may arise in relation to environmental restrictions related to entry, such as, for example, a requirement for an environmental impact assessment of the proposed investment resulting in environmental performance requirements being imposed as a condition of entry.

Standards of Treatment: Non-discrimination, Fair and Equitable Treatment, and Full Protection and Security

The principle of non-discrimination is a core standard of protection for investors and their investments in IIAs. It consists of two main elements: the Most-Favoured-Nation (MFN) standard, which ensures that investors and investments from one country are treated in the same, or no less favourable, manner than like investors/investments from other countries,70 and the national treatment standard, which ensures that investors and investments from outside the host country are treated in the same, or no less favourable, manner than like investors/investments from inside the host country.71 Thus the non-discrimination standard aims to ensure that all foreign investors and investments are guaranteed at least equality of competitive conditions with other foreign investors/investments and domestic investors/investments in like situations. In addition, where national FDI policy uses the ‘no less favourable’ standard in the case of national treatment, it is possible to ensure better competitive conditions for foreign as compared to domestic investors. As regards the MFN standard this formulation may permit more favourable treatment for investors/investments from certain countries, though this is usually achieved by special preferences that have been introduced as an exception to MFN. The principle of non-discrimination may also be enhanced as an aspect of the general standard of fair and equitable treatment, which can be distinguished from MFN and national treatment on the basis that it is an unconditional standard, while the latter are conditional on the existence of other investors/investments, whether foreign or domestic, that are in a like situation to the investor/investment that is protected by the relevant standard.72 It should be noted that many BITs contain separate provisions against arbitrary and/or discriminatory treatment.73

From a development perspective, the issue of non-discrimination is highly contentious, especially in relation to differential treatment between domestic and foreign investors, given that developing host countries may seek to protect the development of indigenous industrial production and service provision in the face of potentially negative competitive pressure from powerful foreign investors. In relation to the development implications of the non-discrimination standard, it is important to distinguish the kinds of measures that might be applied to MFN as opposed to national treatment, as they tend to create different degrees of policy sensitivity, especially as regards the scope, nature, and extent of exceptions to the standard concerned. Thus MFN is less likely to be the subject of exceptions than national treatment, reflecting the fact that host countries generally find it more difficult to treat foreign and domestic investors/investments equally than to provide for equal treatment among investors from different home countries.74 The most frequent exceptions to the MFN standard relate to international networks of obligations, such as those arising from bilateral tax treaties or membership of regional economic integration groupings, where a degree of preferential treatment for the investors and investments of the other contracting parties is usual. By contrast, national treatment may elicit more exceptions than MFN. These will include certain general exceptions based on national security or public health or morals (which may also apply to MFN treatment), subject-specific exceptions relating to certain fields that require reciprocity of treatment from home countries of investors, such as taxation or intellectual property, or which are excluded for reasons of national policy, such as incentives or public procurement, and industry-specific exceptions which exclude or limit the participation of foreign investors in certain types of activities of industries on the basis of national economic and social policy.75

The MFN and national treatment standards are essentially treaty-based standards. They are covered in most IIAs, principally in relation to the post-entry stage of investment, though the practice in North American bilateral and regional agreements extends these standards to the pre-entry stage as well. There, the approach is to provide for the protection of MFN and national treatment subject to general and country-specific exceptions as described earlier. Similarly, the GATS Agreement protects MFN on this ‘opt-out’ basis. On the other hand, in relation to national treatment, it provides for an ‘opt-in’ by way of an express commitment to extend national treatment to those sectors that a contracting party chooses to open up to full market access.76 As regards exceptions, virtually all regional and inter-regional IIAs contain general national security and public health/morals exceptions to the non-discrimination standard though BITs generally do not.77

The core, development-oriented, issue in this area concerns the extension of non-discrimination to the pre-entry stage of investment. As such it is intimately related to the issue of admission and the right of establishment. Other important, development-oriented issues for the future concern the range and extent of exceptions. Traditionally, in order to retain the maximum effective discretion for regulatory purposes, it has been considered that certain exceptions and qualifications are necessary to the non-discrimination standard. On the other hand, changes in the nature and structure of national markets, and in particular, their increasing integration into global chains of production and distribution puts into question whether high levels of discriminatory regulation are in fact desirable. Hence a balance needs to be sought out between necessary exceptions, based on overriding regulatory requirements, and overbroad ones that may serve to undermine the positive integrating effects of economic openness and may, indeed, be little more than protectionist devices for inefficient national industries and firms.

Moving to other important standards of treatment, currently the most important standard, from the perspective of investor protection, is the fair and equitable treatment standard.78 To date, arbitral case law has concentrated on the responsibilities of the host country in its conduct towards the investor. As a result, certain elements of an emergent standard of review of administrative action appear to be taking shape. This standard of review reflects contemporary approaches to good governance. Thus, Tribunals have noted that the original customary international law standard, with its emphasis on outrageous mistreatment of the alien, is no longer sufficient.79 Instead, the correct question is,

whether, at an international level and having regard to generally accepted standards of 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.80

In the light of this contemporary perspective, it is now reasonably well settled that the standard requires a particular approach to governance, on the part of the host country, that is encapsulated in the obligations to act in a consistent manner, free from ambiguity and in total transparency, without arbitrariness and in accordance with the principle of good faith.81 In addition, investors can expect due process in the handling of their claims82 and to have the host authorities act in a manner that is non-discriminatory and proportionate to the policy aims involved.83 These will include the need to observe the goal of creating favourable investment conditions and the observance of the legitimate commercial expectations of the investor.84 On the other hand, the standard is case specific and requires a flexible approach given that it offers a general point of departure in formulating an argument that the foreign investor has not been well treated by reason of discriminatory or other unfair measures that have been taken against its interests.85 Such case-specific flexibility may require an examination not only of governmental but also of investor conduct in a given case.

Such a consideration may be justified by reference to the issue of investment risk. Given the international character of foreign investment it may be said to carry a higher degree of risk than purely domestic investment. Indeed, foreign investment may be characterized as a prime example of high risk–high return investment. Even large multinational enterprises can experience a high level of risk in a host country that is unfamiliar to the firm. Such risk is exacerbated where the country in question is noted for political instability, corruption, and an inefficient system of administration. In these cases it may be especially important for the investor to be able to rely on international standards of treatment, and international systems of dispute settlement, to ensure the full security of its investment. On the other hand, in a market economy, a degree of independent judgment as to the scope of an investment risk will be expected of the investor. Not all investment risks can, or should, be protected against. This may prove inimical to the efficient functioning of a market economy, where the freedom of economic actors to make informed business judgments lies at the heart of the market mechanism. It is up to the firm to determine the risks and to develop an appropriate strategy to deal with them.86 Any assessment of regulatory fairness will need to be made in the light of this factor. Investor conduct should be considered not only because it may break the chain of causation between the governmental act and the loss to the investor, but as a matter of principle and duty, so as to balance out the emergent duties of the host country to act with proper regard to good regulatory practice.87

Most BITs and other IIAs contain clauses providing for the compensation of the investor for losses due to armed conflict or internal disorder. These do not establish an absolute right to compensation. Rather, they lay down that the investor shall be treated in accordance with the national treatment and/or MFN standard in the matter of compensation. The scope of the host country’s responsibility for such losses should be determined by reference to a ‘due diligence’ standard.88 As noted by the ICSID Tribunal in AMT v Zaire89 the host country is bound to observe an obligation of vigilance in protecting the property of the investor.90 This requires the host country to take measures to ensure the protection and security of the investments in question. An omission to do so can amount to a case of res ipsa loquitur. The fact that the host country may have also failed to protect the investments of investors from third states is irrelevant.91 As to the question of compensation, an interference with full protection and security is not a case of expropriation, but one of loss and damage to property. Thus the method of assessing compensation cannot be assimilated to that used in cases of expropriation. Accordingly, the actual loss, based on the actual market value of the damaged and lost property, taking into account the realities of the political and economic risks faced by the investor in the host country, is the proper approach.92

Taking of Property

The power of a government to take foreign-owned private property, either into state ownership through nationalization, or into new, usually local, private ownership through expropriation, has a long history. Indeed, major takings of foreign-owned property in the course of the twentieth century, particularly by socialist states, led to the development of certain rules of customary international law that aimed to control the conditions under which such a taking could be lawfully effected.93 These rules are not without controversy. In the past, certain countries have denied the legal validity of international rules in this area, asserting that only national law could determine the legality of a governmental taking of foreign-owned property. Nonetheless, in more recent years certain basic principles have been universally accepted and many countries will refer to these as the legal basis of their national laws and practices.94 They are as follows: the taking should be for a public purpose, it should be non-discriminatory, it should comply with rules of basic due process, and compensation should be payable in the event of a taking. On this last point there is no hard and fast agreement among states as to the appropriate level and method of calculating the compensation payable. Some countries favour a high level of state discretion in this matter, referring to principles of ‘appropriate’ or ‘just’ compensation and using a book value method of valuation, while others, mainly the major-capital exporting countries, favour a standard of ‘prompt, adequate and effective’ compensation based on actual market values of the property taken.95 Thus the principal regulatory issue in this area is whether, and how far, a national regime for the taking of foreign-owned property, whether located in general compulsory purchase laws, or in specific acts relating to particular firms or industries, conforms to basic international legal standards.

In recent years outright nationalizations and mass expropriations of foreignowned property have not been a significant national economic policy, whether in developed or developing countries, though their renewed use cannot be ruled out completely.96 Rather, the dominant trend has been towards privatization and deregulation of state-owned assets with foreign investors often being encouraged to buy those assets. On the other hand, increasing attention has been paid to the possibility of so-called ‘indirect expropriation’ whereby the property in question is subjected to governmental action that results in an, ‘effective loss of management, use or control, or a significant depreciation of the value of the assets of a foreign investor.’97 In other words, the value of the investment is undermined to such an extent by the governmental action as to deprive the investor of the reasonably expected benefits of the investment. This may be as a result of ‘creeping expropriation’, where the economic value of the investment is gradually neutralized by incremental regulatory interference in the investment that falls short of divesting the investor of its legal title in the investment, and of ‘regulatory takings’ which arise out of the exercise of policing powers of the state or from other measures such as those regulating the environment, health, morals, culture, or economy of the host country.98 Here the major problem is to distinguish between a legitimate exercise of governmental discretion that interferes with the enjoyment, or leads to the expropriation, of foreign-owned property and an illegitimate act of unlawful taking.

Recent US and Canadian Model BITs explain that non-discriminatory regulatory actions that are designed and applied to effectuate legitimate public welfare objectives, such as public health, safety, and the environment, do not constitute expropriations except in rare circumstances.99 The Canadian model adds that such rare circumstances will exist where ‘a measure or series of measures are so severe in the light of their purpose that they cannot be reasonably viewed as having been adopted and applied in good faith … ’100 Both Models add that, in determining whether a regulatory act has an effect equivalent to expropriation, the economic impact of the act (though the mere loss of economic value in itself does not show that the act is an indirect expropriation), the extent of interference with legitimate investment-backed expectations, and the character of the act are all of significance.

In addition, the issue of compensation is key to determining the legality or otherwise of a regulatory taking. It is well settled that any taking of property that is not accompanied by compensation will be unlawful, even if pursued under the general police power of the state (unless it is a taking authorized under lawful sanctions of confiscation). The compensation offered must reflect the actual loss to the investor. Therefore, it may be said that the state’s power to expropriate will be preserved, upon the payment of adequate and effective compensation, in cases where the deprivation of the use and enjoyment of the investor’s property is undertaken for a public purpose, under the authority of law and in a non-discriminatory manner. The measure of compensation will normally be based on the legitimate economic expectations of the investor, as determined in all the circumstances of the case, including the question whether the investment was in fact a profitable venture that had a real prospect of making the returns hoped for by the investor.

Provisions dealing with the taking of property can be expected to continue in future IIAs. Indeed, given the need to determine the proper balance between legitimate regulation and improper interference with private property rights through regulatory acts, such provisions appear to gain importance. They will be central to a fuller understanding, and legal expression, of the ‘right to regulate’ in the context of the development priorities of host countries. The attempt, in the US and Canadian BITs, to define what is meant by a regulatory taking testifies to this. In addition, the possibility that a taking might be justified by reason of necessity has been accepted in principle in the arbitral award of CMS Gas Transmission Co v Argentina.101 Another significant future issue is whether, and how far, IIAs should permit international review of takings by host country authorities: should these be subject to a prior requirement to exhaust domestic remedies or should international review be available as a matter of right? This matter is further discussed in relation to dispute settlement.

Transparency

The question of transparency is a relatively recent element to appear in international investment treaties. Indeed, most BITs do not refer to the issue at all. However, more recent agreements have made reference to it.102 Given this recent pedigree, the precise content of transparency provisions is not yet completely settled. On the other hand, certain key issue areas have emerged. These may be said to encompass: the identification of the addressees of the transparency obligation, the scope of the obligation, and, in particular, the extent of its ‘intrusiveness’, that is, the degree to which the obligation demands publicity and disclosure of the relevant information, the mechanisms of implementation, the timing of the required disclosure, and, finally, issues of safeguards and exceptions.103

As to the issue of addressees, the traditional focus of IIAs upon host country obligations may be said to be under challenge. In particular, there may be good grounds for expecting not only the host country to offer clear and transparent information about matters relevant to the investment process and the protection of investors, but also to expect investors themselves to comply fully with obligations of corporate accountability and disclosure as the quid pro quo of doing business in the host country. In other words, the transparency obligation may extend not only to questions of good governance on the part of the state but also to questions of corporate governance and responsibility on the part of investors.104 More difficult is the question of how far an IIA could impose transparency obligations upon the home country.105 According to UNCTAD, it is arguable that transparency provisions of a general character that refer to ‘the Contracting Parties’ or ‘both Contracting Parties’ to the agreement cover home country parties as well. Thus the latter may be bound to make available information on laws and regulations that pertain to investment and/or upon investment opportunities and incentives, where the terms of the agreement so state.106 This may be of some importance in ensuring that the investment promotion policies and rules of the home country are made fully transparent, thereby enhancing their effectiveness as vehicles for transferring capital technology and skills to developing countries in particular, through the means of FDI.

As to the content of the transparency obligation, country parties to IIAs will have considerable discretion as to the extent of the disclosure requirement and its level of intrusiveness. Thus general commitments to publish investment policy information will be rather un-intrusive, while an obligation to publish the details of individual administrative decisions would be highly intrusive, as it involves detailed information on individual cases. In the case of corporate disclosure, much will depend on whether the information required is of a kind usually required for the purposes of ensuring the correct application of national company fiscal and prudential regulation laws, or whether a wider agenda of issues encompassing what may be termed ‘social disclosure’ is required.107

Turning to modalities of implementation and timing issues, there is a close correlation between the type of disclosure mechanism adopted and the degree of intrusiveness that results. Thus, consultation over what information to disclose would entail a weaker obligation upon contracting parties than a unilateral obligation to do so. Equally, disclosure could be voluntary or subject to a strict mandatory code. In addition, the timing of the disclosure may affect the scope of the obligation, in that the shorter the period between the governmental act that needs to be disclosed and the date of such disclosure, the greater the extent of the obligation.108

Finally, transparency obligations will need to be balanced by safeguards and exceptions. These will tend to cover the following matters: national security and defence, the requirements of law enforcement and judicial procedure, the need to ensure the freedom to determine policy through confidential deliberations, the protection of discretion in the making of investment decisions through a protection of their confidential nature until the final decision is made, and the requirements of commercial confidentiality.109 In arbitral practice concerning the application of the fair and equitable treatment standard, transparency plays a very important role together with predictability and the protection of the investor’s legitimate expectations.110

(ii) The Development Dimension

The development dimension of international investment issues formed a central feature of the Doha work programme. It has already been seen that the ‘core’ investor/investment protection issues raise development-related questions. In this subsection some further issues will be discussed which all have, as a common theme, the regulation of national economic policy through development-oriented instruments that may impact upon those ‘core’ rights.

Performance Requirements

Performance requirements are one class of measures that comes within the generic category of host country operational measures. They are stipulations, imposed on investors by the host government, requiring them to meet certain specified goals with respect to their operations in the host country. These may act as conditions for the entry and establishment of the investor in the host country, they may cover many types of measures,111 they are specifically designed to affect FDI, and they usually apply to the post-entry phase of the investment.112 As such, they represent an act of state intervention in the investor’s economic choice of how to structure the organization and arrange the operation of their investment. They are usually justified on the basis of the host country’s need to minimize the possible disadvantages, and maximize the potential benefits, of the investment in line with its economic and developmental policies. They are often criticized as an unwarranted interference, through governmental action, in the process of economic decision-making on the part of investors and that they will result in a distortion of that process with detrimental results to productive efficiency.113 This approach has gained some ascendancy with the adoption of the WTO Agreement on Trade Related Investment Measures (TRIMS) which seeks to prohibit certain classes of performance requirements that are seen as being inconsistent with the national treatment obligation and the prohibition against quantitative restrictions in the General Agreement on Tariffs and Trade (GATT).114

Performance requirements have been extensively used, by both developing and developed countries, to further their industrial and investment policy goals.115 Such measures have, in particular, been employed by developing countries to secure the types of investment needed for their development priorities, to protect the balance of payments against distortions caused by profit remittances or payments for goods and services, and to control possible restrictive business practices on the part of foreign firms related to their market power and ownership of technology.116 By contrast, while developed countries have used performance requirements for similar purposes, these countries tend to rely more on incentives, or regulation or restrictive business practices, to achieve such ends. Developing countries may not have sufficient capital reserves or fiscal revenues to be able to offer extensive incentives. Nor do they necessarily have controls over restrictive business practices. Thus they have tended to prefer the use of performance requirements as tools of economic and investment policy.

Most IIAs do not cover performance requirements. However, North American bilateral and regional agreements have introduced restrictions and prohibitions on the use of certain types of performance requirements. At the multilateral level, as noted above, the TRIMS Agreement prohibits certain types of trade-distorting performance requirements. In such agreements, performance requirements are dealt with either by way of an outright multilateral prohibition, as in the TRIMS Agreement, or by a prohibition at the bilateral or regional level but not at the multilateral level, as in the above-mentioned North American practice. There then remains a category of performance requirements, such as, for example, a requirement to transfer environmentally sound technology, which are generally not contested in IIAs.117

The major question from a development perspective is whether the current prohibitions in the TRIMS Agreement ought to be maintained or reduced so that developing countries can attain greater freedom and flexibility in the conduct of their FDI policy and, in particular, their approach to conditional entry and establishment of foreign investments, or whether they should be increased so as to ensure the least possible freedom for countries to intervene in the economic processes through which FDI is conducted. Other possible issues concern the availability of special and differential treatment for developing country parties to IIAs with, for example, longer phase-out periods for prohibited performance requirements, or possible development exceptions allowing developing country parties to maintain certain performance requirements indefinitely where their vital national economic interests so require.118

Equally the question of whether controls over performance requirements should be linked to controls over the use of investment incentives should be considered, especially given the existing regulatory imbalance in IIAs between provisions that address performance requirements, used principally by developing countries, while at the same time omitting any provisions that would introduce disciplines in the operation of incentives that would predominantly affect developed host countries.

Incentives

Incentives are used by governments to attract investment, to steer investment into favoured industries or regions, or to influence the character of an investment, for example, when technology-intensive investment is being sought.119 They can take two major forms, fiscal incentives, based on tax advantages to investors, and financial incentives based on the provision of funds directly to investors to finance new investments, or certain operations, or to defray capital or operational costs. Other types of incentives may not be easy to discern but they can have a positive effect on the overall profitability of an investment. These may include general infrastructure development by the host country, market preferences or preferential treatment on foreign exchange.120 The major issues that incentive policies raise in the context of development concern the practical value of using such techniques as a means of attracting FDI. Where a tax advantage is offered, this will entail the foregoing of revenue by the host country. Where a financial incentive is offered, this will entail a positive application of public funds to the investment in question, thereby preventing the opportunity of those funds being applied to other public purposes. In either case the host country government reduces the amount of public finance available to it for its activities. Consequently, the host country must be sure that the offering of tax or financial incentives is actually warranted in economic terms. A further issue concerns competition between countries for FDI through the use of incentives. This may lead to ‘incentive races’ to attract internationally mobile investments. This can be particularly problematic for developing countries that may have limited public finances to be able to compete with sufficiently attractive incentive packages.

The use and operation of incentives is generally not covered in IIAs, whether at the bilateral or multilateral levels. The only related policy devices that have received some attention, mainly in North American bilateral and regional treaty practice, are performance requirements. On the other hand, at the regional level the need to curtail the abuse of national incentive policies has been recognized as an important aspect of creating a truly integrated regional economy. The leading example is the EC, which operates controls over market-distorting, anti-competitive state aids to investment under the Treaty of Rome. Only such aids as are listed in Article 87 as being compatible with the creation of a common market are permitted. These relate to: aid having a social character; aid to make good the effects of natural disasters; aid to promote economic development in areas where the standard of living is abnormally low, or where there is serious underemployment; aid to promote an important European interest or to remedy a serious disturbance in the economy of a Member State; aid to facilitate economic activities in certain economic areas, provided that such aid does not adversely affect trading conditions; and aid to promote culture and heritage conservation where this does not adversely affect trading conditions and competition. Clearly there is much in this list that could be of relevance to developing countries, in that many of the permissible criteria for the award of state aid in the EC are development-related criteria, or emergency criteria that may well apply to the economic and social realities of the least developed countries.

The major advantage of new multilateral disciplines in this area would be to create a degree of general agreement as to the permissible limits of state aid policy in the investment field. It would thus set some basic ground rules for the operation of incentive regimes that would be as economically efficient as possible, through examining whether a given policy was market distorting, but offering certain public interest exceptions where a degree of such distortion would be tolerated for socioeconomic reasons. Clearly, this would be a significant issue for developing countries as it might help reduce the incidence of market-distorting incentive races which many developing countries would probably never win, while at the same time permitting such countries to offer development-oriented incentives, where these are seen as absolutely essential for the increase of development-friendly FDI into the developing host country concerned. Short of a multilateral arrangement in this field, bilateral arrangements, such as clauses in BITs covering incentives, might be of use, especially if they elicited agreement as to the limitation of levels of incentives and a simplification of types of incentives on offer.121

Transfer of Technology

The transfer of technology continues to be a central concern of developing country economic policy. Access to technology is a foundation of economic growth. However, the presence of adequate and appropriate technology in a national economy is not always possible, given the nature of international markets for technology, which tend to favour developed economies with high levels of corporate research and development.122 In this process, less developed countries will have relatively limited access to technology. They are unlikely to meet all their technological needs from domestic sources, which may not even exist in the least developed economies, and they are therefore more dependent on outside sources of technology than more developed countries. Indeed, in the absence of alternative sources, a majority of developing country technological needs are met by FDI undertaken by MNEs, the leading creators and owners of proprietary technology in global markets.123 This raises the issue of how the technology that is indispensable to economic development can be supplied to such a country. This, in turn, raises at least four sets of related issues: how best to treat proprietary technology; how to encourage technology transfer; how to deal with the competition-related issues that the existence of market power on the part of technology owners creates; whether special host country technology-related measures such as, for example, performance requirements, are needed to deal with certain development priorities related to the transfer and dissemination of technology.

IIAs have traditionally remained silent on questions of technology transfer. This means that the range of responsibilities owed by the host country to the investor in relation to their technology is limited to the observance of the standards of protection specified in the agreement, on the basis that the technology comes within the definition of assets that are within the protected subject-matter of the agreement. On the other hand this approach does not include in the agreement any internationally agreed commitments for MNEs, or their home governments, to cooperate in the promotion of the generation, transfer, or diffusion of technology to the host country or to the control of undesirable terms and conditions in technology transfer agreements.124 In the TRIPS Agreement, certain development-oriented provisions have been included. For example, this Agreement contains, in Articles 66 and 67, a duty on the part of home countries to promote the transfer of technology to the least developed county members and to engage in positive programmes of cooperation with the developing and least developed countries in order to implement the substantive terms of the TRIPS Agreement. In addition, the TRIPS Agreement offers transitional provisions allowing developing countries an extended period in which to ensure compliance with the disciplines introduced by the Agreement.125

The introduction of technology transfer issues into future IIAs may be necessary as a means of remedying the continuing imbalances of the international market for technology. Hence it may be desirable further to develop special and differential treatment provisions, for which the TRIPS Agreement offers an initial model, that can address this issue in favour of the interests of developing countries in acquiring effective, appropriate, and affordable technology. At present the TRIPS Agreement offers only rather limited commitments. It may well be that such commitments may need to be extended into full technology transfer policies based on a legally binding commitment to ensure adequate access to technology.126 In this regard the continuing debate over pharmaceutical patent protection and access to essential life-saving medicines in developing countries offers an important case-study.127 In addition, in order to further environmental protection policies it may be necessary to develop further requirements on foreign investors to transfer environmentally sound technology to ensure that developing countries in particular can meet such policy challenges.128

Special and Differential Treatment for Developing Countries

The foregoing discussion on technology transfer highlights just one area where claims may be made for special and differential treatment for developing countries in future multilateral investment rules. More generally, development concerns, if taken seriously, will influence the entire process of drafting multilateral investment rules as such. Thus development considerations can be expressed not only through special and differential treatment provisions, but also through the objectives provisions of the IIA, as where the Preamble commits the parties to consider development issues as an essential policy goal behind the entire agreement, a commitment that will be reflected in the use of policy goals stated in the Preamble as an aid to the interpretation of specific obligations in the rest of the agreement. Equally, development considerations can be expressed through the manner in which exceptions to substantive commitments for investor/investment protection are drafted (which explains in part the preference expressed by some developing countries for a GATS-type ‘opt-in’ approach to market access commitments in future multilateral investment rules).129 Finally, the modes of application of such rules can promote development concerns, as where, for example, a commitment to technical assistance for developing country members is given the full force of binding legal obligation rather than being expressed through a non-binding ‘best efforts’ provision.

(iii) Corporate Social Responsibility

A third area of concern to the future development of substantive standards in international investment law relates to the perception that new multilateral disciplines in the field of FDI, which are in the main oriented towards greater investor and investment protection, may require an element of reciprocal regulation of corporate responsibility as the quid pro quo for such improved legal treatment. This raises two basic issues: what are the main kinds of provisions that could fall under this general heading and the modalities through which these provisions might be expressed.130

As to the first issue, three areas stand out as being central to corporate responsibility: labour rights, human rights, environmental issues and development, as exemplified in the UN Global Compact131 and other relevant international instruments.132 However, the range of possible issues covered by the idea of corporate social responsibility is vast, ranging from corporate governance as such to fair competition, anti-corruption obligations, consumer protection and ethical business standards, to name but a few.133 If extensive provisions were to be included on all of these issues, multilateral regional or bilateral investment rules would probably be impossible to adopt, let alone apply, given the extensive subject-matter. There would also be the problem of institutional overlap, given that many of these matters are already being dealt with by specialized intergovernmental organizations or other specialist bodies. Thus the drafters of IIAs will have to think very carefully as to how corporate responsibility provisions should appear.

Given the above-mentioned problems, it is likely that corporate responsibility issues will be dealt with by means that do not seek to offer detailed provisions but, rather, provide for overall commitments to certain standards. This may be achieved in a number of ways. First, a general commitment on the part of the signatory states to further the observance by MNEs of corporate responsibility standards could be included in the Preamble and/or in a specific substantive provision. Equally, where an issue is not yet fully developed, it can be expected that hortatory, best efforts provisions may be used. Secondly, international instruments and agreements that already contain a more extensive treatment of specific social responsibility issues could be incorporated as part of the new investment rules, in the manner that existing international minimum standards of treatment for intellectual property, contained in the Paris and Berne Conventions, were incorporated by reference into the TRIPS Agreement.134 A third possibility would be to follow the practice under NAFTA and use ‘side-agreements’ on specific social issues or to follow the precedent of the negotiations over the ill-fated MAI, where some delegations favoured appending the OECD Guidelines on Multinational Enterprises to the text of that agreement in a non-binding appendix.

Whether corporate social responsibility standards will be included in future investment agreements cannot be predicted at this stage. On the other hand, given the extensive concern expressed by civil society groups over the lack of social responsibility provisions in the MAI, it is highly likely that some reference to corporate responsibility will be needed in future international investment arrangements to ensure a balance between corporate rights, as expressed in the investor/investment protection provisions of such instruments, and corporate responsibilities, as expressed in specialized international instruments and national legal standards. The absence of such a balance might endanger the political acceptability of those rules.

(iv) Home Country Measures

As noted above, a further new area for international rule-making may arise in relation to the obligations of home countries in the field of foreign investment.135 Such measures could assist in the provision of beneficial FDI for developing countries in particular. This may be achieved through both ‘soft’ and ‘hard’ commitments. In the former category, for example, home countries could provide information related to investment opportunities, training, and skills transfer, encouraging technology transfer and assisted outreach to home-country business groups.136 In the latter category, they may offer financial assistance to outward investors through investment and technology transfer incentives, investment insurance, and other legally binding obligations to promote outward investment. Whether such obligations should be embodied in future international investment rules depends on the willingness of the major home countries to shift what are at present national policies based on full national policy discretion, to the international level where they would be enshrined in treaty provisions. It can be expected that such measures will often be contained in ‘best efforts’ clauses, but even such soft obligations may pave the way for a legal hardening where required. Given the lack of home-country obligations in IIAs to date, such a process would appear to be unlikely at the time of writing.

(c) Enforcement and Dispute Settlement

The enforcement of international investment law involves at least two main areas of policy concern. First, how are the norms of such international law to be given effect before national legal systems and secondly, how are international dispute settlement mechanisms to be applied?

(i) International Investment Law and National Law

From the foregoing discussion of sources of international investment law at least two main sets of questions arise: what is the effect, in national law, first, of IIA provisions and, secondly, of the increasing number of non-binding instruments that help to develop standards in this field? The effect of an IIA provision within the legal systems of the contracting states depends on the applicable rules of national law concerning the domestic effect of treaties.137 Some states, like the United Kingdom, adopt a dualist approach whereby a treaty can only become a part of English law if an enabling Act of Parliament has been passed. Therefore, an IIA can create no directly effective legal rights within the English legal system without such transforming legislation. To date no such legislation has been passed and IIAs remain purely international obligations.138 Unlike the United Kingdom, a number of countries adhere to the principle that treaties made in accordance with the constitution bind the courts without any specific act of incorporation. Thus, for example, by Article 157 of the Sri Lankan Constitution BITs are given the force of law in Sri Lanka, and no executive or administrative action can be taken in contravention of the treaty, save in the interests of national security.139 However, each system must be carefully examined to see whether it imposes additional conditions before the treaty can be invoked as a source of rights under municipal law.

Turning to non-binding codes of conduct, such instruments can acquire legal force in private law.140 Private law suits can be brought against the firm or organization adopting a voluntary code by other firms or organizations, consumers, or other members of the community. Such claims may allege that a failure to comply with the code is evidence that the sponsoring firm or organization is not meeting industry standards of conduct and is, therefore, not exercising reasonable care or due diligence. Furthermore, failure to follow the terms of a voluntary code could be evidence of a breach of contract, where such adherence is an express or implied term of the agreement, or of an actionable misrepresentation, as where a firm alleges that its adherence to a code of conduct entitles it to be regarded as qualifying for a governmental standard-setting marque of approval, but where in fact it fails to meet such standards. In such cases, consumers can bring an action if they claim to have been attracted to purchasing the firm’s products or services in the light of such assertions of good conduct. Also the relevant government agency might bring an action for abuse of its certification scheme.141

(ii) Dispute Settlement142

The settlement of disputes between investors and host countries is an issue that is central to national FDI policy, and more broadly to national developmental concerns, in that the availability of effective dispute settlement acts to reinforce the rights of investors and adds to the reduction of investment risk, thereby making the host country more attractive to investors. Accordingly, the host country needs to ensure that such disputes can be effectively resolved. Usually a host country will provide dispute settlement procedures and remedies as a part of the general law of the land. However, investors may perceive host country laws and procedures not to be sufficient as a means for the resolution of disputes with the host country. They may prefer an internationalized approach to dispute settlement. This allows the investor the freedom to choose between national and international dispute settlement mechanisms. The latter usually takes the form of international arbitration between the investor and the host country. This may be ad hoc arbitration, based on an arbitral panel and procedure that is agreed between the investor and the host country. In the alternative, there may be an institutional system of international arbitration that can apply to the dispute in question.143

The United Nations Commission on International Trade Law (UNCITRAL) Arbitration Rules, adopted by the United Nations General Assembly in 1976, are possibly the most commonly selected ad hoc arbitral system, whereby arbitration procedures are conducted without supervision by any administrative institution. A particular advantage of UNCITRAL arbitration is that it may be cheaper than institutional arbitration since there are no administrative fees to compensate for an institution’s services. Other systems are the Permanent Court of Arbitration (PCA) Optional Rules for Arbitrating Disputes between Two Parties of Which Only One Is a State, the International Chamber of Commerce (ICC) Arbitration Rules, and the Stockholm Chamber of Commerce (SCC) Arbitration Rules.

The most important arbitral institution in the field of investment disputes is the International Centre for Settlement of Investment Disputes (ICSID), set up under the auspices of the World Bank. Specific procedural requirements for the use of this system of arbitration are contained in the ICSID Convention. Rules of procedure for arbitration proceedings are also contained in ICSID Rules which are tailored for arbitration with the participation of a government party. Oversight by the ICSID Secretariat and the availability of the institution’s resources and experienced personnel clearly represents a major asset in investment arbitrations, which tend to be complex and involve voluminous submissions and documentation.144

National policies on investor–host country dispute settlement will vary from those that require the exclusive use of national procedures and remedies145 and those that offer free choice between national and international dispute settlement to the investor.146 National investment laws will often expressly permit such internationalization of investment disputes by enshrining investor choice in a specialized dispute settlement provision in the relevant FDI legislation.147 On the other hand, many FDI laws are silent on this issue148 and the investor is thus required to use the internal legal remedies available to them under host country law. The same is true of countries that have no specialized FDI laws as such. In these two latter cases international remedies may, however, be available on the basis of the international treaty obligations undertaken by the host country in IIAs to which it is a party. Thus, a dispute settlement clause in a BIT that allows the investor choice between national and international procedures will bind the host country as a matter of international legal obligation. Equally, such an international obligation can be made enforceable before national tribunals where the investment contract between the investor and host country includes a dispute settlement clause that incorporates the latter’s international treaty obligations to allow the use of internationalized systems of dispute settlement. In this way, dispute settlement clauses in IIAs side-step the local remedies requirement and create a presumption that it is inapplicable in the absence of an express provision to the contrary.

The issue of remedies (including monetary compensation) has recently emerged as a possible source of concern. The emergence of arbitration-enforceable novel regulatory disciplines such as national treatment, legitimate expectations, denial of justice—has not yet led to a concise and easily manageable body of rules on remedies and compensation. It may thus be useful to develop an approach that takes into consideration the following points: (a) making use of the vast comparative experience of judicial review of domestic administrative action, (b) sequencing conduct-related remedies before final financial remedies, and (c) favouring individualized ways to determine compensation rather than on the basis of standardized methods.149

Related to the issue of award of compensation is the further question of how to ensure compliance and enforcement of awards once they have been made. This is of especial importance given that assets from which compensation may be payable will be located in national legal systems and so national rules and procedures may impact on the ability of the successful claimant to recover their award. To remedy possible shortcomings in national systems of enforcement, institutional systems of arbitration have established their own rules and procedures based on the consent of their members to observe awards. This is by no means a complete solution depending, as it does, on compromises between traditional state immunities from recovery and the need to protect the legitimate expectations of investors that their awards will be complied with and will be enforceable.150

A major issue for future development is the extent to which investor freedom and choice in this field may be allowed to inform the content of dispute settlement clauses, or whether a degree of increased host country control over investment dispute settlement methods is desirable, especially in the light of concerns over the scope of the ‘right to regulate’, and also in the light of the possibility that national legal systems can evolve increasingly effective local dispute settlement mechanisms. It would appear that the trend, at least in the case of Western Hemisphere IIAs, is to make international dispute settlement more central and to offer detailed rules on how investor–state disputes should be conducted.151 Given the increased importance of such international dispute settlement, the question arises of the proper limits of arbitral discretion in formulating the issues at hand. Normally it is for the parties to define the nature and scope of their dispute. However, in an environment where the precise nature and meaning of given IIA provisions may be open to multiple interpretations, the possibility that tribunals will themselves take on a more active role in defining the nature of the dispute before them cannot be ruled out.152

Another development-oriented issue that could be more fully addressed concerns the role to be played by the recently established regional dispute settlement centres in certain developing countries. The possibility of including recourse to these centres could be considered in future negotiations, thereby giving a strong injection of support for these initiatives.153 A further new area concerns the extension of dispute settlement mechanisms to third parties who may have a stake in the outcome of an investor–state dispute. This is likely to impact on development concerns where such third parties may be the very individuals or groups that are most directly affected by the development implications of a given investment. For example, where an investor and a host country are in dispute over the application of environmental regulations to the investment in question, local communities affected by the environmental performance of that investment might wish to participate as interested third parties. This can be accommodated through rights of audience before national tribunals in countries where there is a strong tradition of access to justice by interested third party individuals or groups.154 However, where the investor exercises a treaty-based right to international arbitration, interested third parties may have no standing before such a body and will be denied the possibility of a hearing. On the other hand, the most recent US Model BIT allows for the tribunal to accept third party amicus curiae submissions, though this is not general practice outside Western Hemisphere BITs155 as well as the proposed changes to ICSID Rules.156 Other issues of importance relate to the need for greater openness and transparency in the international dispute settlement process, the composition and selection of arbitrators, and the need for an appellate mechanism in investment arbitrations.157 In addition issues of national court review of awards, and the procedures for institutional review of awards, have raised problems in recent years.158

CONCLUDING REMARKS

The preceding discussion has highlighted the actors, ideologies, and major technical questions that may be said to contribute to the development of policy in the field of international foreign investment law. The range of actors has become wider than merely the investor and the host country. Thus the home country may have to take on active obligations in relation to the investor and the investment, corporate investors are being subjected to increasing demands for compliance with good corporate citizenship and governance standards, in return for the benefit of investment protection, while civil society groups and NGOs are increasingly active as monitors of corporate behaviour and as lobbyists for more balanced IIAs that cover obligations for all the main sets of actors. These developments are a direct outcome of increasing global economic integration through the instrumentality of the MNE. As such, they represent a challenge for a new reflexive international law that is capable of acting as a wider underpinning not only for pro-corporate liberalization and reaffirmation of private property rights, but also for the regulation of national policy space and rights of regulation as well as the balancing of commercial and non-commercial values that lie at the heart of a healthy democratic and participatory society.
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Concluding Remarks

THE present chapter covers certain basic issues of definition common to all international investment agreements (IIAs). The starting point for understanding the scope of an IIA is the definition of the terms that activate the protection afforded under the agreement. Specifically, such protection usually extends to the ‘investor’ and/or their ‘investment’. The term ‘investor’ is normally defined by reference to the nationality of the investor. In relation to natural persons this should not pose many problems. However, in the context of investment by multinational enterprises (MNEs) such issues acquire additional levels of complexity. For example, what is the nationality of an MNE where it is formed of a network of companies incorporated in various jurisdictions? Can a company owned and controlled by a foreign parent but possessing the nationality of its host country take advantage of the protection of an IIA by reason of its foreign control despite its possession of host country nationality? The term ‘investment’ is usually defined either by reference to the assets that constitute the investment, such as shareholding or contractual rights to profits, or by reference to certain characteristics of the investment, for example whether it is a direct investment made by an enterprise. Equally, what types of assets can be protected under an IIA: should their definition have a connection with a tangible investment or can mere future expectations of profit be protected?

This chapter will seek to outline how such questions have been answered in practice. It will review the nature of the various definitions of ‘investor’ and ‘investment’ as found in IIAs and in arbitral practice. The context for such a discussion lies within the process of the development of IIAs, and, in particular, dispute settlement provisions, to which issues of definition are key in determining the enforceability of rights under the agreement for the investor. This has been particularly important in relation to the investor–state dispute settlement process established under the Centre for the Settlement of Investment Disputes between States and Nationals of Other Contracting States (ICSID). Constituted in 1965, this procedure grants a private investor, whether a natural or legal person, the legal capacity to act internationally with reference to qualifying investment disputes.1 The limitation is that the private investor must be a national of a Contracting State and that the other state party to the dispute must also be a Contracting State.

There are a number of methods that investors can rely on to ensure that disputes concerning their investment will be dealt with by ICSID, or for that matter, by any other international arbitration tribunal that the parties to the IIA agree to offer as a means of dispute settlement. The investor must ensure that during the negotiations of the investment agreement, the state party to the contract consents to ICSID arbitration or to another form of international arbitration.2 This presupposes that the state and the investor both consider the agreement pertaining to which the dispute resolution provisions were included, as an investment. There are three, possibly four, situations arising out of the source of consent to ICSID arbitration where one will have to determine whether the transaction in the midst of the dispute is indeed an investment. The first of these is if there is a national law dictating special requirements for a transaction in order to be accepted as an investment; secondly, if the investment contract at first glance does not seem like an investment but the contracting parties have determined that their agreement indeed amounts to an investment; and then thirdly, if the transaction is an investment covered by the protection afforded by a Bilateral Investment Treaty (BIT). In this case, the issue arises whether the investment is one covered by the scope and definition provision of the BIT, a situation distinct from that of whether or not the parties have consented to ICSID arbitration under the investment contract. The fourth determination of the meaning of ‘investment’ comes in when the dispute is referred for arbitration under ICSID; this time round, for jurisdictional purposes.

The jurisdiction of ICSID and the application of a BIT are not only dependent upon the element of ‘investment’, but also on the element of ‘investor’. Even though an investment is made by an investor, it does not automatically entitle the investor to the protection under a BIT or any other investment treaty. The investor’s right to protection under these treaties is based on his or her nationality. The determination of his, her, or its nationality is done according to specific rules, rules which differ depending on whether the investor is a natural person or a juridical person.

Against this background the remainder of the chapter will consider in more detail the meanings of the key definitional terms under IIAs, commencing with the definition of ‘investment’, followed by an examination of the term ‘investor’, in relation to both natural and legal persons. In each case, the general usage of these terms in IIAs will be charted as well as the interpretation given to the terms for the purposes of determining the jurisdiction of ICSID tribunals over investor–state disputes brought before them.

(1) THE DEFINITION OF ‘INVESTMENT’

This section considers the definition of ‘investment’ under both national laws and international law. The former may be found in national foreign investment laws and the latter in specific IIA provisions. In relation to the latter a core issue is whether investment is a term limited to transfers of capital or whether a wider range of assets is included. This issue has been considered in ICSID arbitral decisions and so these will be studied in some detail. Generally, definitions of investment for the purposes of investment law fall under three broad models. The first is the ‘asset-based’ model, which contains a broad range of specified assets that can be protected under the legislation or agreement in question. This may be contrasted with a ‘transaction-based’ model, which protects the underlying capital transfer rather than the assets owned or controlled by the investor,3 and an ‘enterprise-based’ model, which defines the protected investment in terms of the business organization of the investment through an enterprise. Such an approach usually limits the protection afforded to a foreign direct investment made by a foreign-owned and controlled company or other type of enterprise. As will be seen in the following two sub-sections, national foreign investment laws tend to have transaction or enterprise-based approaches to definition while most BITs tend towards a broad asset-based definition.

(a) National Legislation

A significant number of states have foreign investment laws in place which contain a definition of ‘investment’. These investment laws sometimes contain their own definition of investment and very often also contain other requirements that a transaction must comply with in order to be considered an investment or to be entitled to certain benefits or privileges. An example of this is provided by the Namibian Foreign Investment Act of 1992, which provides in section 5 that:

(1) For the purposes of this Act, an investment is an eligible investment—

(a) if it is an investment, or proposed investment, in Namibia by a foreign national of foreign assets of a value of not less than the amount which the Minister may determine from time to time by notice in the Gazette for this purpose;

(b) if it is a reinvestment, or proposed reinvestment, by a foreign national of the profit or proceeds of sale of an enterprise specified in a Certificate, irrespective of the amount of such reinvestment.

(2) Where the investment is for the acquisition of shares in a company incorporated in Namibia, the investment shall, notwithstanding that the value thereof is equal to or exceeds the amount determined under subsection (1)(a), qualify as an eligible investment only if—

(a) not less than ten per cent of the share capital of the company is held or will, following the investment, be held by the foreign national making the investment; or

(b) the Minister is satisfied that the foreign national making the investment is or will be actively involved in the management of the company.

(3) Where the investment is for the acquisition of a participating share in an unincorporated joint venture, the investment shall, notwithstanding that the value thereof is equal to or exceeds the amount determined under subsection (1)(a), qualify as an eligible investment only if—

(a) not less than ten per cent of the participating share of the joint venture is held or will, following the investment, be held by the foreign national making the investment; or

(b) the Minister is satisfied that the foreign national making the investment is or will be actively involved in the management of the joint venture.4

If an investment in Namibia complies with section 5, the investor may apply for a Certificate of Status Investment.5 Once such a Certificate is issued, the holder is entitled to a number of benefits.6 This definition does not offer a full understanding of what is meant by ‘investment’ as such. The Act does not include a definition of the term in the interpretation section. However, it is clear that the provision connotes a direct investment of shares in an enterprise constituted as a company or joint venture under Namibian law and is, as such, an enterprise-oriented approach. Similarly section 3 of the Tanzanian Investment Act1997 defines investment as ‘the creation or acquisition of new business assets, and includes the expansion, restructuring, or rehabilitation of an existing business enterprise’.7 The clear implication is that investments under the Act relate to business assets and business enterprise which is defined as ‘any industry, project, undertaking or business to which this Act applies or an expansion, restructuring, rehabilitation or technical improvement of the industry, project, undertaking or any part of the business, provided that the business enterprise is profit motivated and operated on commercial principles’.

Some investment treaties also refer to additional formal requirements that have to be complied with domestically, even though no specific foreign investment legislation exists. In ASEAN, for example, it is required that additional formal requirements be met before a transaction will qualify as an investment. In this case, specific approval in writing and registration is required.8 It was inter alia non-compliance with this requirement that caused the tribunal in Yaung Chi Oo Trading Pte Ltd v Government of the Union of Myanmar to find that it lacked jurisdiction.9 The necessary approval for the investment was granted prior to the signing of the BIT, but there was no later ratification and therefore the investment did not qualify for protection under the treaty.

By contrast, some national laws follow the broad asset-based definition of investment. For example, the Albanian Law on Foreign Investments, Law No. 7764 of 2 November 1993, defines ‘foreign investment’ in Article 1(3) as:

every kind of investment in the territory of the Republic of Albania owned directly or indirectly by a foreign investor, which consists of:

(a) real and personal property, tangible and intangible, or any other kind of property right;

(b) a company [and] rights that flow from every form of participation in a company, with shares etc; 

(c) loans, monetary obligations or obligations in an activity that has economic value and is connected with an investment;

(d) intellectual property, including literary, artistic and technical-scientific works, vocal recordings, inventions, industrial projects, designs for integrated circuits, ‘know-how’ trade marks, trade mark designs and trade names;

(e) every right recognized by law or contract, and every license or permission given in accordance with the laws.10

This type of provision has many similarities with the asset-based definition provision found in many BITs as will be shown below.

(b) Bilateral and Other Investment Protection Treaties

It is the usual practice for BITs to contain definitions of ‘investment’ and a number of arbitration tribunals have been confronted with this as a requirement ratione materiae.11 This is particularly so in the case of ICSID which deserves special consideration in this regard and will be considered in sub-section (d) below.

Some agreements take a broad, open-ended, approach to defining what constitutes an investment. For example, Article 1(d) of the US–Honduras BIT defines ‘investment’ to mean ‘every kind of investment’ followed by an illustrative list of what constitutes an investment. The illustrative list refers to a company, stocks and shares, other forms of equity, bonds, debentures and other forms of debt interest in a company; contractual rights, tangible property, intellectual property, and rights conferred pursuant to law, such as licences and permits.12 This is a typical ‘asset-based’ definition and is used in a significant number of BITs.13 These definitions aim to ensure that the protection of the agreement is not limited to foreign direct investment but can also protect indirect investment by way of a shareholding or debt interest in a company and, in addition, any risk-bearing activity undertaken by the investor which can be diminished in economic values by reason of state intervention in the enjoyment and functioning of that activity. Hence, the need to cover both tangible as well as intangible assets, and direct and portfolio investment.14

Some IIAs will contain narrower definitions, for example those which focus only on a ‘closed list’ of investments.15 The 1998 Framework Agreement on the ASEAN Investment Area, for example, explicitly excludes portfolio investments from its coverage.16 A further significant exception arises where the BIT extends protection to any kind of asset provided that ‘the investment has been made in accordance with the laws and regulation of the contracting party receiving it … ’.17 Some agreements also restrict protection to investments made in the territory of another contracting party or investment that is owned or controlled by an investor of a contracting party on the territory of the other contracting party.18

From the above it is clear that the making of lists of assets and investment types is common in IIAs. Noah Rubins19 identifies three categories of such lists. He calls them treaties with an ‘illustrative’, an ‘exhaustive’ or a ‘hybrid’ list. The so-called ‘illustrative list’ treaties define investment in very broad terms and then illustrate the scope of their application by furnishing a list, which does not contain a numerus clausus of categories. The above examples of broad asset-based definitions illustrate this approach. Rubins refers to the North American Free Trade Agreement (NAFTA) as an example of a treaty which uses the exhaustive list approach.20 The ‘hybrid list’ has elements of both a broad definition of investment as well as a non-exhaustive list of different forms of investment. The US–Singapore Free Trade Agreement offers an example.21 Such lists are not generally seen as exhaustive unless the treaty so specifies. Thus, where an illustrative list is used, the categories of covered investments are open to scrutiny on a case-by-case basis. On the other hand, where a hybrid approach is taken, careful reading of the provision is required to ascertain just how much freedom is given to the parties to determine what constitutes a covered investment. Thus where a functional definition of investment is given, only activities and assets that come within it can be covered.

(c) ‘Investment’ Equal to a Transfer of Capital?

An interesting aspect that has been raised by recent arbitral tribunals, is whether, for an ‘investment’ to qualify as a foreign investment, a transfer of capital is required. Some commentators have indicated that the distinction between foreign direct investment and portfolio investment, and the resultant question of whether a capital injection is necessary or not, is long outdated.22 Others seem adamant that this is not the case and that in order to have an investment, there should be a transfer of or a movement in capital: thus, that the origin of the capital should be known and that it must clearly transpire that the capital moved across borders.

The traditional point of view is that the ‘decisive criteria for the existence of a foreign investment is the nationality of the investor’, the source of the funds being irrelevant. An investment is a foreign investment if it is owned or controlled by a foreign investor. There is no additional requirement of foreignness in terms of its origin or in terms of the currency in which it is made.23

However, in the decision in SGS v Philippines,24 the tribunal reaffirmed the decision in SGS v Pakistan25 where it was stated that an investment was made where there had been an ‘injection of funds into the territory … [of a Contracting State other than the State of nationality of the investor] … for carrying out … [the activities pertaining the investment]’.26 There is thus a clear indication that the tribunals in these instances were looking for a movement in capital. In the decision in Tokios Tokelės v Ukraine,27 the majority of the tribunal held that since the parties to a BIT have the discretion to determine what they consider to be an investment and what requirements have to be complied with in order for ICSID to have jurisdiction, they cannot read an additional requirement, such as the transfer of capital, into the BIT if none was expressly stated. Thus, if there is no express requirement of funds, or capital to originate in a foreign country or in the other contracting state, the tribunal cannot read that requirement into the BIT:

In our view, however, neither the text of the definition of ‘investment’, nor the context in which the term is defined, nor the object and purpose of the Treaty allow such an origin-of-capital requirement to be implied. The requirement is plainly absent from the text…. the origin-of-capital requirement is inconsistent with the object and purpose of the Treaty, which … is to provide broad protection to investors and their investments in the territory of either party.28

The tribunal noted that neither the ICSID Convention nor the Ukraine–Lithuania BIT contained a requirement that capital used by an investor should originate in its state of nationality or indeed originate outside the host state. The tribunal said:

The Respondent alleges that the Claimant has not proved that the capital used to invest in Ukraine originated from non-Ukrainian sources, and, thus, the Claimant has not made a direct, or cross-border, investment. Even assuming, arguendo, that all of the capital used by the Claimant to invest in Ukraine had its ultimate origin in Ukraine, the resulting investment would not be outside the scope of the Convention. The Claimant made an investment for the purposes of the Convention when it decided to deploy capital under its control in the territory of Ukraine instead of investing it elsewhere. The origin of the capital is not relevant to the existence of an investment.29

They also concluded that the ICSID Convention does not contain any requirement that the investment in issue has to have ‘an international character in which the origin of the capital is decisive’.30

Other international tribunals deciding investment disputes have held that the origin of the capital that goes into an investment is irrelevant for the investment’s international nature. In Tradex v Albania31 there was a dispute between the parties on the legal relevance of the financial sources of Tradex’s alleged foreign investment in Albania. Tradex claimed that the financial sources of its investment were irrelevant. The tribunal agreed with Tradex on this point and noted that the law that formed the basis for jurisdiction contained a broad definition of investment that did not give room for further conditions.32 The tribunal said: ‘The Tribunal concludes here that the sources from which the investor financed the foreign investment in Albania are not relevant for the application of the 1993 Law’.33 In Olguín v Paraguay,34 the respondent argued that in order to be protected, the funds invested must originate in the country of which the investor is a national. The tribunal found that this requirement was not expressly indicated in the relevant BIT and therefore rejected this argument.35

It follows from the above authorities that the origin of the funds is irrelevant. Whether the affected investments were made from imported capital, from profits made locally, from payments received locally, or from loans raised locally makes no difference to the degree of protection enjoyed. The foreign nature of an investment is determined exclusively by the nationality of the investor that exercises ownership and control. However, the dissenting arbitrator in the Tokios Tokelės case, the tribunal president, Prosper Weil, stated ‘when it comes to ascertaining the international character of an investment, the origin of the capital is relevant, and even decisive’.36 He stated that if the determination of the origin of the capital is not from another country, one cannot speak about an ‘international’ investment. In the same vein then, when applied to BITs, the capital will have to be from a state other than the host state.

We thus have two opposing views from tribunals and arbitrators concerning this aspect when dealing with international investments. Vandevelde,37 in turn, in his economic analysis of BITs, states the following:

Control, then, is a key element of the rationale for establishing foreign direct investment. Indeed, foreign direct investment may not involve movement of capital at all, but only a shift in control, as acquisition of control could be wholly financed within the host state.38

This is a very important statement especially when considering the problem that tribunals are faced with, as can be seen from the cases just referred to. Vandevelde then continues:

In contrast to foreign direct investment, portfolio investment, by definition, offers a way to increase return without exercising control over the company in which the investment is made. Foreign portfolio investment also offers mechanisms for risk reduction, particularly through geographic diversification.39

Where one deals with portfolio investments, there is a definite transfer of capital, and as has been pointed out, portfolio investments are sometimes expressly excluded from coverage by a treaty.40 He concludes as follows:

In the crudest sense, then, BITs encourage and protect foreign ownership or control of host state assets, whether new or existing. In other words, BITs do not promote the movement of capital, but rather the movement of control over capital…. control is often precisely what the foreign investor seeks, both to increase return and decrease risk. Therefore the test of whether a particular asset is protected by the BIT is whether it is of value to a foreign investor, not whether it serves the economic policy of the host or home state.41

If one were to follow Vandevelde’s argument, which sounds very convincing, then the tribunals will have much less difficulty in finding for the existence of international investments. The question that will still remain is whether this is indeed the result that the parties intended when concluding the BIT.

Juillard, in his discussion of the freedom of establishment, capital movements and investment makes a statement similar to that of Vandevelde. He says that

the freedom of investment and the freedom of movements of capital do not totally coincide with each other, if for no other reason than that all investments do not necessitate a capital movement, i.e., a payment associated with a capital transaction. Freedom of investment and freedom of movements of capital, therefore, should not be considered synonymous.42

Thus the cross-border movement of capital may not be decisive in determining whether an investment exists for the purposes of an IIA. Ultimately, the intention of the contracting parties to the BIT should be followed unless that leads to an absurd result. An easy solution would be to make an express statement in the BIT as to the relevance, or not, of the origin of the capital. It is interesting to note that in two recent Free Trade Agreements between the USA and Singapore and the USA and Morocco, the element of a ‘commitment of capital’ was included in the definition of investment. The relevant parts read as follows: ‘investment means every asset that an investor owns or controls, directly or indirectly, that has the characteristics of an investment, including such characteristics as the commitment of capital or other resources, the expectation of gain or profit, or the assumption of risk’.43 In the US–Singapore Free Trade Agreement, ‘investment means every asset owned or controlled, directly or indirectly, by an investor, that has the characteristics of an investment’. The footnote following this sentence reads as follows: ‘[w]here an asset lacks the characteristics of an investment, that asset is not an investment regardless of the form it may take. The characteristics of an investment include the commitment of capital, the expectation of gain or profit, or the assumption of risk’.44 Commitment of capital, however, does not require a movement of capital. Taking all of the above into account, one has to conclude that the movement of capital (i.e. the nationality of capital) does not play a role. If that were to be the case, then it must be clearly spelt out in the relevant investment treaties.

(d) ‘Investment’ for Purposes of ICSID

Before one can conclude on the issue of investment, there is still one area where the requirement of an ‘investment’ plays an important role and forms the basis of most arbitration tribunals’ decisions, and that is an ‘investment’ as a requirement ratione materiae for purposes of determining the jurisdiction of the ICSID Convention. A provision in an investment contract or BIT, in terms of which investment disputes may or must be submitted to ICSID for arbitration, normally provides the necessary consent that ICSID requires. However, this does not mean that the ICSID tribunal will automatically have jurisdiction; the jurisdictional requirements of ICSID must still be met.45 Article 25(1) of the ICSID Convention provides as follows:

The jurisdiction of the Centre shall extend to any legal dispute arising directly out of an investment, between a Contracting State (or any constituent subdivision or agency of a Contracting State designated to the Centre by that State) and a national of another Contracting State, which the parties to the dispute consent in writing to submit to the Centre. When the parties have given their consent, no party may withdraw its consent unilaterally (emphasis added).

The determination of ICSID’s jurisdiction thus depends primarily on whether an investment exists, plus compliance with the other requirements. For our purposes, the current focus is purely on what is meant by ‘investment’. This concept is not defined in the Convention.46 The Report of the Executive Directors on the Convention on the Settlement of Investment Disputes between States and Nationals of Other States47 states that:

(no attempt[48] was made to define the term ‘investment’ given the essential requirement of consent by the parties, and the mechanism through which Contracting States can make known in advance, if they so desire, the classes of disputes which they would or would not consider submitting to the Centre (Article 25(4)).

It was, however, a deliberate decision not to include a definition of investment in the Treaty ‘for fear that a concrete meaning would limit its scope and raise unnecessary jurisdictional problems’.49 Technically speaking, the absence of a definition should make the determination of the jurisdiction of the Centre easier; the definition of ‘investment’ should depend on the parties’ consent in the separate international investment agreements or in international instruments. But it is quite obvious that this has not been the case. The absence of a definition makes it possible to have a fairly liberal interpretation when it comes to deciding what an investment would be. Since the Convention contains no further indicia as to what an investment could be, arbitrators have resorted to the use of traditional definitions50 as well as to more modern51 definitions of investment.

The arbitral tribunal in CSOB v Slovak Republic52 said the following in this regard:

This statement [in the Report of the Executive Directors] also indicates that investment as a concept should be interpreted broadly because the drafters of the Convention did not impose any restrictions on its meaning. Support for a liberal interpretation of the question whether a particular transaction constitutes an investment is also found in the first paragraph of the Preamble to the Convention, which declares that ‘the Contracting States [are] considering the need for international cooperation for economic development, and the role of private international investment therein.’ This language permits an inference that an international transaction which contributes to cooperation designed to promote the economic development of a Contracting State may be deemed to be an investment as that term is understood in the Convention.53

However, an agreement between parties describing their transaction as an investment is not conclusive for determining the jurisdiction of ICSID based on Article 25(1). If, however, the parties do not expressly characterize their transaction as an investment, their acceptance of the Centre’s jurisdiction ‘with respect to the rights and obligations arising out of their agreement therefore creates a strong presumption that they considered their transaction to be an investment within the meaning of the ICSID Convention’.54 The final decision or interpretation lies with the relevant arbitration tribunal, which is not bound by the parties’ express or implied choice.55 The only limiting factor should be the first preambular sentence of ICSID which speaks of ‘the need for international co-operation for economic development56 and the role of private international investment therein’.57

Through the years, specific criteria have been used by ICSID tribunals to determine whether the transactions they were confronted with were indeed investments.58 These criteria with small variations are the following: the existence of a substantial contribution; the project should have a certain duration; participation in the risks of the transaction for both parties; and the operation should be significant for the host state’s development.59

Although these basic criteria are generally applied, it cannot be regarded as a numerus clausus. There are a number of instances, involving non-traditional types of investment transactions,60 where one cannot just rely on these criteria in abstracto but has to look at all the circumstances of the case in a flexible manner.61 For instance, in CSOB v Slovakia,62 the contract between the parties merely contained a reference to a BIT (which in turn contained an ICSID clause)63 and, taking all the facts into account, this was considered sufficient amongst the parties to infer that they regarded their agreement as an investment.64 However, certain limits must be observed. As Professor Brownlie has pointed out investments should include only ‘legal entitlements’ and the concept does not extend to ‘mere expectations’.65

In this regard, there have been early instances where pre-investment expenditure was found not to be an investment, as was the case in Mihaly International Corporation v The Democratic Socialist Republic of Sri Lanka.66 Expenditures of this kind are nowadays normally treated as part of an investment. Since the Mihaly award, more and more BITs and other international investment instruments have phrased their definitions of investment in such a way as would include pre-investment expenditure. The US–Singapore FTA currently provides that an investor ‘means a Party or a national or an enterprise of a Party that is seeking to make, is making, or has made an investment in the territory of the other Party … ’67 thus broadening the scope of the investment protection to people who are merely seeking to invest.

The question whether a construction contract falls under the concept of investment was raised during the drafting phases of the Convention, but it was left open.68 In Salini v Morocco69 this aspect was dealt with in some detail. The dispute arose from the construction of a highway by Italian contractors in Morocco. Morocco argued that the construction contract did not constitute an investment. The tribunal examined the criteria listed above with reference to the facts of the particular case and found that the contract constituted an investment pursuant to the definition of investment in the BIT read together with the definition in Article 25 ICSID Convention.70 In Salini v Jordan71 the dispute arose from a contract for the construction of a dam. The respondent in this case did not object to the tribunal’s jurisdiction based on the fact that the dispute did not arise out of an investment.72 The issue was evidently too clear to provide a basis for a promising challenge.

In another case, Fedax NV and the Republic of Venezuela,73 the ICSID tribunal dealt with the question whether promissory notes would qualify as an investment and it was found that in the circumstances of this case, the investment-related promissory notes did indeed qualify as an investment.74 In the more recent decision in Joy Mining v Egypt75 the tribunal had to determine whether the giving of certain performance guarantees amounted to an investment. This time round, even after referring to the reasoning in the Fedax case, the tribunal came to a different conclusion. It is doubtful whether this decision is correct. The tribunal’s argument that there was no risk involved and that the period was too short does not appear convincing. It seems as if the tribunal also rejected, albeit not expressly, the requirement set out in the preamble of the ICSID Convention, that an investment should also be aimed at economic development, which, in this case, it definitely was.

On the latter point, there is a lively discussion about the requirement of a contribution to the host state’s economic development. In LESI v Algeria, the tribunal found this criterion to be irrelevant.76 By contrast, there are two recent decisions that have found this element decisive for the existence of an investment. In Patrick Mitchell v Democratic Republic of the Congo,77 the ad hoc committee rejected the claimant’s argument that the contribution to economic development was merely a supplementary condition and not an essential element in the definition of an ‘investment’:

33. The ad hoc Committee wishes nevertheless to specify that, in its view, the existence of a contribution to the economic development of the host State as an essential—although not sufficient—characteristic or unquestionable criterion of the investment, does not mean that this contribution must always be sizable or successful; and, of course, ICSID tribunals do not have to evaluate the real contribution of the operation in question. It suffices for the operation to contribute in one way or another to the economic development of the host State, and this concept of economic development is, in any event, extremely broad but also variable depending on the case.

In Malaysian Historical Salvors, SDN, BHD v Malaysia,78 the tribunal reviewed the existing arbitral awards on this issue. It concluded:

123. The Tribunal considers that the weight of the authorities cited above swings in favour of requiring a significant contribution to be made to the host State’s economy. Were there not the requirement of significance, any contract which enhances the Gross Domestic Product of an economy by any amount, however small, would qualify as an ‘investment.’ It also bears noting that in Joy Mining, the value of the bank guarantee had a value of GBP 9.6 million and yet did not qualify as a contribution to the economy of Egypt. Taking into account the entire factual matrix of the case, this feature may be of considerable, even decisive, importance. This is due in part to the Tribunal’s findings that the other features of ‘investment,’ such as risk and duration of contract, only appear to be superficially satisfied on the facts of this case, and not in the qualitative sense envisaged under ICSID practice and jurisprudence. The Tribunal is therefore left only with the contributions made by the Claimant, and has to determine whether these contributions would represent a significant contribution to the host State’s economic development.

124. In unusual situations such as the present case, where many of the typical hallmarks of ‘investment’ are not decisive or appear to be only superficially satisfied, the analysis of the remaining relevant hallmarks of ‘investment’ will assume considerable importance. The Tribunal therefore considers that, on the present facts, for it to constitute an ‘investment’ under the ICSID Convention, the Contract must have made a significant contribution to the economic development of the Respondent.

Thus while there is disagreement on the precise weight to be given to the issue of economic development, tribunals will usually take this criterion into account when determining whether they are faced with an ‘investment’ covered by the ICSID Convention.

(2) THE DEFINITION OF ‘INVESTOR’

All BITs and other international instruments dealing with investment provide definitions of whom they consider to be investors. The decisive criterion is the nationality of the investor. This is normally apparent from the different bilateral investment treaties which would accord protection to the nationals of the relevant contracting parties. For example, Article 1(c) of the BIT between Australia and Argentina defines ‘investor’ as follows:

(i) in respect of Australia:

(A) a natural person who is a citizen or permanent resident of Australia; or

(B) a company; and

(ii) in respect of the Argentine Republic:

(A) a natural person who is a national of the Argentine Republic in accordance with its laws on nationality; or

(B) a legal person;79

(D) ‘company’ means any corporation, association, partnership, trust or other legally recognised entity that is duly incorporated, constituted, set up, or otherwise duly organised:

(i) under the law of Australia; or

(ii) under the law of a third country and is owned or controlled, directly or indirectly, by an entity described in paragraph 1(d) (i) of this Article or by a natural person who is a citizen or permanent resident of Australia;

regardless of whether or not the entity is organised for pecuniary gain, privately or otherwise owned, or organised with limited or unlimited liability.80

When looking at this definition, it is clear that a basic distinction is made between natural persons and legal persons and/or companies.81 The determination of nationality on the side of both natural and juridical persons involves distinctive questions.

(a) Nationality of the Investor who is a Natural Person

The definition of investor in a bilateral investment treaty must always be read in conjunction with the definition provided in the ICSID Convention if ICSID is to play a role in the dispute settlement process. The mere inclusion of permanent residents in the BIT definition does not automatically extend the jurisdiction of ICSID to such an investor.82

Article 25(2) of the ICSID Convention requires that the individual or private investor that has the advantage of making use of this dispute settlement facility must be a ‘national of another Contracting State’. Article 25(2)(a) reads as follows:

‘National of another Contracting State’ means:

(a) any natural person who had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration as well as on the date on which the request was registered pursuant to paragraph (3) of Article 28 or paragraph (3) of Article 36, but does not include any person who on either date also had the nationality of the Contracting State party to the dispute.

This requirement is also found in every bilateral investment treaty as well as the multilateral investment treaties.83 The reason for this requirement is obvious. The individual’s nationality accords him or her a particular position in international law. Nationality bestows on the individual the benefit of the protection provided by his state in particular circumstances, or as in these cases, the additional right or privilege to be able to refer an investment dispute to an international arbitration tribunal without having to rely on the state for protection or intervention.84

There are no international law principles applicable to the determination of the nationality of a particular individual. This is dependent on the national legislation of the relevant state.85 Article 1 of the 1930 Hague Convention on Certain Questions Relating to the Conflict of Nationality Laws provides the following:

It is for each State to determine under its own law who are its nationals. This law shall be recognised by other States in so far as it is consistent with international conventions, international custom, and the principles of law generally recognised with regard to nationality.86

Due to the different nationality laws in existence, it is possible for an individual to have the nationality of more than one state87 or even reside in a state of which he or she has no nationality.88 This however does not allow the individual to rely on the protection of both states should he or she be in need of such.

In the Nottebohm case, the International Court of Justice held that even though a state may decide on its own accord and in terms of its own legislation whether to grant nationality to a specific person, there must be a real connection between the state providing the protection and the national in need of protection.89 This decision indicated that in cases where a state seeks to protect its national against the actions of the state where he or she is habitually resident and has his or her ‘fixed abode’, the claim can only succeed if the national has a clear and valid connection with the protecting state.90 It is also accepted in international arbitral or judicial proceedings, that when someone challenges the nationality of a person, the international tribunal is competent to adjudicate that matter.

In the recent ICSID arbitration Hussein Nuaman Soufraki v The United Arab Emirates,91 the jurisdiction of the Centre was denied based upon the investor’s inability to satisfy the nationality requirement of Article 25(2)(a). Briefly, the facts were the following: The investor claimed that he had dual nationality: that of Italy92 as well as that of Canada.93 He could only institute the action in reliance on the Italy–United Arab Emirates BIT if he was an Italian citizen. This claim was contested by the UAE. The tribunal investigated the investor’s claim of Italian nationality and found that he lost his Italian nationality when he spontaneously acquired Canadian citizenship and established his residence abroad.94 The mere fact that Soufraki could present certificates of nationality only provided prima facie evidence of his nationality.95 He did not comply with the Italian nationality laws and the tribunal found that he lacked the necessary nationality and that the tribunal thus lacked jurisdiction to try the matter. A further line of argument was raised by the UAE, but not taken up by the tribunal, namely, that in instances of more than one nationality, the tribunal has to look at the effective or dominant nationality of the investor.96 A brief reference to Nottebohm and the nationality of convenience was made, but was not considered to be relevant.97

It would have been very useful and interesting had the tribunal considered this aspect of dominant and effective nationality.98 It might have enriched the jurisprudence of ICSID and investment treaty arbitration in general.99 It is noteworthy that even though the tribunal did not consider the decision in Nottebohm, which concerned the acquisition of a nationality ‘in exceptional circumstances of speed and accommodation’, the tribunal makes the following remark: ‘had Mr. Soufraki contracted with the United Arab Emirates through a corporate vehicle incorporated in Italy, rather than contracting in his personal capacity, no problem of jurisdiction would now arise’.100 The ease with which the tribunal suggests a solution which would not have been acceptable in the case of an individual finding a suitable nationality, underlines the inconsistency between the requirements used for the determination of jurisdiction in the case of individuals and those used for juridical persons.101

The tribunal’s clear suggestion that an investor should go ‘nationality hunting’102 or ‘treaty shopping’ by way of establishing a corporate presence in a jurisdiction that has a BIT with the host country, based on the best possible protection that such a BIT can offer, underscores the need for future development in this area or if it is found to be acceptable, to be aware of the doors of opportunity that can open for potential and future investors. In particular, such an approach may encourage nonnationals of any Contracting State to take advantage of the ICSID Convention, by reason of the nationality of the legal person that they have set up in a jurisdiction that offers a BIT with the host country and includes an ICSID dispute settlement clause. This raises issues of how corporate nationality is determined, to which attention now turns.

(b) Corporations as Investors—Nationality of a Corporation

There is a clear distinction between the way individuals and corporations are treated in international investment law, especially regarding the issue of nationality. A corporate person may have a nationality based on the place of incorporation, or the effective seat of management or principal place of business. As such, the link between the corporation and a particular state may be more tentative than for a natural person. Indeed, the ‘brass plate company’ that is incorporated in one country but which carries out its main operations elsewhere is a common phenomenon in international business. For the purposes of investor protection under an IIA, this may have significant implications. As noted above, incorporation could allow nonnationals of the ICSID Contracting States to benefit from the convention by incorporating in a Convention State. Equally, given the complexity of modern multinational corporate groups, the component companies in the group may each possess different nationalities, raising the prospect of multiple claims. However the most significant matter concerns the nationality of subsidiary companies within the host country. Were the limited doctrine of corporate nationality under international law, as espoused in the Barcelona Traction Case,103 to be applied this would cause considerable problems in relation to the effectiveness of BITs that contain ICSID dispute settlement clauses.

Specifically, the ICJ in Barcelona Traction espoused the place of incorporation and principal seat theories of corporate nationality and rejected a control test that would allow for the lifting of the corporate veil between the company and its owners so as to establish the nationality of the latter as the effective nationality of the company. This approach would lead to the result that where foreign investors incorporate a local subsidiary in the host country, they would lose the right to use international institutional arbitration under a body such as ICSID, where the dispute in question arises as a result of the treatment accorded to the subsidiary by the host country. This is because the subsidiary has the respondent state’s nationality. In order to avoid this result, which would in effect remove the most common type of investor–state dispute from ICSID jurisdiction, Article 25(2)(b) of the ICSID Convention provides as follows:

‘National of another Contracting State’ means:

(b) any juridical person which had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration and any juridical person which had the nationality of the Contracting State party to the dispute on that date and which, because of foreign control, the parties have agreed should be treated as a national of another Contracting State for the purposes of this Convention. (Emphasis added)

Two things transpire from a reading of this article: (i), the time at which the required nationality must exist is only on the date on which the parties consent to arbitration,104 and (ii), the parties may agree that if a corporation has the nationality of the host state (which would normally exclude it from initiating proceedings), but it is controlled by foreign nationals, then that corporation will be treated as a national of another Contracting State.105

The concept ‘juridical person’ is not defined in the Convention, but within the context and taking the negotiating history into account, it is fairly certain that it relates to an enterprise with legal personality.106 The nationality of a corporation is also not defined in the Convention.107 As noted above, international law uses two main criteria in order to establish corporate nationality. The widest criterion assigns nationality to the state of incorporation or where the registered office is. A second criterion assigns nationality to the state in which the seat of the corporation is situated, thus the place of central administration or the so-called effective seat.108 In both these instances a piercing of the corporate veil is excluded. No allowance is thus made to look at the nationality of the controlling shareholders.109 Schreuer110 refers to the division amongst scholarly opinion on whether any other tests or criteria should be used or permitted for the determination of ‘nationality’ under article 25(2)(b). Delaume111 is very much in favour of using the place of incorporation or siège social as the main criterion whereas Amerasinghe112 is in favour of a more flexible approach; an adequate connection should exist between the juridical person and the state.

A reading of ICSID cases shows that the tribunals have adopted more or less uniformly the test of incorporation or seat in determining corporate nationality.113 The majority of the tribunal in the Tokios case stated the following:114

Moreover, ‘[t]he overwhelming weight of the authority … points toward the traditional criteria of incorporation or seat for the determination of corporate nationality under Art. 25(2) (b).’ As Professor Schreuer notes, ‘[a] systematic interpretation of Article 25(2) (b) would militate against the use of the control test for a corporation’s nationality.’115

Even though the determination of the nationality of a corporation is not based on control, it is a fact that in many instances, even though the nationality of the corporation may be that of state A, it is in essence being controlled by nationals of state B. Particularly for this reason, it is provided in the Convention that Contracting States may agree on a different nationality than the one that is indicated by applying the criteria mentioned in order to provide for the necessary protection that would otherwise be withheld and that would be contrary to the intention of promoting investments in capital importing countries.

Even though ICSID allows the parties to determine the nationality of the corporation according to their own criteria, when one deals with treaty-based arbitration, the starting point for the determination of the nationality of the corporation would be found in the relevant treaty. The Energy Charter Treaty, for example, follows this approach and then goes further and provides in Article 17(1) of Annex I to the Final Act of the Energy Charter Treaty that each Contracting Party reserves the right to deny the benefits of the Treaty to a legal entity if citizens or nationals of a third state own or control that entity and if that entity has no substantial business activities in the area of the Contracting Party in which it is organized.

As noted above, a juridical person that has the nationality of the host state may, in terms of ICSID Article 25(2)(b),116 on agreement between the parties,117 be treated as a national of another Contracting State because of foreign control.118 The element of ‘foreign control’ has been dealt with extensively by different tribunals.119 The control test is clearly only applied to the circumstances described in the article.120 This includes an inference that the agreement on nationality must be causally connected to the element of foreign control and that, in turn, requires the tribunals to investigate objectively where the control lies.

Normally one would use the criterion of ‘control’ to assign the nationality of the corporation to the state whose nationals own or control the corporation. However, Article 25(2)(b) does not use the reference to foreign control to enable the tribunal to assign nationality to the corporation in accordance with the existence or fact of foreign control. The designation of nationality takes place according to the normal criteria of incorporation or seat. Only if that designation assigns the corporation with the nationality of the host state and there is an element of foreign control, may the parties agree that the nationality will be that of the other Contracting State. Due to the existence of the foreign control, the two states agree to treat the corporation as a national of the non-disputing party. The use of the word ‘foreign’ in the qualifying ‘foreign control’ indicates that the controllers may not be nationals of the host state. The following question is whether they may be nationals of any state or merely nationals of Contracting States. Schreuer concludes that a proper interpretation of the Convention and Article 25(2)(b) can only result in a finding that the nationals in control must also be nationals of other Contracting States.121

It has become more and more pertinent to look at the aspect of the control of a corporation when one wants to determine its nationality especially for purposes of international investment arbitration. The currently applied test of incorporation requires no real link between the corporation and the state where it is incorporated; the corporate veil conceals the real appearance of the corporation. The test of the seat of the corporation requires something more, whether some activities are taking place and whether the corporation is managed from that particular state; yet still the corporate veil remains untouched. ‘Control’ or ‘ownership’ is the only criterion that requires a real ‘connection’ which can only be determined by lifting the corporate veil.122 This test is not unfamiliar to traditional international law. A control test was applied in cases of enemy aliens, and that thus resulted in the piercing of the corporate veil.123

The question now is whether the time has not come to remove the corporate veil and look at the real owners and controllers of a corporation and assign its nationality accordingly. The real purpose of investment protection is to provide protection for the investors of Contracting States. When these investors are corporations, they should be receiving protection only in those instances where they can effectively be said to be nationals of the relevant Contracting States and not merely that of the Contracting State of convenience.

The recent decision in Tokios Tokelės v Ukraine is a prime example of the illogical result that can be achieved if nationality is determined based on the test of incorporation or seat and the reality is ignored. In this case, the claimant was incorporated under Lithuanian law, but 99 per cent of its shares were held by Ukrainian nationals and they comprise two-thirds of its management.124 Ukraine argued that if the tribunal were to find jurisdiction in this case, it would be ‘tantamount to allowing Ukrainian nationals to pursue international arbitration against their own government’ and this would be inconsistent with the object and purpose of the ICSID Convention.125 Ukraine therefore urged the tribunal to pierce the corporate veil and to determine its nationality by looking at the nationality of its predominant share-holders.126 The tribunal refused to do so, stating that,

38. Rather, under the terms of the Ukraine-Lithuania BIT, interpreted according to their ordinary meaning, in their context, and in light of the object and purpose of the Treaty, the only relevant consideration is whether the Claimant is established under the laws of Lithuania. We find that it is. Thus, the Claimant is an investor of Lithuania under Article 1(2) (b) of the BIT.

39. We reach this conclusion based on the consent of the Contracting Parties, as expressed in the Ukraine-Lithuania BIT. We emphasize here that Contracting Parties are free to define their consent to jurisdiction in terms that are broad or narrow; they may employ a control-test or reserve the right to deny treaty protection to claimants who otherwise would have recourse under the BIT. Once that consent is defined, however, tribunals should give effect to it, unless doing so would allow the Convention to be used for purposes for which it clearly was not intended.127

The tribunal then says that if they were to use the control-test, they would be limiting ICSID’s jurisdiction and that would be inconsistent with the object and purpose of Article 25(2)(b).128 In light of the set of facts and the whole object and purpose of ICSID, this statement by the majority seems to be inconsistent with that object and purpose.129 The dissenting opinion by the tribunal president, Prosper Weil, seems to be more in line with that object and purpose. He feels that ‘the approach taken by the Tribunal on the issue of principle … is … at odds with the object and purpose of the ICSID Convention and might jeopardize the future of the institution’.130

One of the main purposes of ICSID is to ‘facilitate the settlement of disputes between States and foreign investors’ with a view to ‘stimulating a larger flow of private international capital into those countries which wish to attract it’.131 Weil emphasizes the fact that ICSID was aimed at the settlement of investment disputes between foreign investors and other states, thus clearly not between states and their own nationals. By not piercing the corporate veil in the current instance, this is indeed the result that was achieved and it does not fall within the scope and objective of the Convention.132

In the Barcelona Traction case, Judge Jessup, in his Separate Opinion,133 stated the following:

the International Court of Justice in the instant case is ‘not bound by formal conceptions of corporation law’. ‘We must look at the economic reality of the relevant transactions’ and identify ‘the overwhelmingly dominant feature’.134 The overwhelmingly dominant feature in the affairs of Barcelona Traction was not the fact of incorporation in Canada, but the controlling influence of far-flung international financial interests manifested in the Sofina grouping.135

At a later stage, he says (albeit in the context of extending diplomatic protection to the corporation) ‘control may constitute the essential link’. This reasoning by the ICJ does not seem to be contrary to what we are dealing with at the moment. The Tokios case has clearly indicated that the strict application of the state of incorporation or seat tests does not reflect the economic realities nor the aim and purpose of investment treaties and thus that the time is ripe to introduce the ‘control test’ for the determination of the nationality of a corporation for purposes of the international law on foreign investment.

(c) Shareholders as Investors in their Own Right

It has been accepted in international law that shareholders have a right to seek protection independent from the corporation.136 The decision by the ICJ in the Barcelona Traction case137 which in the past has been held to indicate that shareholders did not have an action for compensation in international law138 except in two specific cases, namely when the shareholder’s direct rights were infringed,139 or if there is a treaty in international law-making provision for such an instance140 has since been dispelled by ICSID tribunals and the ICJ itself. Barcelona Traction dealt with the diplomatic protection of a company and not with the issue of the protection of shareholders in investment-related cases;141 it did not examine whether international law provided an independent source of rights for shareholders or for their protection. The only matter considered by the ICJ was whether a state could protect its shareholders in a foreign corporation affected by measures of a third state.142 In the subsequent decision in Elettronica Sicula SpA (ELSI)143 the ICJ accepted the protection of foreign shareholders by the state of their nationality against the state of incorporation. This was found even though, in this case, the corporation had the nationality of the host state.144

If one were to look at Barcelona Traction and read it together with the ICSID provision which determines that an investor may not rely on diplomatic protection when it wants to make use of investment protection provided by ICSID, it would mean that shareholders can initiate the dispute settlement mechanisms under ICSID (and BITs or other investment treaties) only in cases of acts by the host state that affect them directly. If the corporation suffers damage, then it (the corporation) must initiate the proceedings; the shareholders in such an instance will only have indirect claims.145 This has been applied consistently by ICSID tribunals and was very eloquently stated in Enron v Argentina:

… what the State of nationality of the investor might argue in a given case to which it is a party cannot be held against the rights of the investor in a separate case to which the investor is party. This is precisely the merit of the ICSID Convention in that it overcame the deficiencies of diplomatic protection where the investor was subject to whatever political or legal determination the State of nationality would make in respect of its claim.146

In most instances nowadays, the relevant investment treaties contain a definition of investment that includes a reference to shares, shareholding, or participation in corporations. The position of shareholders as investors is thus certain. This has also been dealt with in this way by ICSID tribunals. The tribunal in Azurix Corporation v Argentine Republic147 came to the following conclusion:148

The issues before this Tribunal concern not diplomatic protection under customary international law but the rights of investors, including shareholders, as determined by treaty, namely, under the BIT. The Tribunal does not find it necessary to resolve the controversy regarding the extent of the right of a State under public international law to protect its nationals who are shareholders in foreign companies.149

There is no doubt that currently in ICSID-related investment arbitrations the shareholder can bring an action (and rely on protection from) against the host state.150

The size of an investment is, as a general rule, not relevant when one deals with investor protection. There is also no requirement that an investor (shareholder) must be a majority shareholder. The percentage of shareholding is never an issue; the mere fact that an investment was made, suffices.151 Article 25 of the ICSID Convention provides that the jurisdiction of the Centre extends to any legal dispute arising directly out of an investment. If the shareholder can indicate that he or she is an investor, he or she would be able to invoke the protection of a BIT or other investment instrument and initiate arbitration proceedings if his or her rights were infringed.152 Nor does the fact that a shareholder is a corporation affect the situation.153

One can thus state that it is without doubt that shareholders have standing in ICSID cases. They can state their claims independently and separately from the claims of the corporation and this principle should be applied to all shareholders regardless of the size of the shareholding.154 This has been the position of ICSID tribunals since the decision of the Annulment Committee in Vivendi155 where it was held that ‘whatever the extent of its [the shareholder’s] investment …, it was entitled to invoke the BIT in respect of conduct alleged to constitute a breach of substantive protection under the BIT’.156

In the Lanco case,157 Lanco held 18 per cent of shares in a corporation that had obtained a concession from Argentina. Argentina argued that due to the fact that Lanco merely had shareholder equity status, it did not have locus standi; it was not a party to the concession contract. In the BIT, however, the definition of investment included shareholder equity. Nothing required the shareholder to have a majority shareholding or some other controlling share in the administration or management.158 The ICSID tribunal found that the 18 per cent shareholding was enough to constitute Lanco an investor for the purposes of the BIT.

[The] Argentina–U.S. Treaty says nothing indicating that the investor in the capital stock has to have control over the administration of the company, or a majority share, thus the fact that LANCO holds an equity share of 18.3% in the capital stock of the Grantee allows one to conclude that it is an investor in the meaning of Article I [of the Treaty].159

On this basis and given the fact that it was also found that Lanco was a party to the contract with Argentina, jurisdiction was found to exist.160

In CMS Gas Transmission Company v The Republic of Argentina,161 CMS was a shareholder in TGN, and the mere fact that it was a minority shareholder did not affect the matter. The definition of investment in the BIT did not limit protected investments to majority shares.162 The tribunal investigated the rights of shareholders in general international law by referring inter alia to the Barcelona Traction163 decision and the Elettronica Sicula SpA (ELSI)164 decision. In both these instances, there was a fundamental change in the use of applicable concepts of municipal law in an international law context and state practice.165 The tribunal came to the conclusion that international law had developed to such an extent that there was no bar to a shareholder bringing a claim independent from the corporation concerned, irrespective of its being a minority or majority shareholder.166 The tribunal in casu concluded that it had jurisdiction over the matter since CMS had a direct right emanating from the BIT and it did not matter whether there was a licence agreement or something of a similar kind.167 The fact that CMS was a minority shareholder did not detract from this fact. This is a clear confirmation of the decision in Lanco.168

A similar decision was given by the tribunal in Enron v Argentina169 where it was held that ‘[t]he Claimants’ [they were minority shareholders] right to bring an action on their own has been firmly established in the Treaty [the relevant BIT] and there are no reasons to hold otherwise in connection with this dispute. This situation is neither contrary to international law nor to ICSID practice and decisions’.170 The tribunal referred to the other ICSID decisions and upheld ‘the concept that share-holders may claim independently from the corporation concerned, even if those shareholders are not in the majority or in the control of the company’.171

The most recent ICSID case dealing with minority shareholders, Champion Trading Company and others v Arab Republic of Egypt,172 found jurisdiction over the claims of two corporate minority shareholders without even discussing their minority position. This was also the finding of the recent NAFTA UNCITRAL arbitration in GAMI Investments Inc v Mexico.173 A finding of indirect shareholding may increase the possibility of multiple claims. This issue was considered in the Enron case as follows:

The Argentine Republic has rightly raised a concern about the fact that if minority share-holders can claim independently from the affected corporation, this could trigger an endless chain of claims, as any shareholder making an investment in a company that makes an investment in another company, and so on, could invoke a direct right of action for measures affecting a corporation at the end of the chain…. The Tribunal notes that while investors can claim in their own right under the provisions of the treaty, there is indeed a need to establish a cut-off point beyond which claims would not be permissible as they would have only a remote connection to the affected company. As this is in essence a question of admissibility of claims, the answer lies in establishing the extent of the consent to arbitration of the host State. If consent has been given in respect of an investor and an investment, it can be reasonably concluded that the claims brought by such investor are admissible under the treaty. If the consent cannot be considered as extending to another investor or investment, these other claims should then be considered inadmissible as being only remotely connected with the affected company and the scope of the legal system protecting that investment.174

Thus the key to determining the extent of the chain of claimants is whether the respondent state has given consent to ICSID arbitration for that particular claimant to bring a claim. Much rests, therefore, on the facts of each case.

CONCLUDING REMARKS

The foregoing discussion has highlighted the major contemporary issues surrounding the definition of the key terms ‘investment’ and ‘investor’ in international investment law. The main questions in relation to the first term have concerned the breadth of the definition of investment and whether all types of investments, be they direct or indirect, be they enterprise-based or contractually based, should be covered or whether narrower definitions that relate the coverage of the IIA more precisely to cross-border capital movements and to foreign direct investment by enterprises rather than individuals should be covered. As to the second term, here issues of ascertainment of nationality are at the core of the legal analysis. The nationality of both natural and legal persons is left mainly to national law and practice, with international law intervening where this causes uncertainty, as in the case of dual nationality of natural persons, or the host country nationality problem for subsidiaries of multinational enterprises incorporated in the host country. A further issue has arisen in relation to the offshore incorporation of companies for the specific purpose of taking advantage of BIT protection in the host country. In this connection, especially after the Tokios Tokelės case, the state of arbitral case-law may not be fully satisfactory. The more straightforward and, perhaps, more prudent way to solve the problem would be to take another look at the tests to be applied in determining corporate nationality. The time seems right to address this issue in detail and to follow the route that has been indicated by so many authors and indeed, also referred to by Jessup in Barcelona Traction: look at the element of control. International law on this point should be made very clear.
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ARBITRATIONS brought by foreign investors against host states have called for legal entrepreneurship, whether the disputes have arisen out of state contracts or treaties for investment protection. For a long time what law to apply has remained a contentious topic. Achievements of arbitral tribunals—the entrepreneurs—are wrapped in the exotic names of particularly early or illustrative cases and repeatedly invoked. When taken together, awards and other decisions may now constitute a basis upon which to erect a ‘system’ secure in its normative basis, with the combined application of national and international law as its foundation stone. If so, the practical implications of controversies over applicable law ought to diminish.

This chapter explores the development that has brought international investment law this far. The chapter falls into five sections. As a point of departure, a few aspects of the procedural framework in which arbitral tribunals find themselves are identified, notably the jura novit curia principle (Section 1). This is followed by an overview of different approaches to internationalizing international investment law applicable to claims brought by private investors on the basis of a contract with the host state (Section 2). In this respect, investment arbitration is to be distinguished from international commercial arbitration at large as well as adjudication in national courts. Also, investment arbitration is a field in which the principle of party autonomy, although of indisputable importance, does not reign supreme (Section 3). These more abstract sections are followed by more practical analyses of the law, or legal rules, applicable to contract claims and treaty claims respectively (Sections 4 and 5). It goes without saying that claims based on an investment treaty, a relatively new phenomenon, cannot be resolved in the same way as more traditional claims arising out of an investment contract with the host state.

(1) PROCEDURAL FRAMEWORK

Law is applied by arbitral tribunals within their procedural setting from which, as a subject, applicable law cannot be separated. While a tribunal may not rule on questions that are not submitted to it or grant a remedy that is not requested of it (the non ultra petita principle), there is considerable support for the view that, in deciding on claims before it, a tribunal is not bound by the legal grounds and arguments advanced by the parties (the jura novit curia principle).1 Parties may expressly debar a tribunal from resorting to the latter principle, but they seldom do. These principles of procedure influence the law and legal rules to be applied by arbitral tribunals in various respects.

Illustrations have emerged from within ICSID as ad hoc committees established under Article52 of the ICSID Convention have decided on annulment of awards rendered by arbitral tribunals. An award may be annulled in the event that there has been a serious departure from a fundamental rule of procedure, a ground for annulment that has had a bearing on the non ultra petita and the jura novit curia principles. In Klöckner v Cameroon, the ad hoc committee found that ‘[t]he real question is whether, by formulating its own theory and argument, the Tribunal goes beyond the “legal framework” established by the Claimant and Respondent’.2 Thus, the ad hoc committee suggested that a tribunal could not render its decision ‘on the basis of tort while the pleas of the parties were based on contract’. On the other hand, ‘[w]ithin the dispute’s “legal framework”, arbitrators must be free to rely on arguments which strike them as the best ones, even if those arguments were not developed by the parties (although they could have been)’. In Wena v Egypt, the ad hoc committee adhered to this analysis,3 while in CAA and Vivendi Universal v Argentina another ad hoc committee expressed itself as follows:


It may be true that the particular approach adopted by the Tribunal in attempting to reconcile the various conflicting elements of the case before it came as a surprise to the parties, or at least to some of them. But even if true, this would by no means be unprecedented in judicial decision-making, either international or domestic, and it has nothing to do with the ground for annulment.

From the record, it is evident that the parties had a full and fair opportunity to be heard at every stage of the proceedings. They had ample opportunity to consider and present written and oral submissions on the issues, and the oral hearing itself was meticulously conducted to enable each party to present its point of view. The Tribunal’s analysis of issues was clearly based on the materials presented by the parties and was in no sense ultra petita. For these reasons, the Committee found no departure at all from any fundamental rule of procedure, let alone a serious departure.4



Leaving aside the potential of the jura novit curia principle, the most important point is the reverse principle, ie, that it is not for a party to criticize a tribunal for confining itself to legal arguments advanced by the parties. Thus, in Mitchell v Congo, the ad hoc committee was explicit that an arbitral tribunal ‘is not, strictly speaking, subject to any obligation to apply a rule of law that has not been adduced’.5 Certainly, there is room for the view that a tribunal should exercise a reasonable degree of self-restraint before availing itself of legal arguments not advanced by a party. Formulation of legal arguments is essentially a party privilege, and over time nobody would profit from awards taking the parties by surprise as if they made up a conjurer’s audience.6 When in CME v Czech Republic the final award was rendered, annulment proceedings had already been instituted in Swedish courts against the preliminary award for reasons of, inter alia, applying international law only. In its final award, the UNCITRAL tribunal found it opportune to observe that ‘[i]n the First Phase of this arbitration the parties exclusively based their arguments on the interpretation of the Treaty in the light of the principles of international law’.7

(2) INTERNATIONALIZING APPLICABLE LAW

(a) Situating Investment Arbitration

Investment disputes are to be resolved on the basis of law unless the parties have expressly agreed otherwise. In CME v Czech Republic, referring to a provision on applicable law in a bilateral investment treaty, the tribunal stated that ‘the basic mandate of the Treaty obligates the Tribunal to “decide on the basis of law”, which is a self-explanatory confirmation of the basic principle of law to be applied in international arbitration according to which the arbitral tribunal is not allowed to decide ex aequo et bono without authorization by the parties (see Art. 33(2) UNCITRAL Arbitration Rules and Art. 17(3) ICC Arbitration Rules)’.8 Article 42(3) of the ICSID Convention is to the same effect.9

In terms of applicable law, the parties’ choice of international arbitration has substantive implications if compared to adjudication before national courts. Arbitral tribunals adopt an approach to applicable law different from most national courts and their choice-of-law processes. Thus, it is commonly held that arbitral tribunals are without a lex fori on the basis of which to choose applicable law. An early example was the award from 1958 in Saudi Arabia v Aramco, in which the tribunal founded this approach on principles of equality between the parties as well as state immunity.10 The view was upheld in subsequent awards (albeit on different grounds),11 and it is now commonplace in international commercial arbitration at large.12

Moreover, in the field of investment arbitration the law and legal rules applied by tribunals is internationalized, at least in part. Lena Goldfields v Soviet Union arose out of a concession agreement from 1925 whereby the Soviet government had granted exclusive rights of exploration and mining in vast areas of Soviet territory. In 1930, the arbitral tribunal accepted in the most sibylline manner the concessionaire’s twofold submission that the laws of the Soviet Union governed ‘all domestic matters in the U.S.S.R.’ and that ‘for other purposes the general principles of law such as those recognized by Article 38 of the Statute of the Permanent Court of International Justice … should be regarded as “the proper law of the contract” ’.13 VV Veeder has characterized this instance of internationalizing the applicable law as ‘a gigantic first step for international commercial arbitration, almost equivalent to the caveman’s discovery of fire’.14 At an early point, the choice of international arbitration was seen by many as a reason in itself for internationalizing applicable law,15  and characterizing ICSID tribunals as ‘international’ was a key argument in favour of international law being directly available under Article 42(1) of the ICSID Convention.16 Members of an arbitral tribunal supposedly find it less complicated than national judges to satisfy a need for internationalizing applicable law.

(b) Minimum Degree of Internationalization

(i) Pacta sunt servanda

Bindingness and equality between parties are constituent elements of any contract. A contract would not be a contract if not binding; the principle pacta sunt servanda is, in HLA Hart’s provocative phrase, ‘the minimum content of Natural Law’.17 This principle has also served as a vehicle for internationalizing applicable law in investment arbitration. Back in 1929, the Permanent Court pronounced that ‘it cannot be admitted that when a Government places a foreign loan with a promise of payment having reference to a well-known standard of value, that reference is to be disregarded’.18 Subjecting a contract with a foreign investor in its entirety to the national legal system of the state party would subordinate the investor to the free will of its co-contractor. This has resulted in a need for internationalization. According to one commentator indulging in sources theory, ‘[t]el un sphinx, pacta sunt servanda semble porter l’en-tête de “principe général de droit”, au sens de l’article 38 du Statut, en matière de contrat, avec un corps contenant, en vérité, un principe de droit international en matière de traité’.19

It is not that investment contracts concluded between states and foreign investors derive their legal force from international law. But if contractual rights held by the investor are affected in a way not in conformity with the principle pacta sunt servanda, and national law does not provide an adequate remedy, an arbitral tribunal is likely to resort to law other than national law. The principle pacta sunt servanda serves as an overarching standard against which all aspects of national law, procedural as well as substantive, are to be judged. It is not the aim to render the national law of the host state inapplicable, nor to bring simple breaches of contract beyond the confines of this system, but merely to put the parties on an equal footing by balancing the powers of the host state. The critical question is whether, in order to give full effect to their binding character, specific contracts must in part be allocated to international law rather than national law. In some instances, arbitral tribunals may have to inquire whether the host state has misused its sovereign powers whereas in other cases the tribunal may resort to international law for the protection of aliens, or general principles of law. The principle pacta sunt servanda has invited tribunals to bring contractual arguments into play in the course of statutory interpretation, such as legitimate expectations of foreign investors or acquiescence on the part of local authorities.20

Obviously a slogan for intricate legal analysis, it has been said that ‘[p] acta sunt servanda is undoubtedly the basic norm of any system of law dealing with agreements, but the principle speaks on such a high level of abstraction that it affords little or no guidance in the resolution of concrete legal disputes relating to agreements’.21 But in relation to foreign investments applicable law is internationalized not because it is clearer than national law; it is internationalized because national law, whether clear or not, is found to be inadequate. Surely, a desperate lack of principles and rules at international level may bring lawyers to reconsider whether national law is not adequate after all, but only if the need for internationalization is found not to be urgent in the first place. Although perhaps chosen for the lack of better terminology, the principle pacta sunt servanda conveys the basic premise upon which applicable law in this field has been internationalized.

The need for internationalization was thrown into relief by early awards in which tribunals claimed to be applying national law only; for close scrutiny usually leads to the conclusion that the applicable law was confined to national law at the price of national law being internationalized.22 Other early arbitral tribunals, set up to resolve disputes arising out of concessions granted to foreign investors, departed from the national law of the host state on the ground that it was insufficient, offering but a lacuna.23 In a sense, this was a convenient technique for a tribunal adopting a point of view external to the national legal system, yet the imperialist underpinnings were unattractive even at the time.

(ii) Pacta sunt servanda as a Choice-of-Law Principle (Horizontal Approach)

Compared to findings of lacunae in national law the private international law doctrine of dépeçage offered a less antediluvian basis for internationalizing applicable law. It was explored in the celebrated award from 1958 in Saudi Arabia v Aramco. Being the holder of a concession, Aramco successfully defended its lifeline from the producing areas in Saudi Arabia to the outside markets against the Saudi Arabian government’s subsequent agreement with a third party for transportation of oil.24 The solution was, in certain respects, to apply general principles of law as part of the proper law of contract. Taking as a basis the so-called state contract between the host state and the foreign investor, the question was in which legal system, or systems, to situate the contract, with general principles of law being open to such a choice in the exact same manner as systems of national law. Under this approach—horizontal in the sense that it reflects a notion of equality, the contract parties being on an equal footing—the principle pacta sunt servanda served as a reason for not, in each and every respect, choosing the national law of the host state (to which a traditional choice of law would presumably lead). As a result, although some system of national law was applied in many respects, certain aspects of the contractual relationship were reserved for general principles of law. These were aspects for which applying the national law of the host state was found possibly to impinge on the principle pacta sunt servanda. No foreign investor engaged in a state contract can be presumed to have abandoned this principle. Internationalization took the form of general principles of law, as distinct from public international law, as a reflection of the contractual, or private international law, rationale, possibly combined with the risk of it being thought eccentric if contracts were subjected directly to public international law.25

(iii) Pacta sunt servanda as Applicable Law (Direct Approach)

Once the principle pacta sunt servanda has been admitted as relevant in deciding when to apply general principles of law, having no bearing on any particular system of national law, it would be a simplification rather than a revolution to apply the principle directly as part of the proper law of contract. Referring to Lena Goldfields v Soviet Union and Saudi Arabia v Aramco, the sole arbitrator in Elf Aquitaine Iran v NIOC inferred that ‘[a] State which has itself entered into an international agreement or has permitted companies or institutions controlled by it to enter into such agreement regulated as lex contractus by recognized principles of international law is not free to change that lex contractus by subsequent legislation’.26 A leading award concerning ‘the fundamental principle of the binding force of undertakings freely concluded’ was delivered in the case publicly known as Company Z and others v State Organization ABC.27 Among several pronouncements in support of the principle pacta sunt servanda, the arbitral tribunal stated:

It is superfluous to add that a general principle, universally recognized nowadays in both inter-State relations and international private relations (whether this principle is considered as international public policy, as appertaining to international commercial usages or to recognized principles of public international law and the law of international arbitration or lex mercatoria) would in any case prohibit the Utopian State—even if it had the intention, which is not the case—to repudiate the undertaking to arbitrate which it made itself or which a public organization such as ABC would have made previously.28

Treating pacta sunt servanda as an integral part of ordre public, or mandatory rules, is not the least popular expression of this approach.29 Yet other tribunals have taken internationalization to be a ‘practice’ or ‘usages of trade’ known to and implicity willed by the parties.30 

(iv) Pacta sunt servanda as a Rationale of Applicable Law (Vertical Approach)

There is yet another approach to internationalization that reflects public international law, as distinct from private international law. Public international law lays down standards by which to judge actions taken by host states in relation to contracts with foreign investors. The principle pacta sunt servanda forms the bedrock of key principles associated with the international law for the protection of aliens. The standards are external to the contract and distinct from the proper law of the contract. By implication, the question is not so much where to situate the contract, the legal system of the host state being treated as a trivial starting point, but rather to consider to what extent the effects produced by this system should be recognized. It suggests a two-step analysis of first national law and then public international law. Under this approach, national and international law do not have their own, distinct spheres of application; rather, national law has to be applied, if not exhausted, prior to international law. The approach is vertical in the sense that the state is seen as a sovereign who reigns over private subjects, investors included, and the powers of which are curbed by public international law rather than contracts with foreign investors. This approach presupposes the tribunal being situated outside the national legal system of the host state to the effect that the interplay between legal systems is contemplated from the point of view of public international law.31

In 1965, the vertical approach found resonance in the context of the Convention on the Settlement of Investment Disputes between States and Nationals of other States (the ICSID Convention), Article 42(1) of which provides:

The Tribunal shall decide a dispute in accordance with such rules of law as may be agreed by the parties. In the absence of such agreement, the Tribunal shall apply the law of the Contracting State party to the dispute (including its rules on the conflict of laws) and such rules of international law as may be applicable.

Under the original proposal, in the absence of any agreement the arbitral tribunal should ‘decide … in accordance with such rules of law, whether national or international, as it shall determine to be applicable’.32 However, following intense discussions as to whether international law ought to be applicable, the above-mentioned text was adopted as a compromise by a large majority, it being understood that it brought international law ‘into play both in the case of a lacuna in domestic law as well as in the case of inconsistency between the two’.33

Although, as part of the Algiers Accords of 19 January 1981, the Declaration concerning the Settlement of Claims contained an open-ended provision on applicable law in Article 5, it is noteworthy that the Iran–US Claims Tribunal held that this provision ‘contributed, to a greater extent than any other international compact, to the consolidation of the rule of international law that a State has the duty to respect contracts freely entered into with a foreign party’.34

The controversial attempt, in Texaco v Libya, to turn the vertical approach upsidedown may be added as a footnote. Essentially, the sole arbitrator, Professor Dupuy, took public international law as his starting point, as if the concession agreement in question were a treaty,35 whereas national law was seen as a mere residuum, ‘the lex contractus by incorporation’.36 Theoretically, this version of the vertical approach would seem to be unattractive as a legal system termed ‘international’ is a residual system, one that conceptually presupposes national law. By the same token, turning the vertical approach upside-down may not have any practical impact, as exemplified by the pioneering work of Prosper Weil,37 and it has never won much support. International law turned out to be decisive also in the other awards arising out of the Libyan government’s nationalization of oil concessions in the aftermath of the revolution in 1969, although the awards reflected less ambitious approaches.38

(3) PARTY AUTONOMY

(a) Pacta sunt servanda and Party Autonomy

The principle of party autonomy is generally considered to be the bedrock of international commercial arbitration, yet in investment arbitration it often yields to the principle pacta sunt servanda.39 According to Richard Lillich, international law is treated ‘much like a “brooding omnipresence” hovering over international arbitrations: it is there and available for use by arbitrators when they think its invocation necessary to achieve a just resolution of an investment dispute’.40

Although the text of Article 42(1) of the ICSID Convention gives prominence to the principle of party autonomy, commentators have doubted whether an explicit choice of the law of the host state will prevent a tribunal from resorting to public international law.41 In the decision on annulment in Amco v Indonesia, the ad hoc committee stated that ‘[t]he thrust of Article 54(1) and of Article 27 of the Convention [concerning enforcement of awards and waiver of diplomatic protection, respectively] makes sense only under the supposition that the award involved is not violative of applicable principles and rules of international law’.42 It is telling that, in SPP v Egypt, an ICSID tribunal found that the choice of national law did not prevent the tribunal from having recourse to international law, the ground being that national law contained a lacuna.43

Another illustrative award was based on an explicit choice-of-law clause choosing the law of the host state (‘Utopian law’), indeed not an unusual choice. Faced with this clause, the ICC tribunal found that the law chosen was ‘Utopian law, purely and simply’, as opposed to ‘Utopian law “in its evolution”, in other words including future legislative or constitutional provisions which could nullify or paralyze the undertaking to arbitrate’.44 ‘[I]t cannot be accepted’, the tribunal added, ‘that the parties wished or simply accepted that the validity and effectiveness of a contractual clause as fundamental as an arbitration clause should be subject to a sort of condition entirely within the power of one party, the occurrence of which would depend solely on the will of the State of which the public organization party to the said contract and to the undertaking to arbitrate is an instrumentality’. True, the ICC Rules of Arbitration require tribunals to take account of trade usages in all cases, even when the law has been chosen by the parties,45  yet this was hardly the full explanation wrong the tribunal in the case chose to look outside the national law of the host state. One may also refer to BP v Libya, an ad hoc arbitration, in which the sole arbitrator chose to disregard legislation expropriating the foreign investor’s rights under the concession agreement on the view that it constituted ‘an abuse of sovereign power’ and that the parties had not anticipated the choice of principles of Libyan law to include ‘provisions specifically directed against the other Party’.46

There is a strong presumption that the principle pacta sunt servanda is available to an arbitral tribunal for purposes of internationalizing the applicable law, and a presumption that is rebutted only by an explicit choice of national law combined with an unequivocal indication against internationalization.47 Even then, the chosen law would be subject to ordre public. As observed by Böckstiegel, the presumption has been turned upside down so that in more recent time it is presumed that general principles of law, or simply public international law, are applicable.48 As for treaty obligations undertaken by the host state, the parties may be given more leeway if taken to be less fundamental for purposes of internationalization than the principle pacta sunt servanda.

(b) Party Autonomy

That said, as demonstrated by Kuwait v Aminoil,49 the principle of party autonomy looms large in investment arbitration. Compared to, for example, the awards in the Libyan oil arbitration cases,50 it is significant that the tribunal in Kuwait v Aminoil did not find it necessary to base the principle of party autonomy on a specific legal system, whether a national legal system or international law. It might simply be a reflection of party autonomy being uncontroversial on a universal basis, or the chosen law may be treated as a basis of the arbitration and the tribunal’s competence not subject to revision. In the context of the Institut de Droit International, considerable majorities carried the first two provisions in its resolution from 1979 concerning the proper law of the contract in agreements between a state and a foreign private person.51 According to Article 1, ‘[c]ontracts between a State and a foreign private person shall be subjected to the rules of law chosen by the parties or, failing such a choice, to the rules of law with which the contract has the closest link’, while, as examples of the proper law for purposes of choice, Article 2 listed ‘one or several domestic legal systems or the principles common to such systems, or the general principles of law, or the principles applied in international economic relations, or international law, or a combination of these sources of law’. There is no sound basis for requiring a connection between the contract and the chosen law.52

Contract practice has seen numerous examples of parties to investment contracts choosing the law of the host state but on the condition that subsequent legislation and changes do not apply to the relationship between the contracting parties. In this way, party autonomy is exercised with respect to the principle pacta sunt servanda, the applicable law being frozen and, of course, to this extent, different from the national law of the host state proper. In Article 3 of its 1979 resolution, the Institut declared its willingness to accept such so-called stabilization clauses: ‘The parties may agree that domestic law provisions referred to in the contract shall be considered as being those in force at the time of conclusion of the contract’. This refers to the power to include stabilization clauses in the investment contract as a means of ensuring that the law in force at the time of the contract remains unaltered for the duration of that contract. In this regard, stabilization clauses constitute an alternative to an explicit choice of public international law or general principles of law rather than a way in which to achieve a more profound, or just different, degree of internationalization.

(4) CONTRACT CLAIMS

There has been a surge in international arbitration of investment disputes in recent years thanks to generic offers to this effect made in bilateral investment treaties and also some regional and multilateral treaties. Treaties provide that disputes between an investor and the host state that have not been amicably settled within a defined period of time may be submitted by the investor to arbitration, ICSID being the favoured forum (side by side with ad hoc arbitration under the UNCITRAL Arbitration Rules). Articles 1116 and 1117 of Chapter 11 of NAFTA and Article 26(1) of Chapter 3 of the Energy Charter Treaty, the two most prominent examples of investment protection in multilateral form, vest investors with the power to bring international arbitration proceedings only in relation to claims based on substantive provisions of the relevant chapter of the treaty. By contrast, many bilateral investment treaties take a broader view, extending the competence of the arbitral tribunal to all disputes arising out of or in connection with an investment. Accordingly, they comprise claims based on a contract with the host state (‘contract’ claims) as well as claims based on substantive provisions in the treaty (‘treaty’ claims).

Contract claims are the traditional kind in relation to which the horizontal, direct, and vertical approaches have been developed. This section explores the results so far of applicable law having been internationalized, ensuring that general principles of law, or public international law, have a role. The results have not been uncontroversial. Not so many years ago Pierre Lalive, a member of the ad hoc committee in Klöckner v Cameroon, to be mentioned shortly, observed that ‘too many distinguished public international lawyers seem to have little experience or understanding in problems in choice of law (and conversely, practitioners in domestic, private or commercial law, are too often blind to the practical importance or effectiveness of the Law of Nations)’.53

(a) ICSID

Within ICSID, early decisions came out strongly in favour of the vertical approach,54 with the decision of an annulment committee in Klöckner v Cameroon as an early landmark. The case arose out of the construction and management of a fertilizer factory under contracts entered into by Klöckner Industrie-Anlagen GmbH and Cameroon in the early 1970s. In 1981, following a period of unprofitable production, repair, and final shut-down of the factory, Klöckner filed a request for arbitration with ICSID, claiming the balance of the price of the factory. The award of the arbitral tribunal was based on the view that, before erecting the factory, Klöckner had failed to disclose relevant information and that, moreover, Klöckner had performed its obligation to erect the factory in an imperfect and only partial manner. On this basis, the arbitral tribunal found that Cameroon was relieved of any further performance of its contractual obligations. In 1985, the award was annulled in its entirety by an ad hoc committee established under Article 52 of the ICSID Convention, relying, inter alia, on a manifest excess of powers due to misapplication of Article 42(1) of the ICSID Convention.55 The arbitral tribunal and the ad hoc committee were in agreement that, in the part of Cameroon in question, a former colony, the relevant national law was French civil law,56 but the ad hoc committee took the view that the arbitral tribunal had failed to apply it. In other words, the ad hoc committee criticized the arbitral tribunal for relying only on general principles of law and public international law (leaving aside extra-legal principles).57 As for Article 42(1) and ‘such principles of international law as may be applicable’, the ad hoc committee held:

This gives these principles (perhaps omitting cases in which it should be ascertained whether the domestic law conforms to international law) a dual role, that is, complementary (in the case of a ‘lacuna’ in the law of the State), or corrective, should the State’s law not conform on all points to the principles of international law. In both cases, the arbitrators may have recourse to the ‘principles of international law’ only after having inquired into and established the content of the law of the State party to the dispute (which cannot be reduced to one principle, even a basic one) and after having applied the relevant rules of the State’s law.58

Consequent to this view, an ICSID tribunal could not base its award solely on general principles of law and public international law, despite their immediate appeal in certain matters (as acknowledged under the horizontal approach). The vertical approach adopted in Klöckner v Cameroon was confirmed in Amco v Indonesia, in which another ad hoc committee annulled an award for misapplying Article 42(1). The ad hoc committee was careful to justify ‘the supplemental and corrective role of international law’, and the underpinning vertical approach, by reference to ‘an overall evaluation of the system established by the Convention’, notably the binding character of awards and the obligation to abstain from exercising diplomatic protection.59

Emmanuel Gaillard has suggested a more significant role for international law under Article 42(1) of the ICSID Convention than merely supplementing and correcting national law. The suggestion is that international law may be preferable where different from but not in clear conflict with national law (because international law is permissive or optional).60  It amounts to substituting the horizontal approach for the vertical approach in the latter’s main field of application. However, it is worthwhile keeping in mind that public international law is not a legal system in the sense that French or German law is a legal system. Fundamentally, general or customary international law, or the international law of coexistence, is the response to a need, felt by national lawyers, for law that separates and complements the several national legal systems. International law is made up of rules that are themselves correcting and supplementing, in particular if leaving aside treaty law. Thus, the position assumed by the second arbitral tribunal in Amco v Indonesia with respect to the relationship between national and international law following the partial annulment of the first award by the ad hoc committee:

Article 42(1) refers to the application of host-state law and international law. If there are no relevant host-state laws on a particular matter, a search must be made for the relevant international laws. And, where there are applicable host-state laws, they must be checked against international laws, which will prevail in case of conflict. Thus international law is fully applicable and to classify its role as ‘only’ ‘supplemental and corrective’ seems a distinction without a difference.61

Under the vertical approach, national law has to be applied, if not exhausted, prior to international law; under the horizontal approach, national and international law have their own, distinct spheres of application. For its part, the second tribunal in Amco v Indonesia would seem to have neglected that, in principle, Indonesian law could offer foreign investors a higher degree of protection than public international law. This was the point stressed in Klöckner v Cameroon, being one of those instances in which a foreign investor looked to the national (French) law of the host state rather than international law for protection, not an entirely unnatural inclination in the heyday of the new economic order promoted by a majority in the General Assembly of the United Nations. As for claims based on state contracts, or national law in general, Klöckner v Cameroon and Amco v Indonesia are persuasive reasons for ICSID tribunals resorting to public international law only once national law has been exhausted.62

(b) Outside ICSID

Outside ICSID, it might well be that tribunals have a choice between the horizontal and the vertical approach. In CME v Czech Republic, the UNCITRAL tribunal found it to be ‘unpersuasive’ that there is ‘a strict inter-relationship of domestic and international law requiring an arbitral tribunal to follow a certain ranking when applying the law applicable to an investment treaty’.63 The dispute was confined to treaty claims, yet the holding may be of general application. While, in Article 42(1) of the ICSID Convention, reference is made to ‘the law of the Contracting State Party to the dispute (including its rules on the conflict of laws)’, it has been replaced in Article 54(1) of the ICSID Additional Facility Rules (not confined to investment disputes) by ‘the law determined by the conflict of laws rules which it considers applicable’.

In the absence of a choice of law by the parties, a tribunal will normally also have to decide what law to apply besides public international law. Pronouncements in the Serbian Loans case are often generalized to the effect that a state contract is presumably governed by the national law of the state party. This may be a reflection of state sovereignty particularly associated with the vertical approach. Allusions to this view are found in awards that restrict jurisdiction under open-ended treaty provisions to treaty claims on the ground that contract claims are not suitable for international jurisdiction,64 and also in the marked difficulties caused to some tribunals by so-called umbrella clauses transforming contract claims into treaty claims.65 True, most general principles of private international law—that would be of immediate relevance if taking a horizontal approach—also point in the direction of the national law of the host state.66 But there is a caveat. Given that investment arbitration is already being internationalized in certain respects due to the principle pacta sunt servanda, it may be considered, at least under the horizontal approach, whether other aspects of the investment relationship should be subjected to law other than national law. ‘Transnational’ law, in the form of trade usages, the UNIDROIT Principles, or a lex mercatoria, may find sympathy with an arbitral tribunal resolving a dispute between a state and a foreign investor, perhaps to a higher degree than in international commercial arbitration in general.

(5) TREATY CLAIMS

(a) A Necessary Expansion of Internationalization

An investor bringing a claim under a treaty containing a provision on applicable law implicitly accepts the choices as they are strings attached to the host state’s consent to international arbitration. On the other hand, as Article 42 of the ICSID Convention has been designed for purposes of contract claims, applying the provision directly and unreservedly to treaty claims involves a strong element of absurdity. In comparison, only a minority of bilateral investment treaties are explicit as to applicable law, and those that contain such provisions always list the substantive provisions of the bilateral investment treaty itself.67 In addition, some treaties list principles or rules of international law, but omit national law; other treaties mention the national law of the host state and contracts between the disputing parties while not referring to international law. According to Article 1131(1) of NAFTA, ‘[a] tribunal established under this Section shall decide the issues in dispute in accordance with this Agreement and applicable rules of international law’.68 Article 26(6) of the Energy Charter Treaty is to the same effect.

Even in the absence of a specific treaty provision, it is necessary to resolve treaty claims on the basis of international law. Claimants bringing such treaty claims obviously rely on international law, and there is no way for a competent arbitral tribunal but to apply international law. In CAA and Vivendi v Argentina, the ad hoc committee held:

[w]hether there has been a breach of the BIT and whether there has been a breach of contract are different questions. Each of these claims will be determined by reference to its own proper or applicable law—in the case of the BIT, by international law; in the case of the Concession Contract, by the proper law of the contract.69

The ad hoc committee added in relation to treaty claims:

In such a case, the inquiry which the ICSID tribunal is required to undertake is one governed by the ICSID Convention, by the BIT and by applicable international law. Such an inquiry is neither in principle determined, nor precluded, by any issue of municipal law, including any municipal law agreement of the parties.70

Some years later, in MTD, another ad hoc committee simply characterized international law as the lex causae in a case based on a breach of an investment treaty.71

In relation to Article 42 of the ICSID Convention, Aron Broches wrote that an ICSID tribunal will have occasion to apply international law ‘where the subject-matter or issue is directly regulated by international law, for instance a treaty between the State party to the dispute and the State whose national is the other party to the dispute’.72 To the extent that the host state has undertaken treaty obligations relevant to the dispute, it can be taken for granted that they will be applied directly by an arbitral tribunal, in addition to the overlapping international law for the protection of aliens and the implications derived from the principle pacta sunt servanda. An arbitral tribunal may also apply other international law to the extent relevant. National law, if invoked at all, will be confined to certain incidental and preliminary questions (which, just like factual questions, must be addressed even if jurisdiction is restricted to treaty claims).73 As a result, international and national law gain their own and exclusive fields of application, as under the horizontal approach. The reason is not that the vertical approach has been abandoned. Quite the contrary, it is a consequence of basing claims on treaty, as opposed to contract, this being the privilege of claimant.

Even so, tribunals have faced difficulties in justifying the necessary application of international law to treaty claims. In AAPL v Sri Lanka, the first ICSID case in which jurisdiction was based on a bilateral investment treaty, the tribunal gave prominence to substantive rights under the bilateral investment treaty on the ground that the submissions of the parties implied agreement on choice of law to this effect.74

Other tribunals have repeated this argument.75  Tribunals have also justified the sole application of international law by reinterpreting Article 42(1) of the ICSID Convention. In particular, the decision of the ad hoc committee in Wena v Egypt would seem to add lustre to the view, mainly identified with Emmanuel Gaillard,76 that international law may be preferred to national law in cases where there are differences but no clear conflict. As for the doctrinal discussion concerning Article 42(1) of the ICSID Convention, the ad hoc committee held that ‘the circumstances of each case may justify one or another solution’; the following observations were added:

What is clear is that the sense and meaning of the negotiations leading to the second sentence of Article 42(1) allowed for both legal orders to have a role. The law of the host State can indeed be applied in conjunction with international law if this is justified. So too international law can be applied by itself if the appropriate rule is found in this other ambit.77

Referring to this pronouncement, the ICSID tribunal in CMS v Argentina stated that recently ‘a more pragmatic and less doctrinaire approach has emerged, allowing for the application of both domestic law and international law if the specific facts of the dispute so justifies’.78 One should have thought that this holding was significant precisely because national and international law were taken to be distinct. To the contrary, the tribunal sought to establish that, with regard to national legislation, the licence in question, and international law, ‘these rules are inseparable’.79 CMS v Argentina found resonance in Enron v Argentina and Sempra v Argentina.80

Just as in Wena v Egypt, CMS v Argentina, Enron v Argentina, and Sempra v Argentina had to do with alleged breaches of rights conferred by bilateral investment treaties, and all three cases were decided in accordance with the treaty in question, as distinct from national law. In particular, in Enron v Argentina and Sempra v Argentina, the relatively detailed analysis of emergency and liability under Argentine law had no bearing on the result (leaving aside the so-called umbrella clauses).81 In Wena v Egypt, the tribunal had relied on international law in deciding on the compounding of interest, interest being an integral part of the calculation of damages under the well-known formula of prompt, adequate and effective compensation referred to in Article 5 of the bilateral investment treaty in question.82 It would be a misconception in this context to have recourse to principles of national law that are clearly less generous.83 The circumstance that Wena v Egypt and also CMS v Argentina and Sempra v Argentina were confined to treaty claims limits the bearing of the holdings on applicable law; indeed, these are cases falling outside the proper scope of Article 42(1) of the ICSID Convention. This was underlined in Autopista Concesionada v Venezuela, in which the tribunal pronounced as follows:

Whatever the extent of the role that international law plays under Article 42(1) (second sentence), this Tribunal believes that there is no reason in this case, considering especially that it is a contract and not a treaty arbitration, to go beyond the corrective and supplemental functions of international law.84

(b) Role for National Law

While treaty claims are obviously to be decided on the basis of international law, national law still has a role to play. In Waste Management v Mexico (II), a NAFTA tribunal the jurisdiction of which is limited to treaty claims found that this limitation ‘does not mean that the Tribunal lacks jurisdiction to take note of or interpret the contract. But such jurisdiction is incidental in character, and it is always necessary for a claimant to assert as its cause of action founded in one of the substantive provisions of NAFTA referred to in Articles 1116 and 1117’.85 In MTD v Chile, involving a series of treaty claims, the ICSID tribunal noted that ‘[t]he breach of an international obligation will need, by definition, to be judged in terms of international law’,86 whereas ‘[t]o establish the facts of the breach’ it may be necessary to ‘consider the contractual obligations undertaken’ as well as to ‘take into account municipal law’.87 This position was upheld by the ad hoc committee as it decided to dismiss the request for annulment of the award in MTD v Chile:

As noted above, the lex causae in this case based on a breach of the BIT is international law. However it will often be necessary for BIT tribunals to apply the law of the host State, and this necessity is reinforced for ICSID tribunals by Article 42(1) of the ICSID Convention. Whether the applicable law here derived from the first or second sentence of Article 42(1) does not matter: the Tribunal should have applied Chilean law to those questions which were necessary for its determination and of which Chilean law was the governing law. At the same time, the implications of some issue of Chilean law for a claim under the BIT were for international law to determine. In short, both laws were relevant.88

Some of the facts on the basis of which to resolve international claims have been produced by, and may only be assessed by applying, national law, contractual engagements included. Examples of such ‘preliminary’ or ‘incidental’ questions governed by national law are whether an investment is valid,89 or a contract has been concluded,90  or terminated,91 whether a representative was empowered to act on behalf of the state,92 or what was the scope of a state organ’s authority,93 or what was the nature of a private entity.94 Further examples may, depending on the exact claim, comprise such issues as environmental impact assessments,95 zoning changes,96 taxation,97 and immigration.98 In CMS v Argentina, the tribunal relied upon national law in deciding on key rights of the investor in relation to the investment, including the currency to be used in calculating tariffs and the conditions for adjusting tariffs.99 Also, a treaty may make explicit reference to national law.100

Deciding ‘preliminary’ or ‘incidental’ questions of national law does not convert the arbitral tribunal into a court of appeal of national proceedings; this is inherent jurisdiction necessary in order to give effect to the investor’s right to international arbitration as well as the object and purpose of most, if not all, investment treaties. Unlike diplomatic protection, treaty claims brought under investment treaties are generally admissible also when local remedies have not been exhausted. This difference is no coincidence, as is demonstrated by Articles 26 and 27 of the ICSID Convention, and the tribunal’s task is adjusted accordingly. The traditional duty of an international court in the context of diplomatic protection, that is, application of international law to ‘facts’, combines with functions reserved, at least prima facie, for national courts had local remedies been exhausted. Brownlie has noted that ‘in cases in which vital issues (whether classified as ‘facts’ or otherwise) turn on investigation of municipal law, the International Court has duly examined such matters’.101 Brownlie mentions examples associated with diplomatic protection such as the application of nationality laws and the availability of local remedies.102 In investment arbitration, many more aspects of national law are ‘vital’, lest efficiency be impaired. Most treaty claims have a bearing on national law, yet host states can obviously not be allowed to avoid claims simply by contesting the content or application of national law.

A comparison of Occidental v Ecuador and EnCana v Ecuador may point to nuances not yet finally settled in arbitral practice. At issue in both cases were decisions of Ecuadorian tax authorities not to refund value added tax paid by foreign oil exploration companies. In Occidental v Ecuador, the application of treaty standards, principally fair and equitable treatment, was preceded by the tribunal deciding on disputed aspects of the contractual basis of the investment, national tax laws, and Andean Community law.103 In comparison, the tribunal in EnCana v Ecuador held that a national statutory act had to be applied by the tribunal until action is successfully taken, in the appropriate forum, ‘to annul the … [act] on constitutional grounds or to bring it into line with what are said to be the obligations of Ecuador within the Andean Community’.104 Its jurisdiction being confined to expropriation claims, the tribunal also found that an administrative act was not ‘reviewable’ so long as judicial review in national courts had not been completed, provided the administrative organ had acted ‘in good faith and stands ready to defend its position before the courts’.105  This result was based on a substantive notion of expropriation (and good faith), as distinct from a procedural requirement of exhaustion of local remedies.106 Yet the tribunal echoed the traditional function of an international court supposedly confined to diplomatic protection when holding that ‘[t]he Tribunal cannot pick and choose between different and conflicting national court rulings in order to arrive at a view as to what the local law should be’.107

To the extent applicable, national law is applied in its own context. In Soufraki v United Arab Emirates, the ad hoc committee, relying on judgments of the Permanent Court, held that ‘[a]n international tribunal’s duty to apply Italian law is a duty to endeavour to apply that law in good faith and in conformity with national jurisprudence and the prevailing interpretations given by the judicial authorities’ as well as ‘the State’s “interpretative authorities” ’.108 That said, a tribunal will not be bound by decisions of national courts or other state organs applying national law to the specific case in question.109 From the point of view of international law, the res judicata character of judgments under national law is but ‘one of several factual elements’.110 Assuming that it has jurisdiction, a tribunal is expected to give its own interpretation to sources of national law as well as contract provisions irrespective of forum clauses contained in such instruments.111

National law will be irrelevant to the extent in conflict with public international law, including the principle pacta sunt servanda. In CME v Czech Republic, whether particular administrative decisions were lawful under Czech law became less relevant as the UNCITRAL tribunal found that ‘the Treaty … does not allow reversal and elimination of the legal basis of a foreign investor’s investment by just taking the view that an administrative body’s formal resolution, the corner-stone for the security of the investment, was simply wrong’.112 In Siemens v Argentina, the arbitral tribunal found that ‘[t]he fact that the Contract is subject to Argentine law does not mean that it cannot be expropriated from the perspective of public international law and under the Treaty’.113 In Kardassopoulos v Georgia, it was immaterial whether the contractual basis of an investment was void under national law on the ground that the state organs had lacked competence to enter into the contract: ‘a host state cannot avoid jurisdiction under the BIT by invoking its own failure to comply with its domestic law’.114 Standard examples to the same effect are statutory provisions on period of limitation and interest. The award in Wena v Egypt is illustrative in both respects, and particularly in rejecting, on the strength of Article 42(1) of the ICSID Convention, an argument as to the relevance of statutory limitation.115 Similarly, interest cannot be reduced on the basis of national law,116 nor does national law affect the calculation of damages under the well-known formula of prompt, adequate, and effective compensation.117 Further examples of international law trumping national law are provided by the ICSID Convention itself. Article 25 governs matters of jurisdiction and consent, irrespective of national law or Article 42 on applicable law.118 Similarly, the ICSID Arbitration Rules issued pursuant to Article 44 takes precedence over specific provisions in national law, one example being admissibility, relevance, and evaluation of evidence.119

CONCLUDING REMARKS

This chapter has sought to analyse the development of the relationship between different systems and rules of law as the applicable law of an investment dispute. As has been shown, there are significant choices to be made in this regard by tribunals, especially in relation to investment agreements or treaties that do not address this issue explicitly. However, even in relation to explicit provisions, such as Article 42 of the ICSID Convention, there is a degree of discretion in the actual interpretation. That said, it appears clear that the internationalization of such disputes has led to a stronger acceptance of international rules as being key to the resolution of investment disputes. That this conclusion should be taken by international tribunals is perhaps not surprising, given that they represent an alternative to direct diplomatic solutions to international disputes. Such tribunals may not be fulfilling their appointed function should they not be guided by international, as well as national rules, applicable to the dispute before them.
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NOTWITHSTANDING the close links and complementarities between international trade and foreign direct investment, and their importance for international business transactions, there is an imbalance in the extent and intensity of their regulation and liberalization at the multilateral level. The overall conditions of international trade are established through the World Trade Organization (WTO) and the Uruguay Round Agreements. By contrast foreign investment is currently regulated, by and large, through either bilateral or regional agreements. No similar system for the multilateral regulation of foreign investment exists. This is surprising given the significance of foreign investment in the globalizing economy.

The term ‘foreign investment’, comprises ‘[t]he transfer of funds or materials from one country (home State) … to another country (host State) … to be used in the conduct of an enterprise (investor) in that country in return for a direct or indirect participation in the earnings of the enterprise’.1 Foreign Investment can be further divided into FDI and indirect (or portfolio) investment where the element of direct management of the investment by its foreign controller is absent.2 Likewise, the establishment of or transfer of a whole enterprise into another country can also constitute an investment. Foreign investment has become as important as ‘traditional’ trade for international transactions between countries,3 and can contribute directly to the delivery of both goods and (increasingly) services to foreign markets.

An investor typically invests abroad for one or more of the following reasons: market access or cost reductions, as well as access to natural resources and export platforms or access to efficiency-enhancing knowledge.4 An enterprise may choose to perform the same or a similar production process in a different country (market access), or split up its production process and localize different stages of the process in different places (cost reductions). In both cases the investor’s ultimate aim is the maximization of profits and shareholder value. From the point of view of the host state, foreign investment may be welcome as it is seen as a very important tool for growth and economic development. Developing countries in particular may hope that the inflow of foreign investment improves their domestic production capacity, leading to higher income levels and export growth.5 Needless to say, foreign investors invest not only in developing countries, but more frequently in emerging economies and developed countries, hence also the continued calls from for example Sub-Saharan African countries for increased foreign investment. Even within customs unions such as the European Communities (EC), there is a significant volume of cross-border foreign investment internally, especially from the existing EC member states into those which acceded on 1 May 2004 and 1 January 2007.

Against this background, it may be asked whether it is possible to retain a multifaceted and multi-layered system of bilateral and regional agreements, which leads to what some have termed a ‘spaghetti-bowl’ of legal instruments, or whether it is necessary to reform that system by way of multilateral disciplines on foreign investment. This chapter seeks to give an answer to this question. Section 1 sets the scene by examining the current international regulation of foreign investment and discussing previous attempts in the WTO and under the auspices of the OECD to negotiate multilateral rules. Section 2 goes on to identify the main lessons to be learned from the deliberations of the WTO Working Group on Trade and Investment, when it was tasked with considering which issues should be included in any possible WTO-based initiative on foreign investment rules. Section 3 then discusses and offers recommendations for possible future multilateral investment rules which would encompass not merely rights of investors and obligations on the part of host countries, but rather a more comprehensive ‘compact’ comprising pre- and postestablishment aspects of investment, as well as a number of supporting elements regarding the environment, good governance, labour standards and human rights, and the overall conduct of foreign investors.

Section 4 offers suggestions for substantive elements and aspects of dispute settlement in addition to the Model International Investment Agreement for Sustainable Development (IIASD Agreement) draft. Finally, Section 5 suggests and concludes that given the existing regulation of foreign investment, future multilateral investment rules would not altogether replace existing investment regulation, but would rather clarify it in some areas and add value in others, including through substantive provisions relating to environmental and labour standards.

In coming to their conclusions, the authors draw upon the IIASD Agreement draft submitted for consultation to the International Institute for Sustainable Development in November 2004 as an example of comprehensive rules which go beyond mere rights for investors and obligations for host countries. The draft reflects a clear trend, namely recognition that foreign investment is not a one-sided equation according to which special rights are bestowed upon the investor and obligations upon the host country, but rather one where foreign investors may also be expected to observe certain standards and obligations. Foreign investors must observe the laws of the host country in the same way as nationals, and those laws must not undercut certain minimum standards. Where national law does not meet such accepted basic human rights or environmental standards, foreign investors should nevertheless observe such standards. Corporate responsibility, the principle of non-intervention in the relations between a state and its own nationals as well as special circumstances in an underdeveloped or powerless host state, may justify limited and exceptional deviations from national treatment (ie foreign investors could be held to a higher standard than their domestic counterparts), in the case of inadequate protection of human rights and the environment. Needless to say, a more precise definition of the standard is wrought with difficulty. In any case, investors cannot be required to observe standards which neither the host country not the home country requires from its nationals.

(1) THE CURRENT INTERNATIONAL INVESTMENT REGIME

Absent a multilateral investment agreement or other comprehensive rules, such as investment provisions in a bilateral Free Trade Agreement, foreign investment is currently covered by Bilateral Investment Treaties (BITs),6 which number more than 2,000 at present.7 BITs, usually, but not exclusively, signed between developed and developing countries, focus mainly on the rights of the foreign investor and on the duties of the host state vis-à-vis the investor and their investment. BITs typically only cover post-investment protection, rather than actual pre-establishment rights for the investor.8 In addition to BITs, the last 17 years have also seen a steady increase in regional agreements between more than two states including provisions on investment,9 just as a number of bilateral trade agreements include a chapter on investment.10 The Energy Charter Treaty is a further example of an agreement which also includes rules on international investment, though in this case located within an inter-regional sector-specific agreement.11

Within the framework of the WTO, two of the so-called Uruguay Round Agreements contain provisions which directly concern foreign investment, namely the General Agreement on Trade in Services (GATS)12 and the Agreement on Trade-Related Investment Measures (TRIMs). However, both agreements deal with foreign investment in a somewhat fragmented manner.13 The GATS sets out, as one of the four so-called modes of delivery of services, ‘the supply of a service: … c) by a service supplier of one Member through commercial presence in the territory of any other Member’.14  ‘Commercial presence’ in this context means the actual physical presence within the territory of a WTO member other than that of the service provider and can thus be seen as a significant step forward for investors who are engaged in the provision of services. The GATS Agreement and commitments scheduled for Mode 3 only cover trade in services and not trade in goods, manufacturing, or extraction. However, unlike the BITs, GATS does not focus on the protection of investment and investors, but rather on what is the main purpose of the WTO, that is market access and non-discrimination.15 Another defining characteristic of GATS is that it is a framework agreement which takes a ‘bottom-up’ approach to market access, and needs to be scheduled by the individual WTO members. Consequently, there are wide discrepancies in terms of the types of services for which WTO members have scheduled Mode 3 commitments. What is noteworthy is the fact that discriminatory barriers facing foreign investors, both pre- and post-entry, tend to be in the services area in sectors such as finance, transport, energy, and telecommunications. As evidence of this, one commentator points to the negative-lists of nonconforming measures under NAFTA Chapter 11 and the preliminary exceptions to the draft of the Multilateral Agreement on Investment (MAI) in which measures relating to these sectors allegedly accounted for more than 80 per cent of the listed non-conforming measures.16 This has also led some commentators to suggest that the most viable road towards meaningful investment liberalization could be through GATS Mode 3, noting also that a review of the TRIMs Agreement would (presumably) apply only to trade in goods.17

The TRIMs Agreement does little more than elaborate and clarify certain aspects of the GATT’s Agreement key provisions regarding national treatment (Art III) and the prohibition on quantitative restrictions (Art XI).18 The agreement does not add to existing GATT rules, but does offer some value-added through the illustrative (ie non-exhaustive) list attached to the Agreement. Like GATTS, the TRIMs Agreement and its broader relevance is limited by the fact that it applies only to one specific area of economic activity, namely trade in goods.

From the foregoing it would be wrong to conclude that there is no multilateral regime for foreign investment. Rather, it is a fragmented regime with many different agreements at different levels of detail and complexity, with a variety of contracting parties, some being bilateral, others regional or even multilateral, as in the case of WTO Agreements. The result is that for each pair or group of countries, different investment regimes may apply. Equally, such fragmentation can encourage regulatory competition between different models of international investment agreements (IIAs), creating incentives for ‘treaty shopping’ by foreign investors who seek to enhance their protection even in cases where their own country has not concluded agreements that offer the same level of protection as those used by other countries. Thus there may be significant reasons for moving to a new multilateral investment regime. Before this is considered in detail, it is, first, necessary to examine past attempts at the establishment of a multilateral regime and to discover the reasons behind their failure to date, and secondly, to consider the contribution of the WTO Working Group on the Relationship between Trade and Investment.

(2) PREVIOUS ATTEMPTS AT NEGOTIATING MULTILATERAL INVESTMENT RULES

At the launch of the Uruguay Round negotiations in 1986, the USA proposed negotiating stricter disciplines on trade-distorting investment measures and argued that such negotiations should also address other factors which had an impact on investment flows. More specifically, the USA proposed that GATT contracting parties consider the application of the core GATT principles of national treatment (which could entail ‘equality’ between domestic and foreign firms as regards the right to invest in, and run, local operations) and the most-favoured-nation (MFN) treatment (which would place all foreign investors/investment on an equal footing) to foreign investment.

The USA’s position found broad support among other developed countries, as opposed to developing countries who not only disputed the permissibility of investment negotiations under the ambit of the GATT, but also insisted that negotiations—if any—would have to address issues relating to transnational corporations, including transfer pricing and restrictive business practices (some of which are also addressed in the non-binding UN ‘Set of Multilaterally Agreed Equitable Principles and Rules for the Control of Restrictive Business Practices’, hereinafter referred to as ‘the 1980 UN Set’).19

The (rather) opposed positions resulted in the negotiations (and the corresponding mandate) being more narrowly focused in scope, that is, restricted to trade-related investment measures. The Ministerial Declaration of 20 September 1986 (the ‘Punta Del Este Declaration’), Section D, established the following mandate for the negotiations:

Trade-Related investment measures

Following an examination of the operation of GATT Articles related to the trade restrictive and distorting effects of investment measures, negotiations should elaborate, as appropriate, further provisions that may be necessary to avoid such adverse effects on trade.

The mandate for the TRIMs negotiations explains why the current agreement does little more than elaborate on GATT Articles III and XI, and despite the fact that Article 9 of the TRIMs Agreement contains a provision according to which the Agreement may be ‘complemented’ by provisions on investment and competition following a review of the operation of the Agreement, no WTO member has so far invoked that provision (quite possibly also as ‘investment’ and ‘competition’ had been singled out as negotiation subjects in their own right).

Given the lack of progress in terms of negotiating binding multilateral rules on investment under the GATT (the WTO as of 1 January 1995),20 OECD member states in 1995 embarked on a long and winding road towards a multilateral framework of investment rules, later to be referred to as the MAI.21 The driving philosophy was that given the reluctance of developing countries to negotiate under GATT/WTO, a smaller group of like-minded countries (and their negotiators) could congregate under the auspices of the OECD and negotiate what was intended to be a state-of-the-art investment agreement which upon completion would be open to non-OECD countries, and might one day have served as inspiration (if not an actual blueprint) for a WTO agreement. Non-OECD countries did not take part in the actual negotiations, but were continuously briefed on major developments in the negotiations. With the benefit of hindsight, one may ask whether it was not wrong to exclude from the negotiating table the very countries from which OECD members were looking for access for foreign investment and investment protection.22 Also, one could ask whether the push for the MAI negotiations was not more on the part of WTO and/or trade and investment negotiators, rather than investors who would ultimately be affected by—and benefit from—such rules. Both questions hold lessons for future negotiators and negotiations in terms of prioritizing and balancing negotiations and ensuring relevant support thereof.

In 1997, the original deadline for completion of the MAI negotiations came and went, and negotiators were given a one-year extension. A range of NGOs and other groupings had now started directing their attention (and anger) towards the MAI. The NGO opposition, which to a large extent originated in Canada following the Ethyl Corporation dispute under NAFTA,23 ranged from NGOs worried about the potential implications for the environment and labour standards, to organized labour, such as the AFL-CIO, who feared that jobs would move abroad, accompanied by what Ross Perot (referring to NAFTA) had described as a ‘great sucking sound’. The overriding fear was that multinationals would move their operations to jurisdictions where they could pollute with impunity and exploit workers. In October 1997, the French Socialist government stated publicly that it would no longer take part in the negotiations, pointing to irreconcilable differences over certain issues, including a possible ‘cultural exception’ which Canada, France, and others had sought, and which the USA had adamantly opposed.

In December 1998, the negotiations were finally suspended and remain so to this date. The authors believe that rather than the NGOs having defeated the MAI, it failed for a number of reasons, chief among which were the (overly) ambitious attempt to cover both pre-investment and post-investment in one go, that pre-investment based on a top-down approach led to the submission of provisional exclusions and exemptions documents which for certain countries were extremely bulky, lack of support from industry who found that the text was unclear and that existing BITs provided better protection (despite NGO claims that the agreement was dictated by TNCs), the inability of negotiators to compromise and to deal effectively and credibly with environmental issues and core labour standards (due also to lack of agreement on the substantive content and reach of such standards), lack of clarity as regards the relationship between the MAI, BITs, and the GATS and TRIMs Agreements, and, finally, the fact that some OECD members were adamantly opposed to the notion of according national treatment in respect of the privatization of state-owned enterprises or other assets. The latter is a regrettable characteristic, which still characterizes the policies of certain EU member states, especially in areas of economic activity considered to be ‘strategic’ sectors such as energy and infrastructure. One may also ask whether the ability of EC member states to speak on their own behalf in the MAI negotiations (as opposed to in the WTO where the European Commission speaks on behalf of the European Communities and all its member states) somehow contributed to spoiling the broth. It remains a fact that the EC member states used their speaking powers to the fullest extent and showed little restraint in contradicting the Commission negotiators. However, this would appear to have been no more than one of several contributory factors, rather than a cause in and by itself.

To a large extent, it was the lack of ambition and inability or unwillingness to compromise that ultimately caused the negotiations to collapse, rather than the ill-informed and agitated NGOs claiming to have defeated the MAI following their protests in front of the Paris OECD headquarters and their anti-MAI propaganda in leading newspapers.24 That said, some of the NGOs’ concerns were justified and were in fact not too dissimilar from certain specific points raised by some MAI negotiators.

The 1998 MAI Negotiating Text25 itself is somewhat of a hotchpotch, which seeks to combine traditional investment protection with more novel mechanisms for pre-investment. In contrast to the bottom-up approach applied by the GATS Agreement (see above), the MAI envisaged a ‘top-down’ approach for pre-investment according to which all sectors of the economy would be covered by the national treatment and MFN disciplines unless explicitly exempted or excluded. These twin parts, that is pre- and post-investment, would then be bolstered by a robust dispute settlement mechanism allowing for both state–state as well as investor–state arbitration of various forms. Whereas the draft text takes a novel approach as regards pre-investment, there was nothing novel in terms of duties for foreign investors, other than the possibility of somehow associating the OECD Guidelines for Multinational Enterprises with the Agreement. Some have subsequently argued that the incorporation of non-binding guidelines into a binding agreement was contradictory, with some arguing further that such incorporation could risk undermining the existing support and consensus for the guidelines. One may also ask to what extent the proposed incorporation would have been feasible had the Guidelines been made binding and enforceable.

Some have argued that the draft agreement was nothing but a pure investor and investment protection instrument which failed to address crucial questions relating to environmental protection and fundamental labour standards.26 Or, put differently, that it may well have been state-of-the-art, but only à la carte, and not as regards important issues such as environmental and labour standards which are increasingly seen as inseparable from the area of foreign investment. The authors can largely agree with that assessment, although the main challenge as regards environment and labour standards where no real consensus exists will be to ensure that they are incorporated and reflected in a substantively meaningful way which, at the same time, does not go as far as to prove divisive and impractical. Others have argued that the negotiating process sorely lacked transparency and that this fed a feeling that the public and interested NGOs were being excluded.27 This criticism, however, is misguided. Nothing about the negotiations as such was secret, but for obvious (and practical) reasons international negotiations take place between sovereign countries who can be held accountable for their positions at the domestic level, be it in parliament, consultations with business and NGOs, or elsewhere. Just as charity begins at home, so does transparency. That being said, however, the experience of the MAI, as well as that of the WTO to some extent, has served to show that initiatives for negotiations within such areas are best launched after an appropriate public airing of their merits and demerits, and driving rationales.

As regards the WTO, despite the limited outcome of the TRIMs negotiations, WTO members meeting at ministerial level in Singapore in 1996 decided at the insistence of developed countries, in particular the EU, to establish working groups to discuss the areas of competition, transparency in government procurement, trade facilitation, and investment (ie the so-called ‘Singapore Issues’). The respective mandates clearly stipulated that the work was to be of an educational nature, rather than aimed at negotiations. At the WTO Ministerial Conference in Doha in 2001, members agreed that negotiations on all four issues would form part of the Doha Development Agenda trade negotiations launched at that time, but would only start after the 2003 Ministerial Conference, and only on the basis of modalities to be decided upon on the basis of explicit consensus.28

However, fundamental disagreement over agriculture in particular, as well as concerns over the implementation of the Uruguay Round Agreements, caused a certain group of developing countries to rally against the Singapore Issues during the 2003 WTO Ministerial Meeting in Cancún, arguing that they could not accept negotiations on any of the four issues despite the agreement reached in Doha two years earlier. The Cancún Ministerial ended in acrimony and prompted much soul-searching among most WTO members.

The first to break the post-Cancún silence was (then) US Trade Representative Robert Zoellick, who in a letter circulated on 11 January 2004 stated that he would prefer to drop the topic of investment in the WTO and also referred more broadly to the Singapore Issues as ‘distractions’.29  The EU had also indicated flexibility on the Singapore Issues,30 and this flexibility was confirmed in a letter of 9 May 2004 from (then) Trade Commissioner Pascal Lamy and Agricultural Commissioner Franz Fischler. As regards the Singapore Issues, the 9 May letter made clear that the EU acknowledged that trade facilitation was the most likely candidate to be negotiated, whereas the remaining three issues would need to be dealt with in the WTO on some other basis. Eventually, a formula of ‘1 + 3’ emerged as the solution for the Singapore Issues, that is, trade facilitation would be negotiated within the so-called Single Undertaking, whereas the remaining three issues would be dealt with on another basis, possibly through a continuation of the working groups in ‘study mode’.

Beyond a mere continuation of the working groups in ‘study mode’ lies the more contentious question of the scope and likelihood (if any) of future WTO negotiations on the Singapore Issues generally, and on investment in particular. Would possible future WTO agreements be plurilateral or multilateral? If plurilateral, what would then constitute ‘critical mass’? On what basis would negotiations take place? The elements listed in the relevant parts of the Doha Declaration or something different? What would be the level of ambition of the agreements?

(3) LESSONS FROM THE WTO WORKING GROUP

To date, the three WTO working groups dealing with the so-called ‘Singapore Issues’, including the one on investment, remain inactive. They have no Chairs and their mandate, if any, remains unclear. However, the issue of multilateral investment rules remains as relevant as ever, also in terms of its implications for and interlinkages with the multilateral trading system. Based on the reports of the Working Group on the Relation between Trade and Investment (WGTI),31 this section highlights the perspectives of developed/home countries on one side and developing/host countries on the other as regards multilateral investment rules in order to highlight the issues to be addressed in future multilateral investment rules in order to make them broadly acceptable. It should be noted, however, that the traditional distinction between developed/home countries and developing/host countries is in a state of flux. Companies from developing countries such as Brazil, China, and India are increasingly investing abroad. The traditional developed (home)/developing (host) country dichotomy has now been further muddled by the fact that developed countries have increasingly become targets of investor disputes (that is as host countries) and are therefore becoming more concerned with their own defensive interests.

As regards investment protection, some industrialized countries have been in favour of multilateral investment rules. From an historical perspective, as noted above, the USA’s attempts to launch broader investment negotiations during the Uruguay Round were met with suspicion and outright hostility from developing countries.32 That said, the developed countries have argued that the current web of BITs makes it very difficult for investors to assess their rights under the various agreements. As regards ‘market access’ (or pre-investment), they have been seeking more extensive investor rights than the current system provides for. More specifically, they have advocated a right to admission of investment and establishment.

Developed countries have argued that multilateral investment rules could help overcome the deficiencies of the ‘current patchwork of bilateral, regional, sectoral and few multilateral rules of investment’33 by establishing a framework of transparent, stable, and predictable rules.34 It has also been argued that this would not only be of benefit to investors, but also to host countries, which would benefit from an increase in the inflow of foreign investment. Such an increase could offer vast benefits to host states, not only in terms of capital, but also in associated transfer of know-how and technology, creation of jobs, and competition and innovation, which may be accelerated. Needless to say, other factors also affect investment flows, including intellectual property protection, infrastructure, and the overall regulatory environment.

At a more general, institutional, level it has been argued that host countries could also gain from investment, which could help induce positive changes to their existing institutions and economic systems, and increased transparency, just as they may be less prone to state-created distortions and corruption;35 in other words, good governance would somehow be promoted and flow from foreign investment.

Developing countries (when host to inward foreign investment) have traditionally favoured the system of the current BITs. These countries are familiar with the BITs and believe that they send a sufficiently strong and clear signal to foreign investors that regulatory reforms will not be reversed and that foreign investment is welcome (and protected). What is ironic is the fact that the BITs contain a number of the features that these countries have objected to in the WTO, including far-reaching investor–state dispute settlement mechanisms.

Within the WGTI, India was the most active and vocal opponent of WTO negotiations on investment,36 and it was also chiefly at the insistence of Indian negotiators that the ‘modalities to be agreed upon explicit consensus’ language was added to the Doha mandates of each of the four Singapore Issues. Although some developing countries/emerging economies such as Brazil and Malaysia did express some support for a ‘GATS-type’ approach to investment (ie bottom-up, as opposed to the top-down approach of the MAI), India’s position can nevertheless be regarded as broadly representative of the concerns of many developing countries.37 Opponents of multilateral investment rules have argued that the current system of international rules on investment and unilateral measures provides all the necessary legal foundations for international investment to take place, while at the same time allowing host countries the necessary flexibility to regulate investment in furtherance of their domestic development objectives. According to these countries, multilateral investment rules would have the effect of limiting the scope for government intervention to an extent that is considered incompatible with the imperatives of economic growth and development. Furthermore, these countries question whether multilateral investment rules would lead to significantly higher investment flows.38 Opponents, in particular India, have argued that overly ambitious multilateral investment rules would restrict the ability of governments to react flexibly to economic crises and to pursue normal regulatory policies pursuant to their legitimate national interests.39 One may of course ask whether this ‘loss of sovereignty’ (or ‘domestic policy space’ as it is frequently labelled) is fundamentally different from what is the result of BITs or even more traditional trade liberalization within the WTO, such as tariff bindings.

Despite the opposition by India (and shared by other WTO members), it is noteworthy that, for example, Indian companies are increasingly investing abroad and that this may help soften the Indian stance on this issue given time. Whereas the hawkish line is pushed by certain ministers and ministries, as well as certain Indian businesses with strong vested interests that prefer maintaining the status quo, the interests of competitive and outward-looking Indian businesses may eventually hold sway. Similarly, the same group of inward-looking businesses will be opposing the implementation of effective competition legislation, fearing that this would lead to increased competition and thereby the undoing of their privileged position. A telling example of the tension within the Indian business community (and very likely that of other emerging economies) could be observed in the run-up to the Cancún Ministerial conference. The main Dutch, German, and Indian business federations adopted a joint statement in which they voiced support for negotiations on the Singapore Issues, including investment. The Indian government was less than enthused by the support expressed by the Confederation of Indian Industry (CII)—especially when confronted with the statement at the Cancún Ministerial.40 In the view of the authors it is hardly surprising that investors from emerging economies themselves harbour some concerns about the treatment their own investments will be subject to. Dubai Ports’ bid for P&O’s US port operations and the Chinese company CNOOC’s bid for UNOCAL are but two recent examples of treatment which, in the eyes of these investors and their home countries, may be seen as anything but fair and even-handed.

It seems undeniable that multilateral investment rules would establish a more uniform international system compared to the current web of BITs. The conclusion of a multilateral agreement could establish a more transparent and predictable set of rules and thereby likely create a more stable environment for investment.41 It is generally perceived that this leads to a growth in investment flows to developing countries.42 It is, however, less clear whether it also leads to higher welfare in the host countries,43 especially in the absence of measures to eliminate distortions of market forces.

Some have argued that one advantage of a multilateral agreement as compared to the current web of BITs is that any future negotiations would be more closely monitored by the public, and NGOs, and civil society more broadly, which might have a more direct impact on the negotiating process and thereby the final rules. While such an ‘inclusive process’ could provide more legitimacy to multilateral investment rules than the conclusion of a BIT by two countries, in terms both of process and result,44  it raises a range of issues regarding not only the practicalities of such a process, but also more fundamental questions about whether the involvement of NGOs and civil society is not better done at the domestic level by the countries who are the actual participants in the negotiations and before their negotiating positions and objectives are finalized. That said, a greater degree of civil society consultation (ie involving traditional NGOs, as well as business and industry) has become an integral and widely accepted part of the process.

One further advantage of negotiations within the WTO relates to the bargaining power of developing countries. Where these countries would only enjoy limited bargaining power in one-on-one negotiations (such as negotiations on a BIT), they could form alliances with other WTO members with similar interests. By doing so, developing/host countries could protect their interests better than in a purely bilateral setting where they tend to be ‘regime-takers’, and might be capable of extracting concessions in other areas from the demandeurs of a multilateral agreement, possibly through the threat of being ‘regime-breakers’.

So far, home countries have generally displayed interest in further liberalizing FI through multilateral rules, whereas host countries have been reluctant and have stressed their right to regulate access of foreign investment (FI) themselves.45 While these perspectives may appear contradictory, the authors believe they can eventually be bridged. Much will depend not only on the content of the actual investment rules, but also on the broader surrounding landscape, including institutional anchorage (if any) of the rules, dispute settlement mechanisms, trade-offs, and corresponding concessions, etc.

(4) WHAT COULD FUTURE MULTILATERAL INVESTMENT RULES LOOK LIKE?

While the authors firmly believe that there is a strong case to be made for a comprehensive approach to investment, they also believe that this must be framed within a broader context of good governance and in a manner which duly takes into account the legitimate interests of developed countries, developing countries, and investors alike. Those interests indeed converge, as minimum standards regarding labour and environment are (or should be) global concerns and, hence, the traditional ‘them versus us’ thinking makes little sense. Such a progressive approach would require a rebalancing as regards the current primary focus of international investment rules of strong investor protection, so as to also include support for sustainable development, the environment, and other issues. This would not be at the expense of investor protection, but would rather be a broadening of the substantive areas to address.

As discussed above, the MAI negotiations failed due to a variety of factors, most of which were related to its design and the unwillingness of OECD members to compromise and make the concessions necessary to render the MAI the state-of-the-art agreement sought. The experiences of the MAI and the history of the WTO WGTI reports make it clear that any future multilateral investment rules have to take a number of issues duly into account in order to be acceptable to a sufficiently broad constituency. One major question is whether an agreement should be a ‘stand-alone’ agreement as was envisaged for the MAI, or whether it should be institutionally anchored somewhere, like the WTO. This question is central as it opens up a plethora of related questions such as secretariat support, dispute settlement mechanisms, enforceability of awards, and possible retaliatory measures.

Leaving the stand-alone/institutional anchorage issue aside, the draft text of the MAI can serve as a starting point for establishing certain guidelines for a future multilateral investment framework. Whereas the MAI draft had its fair share of shortcomings, flaws, and unanswered questions, this does not in any way suggest that negotiators had failed on all fronts. Some of the approaches in draft were both logical and appropriate and could be maintained in a future agreement, as argued further below. As regards the remainder of the draft, that nevertheless provides valuable lessons for the negotiators of any future agreement, although, of course, the draft text in a number of respects merely sets out different options, rather than taking any definitive stance.

In addition to the MAI draft text, major inspiration can be drawn from the recent proposal for a Model International Agreement on Investment for Sustainable Development (IIASD Model Agreement)46 presented by the International Institute for Sustainable Development. The draft counterbalances a number of the shortcomings of the MAI draft and illustrates how a multilateral investment agreement might pursue different aims rather than merely strengthening an investor’s rights in the host state.

Below, the key questions to be addressed by any future multilateral investment agreement are discussed in more detail. One key question negotiators ought to ask themselves is what should be the guiding principles for their negotiations. One commentator has suggested that there are five guiding principles for investment regulation/liberalization:47

(1) promoting a more secure, predictable, and transparent environment in which to plan and operate cross-border investments;

(2) ensuring greater protection for investors and their investments;

(3) promoting the progressive liberalization of barriers restricting the entry and conduct of foreign firms in domestic markets;

(4) reducing or eliminating measures that distort trade and investment decisions and reduce allocative efficiency; and

(5) developing credible institutions and rules for solving potential disputes.

While agreeing fully with all five prescriptions, which may appear self-evident, but nevertheless warrant repetition, the authors would suggest that they should be complemented by the following:

(6) ensuring adequate consideration for environmental issues, core labour standards and other related issues;

(7) ensuring that the relationship between the agreement and other related international instruments is clarified.

As discussed in further detail below, these two additional prescriptions would serve to help avoid some of the pitfalls of the MAI, as well as ensuring balanced rules which adequately reflect the legitimate interests of both investors and the host country.

(a) Institutional Setting for Future Negotiations

The MAI was negotiated among OECD members only and lacked the direct participation of those developing countries and emerging economies which were expected to sign up after its conclusion, for example Brazil, China, India, and South Africa. As already discussed, the reasons for the failure of the MAI were legion and the boisterous statements by NGOs that they somehow brought down the agreement are grossly inaccurate. However, the negative experience of the MAI, including the non-inclusive negotiating process, is likely to have seriously damaged the prospect of the OECD becoming a negotiating forum for multilateral investment rules for the foreseeable future.

That brings us to the WTO, which would seem a more appropriate place for negotiating and concluding multilateral investment rules.48 Given the close relationship between international trade and foreign investment, it would seem logical to address both issues under the auspices of the same institution. What is more, the WTO is the only international organization with a proven track-record of negotiating and effectively enforcing binding, multilateral rules.

As discussed above, the WTO has (or at least had) a Working Group with a mandate to study the relationship between trade and investment.49 The ‘great bargain’ argument, which is often put forward as the ‘raison d’être of the WTO’50 and which is of special significance for developing countries, also points to the WTO as the more appropriate place for negotiating multilateral investment rules.51 A broader agenda of trade and trade-related issues under negotiation would allow for important trade-offs, which (ideally) will enable all WTO members to return home with some of their priorities met. Finally, the consensus-based nature of the WTO would help ensure that all members have an effective say in the negotiations and could be in a position to influence the design of any rules, unlike the situation over the MAI negotiations.

If multilateral investment rules were to be negotiated in the WTO, the experience of the MAI offers a number of lessons for negotiators as regards the substance of such rules. In addition to key issues such as the definition of ‘investment’ and ‘investor’ (see below) as well as a top-down versus bottom-up approach, negotiators would need to clarify the relationship between any new WTO rules and the TRIMs and GATS Agreements, just as it would have to be decided whether access to the WTO dispute settlement system should be strictly limited to WTO members, or whether investors would also somehow be allowed to bring cases against host WTO members.52 Also, one may consider whether it might not make sense also to address competition-related aspects of investment, if rules were negotiated in the WTO. The experience from the WTGI and the corresponding Working Group on the Relationship between Trade and Competition Policy (WGTCP) shows that a number of developing countries were reluctant to assume investment obligations, especially as regards pre-investment, fearing that transnational corporations (TNCs) would wipe out nascent domestic industries. While these countries privately acknowledged that the answer to any abuse of dominance by TNCs would be domestic competition provisions, some countries felt the adoption and enforcement of such a law was not supported politically and would prove too costly. As a result, they chose to reject WTO negotiations on both investment and competition altogether. What is more, the WGTI and WGTCP conducted their meetings in splendid isolation from one another, and it begs the question whether it might not have made sense to discuss the linkages between investment and competition in a more holistic manner.

In the event that the WTO is chosen as the institutional home for future investment rules, the question arises whether these would be truly multilateral rules, that is, binding upon all WTO members, or rather in the form of some plurilateral agreement or arrangement. In addition to the existing plurilateral agreements of the WTO,53 the fourth and fifth GATS protocols relating to basic telecommunications services (as well as the so-called ‘reference paper’) and financial services were not signed up to by the entire WTO membership. The decisive criterion here was to achieve ‘critical mass’ calculated not in terms of a simple head-count of WTO members, but rather in the percentage of trade covered. For the fourth protocol 69 members and 91 per cent of trade was covered. For the fifth protocol 70 members and 95 per cent of trade was covered. If a plurilateral investment agreement was negotiated in the WTO, what would then constitute the ‘critical mass’ required to make such negotiations worthwhile? If merely based on FDI flows, an agreement between industrialized countries might constitute critical mass in terms of volume and value, but such an agreement would not include major developing countries and emerging economies, nor Sub-Saharan Africa, and might also be said to resemble the MAI set-up too closely in terms of initial participants. One option could be a formula combining several factors including origin and destination of FDI. That said, however, the failure of the WTO Ministerial Conference at Cancún, as well as the current state of the Doha Development Round of WTO trade negotiations, make the fate of investment rules in the WTO highly uncertain, to say the least.

One alternative to the WTO could be to use the International Centre for Settlement of Investment Disputes (ICSID) as the institutional anchor of future multilateral investment rules. It is widely agreed that ICSID has the requisite expertise in investment disputes, in particular between developed and developing country parties. However, that would still leave open the question of the actual negotiations of such rules. Would they be supported by the ICSID Secretariat, as was the case with the MAI negotiations and the OECD Secretariat? Would the Secretariat be likely to have the expertise necessary to effectively support negotiations on such a scale? If not, would they be free-standing negotiations, and, if so, what would be the realistic likelihood of success?

Yet another alternative forum for negotiations on multilateral investment rules could be UNCTAD. UNCTAD does have significant experience in issues relating to foreign investment, just as the UNCTAD 1980 Set contains a number of elements, which, if properly updated and ‘operationalized’, could help make multilateral investment rules more palatable to certain developing countries. Chapter D of the 1980 UNCTAD Set sets out ‘Principles and Rules for Enterprises, including transnational corporations’ relating to their conduct and business practices. However, UNCTAD admittedly does not have a track-record of negotiating and enforcing multilateral rules and could be viewed by some parties as being too dogmatic and anti-Western. This shortcoming might suggest that the issue could be taken up jointly by UNCTAD and the WTO, possibly along with the other Singapore Issue of competition, thereby also drawing upon some of the further elements contained in the 1980 UN Set, suitably modified to take account of current investment conditions.

(b) Scope of Multilateral Investment Rules

(i) Definition of Investment

The question of the scope of multilateral investment rules centres mainly on the definition of ‘investment’. Under the 1998 MAI draft, as well as under NAFTA,54 the definition of ‘investment’ is very wide, even including portfolio investment.55 A broad, asset-based approach was favoured by developed countries, and most BITs apply a broad definition of investment.56 Although accepted in BITs, the exact definition of ‘investment’ was one of the issues which contributed to the failure of the MAI,57 as some host states do not support an overly broad definition of ‘investment’. Developing countries particularly—but also some OECD members—have traditionally insisted on the right to regulate investment which is of a less permanent nature than foreign direct investment, for example portfolio investment,58 and numerous developing countries seek to use investment policies as a tool to promote legitimate social, economic, and environmental goals to which they have committed by ratifying human rights treaties. Also, it was generally agreed among developing countries that a broad definition of ‘investment’ called for appropriate safeguard provisions.59 

The rationale for the inclusion of portfolio investments is not obvious, as portfolio investments usually do not require long-term planning and far-reaching dispositions by investors. The discontinuation and withdrawal of portfolio investments will almost certainly be easier and faster than with direct investment and hence less in need of protection.

In accordance with the IIASD Model Agreement, it is recommended that portfolio investment and other intangible objects such as contracts should not be covered—as a priority—by the definition of foreign investment in any future multilateral investment rules. One solution could be separate rules (possibly in the form of a side agreement or protocol) according to which a smaller number of signatories would extend the investment definition (and thereby the ensuing protection) to portfolio investment, contracts, and the like.

(ii) Application to Transnational Corporations

Traditionally, public international law is derived from sovereign states and state practice and applies to states, rather than corporations and individuals. While international rights and duties of international organizations and individuals have received some recognition under public international law, the same is not yet completely true for TNCs, and in the area of human rights the lacuna continues to receive widespread attention.60 However, a simmering change has become apparent as regards non-state actors in the area of international economic relations, and the impact they have on a variety of non-economic areas. Some now recognize TNCs, which are concluding investment contracts with states, as partial subjects of international law.61 Given the significant role of TNCs in international economic relations, the need for certain responsibilities and duties on their part becomes not only logical, but also justified.62 If states are capable and willing to confer specific rights and benefits upon TNCs, for example through the adoption of traditional BITs, trade liberalization, and international protection of intellectual property rights, surely the logical corollary would be to ensure that TNCs observe specific obligations on TNCs as well?63

In particular, there is a widely held opinion among academics that a duty of human rights protection should also apply to TNCs in order to achieve fuller and wider realization of human rights.64 Admittedly, there are numerous international codes of conduct and other soft law instruments, some of which have been drafted by—or with the participation of—TNCs.65 The Draft UN Code of Conduct on Transnational Corporations already recognized that ‘the pervasive role of transnational corporations in the world economy requires the formulation of guidelines for their conduct’.66 However, the Code was never fully adopted, partly due to the North–South divide and the (then) Cold War. On 13 August 2003 the UN Sub-commission for the Promotion and Protection of Human Rights approved the ‘Norms on the Responsibilities of Transnational Corporations and Other Business Enterprises with regard to Human Rights’,67 which can be seen as a significant step towards involving business in international standard setting.68 The Norms are based on international human rights law69 and existing norms relating to TNCs and other business enterprises such as the ILO Tripartite Declaration of Principles concerning Multinational Enterprises and Social Policy,70 the OECD Guidelines for Multinational Enterprises,71 the United Nations Global Compact,72 and the Draft United Nations Code of Conduct on Transnational Corporations.73 The Norms are intended to evolve (eventually) into a binding set of rules for TNCs. While the specific content of the Norms themselves are the subject of some disagreement, there is considerable and increasing agreement that rules in the area of human rights that directly bind TNCs are overdue, and the Norms are generally viewed as an important and timely contribution to those ends. However, as the former Commission for Human Rights did not adopt the Norms, it remains to be seen whether its successor body, the Human Rights Council, will meaningfully advance this agenda.74 

It should be recalled that one of the criticisms of the MAI draft was the apparent imbalance between investor rights and responsibilities. The draft text did not contain any binding language on the responsibilities of investors regarding the environment, labour standards, and human rights, but merely a voluntary code of conduct.75 Hardly a state-of-the-art agreement by any reasonable measure.

The sphere of influence of an investor may vary depending on the nature of the investment, with the extractive industry most frequently singled out as an area more likely to have an impact on certain human rights, including the rights of indigenous peoples. Future multilateral investment rules could also seek to take into account how foreign investors ‘can contribute to a form of growth conducive to the right to development’ given that ‘[T]here is no automatic relationship between the arrival of foreign investors in a country and the human rights-driven development of that country: even where the TNCs concerned respect the full range of labour rights, environmental standards, and human rights which their activity could potentially affect, there is no certainty that their presence in the country will contribute to that country moving towards the full realization of human rights of all its population’.76

The inclusion of certain binding obligations on the part of investors in future multilateral investment rules requiring investors to observe a set of minimum standards in certain areas, would not only be fair and reasonable, but also in keeping with the prevailing sentiments and trends in international law. Such minimum standards could also importantly help prevent a ‘race to the bottom’ among host countries that may otherwise feel they have to engage in a constant lowering of environmental and labour standards in order to attract foreign investment. In addition, the inclusion of such obligations would also be likely to make multilateral rules more palatable to certain countries, and would address NGO concerns in this area, as well as those of the UN’s Special Representative on human rights and transnational corporations, among others. The IIASD Model Agreement contains an entire section on Foreign Investor Obligations and Duties. The authors would argue that, as a starting point, drafters of future multinational rules on investment should focus on core labour standards and certain environmental requirements, including the ‘polluter pays principle’. That is not to say that other human rights do not warrant attention, but negotiators should focus on what the traffic can bear, and on what would constitute a reasonable balance between more general rights and obligations of the broadest possible relevance and application in terms of investors. Certain areas of foreign investment, including the extractive industry, are likely to warrant emphasis on other types of obligations upon TNCs, such as those correlated with the rights of indigenous peoples, the rights to food and health given the possible environmental impact of an investment, and a range of civil rights, for example, the right to security of the person, given the frequent involvement of private military companies acting on their behalf in the protection of their investment.77

A key benefit of placing a number of direct obligations upon TNCs would be that it provides a mechanism for holding companies accountable in instances where the host state is either unwilling or unable to do so. While one might ask whether assisting the host country in monitoring and enforcing certain standards and principles might not be a feasible way forward, one must bear in mind that this would require an obligation for home countries (and their relevant agencies) to commit actual time and resources. The extent of time and resources needed would be difficult to gauge and would be certain to meet with resistance from the home country agencies in question. What is more, such enforcement assistance would provide no effective tool in instances where the host country is unwilling to take action.

(iii) Investment Protection

The investment protection provisions contained in BITs, the MAI draft, and the DIIASD Model Draft on International Investment for Sustainable Development are rather similar in wording. The usual standards for protection are national and MFN treatment, as well as fair and equitable treatment. As regards expropriation, the old controversy between minimum standard and national treatment appears to have been settled in favour of minimum standard. In order to be lawful, expropriations must meet the following criteria: for a public purpose, on a non-discriminatory basis, in accordance with due process of law and on payment of prompt and convertible compensation at fair market value. This standard on its face is similar to that of many Western Constitutions. The term ‘expropriation’ usually covers direct as well as indirect (or creeping) expropriation and nationalization.78 That reflects the current stage of customary international law in the field of property protection of nonnationals.

The MAI draft text went somewhat further in its general treatment clause by also prohibiting any action by a host state that would have the effect of a state seizure of assets or which would otherwise deprive the investor of ‘enjoyment, maintenance and use’ of the investment.79 NAFTA experience shows that such broad investor protection provisions may have negative (and unwarranted) consequences, namely a proliferation of claims brought by investors against legitimate regulatory measures that somehow had an impact on their economic activities, often referred to as regulatory takings.80 Any future multilateral investment rules should aim at striking a careful balance between investment protection and legitimate regulatory objectives of host countries, both as regards the actual wording of the investment protection clauses and, perhaps even more importantly, with regard to any dispute settlement mechanism.

(iv) Right of Establishment

As discussed above, the MAI draft aimed at according national and most-favoured-nation treatment with regard to both pre- and post-establishment obligations.81 With such a right to establishment, the MAI sought to go beyond the majority of existing BITs. While the authors can certainly agree that national treatment and MFN are the most effective means by which to ensure equality of treatment in terms of multilateral trade,82 the question remains whether and if so to what extent it should also be applied in the pre-establishment phase of foreign investment.

The MAI draft adopted a top-down approach according to which the provisions of the agreement would apply to all economic sectors and laws of the host state, unless somehow excluded or exempted, be it specifically or by virtue of one or more of the general exceptions envisaged in the draft.83 The top-down approach of the MAI draft proved especially problematic with respect to the rights of entry for investors provided under the text,84 and resulted in a number of the so-called like-minded OECD members submitting an exorbitant number of (preliminary) exceptions to the proposed agreement,85 Exceptions which in many cases went far beyond those lodged with respect to the OECD Code on Capital Movements.86 As regards the WTO as a possible forum for international investment rules, the question arises whether such rules should be based on a top-down approach as with the MAI, or a bottom-up approach, as under GATS, which allows WTO members discretion to open up specific sectors only as and when they feel ready to do so.

The IIASD Draft Agreement suggests what appears to be a reasonable compromise between the two, that is, a bottom-up approach as regards pre-establishment and a top-down approach as regards post-establishment rights. While future multilateral investment rules need not create unlimited rights of establishment for investors in a potential host state, parties wishing to list sectors for which they do allow foreign entrants should be able to list these in an annex to the agreement. Sectors listed in the annex ‘shall then be covered by the provisions of this agreement including for the establishment and acquisition of an investment’.87

Applying a bottom-up approach to pre-establishment seems logical, as foreign investment (leaving aside portfolio investment which would not be covered) has to do with more than just free movement of goods, but may also imply cross-border movement of natural persons and various activities in the host state. The authors favour the approach taken by the IIASD Draft Agreement, as it would allow developing countries to decide for themselves when to extend pre-establishment rights to certain sectors in light of their overall developmental and industrial policy objectives.

(v) Performance Requirements, Investment Incentives, and Taxation

The MAI draft included provisions regarding performance requirements which to some extent mirrored those contained in the TRIMs Agreement, that is a ban on local content requirement and other requirements which would violate a national treatment obligation and place conditions on the entry or existence of foreign investment. In a number of respects, the disciplines on performance requirements went further than the TRIMs Agreement.

However, the MAI draft failed to address two other important issues which have a direct impact on foreign investment, namely investment incentives and taxation. Investment incentives will typically be benefits and sweeteners, whether in cash or in kind, used by governments to attract foreign investors and investment. Frequently, incentives are used to counterbalance performance requirements88 and may cause investors to accept these as part of an overall package comprising both performance requirements and incentives. The main argument against the use of investment incentives is that they may lead to foreign investment going to areas where it is less efficient than would otherwise have been the case, and may ultimately prove a waste of government funds as the local benefits derived from the foreign investment are off-set (or even more than off-set) by the cost to the government of providing the incentive.89  Both performance requirements and incentives are often linked to the industrial policy objectives of a given country, and attempts at limiting their application may often meet staunch resistance.

While incentives are disciplined within the European Communities through the applicable state aid disciplines, trade-distorting incentives have yet to be more explicitly disciplined under the WTO Agreements on Subsidies and Countervailing Measures, although there would seem to be ample scope for doing so. It would be advisable for future multilateral investment rules to address not only performance requirements, but also issues relating to taxation and investment incentives. Admittedly, when dealing with countries with a federal structure such as Canada and the USA it may prove difficult to ensure a sufficient degree of discipline for the sub-federal entities. However, that should not prevent the formulation of disciplines at the federal level, which may—eventually—be extended to the subfederal level.

(vi) Basic Environmental and Labour Standards

It is clear that one of the contributing factors to the failure of the MAI was the inability of negotiators credibly and effectively to address the issue of environmental and labour standards.90 Such standards are logical within the new public international law order which aims at creating an objective order, rather than a mere network of reciprocal obligations between states.91 While it may prove unrealistic to agree on more precise substantive standards due to lack of consensus, the authors believe that the creation of soft law standards could serve at least two important objectives, one being to lay the foundations of an eventual substantive, binding standard, the other being their contribution to a sense of corporate responsibility, thereby also creating greater expectations as regards the behaviour of investors.

The MAI draft text did not initially include any provisions on labour or environmental standards. Partly in response to extensive lobbying by NGOs and trade unions, some more general language was included in the preamble92 and an additional labour and environment clause93 was proposed. Furthermore, the MAI draft (of 1998) required states not to lower existing environmental and labour standards.94 In addition to this, the non-binding OECD Guidelines for Multinational Enterprises95 were annexed to the draft text.

Additional problems may arise for domestic environmental protection and labour standards in the host State under multilateral investment rules. On the one hand, existing BITs as well as NAFTA Chapter 111199 accord investors protection against expropriation and measures tantamount to expropriation by the host state. In the area of environmental protection this means that an investor may claim compensation where environmental regulation substantially affects the economic value of foreign investors’ property. In the past, some investors have explored such claims as a useful instrument to shield themselves from regulatory measures that would otherwise have an economic impact on their activities.100 Already the mere threat of litigation may deter certain governments from adopting legitimate measures protecting the environment and human health. On the other hand, investors have a legitimate interest in legal certainty and adequate protection. A certain internationalization of basic standards could help both sides and would not necessarily affect investor protection adversely.

With its very limited provisions on environment and labour standards, the MAI proved incapable of adequately addressing the interlinkages between foreign investment, the environment, and labour standards.96 Although the draft text recognized the existence of some core rights concerning environmental and labour standards, it created no binding obligations for states or investors with respect to those rights. In this regard, the MAI draft (of 1998) lagged far behind other existing international regimes with respect to the treatment of labour rights.97 Likewise, the majority of current BITs contain only marginal (if any) provisions on environmental protection and labour standards. The same is true of Chapter 11 of NAFTA dealing with investment.98

Existing BITs, NAFTA, and the MAI draft do not contain adequate provisions on basic environmental protection and labour standards. What is more, overly broad and unqualified investment protection provisions in international investment agreements can have negative effects on domestic measures aimed at protecting the environment or establishing minimum labour standards. This is where future multilateral investment rules provide an opportunity to bring about positive change. In addition to ensuring more predictable and stable conditions for foreign investment, the establishment of certain minimum standards binding on states and transnational corporations,101 is a strong argument for negotiating multilateral investment rules which could establish valuable additional rules on foreign investment and the activities of foreign investors.

Establishing an international system to ensure respect for fundamental rights is a one-sided interest of neither industrialized countries nor of developing countries, but rather a common, public interest. Future multilateral investment rules present countries with an opportunity to incorporate provisions dealing with environmental protection and core labour standards. In this respect, such rules could help ensure that international investment regulation is coherent with international law in other areas. Moreover, today it could also prove essential to the legitimacy of future multilateral investment rules, at least as regards public opinion in OECD countries, but not necessarily more broadly.

However, it has to be taken into account that more lax environmental and labour standards often count among the most important competitive advantages of developing countries.102 Establishing certain international minimum standards could help prevent the risk of a race to the bottom, but at the same time also reduce these advantages. Consequently, environmental and labour standards should be of a more basic and fundamental nature as developing countries have a legitimate interest in competing (within reasonable limits) for foreign investment by offering favourable investment conditions, but not at the expense of basic human rights or the environment.103 Future multilateral investment rules should use a combination of certain binding minimum standards as regards core labour standards and the environment, combined with an obligation for signatories not to lower their standards in any of these areas in an attempt to attract foreign investment.

(vii) Dispute Settlement

The MAI draft contained provisions on state-to-state and investor-to-state dispute settlement procedures.104  BITs and other international investment treaties such as NAFTA Chapter 11 allow recourse to arbitration not only for the signatory states but also for investors. Practically all BITs as well as NAFTA confer direct rights on investors to bring claims against signatory states (and investors have frequently done so).

Excluding investor–state dispute settlement from future multilateral investment rules would be a ‘clear step backwards’ and would send a negative signal to investors.105 Putting forward the argument that the WTO does not allow trader–state dispute settlement misses the point entirely. Dispute settlement under the WTO is fundamentally different in the sense that it deals with challenges to measures of a systemic nature affecting a range of traders, such as a law, regulation, or practice, whereas investment dispute settlement will typically deal with specific steps taken which affect an individual investor and his investment, such as expropriation of an investment or discriminatory treatment against an investor and/or investment.

However, negotiators of any future multilateral investment rules might also consider whether states should not also be allowed to bring certain claims against investors for violations of binding rules, for example on environmental and labour standards. Such a procedure could enhance the enforceability of investors’ obligations under the rules and would provide an important and effective instrument for corporate accountability.106 Moreover, it might be considered whether citizens who are somehow directly affected by the actions or inactions of an investor should have the right to bring claims against states and investors.107 This might be the case for employees who believe the minimum labour standards are not being observed, or neighbours who suffer from activities which do not meet environmental standards.

Under the IIASD Model Agreement, arbitration proceedings may only be initiated by investors against host states and not vice versa. However, the draft does suggest that a host State may raise breaches of the agreement ‘as an objection to jurisdiction in an investor state proceeding initiated by an investor’. ‘A significant breach of an obligation … may vitiate the jurisdiction of a Tribunal’.108 Whether that would be enough to ensure the proper balance between rights and obligations (and their enforceability) is an open question.

The MAI draft provided for no fewer than three separate proceedings for investors in dispute resolution.109 NAFTA too provides alternative arbitration options for investors.110 Future multilateral investment rules do not have to confine dispute settlement to one single body, but it would seem desirable that the options to be made available are based on either the WTO Dispute Settlement Understanding (DSU) and/or on key aspects and principles of UNCITRAL, ICC, and ICSID arbitration. These mechanisms are familiar to most and have proven effective.

The incorporation of comprehensive investment rules in the WTO would logically suggest the use of the WTO dispute settlement system.111 Some may argue that investment disputes are fundamentally different from trade disputes and that WTO panellists and the members of the Appellate Body normally do not possess the requisite expertise for such disputes. However, there are already examples of the general DSU rules being supplemented by dispute settlement rules specific to a WTO Agreement, such as the possibility of consulting subsidy experts under the Agreement on Subsidies and Countervailing Measures.112 What is more, WTO panels and Appellate Body are already dealing with disputes involving a number of very detailed, technical aspects such as sanitary and phytosanitary measures and intellectual property rights.

The track-record of WTO dispute settlement shows a high rate of compliance with the rulings of the panels and Appellate Body. An obvious advantage of WTO dispute settlement is the possibility of retaliation or cross-retaliation against a non-compliant WTO member following the expiry of the reasonable period for implementation of the rulings and recommendations of the Dispute Settlement Body of the WTO.113 However, given the purely intergovernmental nature of the WTO, and the prospective nature of WTO dispute settlement remedies as compared with the backward-looking nature of traditional investment arbitration, the introduction of investor–state dispute settlement provisions in any future investment rules would entail a fundamental change to the WTO dispute settlement system.114 This should, however, not necessarily be seen as a decisive argument against multilateral investment rules in the WTO. On the contrary, the inclusion of such rules in the WTO could serve as a first step towards gradually opening the dispute settlement process to private parties in specific and narrowly defined areas, possibly on the basis of an actionis principle limiting claims by investors to certain pre-determined categories.115

Another viable venue for investment dispute settlement is ICSID. The ICSID system provides well-functioning facilities for conciliation and arbitration of disputes between member countries and investors who qualify as nationals of other member countries. The advantage of ICSID dispute settlement lies primarily in the fact that ICSID already has long-standing experience in handling investor–state disputes. The 1998 MAI draft allowed ICSID arbitration as one option for investors.116 However, ICSID does not require open hearings or public access to documents or decision and according to some, the lack of transparency in ICSID proceedings gives investors strong lobbying powers.117 A possible revision of the ICSID procedures in the area of transparency could help enhance the acceptance and legitimacy of ICSID rulings and would be desirable.

The IIASD Model Agreement provides for a ‘Dispute Settlement Body’, which resembles a re-engineered WTO Dispute Settlement Body according to the draft. Proceedings before the proposed Dispute Settlement Body shall be open to the public, and the process shall be open to the submission of amicus curiae briefs.118 Apart from that, the IIASD Model Agreement is not overly innovative and does not, as discussed above, provide for claims by States or affected citizens against investors.

CONCLUDING REMARKS

Regardless of the answer to the ‘when’ and ‘where’ questions relating to future comprehensive multilateral investment rules, the authors firmly believe that they will inevitably be the subject of forthcoming negotiations and, hence, the long and winding road will have led to a result. The question of which result will by definition depend to a large extent on the ‘when’ and ‘where’, just as it will depend on the development between now and then as regards BITs and other agreements dealing with foreign investment. As noted above, these authors do not believe in a ‘big bang’ theory according to which comprehensive multilateral investment rules will do away with all other existing rules in one fell swoop. Rather, a future agreement could be of a horizontal and general nature, which could also clarify certain issues, for example, the relationship between GATS Mode 3, TRIMs, and BITs, be it through incorporation by reference, creation of a ‘hierarchy of norms’, or other means, as well as adding substantive rules to the existing body of such rules, for example, as regards environment and core labour standards. Finally, an agreement could also break new ground by not only placing actual obligations on investors, but also allowing host countries and affected parties to seek effective enforcement of these obligations. If an agreement accomplishes what is described above, that would constitute a significant—and positive—step forward in terms of ensuring that the law on foreign investment adequately reflects the current trends in terms of subjects of international law and increased accountability of TNCs when acting abroad as foreign investors. As with Genesis, even those discarding Big Bang theory will have to admit that the Earth has evolved tremendously since then. So too should—and could—the law on foreign investment.
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Concluding Remarks

THE current wave of increasing investor–state arbitrations under international investment agreements1 is accompanied by a growing overlap between international investment law and international rules derived from other domains of international law. The increasing interaction between investment obligations and environmental, human rights2 or other international obligations brings to the fore a host of questions regarding the relationships between these spheres of international law.3 International investment tribunals have long applied some general rules of public international law (mainly the law of treaties4 as well as rules of state responsibility) but this chapter focuses on the interrelationships between inconsistent substantive standards of behaviour prescribed by international investment law and other branches of international law.

This chapter addresses questions relating to the impact of non-investment international obligations in the sphere of international investment law.5 Such questions may arise not only before investment tribunals but also in other international fora, such as the European Court of Human Rights, which has already rendered several decisions regarding foreign investors’ rights.6 The development of regulatory rules that apply to overlapping spheres necessitates striking a balance between the competing rules and aims that lie at the heart of different domains of international law. Consequently, the question of which tribunals will shape the balancing principles may well be of major importance.

The possible overlap of investment and non-investment obligations, as well as the potential involvement of more than one international institution, is well illustrated in the amicus brief submitted by the Quechan tribe in the ongoing NAFTA litigation between Glamis and the USA.7 Glamis argues that the US and Californian authorities adopted regulatory measures designed to prevent customary open-pit mining methods and block the development of the Glamis mining claims. Glamis argues that the US government, through California’s regulation, has expropriated, or taken, its property in violation of the NAFTA provisions. The Quechan tribe argues that the territory upon which Glamis would have dug its mine is located within the tribe’s sacred areas, and that the US measures are justified under international customary law as well as several treaties. The Quechan people contend that their indigenous rights, which are threatened by possible approval of the Glamis claim, are protected by international instruments, inter alia, the 1966 International Covenant on Civil and Political Rights, the 1972 UNESCO Convention on World Cultural Heritage, the ILO Convention on Indigenous and Tribal Peoples, and the Inter-American Convention on Human Rights.8 As to the possibility that the NAFTA tribunal may rule in favour of Glamis (and that the implementation of this ruling will violate the Quechan people’s rights), the Quechan tribe threatens to file a petition with the Inter-American Commission of Human Rights against the USA.9

It is noteworthy that the interrelationships between international investment and non-investment obligations are not necessarily contradictory. Legal rules deriving from these international spheres often complement and reinforce each other. As discussed below, international investment tribunals may in some cases interpret international investment treaties’ provisions in the light of non-investment treaties. Finally, even where investment and non-investment rules are clearly inconsistent, this conflict may lead not only to a normative determination of which rule trumps the other. Additional legal consequences of such incompatibility may arise with regard to the appropriate remedies (particularly regarding the amount of compensation) or the burden of proof.

Encountering inconsistent rules derived from international investment and other branches of international law, tribunals and specialists may draw upon rules included in two legal tool-kits that clarify the interactions of obligations in the interface area: the first set of rules has been developed in the sphere of public international law and the second set of rules emerges from decisions of international investment tribunals. Sections 1 and 2 will examine these sets of distinctive rules.

(1) PRINCIPLES OF PUBLIC INTERNATIONAL LAW

Public international law includes a coherent body of rules that regulates inconsistencies among international legal rules. International norms that are considered as jus cogens (peremptory norms)10 prevail over all other inconsistent rules of international law.11 Article 53 of the 1969 Vienna Convention on the Law of Treaties (Vienna Convention) further establishes that such a conflicting treaty is void.12 The superior normative status of jus cogens rules13 was recently confirmed by the European Court of Justice (First Instance) in regard to the relationship between certain fundamental human rights (which are considered as peremptory norms) and the provisions of the United Nations Charter:

226. […] jus cogens, understood as a body of higher rules of public international law binding on all subjects of international law, including the bodies of the United Nations, and from which no derogation is possible. […]

230. International law thus permits the inference that there exists one limit to the principle that resolutions of the Security Council have binding effect: namely, that they must observe the fundamental peremptory provisions of jus cogens. If they fail to do so, however improbable that may be, they would bind neither the Member States of the United Nations nor, in consequence, the Community.14  (Emphasis added)

Unless peremptory rules of international law are involved, Article 103 of the United Nations Charter provides that the Charter’s provisions prevail over other incompatible treaties.15 The special status of the UN Charter’s provisions was affirmed by the International Court of Justice’s decision in the Lockerbie case regarding the relationship between Article 25 of the Charter and the 1971 Montreal Convention for the Suppression of Unlawful Acts against the Safety of Civil Aviation:

39. Whereas both Libya and the United Kingdom, as Members of the United Nations, are obliged to accept and carry out the decisions of the Security Council in accordance with Article 25 of the Charter; … and whereas, in accordance with Article 103 of the Charter, the obligations of the Parties in that respect prevail over their obligations under any other international agreement, including the Montreal Convention.16 (Emphasis added)

International investment tribunals have extensively cited various provisions of the Vienna Convention but they have not resorted yet to Articles 30 or 53 regarding the primacy of the rules of jus cogens or UN Charter provisions over investment treaties. Still, these well-known principles of public international law may be invoked by parties to future investment disputes. This is particularly true with regard to host states that may attempt to justify the infringement of investors’ rights by invoking their obligation to protect international human rights within their jurisdiction. Since some fundamental human rights are protected by peremptory rules of international law as well as the UN Charter,17 recognizing the superior status of these rules may require future investment tribunals to subject some provisions included in investment treaties to these higher principles of public international law (eg with regard to the prohibition of racial discrimination).

The primacy of some international human rights over investment obligations may be invoked not only by host governments but also by foreign investors18 or some NGOs. Thus, for instance, individual investors may invoke the superior status of the above rules with regard to their right to property as well as regarding their right to fair trial. Allegations regarding a conflict between these fundamental human rights and international treaties were given serious consideration by the European Court of Justice (First Instance) in the Kadi case.19 Still, it is important to note that while the normative superiority of rules of jus cogens is not disputed in international law jurisprudence, international tribunals have demonstrated a cautious approach and declined to pronounce any treaty void because of conflict with peremptory norms.

Where rules of jus cogens or UN Charter provisions are not involved, different rules regulate the relationships between inconsistent rules of international law. Where the incompatible rules derive from different sources of international law (eg treaty rules v general principles of law), an embedded hierarchy is apparent: treaty and customary rules are regarded as primary sources of international law,20 general principles of law are viewed as complementary rules,21 and the judicial decisions and writings of authors are considered as subsidiary sources of international law.22 Consequently, where a legal rule derives from either treaty or custom, it will generally prevail over rules derived from other sources of international law.

A more frequent and difficult question arises where the different international rules arise from customary23 and treaty law. Such a contradiction may arise, for instance, where a rule included in an investment treaty is inconsistent with a customary rule regarding environmental protection. Under international law, generally, treaty and custom have equal weight,24 and inconsistencies are regulated by three interrelated principles: (i) lex specialis derogat generali, that is, a specific rule prevails over a general one; (ii) lex posterior derogate priori, that is, a later rule prevails over a prior one; (iii) respecting the parties’ intentions, that is, where the parties intend to replace a rule deriving from one source of international law with another rule included in another source of law (eg replacing a customary rule with a treaty rule), the rule preferred by the parties will prevail.25

The latter principle is illustrated by Article 16 of the 2004 US Model BIT that explicitly regulates the relationship between investors’ rights under the investment treaty and other contracting parties’ international obligations:26

Non-Derogation: This Treaty shall not derogate from any of the following that entitle an investor of a Party or a covered investment to treatment more favorable than that accorded by this Treaty:
1. laws or regulations …
2. international legal obligations of a Party ….27 (Emphasis added)

Similar regulatory principles apply where the inconsistent rules are included in the same source of international law. Thus, where rules emanating from two (or more) treaties are incompatible, the specific treaty trumps the general one.28 Additional rules regarding the relationships between conflicting treaties are elaborated in Article30  of the Vienna Convention. If the two treaties address a subject-matter of a comparable degree of generality, and the parties’ preference in favour of one of the treaties is expressed in the treaty, Article 30(2) directs us to accept the normative order as specified by the contracting parties.29

Thus, for instance, Article 103 of the NAFTA reflects the parties’ intention regarding the relationships between this treaty and the GATT30 (and other agreements):

1. The Parties affirm their existing rights and obligations with respect to each other under the General Agreement on Tariffs and Trade and other agreements to which such Parties are party.

2. In the event of any inconsistency between this Agreement and such other agreements, this Agreement shall prevail to the extent of the inconsistency, except as otherwise provided in this Agreement.31 (Emphasis added)

Similarly, the Energy Charter Treaty,32 the Canadian,33 and US34 model BITs include several provisions that explicitly set out the relationships between investment agreements and other treaties.35

Equally, where the conclusion of a later treaty by the same parties indicates that the contracting parties intended to terminate the prior treaty, Article 59 of the Vienna Convention provides that the prior treaty shall be considered as terminated.36 Where the conflicting treaties do not indicate any precedence, and all the parties to the earlier treaty are parties also to the later treaty, and the earlier treaty is not terminated under Article 59, Article 30(3) of the Vienna Convention applies the lex posterior principle and accords precedence to the later treaty.37

The most intricate question arises where the parties to the two conflicting treaties are not identical; for example, one party is a contracting party to both treaties and the other party is a contracting party to only one of them. Article 30(4)(b) of the Vienna Convention provides that:

(b) as between a State party to both treaties and a State party to only one of the treaties, the treaty to which both States are parties governs their mutual rights and obligations.

This rule does not set a preference ordering between the incompatible treaties and it does not absolve the contracting party that undertook inconsistent treaty obligations from its obligation to comply with both treaties. This provision leaves the latter party with the choice regarding which treaty to honour and which to breach, and as hinted at in Article 30(5),38 this party is likely to incur international responsibility vis-à-vis the injured party.39

The trigger to the application of the above regulatory rules necessitates a prior determination that the rules deriving from different treaties or sources of international law are inconsistent. Such a determination depends to a significant extent on the interpretation given to the international rules involved; whether they are reconcilable or not. A softer approach that avoids setting hierarchical order between the different legal rules lies in the harmonious interpretation of the relevant treaties. Such an approach strives to interpret one treaty in light of the other treaty or international customary rules. Article 31(3) of the Vienna Convention, which sets out the general principles of treaty interpretation, provides as follows:

3. There shall be taken into account, together with the context:

… (c) any relevant rules of international law applicable in the relations between the parties.40

It is noteworthy that while the resort to harmonious interpretation of the international rules involved may often avoid the determination of which rule overrules the other, the result is largely similar; in both cases one rule is applied to the particular disputed issue and the other is excluded.41

International investment tribunals frequently resort to various articles of the Vienna Convention but they have not invoked the above regulatory rules, including Articles 30 or 53. This practical disregard may appear even more puzzling in light of the fact that contemporary international investment law does not include a coherent body of rules in this sphere. (The reasons for this intriguing phenomenon will be discussed in the Concluding Remarks below.) The current situation of unawareness may well be changed in the future with regard to some fundamental human rights that are recognized as jus cogens rules under public international law. Parties involved in investment litigation are more likely to invoke the superior status of peremptory norms as a justification for non-compliance with investment obligations. Such arguments are also likely to be raised in the amicus briefs of NGOs. A second set of regulatory rules that may apply to inconsistent international investment and non-investment obligations emerges from a series of decisions of investment tribunals. These decisions are analysed in Section 2.

(2) INTERNATIONAL INVESTMENT JURISPRUDENCE

Some questions relating to incompatible international investment and non-investment rules were discussed in several investment awards.42 Unlike the above rules of public international law, contemporary international investment law does not offer a systematic set of rules to be applied to such questions. International investment tribunals that encountered such questions have tended to address these questions in a sporadic manner. Consequently, this section examines these investment awards separately and seeks to trace some systematic principles that emerge from this jurisprudence.

(a) SD Myers v Canada43

This is the most prominent arbitral decision that dealt with inconsistent investment and non-investment treaties. The claimant, SD Myers (‘the firm’), is a US corporation based in Ohio (approximately 100 km south of the US/Canadian border). The firm specialized in the process of polychlorinated biphenyl (PCB) remediation. In order to eliminate highly toxic PCBs from the environment, they must be disposed of either through a process of thermal destruction or by chemical processing. Following a decision of the OECD in 1973, the USA and Canada banned future production of PCBs and they also effectively banned the export of PCB waste (but they allowed the export of this product to each other).44  In 1986, Canada and the USA concluded the Transboundary Agreement on Hazardous Waste, which contemplated the possibility of cross-border activity, recognizing that the long common border engendered opportunities for a generator of hazardous waste to benefit from using the nearest appropriate disposal facility.45

In 1989, Canada acceded to the Basel Convention, which deals with international traffic in PCBs and other hazardous wastes. The USA signed but had not ratified the Convention by the relevant time. This global Convention prohibits the export and import of hazardous waste from and to states that are not contracting states46 unless such movement is subject to bilateral, multilateral, or regional agreement.47 Following the signing of the Basel Convention, but before it came into force, the Canadian Federal and provincial ministers responsible for the environment agreed that the destruction of PCBs should be carried out to the maximum extent possible within Canadian borders.48 In 1990, the firm began its attempts to obtain the necessary approval to import equipment containing PCB wastes into the USA from Canada. At that time, the firm became one of the prominent operators of the PCB disposal industry in the USA and it knew it could compete successfully against the Canadian hazardous waste disposal industry. In 1993, Myers Canada was incorporated under the Canadian Business Corporation Act. The Canadian Minister of the Environment stated in 1995 that the Canadian position is ‘that the handling of PCBs should be done in Canada by Canadians’.49 In 1996, following a discussion in Canadian governmental agencies and a lobbying campaign by the Canadian PCB disposal industry, the Canadian environmental agencies issued orders that banned commercial export of PCB for waste disposal. The Canadian–US border was closed for cross-border movement of PCBs for a period of approximately 16 months.50

The firm argued that Canada, by its above orders, breached its obligations under Chapter 11 of the NAFTA, and Canada argued that the firm’s construction of Chapter 11 was inconsistent with its other international obligations, including the Basel Convention and the Transboundary Agreement, and that these treaties prevailed over Chapter 11 obligations.51 Following a review of the evidence, the tribunal concluded that Canada’s policy was shaped to a great extent by the desire to protect and promote the market share of enterprises that would carry out the destruction of PCBs in Canada, and that were owned by Canadian nationals.52 The tribunal stated that the Canadian orders favoured Canadian nationals over nonnationals.53

The tribunal examined in detail the relationship between the NAFTA and other international agreements. It cited two of NAFTA’s provisions that instruct the tribunal to apply, inter alia, the rules of international law.54 Following a discussion of Article 31 of the Vienna Convention (regarding treaty interpretation), the tribunal turned to review other international agreements to which the parties adhered. It noted that the 1986 Canada–USA Transboundary Agreement recognized the possibility of achieving both economic efficiencies and the effective management of hazardous waste by cross-border shipments.55 The tribunal also examined the Basel Convention and noted that Article 11 of the Convention expressly allows the parties to enter into bilateral or multilateral agreements for the cross-border movement of waste, provided that these agreements do not undermine the Basel Convention’s rules regarding environmentally sound management.56

The tribunal mentioned that the NAFTA’s drafters took into account that some earlier environmental treaties would prevail over the specific rules of the NAFTA and cited its Article 104:

Article 104: Relation to Environmental and Conservation Agreements
1. In the event of any inconsistency between this Agreement and the specific trade obligations set out in:

a) the Convention on International Trade in Endangered Species …

b) the Montreal Protocol on Substances that Deplete the Ozone Layer …

c) the Basel Convention on the Control of Transboundary Movements of Hazardous Wastes and Their Disposal …

such obligations shall prevail to the extent of the inconsistency, provided that where a Party has a choice among equally effective and reasonably available means of complying with such obligations, the Party chooses the alternative that is the least inconsistent with the other provisions of this Agreement. (Emphasis added)

The tribunal emphasized that even if the Basel Convention were ratified by the NAFTA parties, still, Canada could not be presumed to use it to violate the NAFTA provisions because of the limitation mentioned at the end of the above provision.57 The tribunal concluded its analysis with the following statement regarding the interrelationships between NAFTA’s investment provisions and the Basel Convention:

… where a state can achieve its chosen level of environmental protection through a variety of equally effective and reasonable means, it is obliged to adopt the alternative that is most consistent with open trade. This corollary is also consistent with the language of the case law arising out of the WTO family agreements.58 (Emphasis added)

The Myers case illustrates the cautious approach undertaken by investment tribunals that face arguments regarding inconsistency between investment and non-investment rules. The tribunal scrutinized whether the investment treaty’s provisions are indeed in conflict with the non-investment obligations arising from the Basel Convention and found that such a contradiction does not exist in reality. The tribunal’s application of Article 104 of the NAFTA is consistent with the rule embodied in Article 30(2) of the Vienna Convention that directs us to accept the normative order as specified by the contracting parties. The tribunal also inquired into the motivation that led Canada to issue the relevant orders and it concluded that the real intention was discriminatory.

The Myers award also indicates that even where the host state genuinely faces inconsistent international investment and non-investment obligations, its margin of discretion regarding the specific governmental measure is restricted. As the tribunal stated in this decision, where compliance with the non-investment obligation can be achieved through a variety of equally effective means, the host state is required to adopt the course of action that is most consistent with its international investment obligations, that is, the measure that generates minimum harm to foreign investors.

(b) SPP v Egypt59 

Unlike the Myers case, the tribunal’s decision in SPP v Egypt involved apparently contradictory obligations undertaken by the host government in the investment agreements and those arising from international treaty. A series of agreements were signed by SPP and Egyptian agencies during 1974–75, under which the investor undertook to develop tourist complexes at the Pyramids area near Cairo and at Ras El Hekma on the Mediterranean coast. During 1976–77, Egypt’s authorities approved the development and construction plans that were submitted by SPP, and the construction began in mid-1977.60 The project encountered political opposition in Egypt in late 1977 and the opponents of the project claimed that it posed a threat to undiscovered antiquities.61 In a series of measures adopted by Egyptian agencies during 1978, the relevant area was declared as ‘public property (Antiquity)’ and the previous approvals of the project were cancelled.62 SPP did not challenge Egypt’s right to cancel the project, but it claimed that the cancellation amounted to an expropriation of its investment for which it was entitled to compensation under both Egyptian law and international law.63

As to the question of the applicable law under Article 42 of the ICSID Convention,64 Egypt argued that international law rules can be applied only in an indirect manner, through rules incorporated into the Egyptian law, such as treaties ratified by Egypt and particularly the 1972 UNESCO Convention for the Protection of the World Cultural and Natural Heritage.65 The tribunal ruled in that respect that the UNESCO Convention is relevant since it binds Egypt on the international level.66

Consequently, Egypt contended that the entry into force on 17 December 1975 of the UNESCO Convention ‘made it obligatory, on the international plane, to cancel the Pyramids Oasis Project’.67 SPP argued that Egypt ratified the Convention in early 1974 and thus was aware of its terms when it approved the Pyramids project. SPP further claimed that only nine months after the project was cancelled, Egypt itself nominated the relevant area for inclusion in the World Heritage list under Article 11 of the UNESCO Convention.68

The tribunal examined the UNESCO Convention’s provisions and noted that the World Heritage Committee registers protected property only following a request submitted by the contracting parties.69 The tribunal emphasized that the relevant obligation was not externally imposed on the government of Egypt but rather resulted from Egypt’s voluntary activities.70 The tribunal later scrutinized the chronological order of events and concluded that Egypt’s international obligations under the Convention entered into force only after the investment agreements were concluded and after the various permits were issued by Egypt.71 All these findings led the tribunal to reject Egypt’s arguments regarding inconsistency between its obligations under the investment agreements and its obligation under the international Convention.

As in the Myers case, facing arguments regarding inconsistent international obligations, the SPP tribunal found it necessary to examine carefully whether the government’s actions that breached the investment agreement were genuinely motivated by the desire to comply with the non-investment treaty. An analysis of the UNESCO Convention led the tribunal to the conclusion that the cancellation of the investment project was not externally imposed on Egypt but rather resulted from Egypt’s voluntary actions.72 This part of the SPP decision indicates that where the non-investment obligation is externally imposed on a party to an investment agreement, this factor is likely to be taken into account by investment tribunals. The tribunal also carefully examined the time sequence of the conflicting obligations; the investment agreements and the international treaty. An examination of the chronological order demonstrated that the international obligation entered into force only after the investment agreements were concluded and after the various permits were approved by Egypt.

(c) Santa Elena v Costa Rica73

This arbitral award focused on the obligation of and measure of compensation in cases of expropriation motivated by international non-investment obligations.74  In 1970, a group of investors (mainly from the USA) formed the Santa Elena corporation in Costa Rica, with the intention of purchasing the property known as Santa Elena, in order to develop it as a tourist resort and residential community. After acquiring the property, the investors proceeded to design a land development programme and undertook various financial and technical analyses. On 5 May1978 the government of Costa Rica issued an expropriation decree for the property, citing conservation objectives regarding the flora and fauna in the region. The investors did not object to the expropriation but contested the amount of compensation offered by the government.75 Consequently, the tribunal’s decision focused on the measure of compensation to be paid to the investors.76

As to the impact of the environmental concerns that motivated the expropriation on the duty of compensation, the tribunal stated:

While an expropriation or taking for environmental reasons may be classified as a taking for a public purpose, and thus may be legitimate, the fact that the property was taken for this reason does not affect either the nature or the measure of compensation to be paid for the taking. That is, the purpose of protecting the environment for which the property was taken does not alter the legal character of the taking for which adequate compensation must be paid. The international source of the obligation to protect the environment makes no difference.77 (Emphasis added)

The tribunal refused to examine the evidence submitted by Costa Rica concerning its international obligations to preserve the confiscated property.78 As to international obligations regarding environmental protection, the tribunal added:

Expropriatory environmental measures—no matter how laudable and beneficial to society as a whole—are, in this respect, similar to any other exproriatory measures that a state may take in order to implement its policies: where property is expropriated, even for environmental purposes, whether domestic or international, the state’s obligation to pay compensation remains.79 (Emphasis added.)

This arbitral award relates to the obligation of compensation following expropriation as well as the measure of compensation for expropriation. Unlike the tribunals’ awards in the Myers and SPP cases, which examined in detail the relevant non-investment treaties, the tribunal here categorically refused to examine the evidence concerning the host state’s obligation under international non-investment law. The tribunal emphasized that the source of the environmental obligation that motivated the expropriation, whether domestic or international, does not alter the government’s duty to compensate the investor. Similarly, the host state’s international obligations do not affect the amount of compensation. These sweeping statements of the Santa Elena tribunal do not necessarily reflect the current law regarding expropriation of foreign investors’ property.80 And if these statements reflect the existing law, the question is whether these unequivocal rulings are relevant only to expropriatory measures or also to violations of other investors’ rights (such as national treatment or fair and equitable treatment).

The text of the Santa Elena award, the sweeping language of the above statements regarding the non-relevance of states’ international obligations, as well as other decisions of investment tribunals,81 point out that that the scope of these broad statements is confined to expropriations. This is particularly true with regard to the measure of compensation, for which tribunals generally have a much larger measure of discretion.82

(d) TECMED v Mexico83

The TECMED case does not directly involve international non-investment obligations but the decision cites with approval the above central statement of the tribunal in the Santa Elena case and clarifies its content. In addition, the TECMED decision sheds light on several factors that are highly relevant to the conflict between investment and non-investment obligations on the international level. At the heart of the dispute was the decision of Mexico’s environmental agency not to renew the permit of the Spanish investor to operate a landfill of hazardous waste, citing, inter alia, environmental factors. The investor argued that this governmental measure violated the conditions on which it made its investment as well as the 1996 BIT between Spain and Mexico84 and that it constituted an expropriation.85 Mexico contended that its environmental agency’s decision arose from the negative attitude of the local community with regard to the way the investor performed its task.86 Mexico argued that this decision is a legitimate regulatory action in the sensitive sphere of environmental protection and that it does not amount to an expropriation.87

When the tribunal examined whether the Mexican decision not to renew the permit was a measure equivalent to an expropriation under Article 5(1) of the BIT, the tribunal stated:

After reading Article 5(1) of the Agreement and interpreting its terms according to the ordinary meaning to be given to them (Article 31(1) of the Vienna Convention), we find no principle stating that regulatory administrative actions are per se excluded from the scope of the Agreement, even if they are beneficial to society as a whole—such as environmental protection—particularly if the negative economic impact of such actions on the financial position of the investor is sufficient to neutralize in full the value, or economic or commercial use of its investment without receiving any compensation whatsoever. It has been stated [in the Santa Elena case] that: ‘Expropriatory environmental measures—no matter how laudable and beneficial to society as a whole—are … similar to any other expropriatory measures …. ’88 (Emphasis added)

This paragraph cites the central statement from the Santa Elena decision in the context of the severe damage incurred by investors because of expropriation. This statement reinforces the above conclusion that the Santa Elena tribunal’s sweeping refusal to examine the non-investment treaty is confined to the particular context of expropriation.89 

Following this statement, the TECMED tribunal turned to consider whether the decision undertaken by the Mexican agency was reasonable and proportional with respect to its goals. The tribunal emphasized here the allocation of costs between the local population and the foreign investor:

[I]t should be also considered that the foreign investor has a reduced or nil participation in the taking of the decisions that affect it, partly because the investors are not entitled to exercise political rights reserved to the nationals of the states, such as voting for authorities that will issue the decision that affect such investors.90

And regarding the particular vulnerability of foreign investors to bear an excessive share of the burden involved in the realization of public aims, the tribunal cited with approval the Judgment of the European Court of Human Rights in James v UK. The requisite balance will not be found if the person concerned has had to bear:

an individual and excessive burden91 …. Especially as regards a taking of property effected in the context of a social reform, there may well be good grounds for drawing a distinction between nationals and nonnationals as far as compensation is concerned…. nonnationals are more vulnerable to domestic legislation: … although a taking of property must always be effected in the public interest, different considerations may apply to nationals and nonnationals and there may well be legitimate reason for requiring nationals to bear a greater burden in the public interest than nonnationals.92 (Emphasis added.)

This citation93 highlights the fundamental difference between foreign investors and the host state’s population, both with regard to the investors’ reduced ability to influence the relevant measure that harms their interests as well as their particular vulnerability to domestic measures. These differences suggest that the host state’s population should bear a greater share of costs involved in the implementation of domestic measures.94

The TECMED tribunal carefully examined whether the investor had the knowledge of—or could reasonably foresee—the domestic regulations that would eventually lead to the closure of the landfill. The tribunal concluded that, at the time when the investment was made, the investor had no reason to doubt the lawfulness of the landfill’s location and that it was not negligent upon analysing the legal issues related to the landfill’s location.95 As to the opposition of some groups in Mexico to the location of the landfill, the tribunal ruled that the investor could not have reasonably foreseen this factor and its effects.96

The tribunal linked this finding regarding the investor’s knowledge and its legitimate expectations to the principle of fair and equitable treatment that was also included in the Mexican–Spanish BIT.97 The tribunal observed that this principle requires the host state to act in a consistent and transparent manner, so that the investor knows beforehand all rules and regulations that will govern its investment, in order to be able to plan its investment.98 Applying this principle to the relevant facts, the tribunal concluded that the investor could reasonably have trusted, on the basis of existing agreements, and the good faith principle, that the permit to operate the landfill would continue.99 Consequently, the tribunal ruled that the Mexican agency’s measure was not consistent with the fair and equitable principle that was prescribed by Article 4(1) of the BIT.100

The tribunal’s statements regarding the knowledge and reasonable expectations of the investor (which are protected by the fair and equitable principle) may be of major importance to the relationships between investment and non-investment obligations. Applying the above principle to inconsistent international obligations leads to emphasizing the knowledge and reasonable expectations of investors regarding non-investment obligations at the time the investment was made.

(3) EMERGING PRINCIPLES IN INTERNATIONAL INVESTMENT LAW

As discussed above, international investment tribunals that encountered arguments regarding inconsistencies between international investment and non-investment rules have not drawn on the public international law principles that address such questions. While investment tribunals frequently resort to various provisions of the Vienna Convention on the Law of Treaties, they have not referred in such cases to Articles 30 or 53 that lay out detailed rules regarding inconsistent treaties.101 Investment tribunals have opted to develop their own rules in a sporadic manner and have not attempted to lay out a coherent set of regulatory principles, thus providing specific answers to the particular questions that arise in each case. This section aims to discuss in a systematic manner some general principles that arise from this non-systematic jurisprudence. It is noteworthy to emphasize here that the following analysis is based on four arbitral awards and they do not establish binding precedents. These considerations led us to trace ‘emerging principles’ arising from these decisions and not setting out definitive rules in this complicated sphere.

(a) Relevance of Non-investment Treaties

Most investment tribunals that faced arguments regarding inconsistencies between investment obligations and non-investment treaties did not hesitate to examine carefully the non-investment treaty’s provisions. The detailed examination of non-investment instruments aimed to find whether the relevant international instruments contradicted each other. This approach was undertaken by the tribunals in the Myers and SPP cases.102 This rule is subject to two exceptions regarding compensation for expropriation and the tribunal’s substantive jurisdiction.

The tribunal in Santa Elena categorically refused to examine the host state’s obligations under non-investment treaties. But, as analysed in Sections 2(c) and (d), this sweeping position of the Santa Elena tribunal is confined to the obligation of the host state to compensate foreign investors for expropriated property.103 The TECMED award, which cites this statement of the Santa Elena tribunal, clearly shows that the context of the Santa Elena tribunal’s blanket refusal to examine the international legal obligation lies in the severe consequences of expropriation for investors. This conclusion is also confirmed by the Siemens award in which the tribunal rejected Argentina’s argument that following the jurisprudence of the European Court of Human Rights, the compensation for expropriation should be reduced.104 

A similar approach was undertaken by tribunals that faced arguments regarding non-investment obligations in the context of their jurisdiction. The tribunals in the Biloune and Channel Tunnel cases refused to inquire into human rights treaties and explained that their jurisdiction is limited to disputes arising from the relevant investment instruments or state legislation.105

Consequently, it is possible to conclude that facing arguments regarding incompatible investment and non-investment obligations deriving from international law, investment tribunals are required to examine the source of the relevant non-investment obligation (eg treaty or customary law) and determine whether such an inconsistency exists. This rule does not apply to the duty of the host state to compensate investors for expropriated property or to the measure of compensation for expropriation as well as the substantial jurisdiction of the relevant tribunals.

(b) Voluntary/Non-voluntary International Obligations

A determination that investment and non-investment obligations are inconsistent does not necessarily justify non-compliance with investment duties. Where the host state voluntarily undertook the non-investment international obligation after the obligation vis-à-vis the investor had been undertaken, the host state would not be absolved from its investment obligation. This rule arises from the SPP case where the tribunal emphasized that Egypt’s obligation under the UNESCO treaty was not externally imposed on the host state but rather resulted from its own voluntary activities.106 This award indicates that if the non-investment obligation is externally imposed on a party, investment tribunals will be more inclined to take the nonvoluntary obligation into account, either with regard to the determination of such party’s legal obligations or regarding the appropriate remedy (eg measure of compensation). Obviously, this rule will not apply to non-binding international rules (eg recommendations of international bodies).

(c) The Parties’ Motivations

The Myers tribunal examined not only the relevant international instruments but also the motivation that led Canada not to comply with its investment obligations. The tribunal found that the real motivation in this case was discriminatory. A similar approach was undertaken by the tribunals in the SPP107 and the International Bank of Washington108 cases.

In light of the examinations made by investment tribunals of the normative consistency/inconsistency between the involved international obligations, as well as the host state’s genuine intention, a question arises regarding the relationship between these two factors. It is clear that where the relevant international obligations are consistent and the government’s genuine intention is discriminatory (as found in the Myers case) the non-investment treaty cannot justify violation of investment obligations. The more difficult question, however, arises where the international obligations involved are inconsistent but the real intention of the party that breaches its investment obligation is discriminatory. Is the normative inconsistency alone sufficient to justify the violation of the investment treaty? In light of the importance of the prohibition against discrimination of foreign investors in international investment law (the national treatment principle),109 it seems that if the decision to breach the investment obligation is significantly tainted by discriminatory motive, this factor alone is sufficient to render the breach unlawful.

(d) Chronological Sequence of Obligations and Available Information

The SPP tribunal scrutinized the chronological order of the inconsistent obligations involved and concluded that Egypt’s obligation under the UNESCO Convention entered into force after the investment obligations were undertaken vis-à-vis the investor. Consequently, the tribunal rejected Egypt’s contentions regarding inconsistent obligations.110 A careful examination of the TECMED case, as well as general principles of international investment law, however, reveals that the earlier obligation does not automatically prevail over later obligations. The ‘critical date’ is the time when the investment obligation was undertaken, and this stage is closely linked to the available information at that date. The TECMED tribunal carefully inspected whether the investor had the knowledge of (or could reasonably forecast) the environmental regulations that would eventually lead to the termination of its activities. As other investment tribunals have done, the TECMED tribunal linked this factor to the principle of fair and equitable treatment.111

This analysis indicates that where the non-investment treaty entered into force after the investment obligation was made, and the investor did not have the information regarding the future international obligation (and could not reasonably forecast this future obligation) at that time, investment tribunals will be inclined to protect the investor’s legitimate expectations at this critical period. The need to enable foreign investors to adopt informed decisions on whether to commit their capital in a particular host state112 justifies this conclusion. Equally, where the investor knew about the existing non-investment obligation (or could reasonably expect the emergence of the future non-investment obligation), the inclination would be to protect the host state’s interest to comply with its international obligations.

(e) Least Restrictive Measures

Where a host state encounters inconsistent obligations and is allowed to comply with its non-investment obligation, its measure of discretion regarding the specific course of action vis-à-vis the investor is limited. As the Myers tribunal ruled (following Art 104 of the NAFTA), the host state is bound to choose the alternative that is the least inconsistent with its investment obligations. Thus, if one of the alternative options available to the host state under the non-investment treaty does not involve a breach of the investment obligations, the state is obliged to adopt that alternative. And where all alternatives involve some breach of investment obligations, the host state must choose the course of action that generates the least harm to the investor’s interests.

(f) Sharing the Burden and Measure of Compensation

Questions regarding the appropriate division of costs involved in compliance with non-investment obligation may arise at various stages of litigation, and particularly when the tribunal assesses the quantum of compensation. Where the host state violates its investment obligations in order to comply with international non-investment obligations, which party should bear the costs involved? The Santa Elena decision indicates that where expropriation or taking is involved, the fact that the property was expropriated because of international obligations does not affect the measure of compensation. As discussed above, these sweeping statements of the Santa Elena tribunal do not necessarily reflect the current law regarding expropriation of foreign investors’ property.113

Where the investor’s rights are breached by non-expropriatory measures (eg discriminatory actions), less dichotomist divisions are possible. Generally, the amount of compensation to be paid by the host state may be affected by various circumstances, and investment tribunals have a significant measure of discretion in this sphere. Thus, for instance, the amount of compensation could be reduced where both the host state and the foreign investors did not know and could not reasonably forecast at the time of the investment agreement the future emergence of new and binding international obligations. But even in such cases, some basic features that characterize investment relations suggest that in most cases the host states will have to bear a significant share of the costs involved. Generally, where the general population of the host state draws the main benefit from compliance with non-investment obligations, it is desirable that the host state bears a considerable portion of the costs of compliance.114

In addition, as the TECMED tribunal emphasized, foreign investors generally have a reduced or nil participation in the political decision-making processes that affect their investments. This feature is also valid with regard to the extent of the influence of investors on a national decision whether to join a particular treaty, or the measure of their influence on the emergence of international customary rules. These asymmetric relationships115 suggest that in many cases the host state would have to bear a considerable or significant part of the costs involved in compliance with non-investment obligation.

CONCLUDING REMARKS

The accelerated proliferation of international investment agreements, the growing number of treaties in other international domains, and the increase of investor–state arbitrations enhance the prospects of overlap between investment and non-investment obligations. The interactions between international-investment and non-investment obligations may be controlled by two main sets of rules: the relatively well-developed principles of public international law or the nascent body of rules emerging from international investment jurisprudence. As analysed in Section 2, investment tribunals have generally not resorted to the relevant principles of public international law. This practical disregard for the regulatory rules of general international law stands in stark contrast to the extensive reliance of investment tribunals on other rules of the Vienna Convention on the Law of Treaties. This current unawareness of investment tribunals may well change in the future with regard to fundamental human rights that are recognized in public international law as jus cogens rules. Parties involved in investment litigation (including NGOs) are likely to invoke the superior status of peremptory norms as a justification for non-compliance with investment obligations.

The reasons for the divergence between international-investment and public international law116 may lie, inter alia, in the different aims of the branches of international law involved as well as in the distinctive characteristics of investment relations. While the regulatory rules of public international law in this sphere are quite neutral regarding the branches of international law concerned, investment tribunals generally strive to advance the basic goal of investment law, primarily increasing the flow of foreign investments. Public international law accords preference to fundamental human rights and rules related to international peace and security (via the concept of jus cogens and Art 103 of the UN Charter) but investment tribunals hardly deal with such superior norms of international law. The second factor that may explain the divergence relates to the fundamentally different features of investment relations. While the underlying assumption of public international law is sovereign equality, the legal relationships between host states and foreign investors are clearly asymmetric. Host states are in a superior position to influence the content of the domestic law and the relevant norms of international law (particularly with regard to treaties).117

These structural differences (and others) have led investment tribunals to grant precedence to the contractual or consensual rules that have been agreed upon by host states and investors. Following the contractual stage, and during most stages of the implementation of the investment agreement, the superior position of the host state regarding influence upon the content of both domestic and international law is glaring. Consequently, investment tribunals are inclined to emphasize the obligations included in the investment agreement and the circumstances prevailing at this critical stage, such as the information available to both parties in this phase.118

As analysed in the preceding sections, investment tribunals have addressed arguments regarding inconsistencies between the investment agreement and non-investment law in a very cautious (and even suspicious) manner. Thus far, no investment tribunal has absolved a host state from its investment obligations, or significantly reduced its responsibility to compensate the injured investor in such cases.119 

The nascent principles that emerge from investment tribunals’ jurisprudence do not form a coherent and comprehensive body of rules that clarify the relationships between investment and non-investment obligations. The contemporary treatment of these questions by investment tribunals is rather scattered and the law in this sphere is still in a formative period. Future investment awards and investment treaties may have to further clarify the legal rules applying to this intricate sphere of international investment law, especially in the face of the possibility, alluded to above, of increased argumentation about the primacy of non-investment obligations in given cases.
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TRADE AND INVESTMENT*
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(5) Back to the Future: A Possible Framework for a WTO Investment Agreement

Concluding Remarks

INTERNATIONAL economic law, however defined, necessarily reflects relevant domestic practice of states and their changing role in the economy.1 Against the background of globalization, the evolution of international trade and investment law, not surprisingly, largely mirrors the evolution of other branches of state practice, including its seemingly inexorable tendency towards greater integration, moving from bilateral treaty practice towards regional and multilateral arrangements of shared common principles, objectives, standards, and disciplines.2 Consequently, the hitherto separate orders of trade and investment increasingly intersect and interact,3 both with one another and with those governing issues directly affecting peoples’ lives: human rights, labour standards, health, environmental, and developmental policies. Thus, it is appropriate to take stock of the current situation of intersections and interactions between international trade and investment law, at different levels of integration.

This chapter, therefore, seeks first to trace the history, and to provide a summary survey, of the ongoing parallel evolution of bilateral and plurilateral approaches to investment and trade; it provides, secondly, an examination of investment-related provisions in various WTO Agreements and of investment provisions and case-law under Regional Free Trade Agreements (RTAs); and thirdly, it analyses a number of building blocks for a possible future WTO-based Investment Agreement.

(1) HISTORICAL BACKGROUND

As a general pattern in international relations, wars, or periods of conflict or ideological turmoil, invariably lead to distrust and the cessation of or severe restrictions in inter-state relations, including trade and commercial relations. Once peace is restored, confidence returns and cooperation, even integration and orderly peaceful dispute settlement, will be established or re-established, and institutionalized. Indeed, a pattern of relevant practice to that effect can be observed at least since the Hague Peace Conferences 1899–1907.4 Suffice it to mention, inter alia, the League of Nations, the Bretton Woods institutions, and European regional integration; and in the field of peaceful dispute settlement, the Permanent Court of Arbitration,5 the Permanent Court of International Justice, and the mixed claims commissions and mixed arbitral tribunals after World War I, and, more recently, international courts and tribunals, such as the ICJ and international institutional arbitration, including that of ICSID, the Iran–United States Claims Tribunal, and, to some extent, the United Nations Compensation Commission.6

International trade and investment, considered complements not substitutes by economists, have for a considerable time coexisted side by side, as separate concerns and based on separate rules, sometimes in the same international agreement. For example, some of the typical pre-World War I bilateral so-called FCN Treaties (Friendship, Commerce, and Navigation)7 contained rules on establishment next to trade rules and dispute settlement arrangements, including arbitration clauses.8 The settlement of investment-related disputes in post-1945 FCN treaties rather uniformly proceeded from bilateral mechanisms such as consultations or diplomacy to third-party mechanisms, typically submission to the International Court of Justice. Likewise, the abortive Havana Charter of the International Trade Organization (ITO) of March 1948, once described as ‘the high watermark in the post-1945 world of liberal and social democratic thinking in the field of international economic relations’,9 contained separate provisions on trade and investment.10 It should be noted, however, that the investment provisions of the Charter were quite weak, from a liberal economic perspective. The Havana Charter was generally based on the recognition that a stable, non-discriminatory international trading system could be better achieved through a single set of legally binding and enforceable multilateral rules and discip-lines than through numerous bilateral trade agreements. But when it failed to come into being in 1950, the ‘residual’ GATT made no attempt to deal with foreign investment issues until the mid-1950s.11 At the same time, during the 1960s and 1970s most developing countries (DCs), as well as a number of developed countries—for example, France, Canada, Australia—considered foreign direct investment (FDI) through multinational companies (MNCs) to constitute economic colonialism and exploitation and the MNCs as a threat to their economic sovereignty and national security. When rates of expropriation of FDI in DCs increased,12 developed states searched for ways of protecting their investors. By the end of the 1970s DC policies towards FDI began to shift. Having largely secured control over their natural resources, DCs no longer pursued large-scale expropriation of FDI. And when, due to the debt crisis of the 1980s, the supply of finance to heavily indebted DCs was much reduced, FDI became a more desirable source of foreign capital and DCs began to adopt policies to attract and retain FDI and to take unilateral steps to liberalize restrictions on the entry and operation of FDI.13 Once the interests of DCs had shifted, host and home countries sought to protect their respective interests by entering into bilateral, regional, and multilateral investment-related agreements.14  It was only when irrefutable empirical data became available showing the central role of investment flows in the ongoing integration of the world economy that awareness grew of economic, institutional, and regulatory linkages between investment and trade.15 Thus, after World War II multilateral treaties, such as the GATT, and certain regional arrangements on customs unions and free trade areas (RTAs) emerged, including multilateral systems for the settlement of trade disputes between them.16 The ongoing proliferation17 of intergovernmental arrangements on foreign investment on the other hand has led to an increasingly dense and diverse web of overlapping instruments, including bilateral (BITs),18 regional,19 sectoral,20 and multilateral instruments,21 and non-binding initiatives22 which differ considerably in legal characteristics, scope, and subject-matter, undermining policy coherence and giving rise to risks of confusion, interpretative uncertainties,23 and legal conflicts. However, despite several efforts made after World War II,24 little attention was given to investment issues at the multilateral level until the mid-1980s, apart from unsuccessful attempts by the USA to include investment in the Tokyo Round of multilateral negotiations (1973–9) and a survey of trade-damaging investment performance requirements and incentives in GATT’s work programme 1982. Nonetheless, the non-tariff barrier agreements of the Tokyo Round such as on subsidies, technical standards, and government procurement, though primarily for cross-border movement of goods, may in many cases also be relevant to the competitive conditions facing foreign investors. As a result of these developments, there are no binding multilateral instruments containing comprehensive substantive rules on foreign investment.25 Existing binding multilateral instruments—for example the OECD Liberalisation Codes and the GATS—are narrow in scope and only establish a few substantive norms.26 Conversely, those which do contain substantive norms are non-binding, for example, the OECD Guidelines on Multinational Enterprises of 1976. It was only during the Uruguay Round of multilateral trade negotiations in the mid-1980s that the USA again put forward a proposal for a comprehensive agreement on investment in the GATT.27 Although this initiative was resisted by DCs and again failed, the Uruguay Round introduced an ‘investment’ dimension in multilateral trade rules, obligations imposed on governments of WTO members with respect to the treatment of foreign nationals or companies in their jurisdiction, especially in the General Agreement on Trade in Services (GATS). Other Uruguay Round Agreements which comprise an ‘investment’ dimension are the Agreements on Trade-Related Aspects of Intellectual Property Rights (TRIPS), on Trade-Related Investment Measures (TRIMS), on Government Procurement (GPA), and on Subsidies and Countervailing Measures (SCM).28

(2) ABORTIVE MULTILATERAL APPROACHES: OECD AND WTO EXPERIENCE

In 1995 OECD countries attempted, and by 1998 had already abandoned, negotiations on the drafting of a comprehensive GATT-type MAI going beyond the coverage under the WTO Agreements on TRIMs and the GATS which would have been open to non-OECD Member States.29  At the first WTO Ministerial Conference in Singapore in 1996, the EU and Canada proposed creating a Possible Multilateral Framework on Investment (PMFI) modelled upon the MAI under the auspices of the WTO. But a negotiating mandate was opposed by DCs, apprehensive about a potential loss of regulatory sovereignty. As a compromise, a Working Group on the Relationship between Trade and Investment (WGTI) was established in the WTO to study the issue and eventually to recommend the desirability, if any, of a multilateral framework on investment within WTO’s ambit.30 At the Fourth WTO Ministerial Conference held in Doha in November 2001, the EU, supported by other industrialized countries, again raised the investment issue and equally unsuccessfully at the Fifth Ministerial Meeting held in September 2003 in Cancun.31

The Doha Ministerial Declaration provided for the launch of negotiations on trade and investment after the Fifth WTO Ministerial Conference at Cancun ‘on the basis of a decision taken, by explicit consensus, at that session on the modalities of negotiations’.32 Evidently, as in bilateral and regional investment agreements, it was envisaged to address not only the limited trade-related issues such as those in the TRIMS Agreement, but a broader range of purely investment-related issues.33 It was further agreed that the issue of pre-establishment rights only on a positive list basis34 should be included as one of the most salient modalities and that the objective was ‘long-term cross-border investment’, a phrase undoubtedly designed to exclude short-term portfolio investment.35 Despite significant differences in the positions of the USA, Japan, and the European Communities, efforts were made by certain leading developed countries to initiate negotiations. While there was vehement resistance by certain DCs, notably by India and Malaysia, some other opponents of negotiations, such as Thailand, took a more nuanced position. Yet others, in particular Chile, Costa Rica, Korea, Mexico, were actually active supporters of negotiations. DCs advanced several reasons for their opposition to negotiations towards a multilateral investment framework. The first is that since the implementation of existing agreements already involved a considerable burden for them, they were not prepared to address additional rule-making in a new field. Secondly, a core of DCs insisted that investment policy was under the control of national governments and should, therefore, remain outside the framework of the WTO. A key argument of a number of DCs, notably India, was that to the extent that treaty-based protection of investors was necessary, the existing network of BITs already provided that protection. They argued, thirdly, that the study of investment issues should be conducted under the auspices of UNCTAD, that is, in the context of development as a whole.36 Fourthly, they pointed out that none of the developed members ever blindly welcomed foreign investment or pursued free investment policies. Instead they had all imposed strict regulation of foreign investment, including entry restrictions ranging from simple entry bans with respect to certain sectors to conditional entry regarding access to others (eg ceilings on foreign ownership, local content,—performance and technology transfer requirements) as well as informal mechanisms that prevented hostile acquisitions and takeovers by foreign investors. In other words, there was never a ‘one-size-fits-all’ approach to FDI regulation.37 A fifth and somewhat ambivalent reason is that although DCs are aware of the need for and importance of attracting investments for their economic development, they also seek to restrict investments from foreign companies in order to develop their own domestic industries. Lastly, DCs take the view that investment-related rule-making through the WTO does not necessarily guarantee an increase in investment.

As a result of the failure of both multilateral initiatives, that of the MAI and of a WTO-based investment agreement, the level of multilateral liberalization and integration of cross-border trade and investment in goods and services will remain that achieved in the mid-1990s, except for a few regional agreements. Of course, the above-mentioned Uruguay Round Agreements, most notably the GATS and the TRIMS, have been designed to ensure that trade is promoted, but not to govern investment as such. Otherwise, trade and investment continue to develop under separate rules for the time being, the latter through a still growing number of bilateral investment treaties (BITS) and through regional and sub-regional38 Investment Agreements. Still, consensus appears to exist that trade liberalization, successfully pursued since the 1960s, must be complemented by comparable liberalization of investment, for at least three reasons. In the first place, because it would appear impossible to draw a conceptually satisfactory line between trade and investment; secondly, because the concept of ‘investment’ can no longer be restricted to the classical notion of direct investment, since a great many modern forms of investment—division of production, sub-contracting, leasing, licensing—comprise a strong trade component; and thirdly, because of the sheer complexity arising from the provision of the MFN clause in some 2,300 BITs. Companies, moreover, need stable, transparent, and predictable rules for their operations,39 regardless of whether their activities are classified as trade or investment. Furthermore, advocates of a multilateral framework of rules confidently point out that, in the long run, its chief advantages—legal certainty, reduced costs of information gathering, and increase of investment flows to DCs—will induce a more favourable climate for negotiations. Generally, globalization and related ‘one-world’ views signal a new intellectual climate that appears to favour integrating, or re-integrating (Havana Charter) separate concerns, whether through standard setting or case-law. It involves both the integration of the interdependent sectoral world orders of trade, investment, and monetary relations inter se40 and social concerns41 such as human rights and environmental protection and development based on the integrative concept of sustainable development.42 Such ‘embedded liberalism’,43 requires the balancing of competing public values of, on the one hand, economic efficiency through progressive liberalization, and paramount domestic public policy objectives, such as the protection of human and workers rights, and of environmental and developmental concerns, on the other.44 

Still it is recognized, even by some DCs, that the WTO is the best forum for pursuing multilateral investment rules. In fact, WTO-based negotiations would enable DCs to negotiate a ‘bottom-up’ approach45 that could take some of their special concerns into account while ensuring coherence and consistency between trade and investment policies.46 Pending greater advances towards these goals, one must deal with the complexity of international investment regulation which is due to fragmentation, specialization, possible overlap and development of different regulatory approaches47 and regimes, including their case-law,48 and with the related problems of possible ‘forum and treaty shopping’.

Thus, it is appropriate to take stock of the current situation of international investment law at different levels of integration. This, it is hoped, will permit an assessment as to whether and to what extent the traditional regulatory segregation between trade and investment might in the near future give way to greater integrative tendencies converging towards multilateral regimes for both.

(3) INVESTMENT UNDER WTO AGREEMENTS

As mentioned above, some WTO Agreements refer to foreign investment, directly or indirectly. Some, namely the AGP, the GATS, and the TRIPS Agreement, impose obligations on WTO Members with respect to the entry and treatment of foreign persons and enterprises or to the protection of their property rights. Others, the TRIMS and the SCM Agreements, operate indirectly by merely restricting the ability of Members to apply investment incentives or to influence the operations of foreign investors.49

(a) The GATS

The GATS has no general rules on investment. The concept ‘investment’ appears only in two GATS provisions.50 The scope of the GATS ratione materiae is derived from the essential attributes of a service transaction which is circumscribed by reference to the concept of ‘trade in services’. This definition encompasses the movement of factors of production, including investment and labour, as well as of consumers, the operation of foreign suppliers as well as imports. It is, therefore, much broader than the commonly used statistical concept of transactions between residents and non-residents of a country.51

The GATS concept of ‘trade in services’ is defined, somewhat tautologically, as the supply of a service from one Member country to another, within one Member country to service consumers of any other, that is, to foreigners, and in another Member country through either ‘commercial presence’, that is legal presence in the form of subsidiaries, branches, or agencies, or through the ‘presence of natural persons’. Thus, ‘trade in services’ is essentially determined by four modes of supply of a service. These are defined on the basis of the origin of the service supplier and consumer and by the degree and type of their territorial presence when the service is delivered. Investment through FDI is only covered by the third mode of supply, that of ‘commercial presence’.52 Furthermore, the GATS commitments only apply to industries in respect of which Members have explicitly agreed to open their markets to foreign providers of services.

The core GATS principles of MFN treatment, market access, and national treatment do not relate directly to FDI. Yet FDI in the sector of trade in services falls under the GATS regime rather than under that of the TRIMS Agreement. Barriers to FDI in services are, therefore, covered for the first time in a binding multilateral agreement which could have a potentially significant impact on these barriers. Thus, the GATS is unique in that it contains the only set of multilateral binding rules for FDI in services53 and a framework for multilateral liberalization of FDI without focusing on FDI, let alone investment protection as such, as is the case in bilateral and regional agreements.54 The GATS rules also apply to FDI in the financial sector, in particular to regulation in the banking sector.55 But the investment provisions of the GATS, essentially those on ‘commercial presence’, are subsidiary to its provisions on liberalization of trade in services, and are designed to avoid hidden protectionism and to protect investments that are an integral part of services such as banking. These investment provisions are subject to restrictions to safeguard the balance of payments (Article XII) and to general exceptions (Article XIV).

Ironically, while focusing on trade in services, the GATS achieved liberalization of FDI in the banking sector at the same time as negotiators avoided FDI rules in the context of the TRIMS. Some opponents of the abortive MAI saw the GATS as a new MAI and insisted that the GATS must allow governments to regulate foreign investors and other service providers to fully protect public health and safety, consumers, the environment, and workers’ rights. Such anxieties seem misplaced, however, since the preamble to the GATS expressly recognizes ‘the right of Members to regulate, and to introduce new regulations, on the supply of services within their territories in order to meet national policy objectives …’ Of all WTO Agreements, the GATS addresses investment issues most directly through defining four so-called modes of supply of services (Art I:2). All modes of supply of services are subject to both the general obligations and disciplines of the GATS, essentially MFN treatment, and to its negotiated specific commitments, Market Access (Article XVI) and National Treatment (Article XVII). Market Access and National Treatment apply, however, only where specific commitments have been undertaken. Of these modes of supply, Mode 3, ‘commercial presence’,56 consists of a significant legal presence in form of subsidiaries, branches, or agencies in a foreign territory of any other member.57 While proximate to the concept of a ‘right of establishment’,58 it only involves that amount of cross-border movement of capital necessary to effectively supply a service to foreign customers, which is likely to vary from sector to sector. Commercial presence, the investment provision of the GATS, though akin to FDI, is narrower than the asset-based approach commonly found in International Investment Agreements (IIAs) of both developed and developing countries,59  though possibly broader than some DCs would prefer to see included in a potential multilateral agreement. The GATS applies to the supply of services, particularly ‘to measures by Members affecting trade in services’ (Article I:1 GATS).60

Under Article II GATS members have a general MFN obligation to treat services and service providers of other members in all sectors in the same way, in respect of ‘any measure covered by this agreement’.61 According to the Appellate Body of the WTO (AB), the obligation to accord ‘treatment no less favourable’ imposed by Article II GATS is unqualified and, therefore, includes de facto as well as de jure discrimination.62 The MFN treatment, consequently, restricts Members from providing relatively more favourable treatment to investors from one or more countries, but does not refer to incentives that are applied equally to all sources of FDI. However, under paragraph 2 of Article II members have the right to make derogations which are not conditional upon showing exceptional circumstances such as a threat to national security63 or a danger to public health. These exceptions, which were negotiated during the Uruguay Round, are in principle not to exceed a period of ten years. Measures so maintained inconsistently with the MFN obligation of paragraph 1, however, must be listed in and meet the conditions of the Annex on MFN Exemptions. The GATS, like the GATT, also provides for a specific MFN exception for public procurement (Art XIII). This broad approach towards an MFN exception is explained by the fact that the scope of the GATS itself is very broad, as it generally covers any measure of a member affecting trade in services, including a service provided through ‘commercial presence’, that is, FDI.64 Indeed, as was held by the Appellate Body in EC—Bananas III, ‘article I:3(b) of the GATS provides that “services” includes any service in any sector except services supplied in the exercise of governmental authority’ (emphasis added).65 Although, as has been seen, economists consider international trade and investment complements, not substitutes, both are generally regarded as two substantially different ways of supplying a foreign market. The question then arises as to whether MFN in trade in services could be extended to investment. Since the GATS notion of ‘trade in services’ is very broad indeed and may thus include commercial presence in the host country, it would seem that MFN in trade would encompass investment as well.66

By contrast to the general MFN obligation, national treatment in the GATS, being based on the principle of ‘progressive liberalization’, is a specific, negotiated commitment applicable only in sectors in which commitments have been made. National treatment is to be accorded in respect of all measures (taken by central, regional, or local governments and authorities and by non-governmental bodies exercising powers delegated to them by all governmental bodies) affecting the supply of services in a given sector and mode of supply located within the territory of a member and subject to sectoral and other specific limitations, as particularized in a member’s schedule of specific commitments. This means treating all services and service suppliers of any other member in a non-discriminatory manner, that is no less favourably,67 irrespective of nationality or ownership, securing for them equal opportunities to compete. It is noteworthy that, as with the MFN obligation, it matters not whether equal opportunities for foreign service suppliers to compete in a domestic market are the result of formally identical or different treatment, as any form of discrimination, whether direct or indirect, de jure or de facto is prohibited.68 Measures ‘affecting’ the supply of services by a service supplier could be investment-related or generally result from other domestic regulation. Accordingly, such practices as the screening of FDI proposals or the application of net economic benefit tests or of national interest criteria cannot be maintained unless equally applied to domestic investment proposals. However, in practice, the impact of the GATS is limited because barriers to commercial presence and to FDI in many sectors are not covered by the GATS. This is due to the fact that Members have chosen not to include those sectors in their schedules of specific commitments.69 And for those sectors where they have made some commitments, they have listed restrictions on market access or national treatment with respect to commercial presence. Indeed, in many instances these restrictions are listed as ‘unbound’ or exempt. But restrictions listed against other modes of service delivery can also affect the scope for and viability of commercial presence. For example, restrictions on the temporary movement of people can be particularly important, where an enterprise seeks to employ experienced staff from its foreign headquarters to help establish a commercial presence. Most countries retain restrictions on the temporary movement of persons, with the degree of restriction ranging from visa requirements through to complete bans on foreign persons providing some services.

(b) The TRIPS Agreement

Globalization also implies potential conflict between different regulatory systems. For instance, national legislation on patent protection may of itself constitute a discriminatory non-tariff measure.70 It is in order to minimize, control, or manage potential conflict arising from such divergence that states enter into a variety of formal and informal arrangements. International treaties on principles and rules of conduct for state activities normally reflect domestic state practice common to all or most of the contracting parties. Certain treaties, however, are clearly more inspired by and reflect more closely the practice of some of the contracting parties rather than that of the majority. The TRIPS Agreement constitutes such a multilateral treaty. It is one based on a particular version of the ‘rule of law’, by and large that applicable in developed countries.

Although there is considerable antecedent bi- and multilateral treaty practice on industrial and intellectual property rights (IIPRs),71 the subject-matter, as is well known, became a matter for multilateral negotiations in the Uruguay Round only upon the insistence of industrially advanced countries (IACs), especially the USA.72 DCs were at first extremely reluctant to enter into such negotiations as there was scarcely any common ground between them and IACs, in economic philosophy, objectives, or regulatory tradition.73 Leading DCs, for instance, considered it inappropriate to establish within the framework of the GATT any new rules and disciplines pertaining to standards and principles concerning the availability, scope, and use of intellectual property rights. They took the view that IPR protection has no direct or significant relationship with international trade since the patent,74  trade mark,75 and copyright systems76 have not been conceived for the purpose of promoting international trade. Accordingly, some concluded that any trade-impeding or distorting effects, for example those due to restrictive and anti-competitive practices of the patent owners and to other features of the patent system,77 are merely incidental. They also expressed the fear that a worldwide system of IPR protection would hamper their access to affordable technology and impede their development.78 Consequently, they emphatically rejected any idea of integrating the TRIPS Agreement into the GATT itself which, they claimed, had played only a peripheral role in this area precisely because substantive issues of IPRs are not germane to international trade.79 On the other hand, IACs were content with the integration of the substantive standards of the major IPR treaties into the TRIPS Agreement.80 In the end, the deadlock in IPR negotiations was overcome through a combination of allowing DCs and Least Developed Countries more transitional time for achieving higher standards of IPR protection81 and of concessions in other areas, notably textiles and apparel trade.

Titles of international treaties, whether they masquerade idiosyncratically as protocols, charters, covenants, or under any other official label, usually somehow identify the subject-matter of the instrument concerned. They make it obvious that some deal with hazardous waste and others with boundary delimitations or tariffs. The TRIPS Agreement is different in this respect. It only obliquely designates as its object ‘trade-related aspects’ of IPRs. This notion reflects both the complementary nature of the agreement and its links to the GATT. In substance, the TRIPS Agreement establishes uniform minimum standards for the global trading system. Without actually using the term ‘minimum standard’, it stipulates that Members ‘shall not be obliged to, implement in their domestic law more extensive protection than is required by this Agreement …’.82

In a purely formal sense, all treaties appear in relation to one another to be independent self-sufficient contractual arrangements. Often, however, treaties are interrelated in complex ways, such as, for instance, where they cover the same subject-matter or are entirely or partly entered into by the same parties or where they have an ancillary or supplementary character. Indeed, as a former member of the International Law Commission observed, ‘the main reason behind many treaties is another treaty.’83 The TRIPS Agreement is a typical example of such an agreement. It is conditioned by other treaties in respect of all of its major components. In fact, regarding basic principles, substantive rules, dispute settlement rules, and even institutional arrangements, the TRIPS Agreement is explicitly or implicitly bound up with other treaties, including the GATT.

As for the importance of the TRIPS Agreement for investment, it should be noted that an increasingly important share of the assets of multinational enterprises consists of intangible assets and that virtually all modern investment agreements containing standards for the promotion and protection of foreign investment include IPRs within the definition of investment.84

It is clear that the TRIPS Agreement has a bearing on FDI in that the definition of IPR rights and compliance with international standards and procedures constitute part of the framework within which foreign investment takes place. Less certain, however, is the impact of the Agreement on the flow of foreign investment. While FDI flows may increase as a result of a more reliable legal environment and a better investment climate, lack of IPRs may also encourage FDI. A firm that seeks access to a market where IPRs are not adequately enforced may have to rely on FDI to ensure control over proprietary information. Similarly, lack of adequate IPR protection may also increase FDI in marketing activities that partially substitute the enforceability of knowledge by establishing closer ties with consumers. However, DCs were made to accept and believe that for the purpose of economic development it was necessary for them to attract a greater flow of FDI along with advanced technology.

(c) The TRIMS Agreement

The Agreement on Trade-Related Investment Measures, one of the Uruguay Round agreements, constitutes a codification of GATT Panel case-law under GATT Articles III and XI. To that extent, it may be described as the first modest multilateral effort to discipline government-imposed investment restrictions.85 It stems from concern on the part of capital-exporting countries about the potential trade-restricting and distorting effects of performance requirements imposed by host countries eager to channel and maximize the contribution of liberalized FDI to their development.86 The Uruguay Round negotiations towards the conclusion of the TRIMS Agreement, though opposed by DCs,87 were triggered by a 1984 GATT Panel Report, the FIRA Panel Report, which determined that GATT rules were applicable to certain investment measures inasmuch as they affected trade. In ruling on a complaint by the USA, the Panel noted there was no basis, under the terms of Article III GATT, to consider whether foreign investors were adversely affected by obligations imposed on them under the Canadian Foreign Investment Review Act (FIRA). It examined written purchase and export undertakings under the FIRA submitted by investors regarding the conduct of the business they were proposing to acquire or establish, conditional on approval by the Canadian government.88 The Panel was sympathetic to the Canadian government’s desire to ensure that Canadian goods and suppliers would be given a fair chance to compete with imported products, but looked at the substance of the measure notwithstanding the absence of an express GATT provision on purchase requirements.89  It held that the purchase requirement applied to foreign investors did not stop short of this objective but tipped the balance in favour of Canadian products, affecting the trade interests of all contracting parties and impinging upon their rights in breach of Article III:4 GATT.90

In so deciding, the Panel rejected Canada’s argument that Article III GATT should be read in light of the explicit recognition in the Havana Charter of a government’s right to lay down requirements with respect to investment. Thus, the FIRA Panel highlighted the limitations of the GATT with respect to disciplines on investment restrictions. The TRIMS Agreement, consequently, recognizes that certain investment measures distort trade and that these distortions are not consistent with GATT principles. Indeed, export subsidies, import entitlements, and local content rules, manufacturing requirements (which require that certain components be domestically manufactured), to name but a few, directly affect the volume of trade, and in some cases the composition of trade. For example, local content requirements mean that imports are treated less favourably than domestic inputs, in breach of the national treatment obligation in Article III GATT. Likewise, trade-balancing requirements which restrict the quantity of imported goods that can be used if an MNC does not meet its export target, violate the national treatment obligation. Incentives geared towards attracting FDI, such as tax incentives, may also influence trade flows in that they can persuade firms to favour FDI rather than exports as a method of foreign market penetration.

The TRIMS Agreement constitutes a rather modest attempt to clarify the application of the GATT rules on national treatment and on the prohibition of quantitative restrictions upon these investment measures. Examples of measures explicitly prohibited by the TRIMS Agreement are local content requirements (violation of Art III:4 GATT), foreign exchange restrictions (violation of Art XI:1 GATT), tradebalancing requirements (violation of Art XI:1 GATT) and export restrictions (domestic sales requirements, violation of Article XI:1 GATT). Overall, the TRIMS Agreement is short and somewhat opaque. It does not directly regulate foreign investment, nor deal with the question of whether or how foreign investment may enter a country or how it is treated there. Its coverage is rather more narrowly focused on government measures in the area of investment that are deemed to have restrictive and distorting effects on trade in goods (Art 1), but it leaves the legal status of others uncertain. It therefore only covers regulations and requirements imposed on foreign investors that directly impinge on international trade flows,91 but does not prohibit all of the means by which governments can regulate investment in the production of goods. Its central concern is discriminatory treatment of imported and exported products related to local production and, particularly, on two linked concerns of investors, the ability to operate free from ‘local content’ requirements and to use imported parts and materials. Issues related to the liberalization and protection of investment are outside the scope of the disciplines of the TRIMS Agreement. Also excluded are investment incentives and many performance requirements, in particular export performance requirements which are not included in the Illustrative List at Annex 1 to the TRIMS Agreement,92 as well as services (GATS), export subsidies (SCM), and, arguably, technology transfer—licensing—and joint venture requirements. The central provision is Article 2(1) TRIMS, which prohibits trade-distorting investment measures that are inconsistent with, respectively, the national treatment obligation and the prohibition of quantitative restrictions of GATT Articles III and XI. Pursuant to the TRIMS Agreement, members are required to notify the WTO Council for Trade in Goods of their existing TRIMS which are inconsistent with the agreement.93 These must be eliminated within two, five, and seven years from the entry into force of the WTO Agreement by developed, developing and leastdeveloped country members respectively (Art 5.2), subject to a possible extension of the transition period if the notifying member developing or least-developed country member can demonstrate particular difficulties in eliminating them in a timely fashion (Art 5.3).

In short, the TRIMS Agreement does not involve any new rules or disciplines and is far less comprehensive than many other investment provisions, including non-binding ones such as those of the Asia-Pacific Economic Cooperation Forum or the World Bank Guidelines. Nevertheless, the TRIMS Agreement has created specific obligations that influence global investment decisions, some of which have already been enforced in WTO panel rulings.94

Still, the TRIMS Agreement has been involved in only four dispute settlement cases95—never invoked on its own, but only in conjunction with other WTO provisions, mostly Article III GATT.96 Only in one case, Indonesia—Autos, was a panel finding, inter alia, made under the TRIMS Agreement.97 In examining complaints by Japan, the EC and the USA, the panel found that the term ‘investment measures’ is ‘not limited to measures taken specifically in regard to foreign investment’ and that while the TRIMS Agreement is not as such concerned with internal tax advantages or subsidies, these internal measures could, nonetheless, be tied to a local content requirement which is a principal focus of the TRIMS Agreement.98 The Panel then examined the Illustrative List of TRIMS annexed to the TRIMS Agreement and found that in order to benefit from the tax advantages and customs duty benefits under the local content requirements of the 1993 and 1996 Indonesian car programmes, as referred to in item 1(a) of the list, a foreign producer was required to purchase and use Indonesian parts and components. It also found particularly that the lower duty rates constituted ‘advantages’ within the meaning of the chapeau of the Illustrative List and constituted a violation of Article 2.1 of the TRIMS Agreement.99 In coming to that conclusion, the Panel developed a four-step analysis. It first decided that the Indonesian measures were ‘investment measures’ since the relevant car programmes had ‘investment objectives and investment features’.100 It determined, secondly, that the measures were ‘trade-related’ since, in its view, local content requirements ‘by definition, always favour the use of domestic products over imported products, and, therefore, affect trade’.101 Thirdly, it found the measures to be in violation of Article 2.1 of the TRIMS Agreement because the tax and customs benefits available to investors were contingent upon the purchase and use of particular products of domestic origin listed as item 1(a) of the Illustrative List of TRIMS.102 Lastly, it found lower duty rates to be ‘clearly advantages’ within the meaning of the chapeau of the Illustrative List and that ‘a simple advantage conditional upon the use of domestic goods is considered to be a violation of Article 2 of the TRIMS Agreement even if the local content requirement is not binding as such’.103 As to the relationship of the TRIMS Agreement with the SCM Agreement and Article III GATT respectively, the panel noted that two agreements may be applicable to a single legislative act and therefore overlap in coverage, yet have different foci and impose different types of obligations.104  Thus, while the SCM Agreement (Art 3.1(b) prohibits granting of a subsidy contingent upon the use of domestic over imported goods (import substitution subsidy), the TRIMS Agreement prohibits the requirement to use domestic goods as such.105 In relation to Article III GATT, on the other hand, the TRIMS Agreement was described as having an autonomous legal existence so that even if either of the two sets of provisions were not applicable, the other would remain applicable.106

The TRIMS Agreement is still controversially debated by WTO members, especially by some DCs and LDCs in the Committee on Trade-Related Investment Measures. In their view, the TRIMS Agreement establishes uniform obligations for all members and does not take account of structural inequalities and disparities in levels of development, technological capabilities, or social, regional, and environmental conditions among them, nor does it incorporate a meaningful development dimension. Thus, it lacks clauses for special and differential treatment which would permit them to use TRIMS flexibly to address their specific economic, social, financial, technological, environmental, and regional development objectives. These WTO members doubt that there is conclusive empirical evidence that TRIMS, a priori, have trade-restricting and distorting effects. They also emphasize that certain TRIMS are needed to off set trade-distorting effects of certain corporate behaviour.107 In view of these positions and of the scrapping from the Doha Round of any negotiations towards a multilateral, WTO-based framework for investment,108 trade and investment distortions might best be tackled by maintaining TRIMS disciplines, possibly broadened so as to encompass other investment measures with trade-distorting effects. Still, the TRIMS Agreement represents a step forward in ensuring that members are all subject to the same rules respecting the use of certain investment-related performance requirements and that disputes involving investment issues can be settled through the WTO dispute settlement system. Undoubtedly, the TRIMS Agreement has also prompted WTO members to identify and describe their investment measures, and to re-assess and, if need be, modify their investment regimes. In any event, in July 2004 investment was removed from the Doha negotiating agenda and, due to the suspension of the Doha Round by the summer of 2006, there are currently no prospects for resuming these discussions even through the Working Group on the Relationship between Trade and Investment (WGTI). In the long run, however, multilateral agreement on disciplines for other forms of investment measures appears desirable and inevitable.

(d) Agreement on Government Procurement (AGP)

With the exception of those relatively few WTO members which have adhered to the plurilateral AGP,109 all WTO members are entitled to exempt government procurement from market access rules. The AGP prohibits discrimination not only against foreign products and suppliers but also against locally established suppliers on the basis of their degree of foreign affiliation and ownership. Another investment-related aspect of the AGP is laid down in Article XVI AGP according to which procuring entities ‘shall not, in the qualification and selection of suppliers, products or services, or in the evaluation of tenders and award of contracts, impose, seek or consider off sets’.110 Attempts at making the GPA obligatory for all WTO members have been strongly opposed. But pressure by the USA and other WTO members seems to have succeeded in securing wider future acceptance of the GPA.111

The text of the GPA comprises non-market access provisions which promote transparency—detailed provisions on how procurement is to be conducted—and market access provisions which could be said to promote fairness to the extent that they provide GPA contracting parties with the possibility to foster social justice requiring some form of protection forming part of their respective domestic political consensus.112 Critics point out that at least three of its provisions restrict the ability of governments to use procurement in ways that help the environment, labour, and economic development. These are national treatment—restricting governments from giving preference to local over foreign producers of goods or providers of services; MFN—restricting governments from discriminating against government purchases from signatories;113 and technical specifications.114

The 1996 Singapore WTO Ministerial Meeting agreed to ‘establish a working group to conduct a study on transparency in government procurement practices taking into account national policies, and … to develop elements for inclusion in an appropriate agreement’.115 The aim of the Working Group was to determine whether a new transparency framework agreement could take the place of the GPA so as to further broaden the scope of participation in liberalization of procurement markets. However, on 1 August 2004, the WTO General Council decided to discontinue further transparency negotiations. This has been welcomed by those, including many DCs and some NGOs, who suspect that such transparency framework agreement would herald a first step towards giving multinational corporations from other member countries the right to compete against local companies for vital contracts.

(e) Agreement on Subsidies and Countervailing Measures (SCM)

The SCM Agreement is relevant to investment issues inasmuch as a number of investment incentives are covered by the broad definition of a subsidy being either prohibited outright or actionable if they cause adverse effects to other WTO members.116 Subsidies contingent on either export performance or the use of domestic over imported goods are prohibited.117 Also covered are ‘specific subsidies’ granted by host governments only to specific businesses or industries as an incentive to attract investment, for example, tax breaks. Until 2000 these could be non-actionable if they met all of the conditions provided in paragraphs 2(a), 2(b), or 2(c) of Article 8 SCM Agreement.118 Under certain conditions, therefore, assistance for research activities conducted by firms, or by higher education research establishments on a contract basis with firms, as well as to disadvantaged regions within the territory of a Member and towards adapting of facilities to new environmental requirements imposed by law was deemed non-actionable.119  Now such types of subsidies will only be permitted if they conform to the requirements of the SCM Agreement. Because the SCM Agreement only deals with the granting of subsidies related to trade in goods, it does not cover all investment incentives.

(f) Dormant WTO Multilateralism

Time and again, after failed attempts to conclude multilateral trade—or investment—agreements, bilateralism and various forms of regionalism have sprouted, by default as it were. As for trade, this trend is likely to continue, and possibly to accelerate after the near certain failure of the Doha Round of multilateral negotiations. Already the Sutherland Report dedicated an entire chapter to the erosion of the principle of non-discrimination within the world trading system, mainly blaming the ‘spaghetti bowl’ of customs unions, common markets, regional and bilateral free trade areas, and other preferences and trade deals. The Report states that 50 years after the founding of GATT, MFN is no longer the rule, but rather the exception.120 Regional integration efforts and arrangements have likewise proved effective in attracting FDI. They offer a larger potential market to investors, contribute to macroeconomic and political stability, often involve regulatory reforms favourable to foreign investors, and facilitate harmonization and enforcement of standards and regulations.

Yet it is recognized, though by no means universally, that in the long run, a multilateral framework of rules can further contribute to improvements in the investment climate. It could help create a stable, predictable, and transparent environment for investment, enhance business confidence, and thereby promote growth of FDI flows to DCs, conditions which will not only promote foreign investment but also stimulate domestic investment. Despite past and present failures of the multilateral standard-setting approach to investment regulation, the WTO is still regarded as the best forum for pursuing the multilateral track, even by a number of DCs. Lastly, a WTO approach would also ensure coherence between an investment agreement and other WTO agreements, as well as, due to their interdependence, consistency between trade and investment policies.

(4) INVESTMENT PROVISIONS IN REGIONAL FREE TRADE AGREEMENTS (RTAs)

(a) Proliferation of RTAs

At first, regional arrangements consisted predominantly of large free trade areas such as NAFTA, MERCOSUR, or AFTA, the ASEAN free trade area. In recent years, however, bi- and mini-lateral projects have become more prominent. While BITs have become the most widely used instrument for investment protection at the submultilateral level, some RTAs and plurilateral agreements also deal with investment issues going beyond existing provisions on investment at the WTO, in substance or objectives. In fact, countries are increasingly incorporating investment, the traditional domain of BITs, in RTAs121 and even the most modest RTA rules on investment comprise some kind of provision on the right of establishment, which does not exist at all in WTO Agreements. These are commonly referred to as WTO-plus.122 Essentially, RTAs allow member states to adopt and implement non-most-favoured-nation (MFN) trade and investment measures advantageous to enterprises operating within the region and discriminatory against imports from firms located outside it.123 These Preferential Trade and Investment Agreements (PTIAs) contain, inter alia, commitments either to liberalize, protect, and/or promote investment flows between the parties.124 In terms of economic efficiency and hence welfare creation they are seen by economists as ‘second-best’, that is, inferior to multilateral MFN-based trade. They also constitute a significant investment-related trade measure (IRTM)125 as they tend to attract FDI from enterprises established in non-Member countries seeking to gain a ‘level-playing field’ within the regional trade area. Furthermore, the proliferation of RTAs enlarges the potential FDI impact of these IRTMs.126 RTAs, however classified,127 have at least two attractive features in common, flexibility and selectivity. These permit more or less homogeneous contracting states to share similar approaches to investment issues and to succeed with their negotiations where cultural and legal diversity at the multilateral level would prevent a fruitful outcome or even negotiations. Thus, a liberal domestic investment regime may prompt the conclusion of ambitious RTAs with ‘a broad definition of investment, disciplines on TRIMs that go beyond the Illustrative List in the WTO’s TRIMS agreement, and binding dispute settlement mechanisms’.128 For instance, NAFTA signatories recently concluded bilateral agreements based almost entirely on provisions of NAFTA’s Chapter 11, which has become a ‘model RTA investment chapter’. While most RTAs containing investment rules129 aim, as do WTO rules, at enhanced economic efficiency, some RTAs are geared towards development, especially the promotion of local enterprise. With respect to investment liberalization, PTIAs have typically followed two main approaches. According to one, based on the NAFTA model, actual liberalization is subject to a list of country exceptions (negative list approach).130 The second, which has for instance been followed in several PTIAs concluded respectively by the EC and ASEAN with third countries, is aimed at the progressive abolition of restrictions to the entry, establishment, and operation of investment. In any event, such proliferating and apparently convergent treaty practice regarding investment provisions in RTAs—whether through bilateral side investment treaties, or through BITS—may lead to their plurilateralization and eventually to the emergence of some kind of international standard. Such apparent convergence is all the more important in view of the fact that, unlike in RTAs on trade, most investment provisions in BITs and NAFTA-based RTAs are non-preferential, granting third country investors the same rights as those located in the RTA area.

(b) NAFTA Chapter 11 as a Model?

There are several reasons justifying a brief summary analysis of Chapter 11 of NAFTA before assessing any future prospects for a WTO investment agreement. First, NAFTA Chapter 11 clearly contains by far the most comprehensive and detailed rules on FDI of all treaties to date, though it does not go as far as the EC Treaty with respect to the right of establishment and the free movement of capital. Secondly, since drafters of the MAI significantly have drawn inspiration from its provisions, it is likely that negotiators of any future WTO agreement are bound to appraise its impact carefully and critically, even though it was clear in WTO discussions on investment that any WTO agreement on investment would not be based on the NAFTA model but rather on that of the GATS; that it would not have dealt with investment protection; and that it would have provided for a positive list approach to market access commitments. Thirdly, the many recent investor arbitral challenges—mostly based on ICSID’s additional facility rules—brought under Chapter 11 against regulatory measures adopted by NAFTA states—may provide useful material and insights for re-framing the delicate relationship between a prospective WTO investment agreement and regulatory autonomy. More generally, an analysis of even a small sample of such arbitral case-law will permit an empirically more objective assessment of the potential advantages or otherwise of following the Chapter 11 approach as a model for a WTO investment agreement. Of all possible host state discriminatory regulatory measures, Chapter 11 aims particularly at subjecting to its disciplines preand post-admission restrictions. Far fewer of its provisions seek to limit the use of investment incentives.

The scope of application of Chapter 11, one of NAFTA’s central components, is set out in Article 1101. It provides that all Chapter 11 disciplines apply to measures of NAFTA states relating to both ‘investors’ and ‘investments’. Furthermore, disciplines regarding performance requirements (Art 1106) and environmental measures (Art 1114) are applicable to all investments, including domestic and investments from non-NAFTA countries. Article 1139 NAFTA, as was mentioned above, contains a very broad, asset-based definition of ‘investment’ that goes beyond FDI and which has been stretched further by certain arbitral awards. Thus, unlike the GATS, it includes portfolio investment—equity security—without any percentage limitation on ownership, and also includes beneficial ownership of the underlying interest.131 However, there are also limiting factors. One stems from the definition of investment by reference to an exhaustive list of interests that would qualify as ‘investment’. Others operate as limiting factors within the definition of certain listed interests.132 By contrast, the MAI definition of investment was based on a non-exhaustive list of interests.

Liberalization from national investment restrictions is mainly pursued through the application of non-discriminatory standards of treatment.133 Following US BIT practice, investors enjoy the better of national and MFN treatment. Uniquely, relevant NAFTA disciplines also cover the pre-admission phase as well as the post-admission situation of established investments in a NAFTA state. In accordance with NAFTA’s top-down approach, the liberalization commitments cover all economic sectors and national laws of NAFTA states, unless these are specifically exempted through negative lists of non-conforming measures.134  This strict approach differs from the somewhat hybrid approach open to WTO members which can make either horizontal, all-encompassing commitments to the national treatment obligation in Article XVII GATS (as well as to market access), covering all sectors, or commitments in only particular sectors. Owing to this measure of discretion allowed WTO members, scheduled liberalization commitments under the GATS have hitherto been rather modest. In addition to imposing non-discriminatory standards of treatment, NAFTA liberalization commitments also encompass the prohibition on the use of certain performance requirements by NAFTA states. These include, for example, technology transfer requirements which, by contrast, are not expressly covered by the TRIMS Agreement (Art 1106(f)).

Although provisions for investment protection have featured for a long time in BITs of developing host states, their incorporation in multilateral instruments is still resisted by them.135 However, despite a dramatic decline of instances of direct FDI expropriation in DCs, the NAFTA Agreement includes very strong guarantees of investment protection, including an obligation to pay compensation.136 Short of outright direct expropriation, other regulatory measures ‘tantamount to nationalization or expropriation’ may have an incremental impact on an investor comparable to direct expropriation, amounting to ‘indirect expropriation’. Indeed, a number of investors have challenged seemingly normal regulatory measures in Chapter 11 arbitration proceedings as being ‘tantamount to nationalization’.137 Additional protection is available under Article 1105 which provides investors with a minimum standard of treatment ‘in accordance with international law, including fair and equitable treatment and full protection and security’. That is to say that even if a NAFTA state treats foreign and domestic investors equally, an arbitral tribunal may find that the actual treatment violates the international law standard. Consensus is, however, lacking on the exact standard required. Consequently, and in the absence of NAFTA textual guidance on the interpretation of the ambivalent terms used in Article 1105, investors have resorted to arbitral challenges of regulatory measures under this provision as an alternative to a challenge based on Article 1110.

Although the NAFTA Agreement does not directly restrict the use of investment incentives despite their discriminatory aims and distorting effects, Article 1114 NAFTA nonetheless seeks to limit the ability of NAFTA states to engage in a proverbial regulatory ‘race to the bottom’ by lowering their health, safety, and environmental standards as an investment inducement. This provision though is a far cry from the much broader general exception of Article XX GATT and the abundant WTO Panel and Appellate Body case-law struggling to interpret it consistently.138

Apart from this, NAFTA arbitral case-law has considered directly the meaning of the main standards of treatment—national, MFN, fair and equitable.139 This has given rise to certain links and analogies with WTO arbitral decisions. National treatment seeks to ensure equality of competitive opportunities for both national and international investors, the so-called ‘level playing field’. While the national treatment standard has primarily originated in trade treaties, it has become one of the main general standards used to secure a certain level of treatment for FDI in host countries. As a relative standard, contingent upon the treatment given to other investors and their investments,140 in most BITS it typically applied to investors only after they had entered a host country, that is, only to the post-establishment phase of an investment. However, more recent IIAs have extended it to the pre-establishment phase of an investment, which goes beyond its use in Article III GATT.141 Direct investor–state dispute resolution procedures offer investors a convenient process through which to enforce commitments made by state signatories of investment agreements. By contrast, individual traders benefit only indirectly from the removal or trade barriers when WTO members comply with their obligations under covered agreements in compliance with rulings of the intergovernmental WTO system of dispute settlement.

It has taken the GATT/WTO system of multilateral rules and adjudication some time to shed the preposterous tag once artificially affixed to them by certain academic writers of being a ‘self-contained regime’ isolated, if not shielded, from international law.142 However, in its more recent dispute settlement practice, the wider international law context is increasingly recognized, if not yet openly embraced. Thus, as is common practice worldwide, panels and the Appellate Body have, at least for the purpose of interpretation of WTO covered agreements, referred to international law sources extrinsic to the WTO, including decisions of other international courts and tribunals. Customary international law, as has been highlighted on several occasions, provides the normative background to the operation of a special regime,143 as is also confirmed in WTO case law.144 As one WTO dispute settlement panel pointed out,

customary international law applies generally to the economic relations between WTO Members. Such international law applies to the extent that the WTO treaty agreements do not ‘contract out’ from it. To put it another way, to the extent that there is no conflict or inconsistency, or an expression in a covered WTO agreement that implies differently, we are of the view that the customary rules of international law apply to the WTO treaties and to the process of treaty formation under the WTO.145

Admittedly, such references have been relatively sparse and cautious and apparently have not so far included the examination of overlapping treaty issues146 or references to the case-law of investment arbitration tribunals.

Conversely, some of the latter have, in appropriate cases, deemed it instructive to follow the reasoning employed in the well-settled case-law of WTO dispute settlement bodies. In one such case, SD Myers, Inc v Government of Canada,147 the tribunal interpreted Article 1102 NAFTA on national treatment which bars discrimination, by a state or province, against foreign investors and their investments with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of investments. Each party is required to accord investors and investments of another party ‘treatment no less favourable than it accords in like circumstances to its own investors’ or their investments. In its Article 102(2) NAFTA provides internal guidance for its interpretation by obliging the parties to interpret and apply the provisions of the Agreement in the light of its objectives set out in paragraph 1 and in accordance with the applicable rules of international law, that is, the Vienna Convention on the Law of Treaties.148

In interpreting the phrase ‘like circumstances’, the Tribunal followed longestablished GATT/WTO case-law in finding that national treatment—in the investment area—encompasses both de jure and de facto discrimination, that is, a measure which is on its face discriminatory, as well as in its practical effect. The tribunal found that an evidently non-discriminatory ban on all exports of certain hazardous waste from Canada, that is, whether by domestic or foreign investors, was nonetheless de facto discriminatory and thus in breach of the national treatment obligation, as it ‘created a disproportionate benefit for nationals over non-nationals’.149  Yet, somewhat inconsistently, the tribunal failed to apply its own test to the facts. Instead it conjured up another test, protectionist intent on the part of the Canadian government, to establish a breach of Article 1102, rather than environmental grounds. This approach is questionable, particularly in light of the evolution of relevant GATT/WTO case-law grappling with ‘intent’ to ascertain national treatment. Initially, an un-adopted GATT Panel Report150 introduced the so-called ‘aims and effects’ test for determining ‘likeness’ of products under GATT Article III.151 Subsequently, however, a WTO panel firmly rejected the ‘aims and effects’ theory as irrelevant, with respect to both the national treatment standards on internal taxation of Article III:2 of the GATT1994152 and the ‘treatment no less favourable’ standard in Article XVII GATS.153 Although the tribunal in SD Myers recognized that, while important, protectionist intent is not necessarily decisive on its own for a breach of Article 1102 NAFTA, it failed to consider, let alone follow, the long-standing GATT/WTO rejection of ‘intent’ inherent in the discarded ‘aims and effects’ approach. It is noteworthy, however, that it was perhaps because the ‘disproportionate benefit’ test has no corresponding equivalent in GATT/WTO case-law on GATT Article III on national treatment that it was promptly rejected in the later case of Pope and Talbot brought against Canada.154

A different approach to the determination of a possible breach of Article 1102 on national treatment was taken in a separate opinion by one of the arbitrators. In order to establish a proper balance between regulatory autonomy and the liberalization and protection provisions of NAFTA, the arbitrator sought to interpret the phrase ‘in like circumstances’ in Article 1102 NAFTA in light of GATT/WTO case-law on GATT Article XX containing GATT’s general ‘public value’ exceptions. However, the use of the phrase ‘in like circumstances’ as a basis for a respondent government’s justification of legitimate regulatory measures with limited effects on free trade and investment goals, though perhaps imaginative, appears somewhat contrived in so far as it transplants GATT’s model of a general exception trumping all other GATT provisions to Article 1102 NAFTA. It is also problematic since GATT/WTO case-law is both abundant and far from ‘settled’. Several interpretative issues arising from GATT/WTO case-law should in fact be mentioned in this context. Generally, in the case US—Gasoline, the AB established that Article XX GATT is subject to a two-tiered analysis which involves ‘first, provisional justification by reason of characterization of the measure under XX(g);155 second, further appraisal of the same measure under the introductory clauses of Article XX’.156 In EC—Asbestos, the AB emphasized that ‘Article XX(b)157 allows a Member to “adopt and enforce” a measure, inter alia, necessary to protect human life or health, even though that measure is inconsistent with another provision of the GATT 1994’. It also held that GATT Articles III:4 and XX(b) are distinct and independent provisions, each to be interpreted on its own. Under Article III:4, consequently, evidence relating to health risks may be relevant in assessing the competitive relationship in the market-place between allegedly ‘like’ products. On the other hand, the same or similar evidence serves a different purpose under Article XX(b), namely that of assessing whether a member has a sufficient basis for adopting or enforcing a WTO-inconsistent measure on the grounds of human health.158 In any case, a measure in question would only be justified if there is ‘no alternative measure that would achieve the same end and that is less restrictive of trade than a prohibition’.159

In Methanex, another case involving a key ruling on national treatment, a Canadian company challenged Californian regulations on gasoline additives and, as in SD Myers, sought to base its case for breach of the national treatment obligation of Article 1102 on an alleged protectionist intent or purpose pursued by the Californian measures. By further claiming that a breach of Article 1102 would of itself ground a breach of Article 1005 NAFTA, which defines the minimum standard of treatment by reference to both customary and treaty-based international law, Methanex also suggested that the ‘like product’ analysis and the specific exceptions to free trade disciplines thereto available in the GATT/WTO framework of trade law should also be applied to the Chapter 11 analysis. This view was expressly rejected by the tribunal. It declined to be bound by the trade law analysis, based on different language in trade and investment provisions in NAFTA and in trade law and investment law more generally.160 The tribunal also stated that the like circumstances test necessitated a comparison of the foreign investor to those most closely comparable domestically, which meant comparing Methanex, as a manufacturer of methanol, to other US-based manufacturers of methanol and not, as Methanex suggested, to manufacturers of all or any other gasoline additives. By thus interpreting the notion of ‘in like circumstances’ more narrowly, the tribunal avoided some of the confusion still implicit in the ‘accordion-like’161 approach to the like products test in trade law.

(5) BACK TO THE FUTURE: A POSSIBLE FRAMEWORK FOR A WTO INVESTMENT AGREEMENT

Based on the above summary survey of the ongoing parallel evolution of bilateral and plurilateral approaches to investment and trade, and on salient NAFTA features and linkages between them in pertinent case-law, it might be appropriate to assemble some elementary building blocks for a possible future WTO Investment Agreement, taking account of positions adopted by WTO members in the WGTI.162

While the position of DCs has undergone considerable refinement since the days of the Havana Charter and continues to elude any generalizations, with respect to both investment as such and its multilateral regulation, most DCs still consider liberalization of investment restrictions an inherently politically sensitive process fraught with multiple uncertainties.163 Therefore, a WTO Investment Agreement would need to strike a balance between the benefits expected to result from increased liberalization and investment flows and the likely retention by some DCs of restrictive measures whether for political or developmental reasons.164  Some consideration of corporate obligations must also be part of that balance. The fact that through its provisions on ‘commercial presence’ the GATS already includes establishment as a mode of supply on which commitments can be made may weaken the case for negotiating a stand-alone investment agreement in the WTO as a priority. It might also be argued that once substantial further progress has been achieved regarding liberalizing trade in goods and services on a non-discriminatory basis, including market access through establishment in (non-tradable) services, it will become much clearer whether the potential benefits of such an agreement on general rules on investment policies would justify launching multilateral negotiations.

At the same time, there would seem to be several reasons not to follow the NAFTA model of Chapter 11 as a ‘binding’ precedent. One is because its strong provisions on liberalization (notwithstanding ample scope for country- and sector-specific reservations and exceptions), protection, and dispute settlement somewhat anachronistically reflect preoccupation with excessive protectionism and hostile expropriatory conduct of newly independent DCs during the bygone days of the Cold War era. On the other hand, as recent measures in Russia, Bolivia, Ecuador, and Venezuela have shown, expropriation and forced re-negotiation of contracts are by no means just things of the past. Other factors are the equally outdated, broad, and undefined coverage of NAFTA provisions such as on ‘Minimum Standard of Treatment’ (Art 1105) and on ‘Expropriation’ (Art 1110),165 as well as the ongoing difficulties in dealing with the issue of regulatory autonomy. Contemporary foreign investors would seem to be more interested in securing entry and freedom of operation in host states rather than guarantees of investment protection. Furthermore, the lessons of the ‘MAI experience’, particularly the vociferous opposition of certain NGOs should be heeded. Thus, negotiations would need to be transparent, based on clear principles and objectives, and should also accommodate the legitimate concerns of NGOs, particularly linkages between investment and such matters as environmental protection and labour standards. Such an approach would also reconnect with that of the Havana Charter, with its socio-economic frame for liberalizing regulatory policies.

Certain building blocks may need to be put into place to achieve these balancing goals. First, the scope of investment will need to be clarified. Evidently, the definition of investment will determine the scope of operation of the WTO Investment Agreement as a whole. In its report on the scope and definition of the basic concepts of ‘investment’ and ‘investor’, the WGTI had analysed the nature and function of both narrow and broad definitions of investment.166 It pointed out that most IIAs take as their starting point a broad, asset-based definition covering both direct and indirect forms of FDI (ie FDI and portfolio investment) and identified three aspects as advantages of a broad definition, namely flexibility, compatibility with existing BITS, and forward-looking adaptability to the evolution of new hybrid forms of investment. The particular advantage for DCs of a broad definition going beyond FDI would be the possibility of gaining further concessions from developed countries on matters of interest to them, such as on disciplines on the use of investment incentives.167 It also recognized that, in today’s global economy, the distinction between FDI and foreign portfolio investment has become increasingly difficult to make since both can play an important role in providing foreign exchange and financing capital formation in host countries; and that the exclusion of portfolio capital from coverage would inhibit the growth of all international investment including FDI, especially to DCs, since successful FDI depends upon a range of associated capital flows, including some forms of short-term capital.168 On the other hand, the WGTI also found that the advantages of a narrow definition restricted to traditional FDI were also limited and have not been accepted by all. Considering, however, that DCs are unlikely to accept coverage of short-term and often speculative capital flows such as portfolio investment, a narrower definition than that of NAFTA and the MAI should be envisaged or the coverage limited to FDI. Alternatively, a broader definition going beyond FDI could include a list of assets from an exhaustive list on which consensus could be reached.

Secondly, it is accepted that both main non-discrimination standards—MFN and national treatment—should form the bedrock of the WTO Investment Agreement. But no agreement seems to exist as to which national regulatory standards these should apply to. For example, should liberalization provisions apply to some or all de jure discriminatory measures, including pre-admission restrictions? Should the use of investment incentives be restricted? Likewise, should the agreement also deal with the problem of de facto discriminatory measures which, while not discriminatory to foreign investors as such, may have some incidental adverse impact upon them?

As has been mentioned above, the entry of foreign investors is inherently politically sensitive so that a WTO Investment Agreement might simply exclude MFN and national treatment from the pre-admission phase of the investment. Alternatively, a GATS-like bottom-up approach to scheduling commitments on pre-establishment matters could be chosen which would allow host states significant discretion in the selection of national economic sectors to be open to the entry of foreign investors. Post-admission restrictions, on the other hand, are usually motivated and designed so as to optimize economic benefits from foreign investment and should, therefore, be modelled upon the stricter top-down liberalization approach of NAFTA. Under this approach all economic sectors and national laws would be subject to liberalization, unless a WTO member exempts specific measures by submitting a list of such measures.

Thirdly, disciplines governing the use of investment incentives and performance requirements, both forms of preferential treatment of foreign investors, may be difficult to come by. Although this is the area of the largest potential gains for DCs,169 the absence of such disciplines from NAFTA and the MAI would seem to signal continuous resistance from certain, though not from all, OECD countries. On the other hand, developed WTO members might seek an extension of the list of performance requirements subject to the TRIMS Agreement. Such a constellation might provide negotiators with a set of intra-issue linkages for accommodating both strategic interests. Indeed, a ‘Grand Bargain’ could consist of some disciplines on the use of investment incentives against further commitments on limiting the use of performance requirements.170

Investment protection, lastly, should be attuned to the main interest of foreign investors which, as mentioned before, is to gain entry and freedom of operation in a host state. A WTO Investment Agreement, therefore, should focus on what it is best suited to, liberalization rather than protection, in view also of the difficulties associated with the broad NAFTA standards of protection on minimum standard of protection (Art 1105) and on expropriation (Art 1110).

Finally, the settlement of disputes could squarely be based on present WTO dispute settlement procedures.171 In fact, their application to investment disputes might limit some of the more troublesome NAFTA Chapter 11 challenges to regulatory measures by certain investors. But the inclusion of some investor–state dispute resolution procedures might, nonetheless, be desirable and, though in principle politically sensitive for many DCs, might form part of a package of carefully crafted provisions acceptable to all WTO members.

CONCLUDING REMARKS

In economic terms, it would appear incontrovertible that maintaining an ever-increasing network of RTAs, alongside multilateral rules, produces an overall decrease in economic welfare. Interested enterprises expect stable, predictable multilateral framework conditions, regardless of whether their transactions involve trade or investment. In legal terms, the proliferation of RTAs among WTO members creates a complex system of competing international rights and obligations. The consequence of this complex economic system may be to the detriment of economic welfare. Small, developing countries may see value in liberalizing within regional trade arrangements as a means of working their way into the harsher competitive realities of the global economy. MERCOSUR is one example of such a grouping. However, the development of complex networks of investment relations and regulatory regimes places developing countries in a weaker position than does a multilateral framework. Speaking at the 2001 World Economic Forum in Davos, South Africa’s former Trade Minister, Alec Erwin, stressed that the increase in trading costs due to RTAs are particularly burdensome for small corporations and traders, and hence developing countries,172 a cautionary tale that may equally apply to investment provisions of RTAs.

RTAs, nevertheless, may enable countries to address issues that the multilateral system is ill-equipped or unable to address due to the vast and varying nature of WTO membership. The Sutherland Report also argues against the injection of ‘nontrade’ objectives into RTAs, stating that ‘if such requirements cannot be justified at the front door of the WTO they probably should not be encouraged to enter through the side door’.173 At the end of the day, are RTAs the proper place to address these ‘investment and’ issues? From the standpoint of economic rationale, RTAs appear to be an undesirable occurrence, although undoubtedly more so regarding trade than investment. With this in mind, could it be said that the field of politics, with all its resulting problems, has eclipsed that of sound trade and investment policy? What is needed is a return to the founding precept of the world economic order: the multi-lateral MFN principle. This would end the legal fragmentation RTAs represent and strengthen the credibility of the multilateral institutions. If the current situation is allowed to persist, we run the risk of a return of the Hobbesian vision of international society, ‘and the life of man—nasty, brutish and short’.
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THE admission of investments and the ‘right of establishment’ concern each country’s sovereign right to regulate the entry of foreign direct investment (FDI). This right is based on the state’s control of its territory, which carries the attendant right to exclude aliens from that territory. That right is absolute and can only be restricted by international agreement. Thus, this is an area of law in which positive investor rights of entry and establishment arise by way of an exception to the general rule of international law. As a result, states have a wide discretion over whether and how far to admit investors into the national economy and market.

The admission of FDI has a significant impact on the national and regional economy and other matters of concern for the country. According to UNCTAD,

states have sought to control the entry and establishment of foreign investors as a means of preserving national economic policy goals, national security, public health and safety, public morals and serving other important issues of public policy …. Therefore, such controls represent an expression of sovereignty and of economic self-determination, whereby Governments will judge FDI in the light of the developmental priorities of their countries rather than on the basis of the perceived interests of foreign investors.1

At the same time, as noted in the introductory chapter, the process of globalization is putting pressure on host countries to provide an ‘open door’ to foreign investors, resulting in an overall trend towards liberalization of admission and establishment conditions. For example, the UNCTAD World Investment Report 2005 notes that, in 2004, a total of 271 measures were adopted by102 economies of which the vast majority (87%) tended to make conditions more favourable for foreign companies to enter and to operate.2 Equally, countries that seek to encourage foreign investment may restrict their wide area of discretion through international treaties, by the inclusion of a clause embodying rights of entry and establishment for foreign investors.3

However, in more recent years, this trend has been challenged. While the general trend towards further liberalization has continued in 2005–6 in Latin America, more restrictive laws have been passed in a number of countries, mainly in the natural resources sector, as in Venezuela, Chile and Bolivia, or as a result of economic emergency measures, as in the case of Argentina.4 Equally, Russia has introduced sectoral restrictions,5 while Thailand has also proposed a more restrictive foreign investment law.6 Among developed countries, concern over foreign take-overs has also become more commonplace especially in the EU member countries.7 Accordingly, there is now a degree of unease over a ‘backlash’ towards uncontrolled admission and establishment by foreign investors and talk of a ‘new protectionism’ among politicians.8 Thus it should not be assumed that a more open approach to admission and establishment conditions is here to stay, even where international agreements appear to protect it.

Against this background, the present chapter will outline the major legal and policy issues that the development of rights to admission and establishment raise under international law. The chapter begins with an assessment of the meaning of the terms ‘admission’ and ‘establishment’ as well as the related term ‘market access’. It goes on to consider various interests of the host country and the investor that inform the development of legal responses in this field. It continues with a review of the major trends in admission and establishment provisions in national laws and in international investment agreements (IIAs). As regards the international dimension, this study relies to a great extent on the significant work done in this regard by UNCTAD and seeks to update that work in the light of more recent developments.9 Finally, by way of conclusion, it will seek to relate the foregoing discussion to the wider policy issues raised in the introductory chapter.

(1) ADMISSION, ESTABLISHMENT, AND MARKET ACCESS

At the outset, these three concepts need to be distinguished. They are often used interchangeably. This is apt to lead to confusion as to the precise scope of the right of an investor to enter and to do business in the host country, where such a right is actually granted. Admission is not the same as establishment or market access. They all refer to distinctive ways in which an investor can interact with the host country. The key to understanding these differences lies in the duration of the proposed investment.

FDI is generally looked upon as creating a long-term relationship between the investor and the host state and it is coupled with the notion of a lasting interest, in part influenced by the realities of the ongoing presence of the investor. However where FDI is seen as a short-term commitment, then a clear separation can be made, between the right of admission—which deals only with the right of entry, that is, the rules set for admission—and the right of establishment—which deals with the way the activity of the investor will take place over the duration of the investment and also with the protection of the type of presence that may be permitted.10

Following from the above, where the investor seeks a short-term presence in the host country market, temporary admission may be sufficient for the duration of a specific project or transaction. Where the investor seeks a longer-term investment, then some form of more permanent admission would be required. Here a distinction can be made between a permanent right of market access and a right to permanent establishment. The former will allow the investor to do business in the host state, but without the grant of a right to set up a permanent business presence. Market access rights may be sufficient where the investor is primarily involved in regular cross-border trade in goods or services, or where business is carried out by way of electronic transactions, obviating the need for a permanent presence in the host state.11

Where some form of permanent business presence is preferred by the investor, a full right of establishment may be required. According to UNCTAD, this

ensures that a foreign national, whether a natural or legal person, has the right to enter the host state and set up an office, agency, branch or subsidiary (as the case may be) possibly subject to limitations justified on grounds of national security, public health and safety or other public policy grounds … Thus the right to establishment entails not only a right to carry out business transactions in the host state but also the right to set up a permanent business presence there.12

The right of establishment takes a number of different forms, from investing through a representative office, to the use of an agency or branch, or the incorporation of a subsidiary. These generally have different tax and other regulatory consequences which the investor will need to consider when determining the form that the investment will take. In addition, under certain national laws the legal form of the establishment will be mandated. Thus, for example, Ghana requires the incorporation of a local company as part of the registration process for the investment.13 In addition, the right may be made subject to certain legal obligations on the investor and/or the investment. In particular, the host country may impose performance requirements as a condition of entry.14  More recently the practice has emerged, particularly in relation to major infrastructure and utility projects, to organize the investment by way of public private partnership (PPP) arrangements.15 Furthermore, the right of establishment may be supplemented with access to investment incentives.16 The policy reasons for such variations and adaptations of the right to establishment will be considered in Section 2 below.

The right of establishment is in essence a non-discrimination standard. Depending on the nature and scope of any applicable IIA, this right will require equality of treatment between different foreign investors under the most-favoured-nation standard (MFN) and as between foreign and domestic investors under the national treatment standard. As will be seen below, certain IIAs extend these non-discrimination standards to the pre-entry stage, thereby ensuring equality of competitive conditions for market entry and establishment. At this stage, the non-discrimination standard protects the foreign investor against wasting costs and alternative investment opportunities in the hope of securing access to the host state market, only to find its way barred by reason of preferential treatment for domestic, or other foreign, investors. Once the investment is established, all IIAs will protect its subsequent treatment in accordance with the non-discrimination standard.17

Regarding the interaction between the concepts of admission, establishment, and market access, it follows from the above that where the investment is short-term, and does not require a significant commercial presence in the host country, a right of admission will suffice. For example, a portfolio investment in a local company may not require the investor to set up a permanent establishment in order to make the investment or to oversee its operation. Equally, where the investor is mainly concerned with the cross-border provision of goods and/or services, a right of admission will be necessary, as where the investor needs permission to trade in the national market or to enter a licensing or distribution agreement with a local enterprise, but without the need for a permanent establishment. Arguably, this is not in fact a proper case of investment but of trade. Nonetheless, it is proper to include this example as investment and trade are often complementary techniques employed by multinational enterprises (MNEs) as part of their market entry strategies.18 However, where a long-term direct investment is made, involving not only the transfer of capital into the host country but also the transfer of productive assets that remain under the control of the investor, then the rights of admission and establishment need to work together to ensure the effective initiation of the investment. Indeed, much will depend also on the scope of the definition of investments which the national law or IIA, which grants rights of admission and establishment, applies. Thus a broad asset-based definition will cover most types of investment, regardless of the need for permanent establishment or even actual commercial presence in the host country, while narrower definitions, focused on the nature of the enterprise undertaken in the host country, may restrict these rights only to investments undertaken through a permanent establishment involving actual commercial presence in the host country.19

(2) POLICY CONSIDERATIONS: HOST COUNTRY AND INVESTOR INTERESTS

The investor and the host country (together with the active or passive position of the investor’s government) enter, from the outset, into a relationship with the potential for a clash of conflicting interests. Both parties seek the highest possible revenues and benefits. Both the investor and the host state are in need of something the other party possesses. The investor holds capital, technical knowledge, distribution channels, and the like. The host state has infrastructure, geographic position, natural resources, technical skills, low-cost labour, or an attractive domestic market. The point of entry is the moment when these specific negotiating advantages will serve to inform the bargaining process between the investor and the host country. The outcome of that process will to a large extent determine the nature of the admission and/or establishment rights that the investor will enjoy.

In this context, the priorities of the host country stem from the fact that, regardless of its level of economic development, inward direct investment may be needed to supply new capital, technology, goods or services that no locally based firm can supply at equivalent or lower cost.20 Thus, host states will generally encourage the entry of firms that can bring these factors into the economy.21 However, host states will wish to guard against some of the difficulties that can result if inward direct investment is permitted. These may involve concerns over the ‘crowding out’ of local competitors faced with the presence of more efficient foreign firms, the need to encourage technological and other ‘spillovers’ from the foreign investor to local firms, the building of local linkages to the investment and the general effects of the investment on jobs, exports, and longer-term economic development.22 Thus, conditions may be imposed on the entry of a foreign firm. These may relate to the legal form that the local enterprise must take, the level, if any, of local ownership in the new enterprise, and any performance requirements that the enterprise must fulfil, regarding, for example, import levels, technology and skills transfer, job levels, export levels, or long-term investment strategy. Alternatively, foreign firms may be prohibited completely from certain sensitive sectors of the host economy or permitted to invest only through joint ventures with a local partner. Apart from entry requirements, the host may impose measures to ensure adequate revenue from the investment by way of taxation. It will also normally subject the local affiliate of the MNE to the general system of business regulation in force within the host state, including competition, company, labour, and intellectual property law.

By contrast, the interests of the investor will depend to a large extent on the motives underlying the decision to invest in the host country in question.23 To understand this point more fully, it is necessary to distinguish four different types of international investment: natural resource-seeking, market-seeking, efficiency-seeking, and strategic asset-seeking investment.24 The first is strongly based on locational factors as the distribution of natural resources is uneven across countries and regions. However, other locational factors, such as infrastructure development and regulatory conditions, may affect the firm’s decision to invest. Here the extent of the need to access the resource deposit will be key in determining the relative bargaining power between the host country and the investor. If the need on the part of the investor is high, then the host country will have a strong position from which to impose conditions for entry and establishment. On the other hand, the investor will have a strong position given its control over extractive technology and access to global distribution systems for the resource in question.

Market-seeking investment aims to supply a significant foreign market through local production or service provision that replaces importation. The investment may grow over time and in turn begin to export to third markets where the location offers strategic trade advantages to the MNE. It may also change in nature and composition as the life cycle of the product evolves. Here the MNE will be in a strong bargaining position where demand for its products or services is high and cannot be met by local provision alone. On the other hand, the host country can hold out for favourable terms of entry given its ability to exclude the investor from the market, assuming that it has not committed itself to any treaty-based rights of entry and establishment concluded with the home country of the MNE.

Efficiency-seeking FDI aims to enhance the competitiveness of the firm by allowing for a more cost-effective cross-border integration of production. It has the effect of increasing intra-firm trade as it involves a rationalization of the MNE’s operations and increased specialization at the affiliate level. In the contemporary investment climate, the key efficiency-enhancing locational advantages appear to be knowledge driven, rather than the low wage advantages that earlier theories identified.25 Where a host country possesses such advantages, it is unlikely to bar the entry of foreign investors who may enhance the knowledge, specific advantages of the host country in this regard. In addition, where the efficiency factor consists of low wages, the possibility of new employment being brought into the economy by foreign investors is likely to lead to an ‘open door’ policy. The history of the economic development of the so-called ‘Asian Tiger’ economies is the best example of this trend.

Finally, strategic asset-seeking investment enhances competitiveness by accessing the knowledge-based assets of the investment location. This can be done by establishing new plants, or by acquisition of, or alliance with, local firms. The key factor is for the MNE to tap into the local innovation system and thereby enhance its technological efficiency. This may lead to the establishment of R&D facilities outside the home country. Again this situation is likely to lead to an ‘open door’ approach as the mutual gains for the host country and the investor may be considerable, especially if R&D is relocated to the host. Such investment is more likely to occur in developed host countries, though some newly industrializing countries are now also becoming favoured locations. As the structure of international production changes, in certain industries a process of ‘fragmentation’ of production is observable.26 This arises as a result of MNEs taking advantage of differences in production and communication costs and skills to relocate processes and functions across countries. This has allowed some developing countries without a strong R&D base to leapfrog to production in high-technology industries such as electronics.27 As a consequence, these countries have been able to attract R&D investment to take advantage of the need to locate such activities close to the site of production and of locally educated science-trained personnel who can be employed for R&D functions in new technologies even in the absence of industrial experience.28 Examples include Singapore and more recently China. However, the vast majority of developing countries are not in a position to achieve this as they lack the required local capabilities.29 

The effects of such investment choices by MNEs have tended towards the creation of FDI ‘clusters’ around locations offering the correct mix of locational advantages for the enhancement of firm competitiveness. The major practical effect of this process has been the increasing global integration of production between localized innovation clusters, allowing for possible spillovers of knowledge across borders between such clusters.30 In addition, this has given rise to policy developments that concentrate on the enhancement of the attractiveness of a location as an innovation cluster, whether through incentives and performance requirements or through wider support policies such as infrastructure improvement and training and skills enhancement.

(3) RIGHTS OF ADMISSION AND ESTABLISHMENT UNDER NATIONAL INVESTMENT LAWS

As noted in the introduction to this chapter, most national laws relating to FDI have tended towards a liberalization of investment conditions, including rights of admission and establishment. However, even in the most open economies controls and restrictions on entry by foreign investors will be found. In particular, many countries will seek to protect vital national interests by means of such restrictions. Thus, restrictions on foreign participation will be common in the areas of defence, strategic sectors such as transport and utilities, and in culturally or socially sensitive sectors such as the media or tourism.31

Such sensitive sectors may be specifically identified in national FDI laws by means of recognizing them in negative or positive lists. The former approach lists sectors excluded from foreign participation. For example, under the Nigerian Enterprises Promotion (Repeal) Decree of 1995,32 a non-Nigerian may invest and participate in the operation of any enterprise in Nigeria, except the petroleum industry or industries included in the ‘negative list’ in section 32 of the Decree.33 The latter approach lists sectors open to such participation. This was the approach taken in older investment control laws such as the earlier Nigerian Enterprises Promotion Acts passed in 1972, 1977, and 1989.34 The Thai Foreign Business Act also uses a system of negative and positive lists.35 However, this approach is no longer followed by most national FDI laws, which tend to have a simplified registration procedure and no sectoral controls.

The delimitation of the scope of admission and establishment for foreign investors is a first step in a country’s position vis-à-vis the right of entry of FDI, one which varies depending on many factors that relate to its size, economy, population, geographical location, and the like. Such restrictions may in turn be echoed in applicable IIAs. For example, in the US and Canadian model BITs, negative lists of exclusions will form part of the agreement and will serve to define the scope of the right of entry and establishment guaranteed under the non-discrimination provisions of the agreement.36 More recently, cultural exceptions are increasingly becoming a topic of concern, with some countries making exceptions to foreign investment in such industries under not only national laws but also IIAs.37 On the other hand, as will be noted below, most BITs do not have a positive right of entry and establishment coupled with a negative list of exceptions. Rather, the prevailing approach in such agreements is to make admission and establishment subject to the requirements of the local law of the host country.

Apart from sectoral restrictions, national laws may place limits on foreign shareholdings in national companies,38 or require the investor to enter into a compulsory joint venture with domestic state agencies or entrepreneurs.39 Furthermore, regulations regarding the right of admission and establishment may introduce a discretionary ‘screening’ mechanism.40 ‘Screening laws’ involve the case-by-case review of proposed foreign investments by a specialized public authority in the host country that is charged with the task of establishing whether or not a given proposal is in accordance with the economic and/or social policies of the host state. ‘Screening’ procedures are often established in association with restrictive regimes regulating the ownership and control of foreign investments. On the other hand, ‘screening’ may be used as the sole technique of regulation, unaccompanied by any statutory requirements concerning permissible limits of foreign ownership and/or control, and be aimed only at ensuring official scrutiny and approval of proposed investments. In many cases, the ‘screening’ process will empower the reviewing authority, or the minister or government department to which it is answerable, to impose operational conditions, usually referred to as performance requirements, upon the investor as the price for approval. These may include requirements concerning local sourcing of inputs, export requirements, local personnel employment quotas, and capital requirements. The latter are illustrated under Chile Decree Law 600 Foreign Investment Statute.41

Where such requirements produce trade-distorting effects, they may fall foul of the WTO Agreement on Trade Related Investment Measures (TRIMs), which requires WTO members to prohibit certain types of performance requirements that have such effects. The TRIMs Agreement identifies two groups of TRIMs that off end GATT 1994 in an Illustrative List that is annexed to the Agreement. The first consists of TRIMs that off end the national treatment principle in Article III(4). These TRIMs either require the purchase or use by an enterprise of locally produced products or impose import restrictions on the enterprise that relate the amount of imports permitted to the volume or value of local products exported by it.42 Secondly, the TRIMs Agreement lists other TRIMs that are equivalent to quantitative restrictions prohibited by Article XI(1) of the GATT. These include: restrictions on the importation by an enterprise of products used in or related to its local production whether generally or in proportion to the amount that it exports; the achievement of such import restrictions by limiting the enterprise’s access to foreign exchange; export requirements whether specified in relation to certain products, the volume or value of products, or as a proportion of local production.43

The ‘screening’ of foreign investments is one of the most widely used techniques for controlling the entry and establishment of MNE’s in host states.44  This approach has been favoured by states that welcome foreign-owned and controlled investments, but which are concerned about the loss of economic sovereignty or adverse economic consequences that may accompany such investments in particular cases. Both economically advanced and developing countries have adopted ‘screening laws’. More recently, some countries, particularly in Africa, have been replacing screening laws with laws that require only the registration of the foreign investment in the appropriate legal form, coupled with a possible minimum capital investment requirement.45

(4) RIGHTS OF ADMISSION AND ESTABLISHMENT UNDER IIAs

It has already been noted that, under general international law, states have the unlimited right to exclude foreign nationals and companies from entering their territory. There is no international standard requiring states to adopt an ‘open door’ to inward direct investment.46 On the other hand, states are free to set the limits of permissible entry in their national laws as they see fit. Thus states are free to agree to provisions in IIAs securing access to their territory by investors from another contracting party. In this regard, two main models of agreements are emerging: a ‘controlled entry’ model that reserves the right of the host state to regulate the entry of foreign investments into its territory and a ‘full liberalization’ model that extends the non-discrimination standard (both national treatment and most-favoured-nation (MFN) treatment) in the agreement to the pre-entry stage of the investment.47 While these models remain the most significant in contemporary treaty practice, certain other approaches, highlighted by UNCTAD in its leading study, need to be considered. These emerge from the approach to market access taken in the WTO GATS Agreement, the treatment of the right to establishment in the European Community (EC), and the use of regional industrialization devices in economic integration agreements among groups of certain developing countries.48

(a) The Controlled Entry Model

This approach preserves in full the host country’s right to regulate the admission and establishment of foreign investors in accordance with its laws and regulations. This position basically relies on the affirmation of state sovereignty over economic decision-making. It may be an adequate solution for governments uncertain about the benefits of an ‘open door’ approach to admission and establishment. Countries vary in their willingness to protect domestic and infant industries and entrepreneurs. Natural resources and land may be subject to controls and restrictions. Government and private monopolies may be protected (especially in the case of countries dependent on a single natural resource). Thus, there may be significant policy reasons for retaining full discretion over entry and establishment in various sectors.49

The majority of BITs follow a ‘controlled entry’ approach. Therefore, the application of the treaty to an investment is made conditional on its being approved in accordance with the laws and regulations of the host state.50 For example, the Jamaica Model BIT states, in Article 2.2 that ‘[e]ach Contracting Party shall admit such investments subject to its laws and regulations’.51 Similarly the Indonesian Model BIT asserts, in Article II:1 ‘Either Contracting Party shall encourage and create favourable conditions for investors of the other Contracting Party to invest in its territory, and shall admit such capital in accordance with its laws and regulations’.52 Similar provisions may be found in some regional agreements concluded between groups of developing countries.53 The effect of such provisions is twofold: first, they allow the host country to apply its foreign investment admission and screening procedures and to determine whether the proposed investment is suitable for admission, and to place such conditions upon entry as are required under national laws; secondly, they allow for the application of differential treatment as between different foreign investors and domestic and foreign investors in accordance with discriminatory provisions in national laws and regulations that apply at the point of entry.54 This is because the non-discrimination standard applies only to post-entry treatment in BITs adopting the controlled entry approach.55

Historically, the controlled entry model was favoured by the developing countries that supported the adoption of the New International Economic Order (NIEO) in the 1970s. A significant early example was the Andean Foreign Investment Code, contained in Decision 24 of the Commission of the Cartagena Accord of 21 December 1970.56 The Andean Code introduced a restrictive screening and technology transfer control regime for the regulation of foreign investments in the sub-region. The consensus upon which the original Code was based proved to be fragile and short-lived, with a number of the member countries distancing themselves from its terms in their national laws and policies.57 In the circumstances, Decision 24 was becoming a dead letter. It had to be fundamentally revised. The result was Commission Decision 220.58 This Decision substantially liberalized the terms of Decision 24.59  Decision 220 was replaced by Decision 291 in 1991.60 This effectively abandoned any common policy on foreign investment. As regards standards of treatment, by Article 2 of Decision 291, ‘foreign investors shall have the same rights and obligations as pertain to national investors, except as otherwise provided in the legislation of each Member Country’. Thus it is now for the national laws of each Member Country to determine the extent to which foreign investors shall be admitted. A similar preference for the controlled entry model was evident in UN instruments that emerged from the NIEO debates. Thus, United Nations General Assembly Resolution 3281 (XXIX) the Charter of Economic Rights and Duties of States, preserves national discretion in dealing with foreign investment.61 Equally, the Draft United Nations Code of Conduct on Transnational Corporations recognized the need for controls based on considerations of economic and social development.62

(b) The Full Liberalization Model

This approach offers the best access to markets, resources, and opportunities for multinational enterprises and other foreign investors interested in the locational advantages of the host country.63 It allows for investment decisions to be made on purely economic grounds as it obviates the existence of discretionary regulatory mechanisms that may prohibit entry or offer it only on conditions that reduce the overall value of the investment to the investor. This approach offers combinednational-treatment/most-favoured-nation-treatment to investors at the pre-entry stage. This allows foreign investors to choose the best of these treatments. The benefits are significant in that the competitive conditions for all investors, whether foreign or domestic, are equalized. However, as noted in relation to national FDI laws, IIAs espousing the full liberalization approach will also use a negative list of exceptions. A significant consequence of this technique is that all sectors not included in the negative list (ie where FDI is allowed to invest) remain permanently open. It is not possible to claw back open sectors into controlled entry. Thus IIAs taking this approach involve a ‘standstill’ on further controls over inward FDI.

Such an approach is particularly favoured in the practice of NAFTA64 in certain Free Trade Agreements (FTAs)65 with investment provisions and in the bilateral investment treaty practice of the USA and Canada.66 For example, the US–Uruguay BIT of 25 October 2004 states, by Article 3(1):

Each Party shall accord to investors of the other Party treatment no less favourable than it accords, in like circumstances, to its own investors with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of investments in its territory.67

This is followed by Article 3(2), which extends the same protection to investments, and Article 4(1) and (2) which cover, respectively, the MFN protection of investors and investments. These provisions make entry to the host state subject to the principle of non-discrimination, and, to that extent, represent a restriction on the host state’s sovereign power to regulate the entry of foreign investors. However, the application of this principle is subject to the right of the host state to exclude certain sectors from foreign investment.68 Therefore, the US Model accepts restrictions on entry, provided they are applied in a manner that does not discriminate against US investors.69 Under the Russian Federation–US BIT, the contracting states agreed that, for a period of five years, the Russian Federation would be able to require permission for large-scale investments that exceed the threshold amount in the Russian Federation Law on Foreign Investments of 4 July 1991, provided that this power was not used to limit competition or to discourage investment by US companies and nationals.70

The extension of full non-discrimination protection to the pre-entry stage is not without its problems. Indeed, this was one of the issues that helped to stall the negotiations over the MAI.71 Establishment is also covered in the draft Supplementary Agreement to the Energy Charter Treaty (ECT). Given the policy-sensitive nature of natural resource extraction, particularly its relation to the inherent right of peoples to enjoy and utilize fully and freely their natural wealth and resources,72 the negotiations on the ECT did not result in the adoption of a full right of establishment. Instead, an interim solution was arrived at. Thus Article 10(2) of the ECT has established a non-legally binding ‘best efforts’ clause for contracting parties to grant foreign investors non-discriminatory treatment concerning the making of their investments. In addition, Article 10(5) introduces a ‘standstill’ on new restrictions for foreign investors and a commitment progressively to reduce remaining restrictions (‘rollback’). Furthermore, Article 10(6) allows the contracting parties to make at any time a legally binding voluntary commitment to grant foreign investors nondiscriminatory treatment with regard to the making of an investment. Moreover, Article 10(4) provides for negotiations on the extension of the non-discrimination principle to the pre-establishment phase by means of a Supplementary Treaty. These negotiations began in 1995. Negotiations were suspended in 2002, pending the out-come of discussions over a multilateral framework on investment in the WTO, but have not been resumed.73

(c) Other Approaches

As noted in the introduction to this section, apart from the two main models of admission and establishment provisions in contemporary IIAs, three further approaches were identified by UNCTAD in its study of admission and establishment provisions in IIAs.74  These arise from regional economic integration agreements, including the EC Treaty, and the WTO GATS Agreement. Thus they represent specific legal responses to particular policy goals, resulting in distinctive types of admission and establishment regimes. Each is examined in turn.

(i) The GATS-type ‘Positive List’ Approach

The General Agreement on Trade in Services (GATS) contains a right of establishment.75 By Article I thereof, trade in services is defined as the supply of a service inter alia through the commercial presence of a service supplier of one member in the territory of any other member.76 Furthermore, by Article XXVIII(d) ‘commercial presence’ is defined as meaning ‘any type of business or professional establishment, including through (i) the constitution, acquisition or maintenance of a juridical person, or (ii) the creation or maintenance of a branch or a representative office within the territory of a Party for the purpose of supplying a service’. This definition is consistent with the existence of a right of establishment. Such a right will exist where a member of the GATS makes specific commitments on market access under Article XVI of the GATS. Article XVI goes on to state that, in sectors where the member undertakes market access commitments, it is prohibited from imposing certain listed limitations on the supply of services, unless it expressly specifies that it retains such limitations. These limitations include measures that would affect access through inter alia direct investment. Thus, in the absence of express reservation, the member cannot restrict or require specific types of legal entity or joint venture through which a service could be provided, nor impose limits for the participation of foreign capital drawn up in terms of limits on maximum foreign shareholding or total value of individual or aggregate foreign investment.77

The wording of Article XVI makes clear that the receiving state is entirely free in determining the extent of its market access commitments, and that it may expressly reserve powers to limit the mode of supply; there is no general obligation to remove all barriers concerning the entry and establishment of service-providing firms. Each member of GATS is obliged to do no more than set out the specific market access commitments that it is prepared to undertake in a schedule drawn up in accordance with Article XX of the GATS. Thereafter, members shall enter into subsequent rounds of negotiations with a view to achieving progressively higher levels of liberalization.78

This approach has been termed the ‘GATS-type positive list’ or ‘bottom-up’ approach to investment liberalization. It contrasts with the NAFTA-style ‘negative list’ or ‘top down’ approach, which was described earlier, and which is also used in the OECD Liberalisation Codes.79 There is a continuing debate over which approach is better. Countries committed to progressive liberalization argue that a positive commitment to liberalization, coupled with a ‘negative list’ of exceptions, is more likely to result in actual liberalization of entry and establishment conditions. On the other hand, developing countries, in particular, have favoured the GATS-type approach on the ground that it allows for a more considered and gradual process of liberalization, which the ‘negative list’ approach does not, as this requires an ex ante determination of which sectors should be excluded from the pressures of open competition with foreign investors. Such a calculation may be impossible to make at the time of entering into an international agreement, especially for a country with limited resources to assess the competitive condition of its economic sectors. By contrast, the ‘positive list’ approach does not put immediate pressure on the country to make choices as to exclusions from rights of entry and establishment. Rather, the host country can wait and see which of its sectors evolves to a position where it can be opened to competition from foreign investors.80 Thus, by adopting this approach, the GATS stops short of guaranteeing rights of establishment in all cases, and leaves a wide margin of discretion to the members. Indeed, a blanket abolition of national controls over services would have been impossible to negotiate. Consequently, a slower, progressive approach to liberalization has been adopted by all the participating states.

(ii) The EC-type ‘Right to Establishment’

This is referred to by UNCTAD as the ‘mutual-national-treatment model’.81 This approach is directed towards providing special treatment to FDI originating in a given region. It is a component in the process of creating an integrated single regional market. National treatment is granted to all investors belonging to the member countries. The benefits are akin to those of global-market liberalization, but are obviously limited to a given region. In relation to the operations of companies or firms, Article 48 of the EC Treaty provides:

Companies or firms82 formed in accordance with the law of a Member State and having their registered office, central administration or principal place of business within the Community shall, for the purposes of this chapter, be treated in the same way as natural persons who are nationals of Member States.

The right of establishment, as it applies to companies and firms, includes, ‘the right to take up and pursue activities as self-employed persons and to set up and manage undertakings, in particular companies or firms within the meaning of the second paragraph of Article 48,83 under the conditions laid down for its own nationals by the law of the country where such establishment is effected, subject to the provisions of the chapter relating to capital’.84 Article 55 of the EEC Treaty extends Article 48 to the provision of services, ensuring that companies can also benefit from the freedoms accorded in that area to natural persons. Article 48 suggests two possible routes into another member state: first, the establishment of a new company, or the transfer of an existing company, from one member state to another, known as ‘primary establishment’; secondly, the establishment of an office, branch, or subsidiary in another member state, termed ‘secondary establishment’.85 In each case, the member states must not impose obstacles to the freedom of establishment such as for example, differential tax treatment or other advantages, that are granted to local investors but not to those from another member state.

Where a company seeks to enter a host member state through secondary establishment methods, it must show a real and continuous link with the economy of a member state to qualify as a beneficiary of this right.86 Thus entry into a mere contractual arrangement in the host member state will not suffice in the absence of an established place of business.87 However, more recent case-law from the ECJ accepts that a company can be set up in any member state, regardless of whether it pursues economic activity there, even if the main purpose of such establishment is to avoid more onerous regulatory requirements in the member state where the economic activity is actually carried out.88 The only circumstances where this will not be allowed is where the establishment in another member state is designed improperly to circumvent the national legislation of the country in which the business in fact operates, or where some fraud or abuse is involved.89  This development allows for a degree of regulatory arbitrage for investors between the company, and other laws, regulating establishment in the EU member states.

It is clear from Articles 48 and 55 of the EC Treaty that the right to establishment and the right to provide services in another member state can only be enjoyed by a company formed in accordance with the law of a member state and having its registered office, central administration, or principal place of business within the Community. This is wide enough to cover the EC-based subsidiaries of non-EC parent companies. However, the EC Treaty does not guarantee these rights to companies that have no legally recognized EC presence in the sense of Article 48. Therefore, it is not possible for, say, a US- or Japanese-based company to invoke the EC Treaty if it is denied access to the economy of a member state whether for the purpose of establishing a place of business or for the provision of cross-border services. In the absence of a common Community policy on inward investment from outside the EC, individual member states retain discretion over their policy towards investors from outside the EC.90 In general, the member states of the EC espouse an ‘open door’ to non-EC investors, so there should be little real disadvantage to such investors.

Other regional economic organizations have also followed the EC-type right of establishment model, though there is no developed case-law as in the EC to interpret the scope and content of these provisions.91 Examples include The Treaty Establishing the Caribbean Community (CARICOM Treaty),92 The Agreement on Arab Economic Unity (AEU Agreement—1964),93 the ECOWAS Revised Treaty of 1993,94 and the ASEAN Framework Agreement on the ASEAN Investment Area of 1998.95

(iii) Regional Industrialization and Admission and Establishment

The process of progressive regional industrialization within regional groupings of developing countries has produced a commonly pursued policy directed at establishing a supranational form of business organization, the purpose of which is to augment regional economic development. Under this model, two or more members of a region establish an MNE and mutually grant special rights of admission and establishment, such as national treatment. First initiated by the Agreement on Andean Sub-Regional Integration, the ‘Cartagena Agreement’,96 this model benefits from greater know-how and capital resources, reducing nationalism in favour of economies of scale, which can serve larger markets. Theoretically, it relies on production factors readily available to the MNE in the region (which is not always the case). According to Article 1(f) the Cartagena Agreement, ‘For the purposes of this Code, an Andean Multinational Enterprise shall be a company fulfilling the following requirements: The sub-regional majority of the capital must be reflected in the technical, administrative, financial and commercial management of the company in the judgment of the corresponding national competent entity’.97 Similarly, the Community Investment Code of the Economic Community of the Great Lakes Countries (CEPGL—1982) provides a scheme for the promotion of joint and community enterprises enjoying the freedom to form and invest capital in the territory of a member state.98 A similar policy has been followed in the Agreement for the Establishment of a Regime for CARICOM Enterprises (CARICOM—1987).99

(5) BALANCING ADMISSION AND ESTABLISHMENT AND REGULATORY DISCRETION

The preceding discussion has shown that at the level of both national laws and international agreements, there is considerable variation in the nature and extent of rights of admission and establishment for foreign investors. As noted in the introduction to this chapter, while the dominant trend in national laws has been towards liberalization, this is now showing signs of some revision, with a minority of countries beginning to reconsider the extent to which they are willing to give investors a free rein in their country. This affects not only the question of how investors are going to be treated upon entry but also how much freedom of action they will enjoy after entry. The latter will depend to a great extent on the manner in which host countries conduct their admission and establishment policies, as these will, to a large extent, determine the scope of the investors’ post-entry freedom of action.

At the international level, while the majority of IIAs still retain a controlled entry approach, the full liberalization model is gaining ground, especially in bilateral FTAs with investment provisions. The question arises: given the gradual acceptance of pre-entry rights of non-discriminatory admission and establishment, how far will such international developments control developments under national laws? The acceptance of a positive right of entry and establishment under an IIA or FTA with investment provisions is, in effect, a restriction of state sovereignty in the field of admission of aliens and results in a voluntary exclusion of national regulatory discretion. This assumes that the free entry of any investor is desirable and so does not require control.

Such a policy outcome is not necessarily for the best in all cases. For example, the proposed takeover, in 2006, of the UK’s biggest gas supplier, Centrica, the owner of British Gas, by the Russian state-controlled gas monopoly, Gazprom, raised concerns in government circles.100 It led the then Secretary of State for Trade and Industry, Alan Johnson, to consider passing a statutory instrument under section 58 of the Enterprise Act 2002 to control bids in the energy supply industry that might threaten energy security.101 This revelation prompted a critical response from Gazprom, which threatened to divert supplies to other customers, and made the Secretary of State appear inconsistent as he had been a vocal critic of other EC member states that had sought to control foreign bids.102 The matter was put to rest by the then Prime Minister, Tony Blair, who pledged that any future bid by Gazprom would be handled in the normal way by the independent competition authorities.103 This case has prompted significant discussion over the real limits of a commitment to liberalization in relation to foreign takeovers of UK firms. That concerns over Gazprom were aired should come as no surprise. On New Year’s Day 2006, Russia suspended gas supplies to the Ukraine. Earlier, Vladimir Putin, the Russian President, removed the old management and brought in his own supporters, making the company even closer to the heart of the Russian state.104  Whether Gazprom acts as a truly independent commercial entity may be open to question. In such circumstances, it may be unwise to consider any bid purely on economic grounds.

The case of Gazprom gives rise to a wider issue. Might it not be relevant to take into account the economic, social, and political culture from which foreign investors come? Companies from authoritarian or undemocratic states, or those from corrupt states, with little or no tradition of corporate accountability and transparency, may bring with them a tradition of bad corporate practice which may undermine effective and open regulation. Surely there is a case for some form of review of these practices in the public interest, especially in relation to bids in sensitive sectors. The narrow logic of market efficiency can appear very inadequate when it comes to such questions, questions that are central to the efficient and honest administration of a market economy. It may be easier to review this matter at the stage of entry than allowing the investor to benefit from open entry and live with the possibility of corporate malpractice thereafter. Equally, social issues, such as employment effects and regional effects, have not lost their importance and, as noted earlier, certain cultural industries may warrant protection. It may be the case that, in practice, some kind of ‘public interest’ review needs to occur.105 The political pressure for this may become irresistible in the future.

A second concern arising from the effect of admission and establishment guarantees in IIAs is that such a commitment binds future governments that did not sign the IIA or FTA in question to uphold rights of admission and establishment even if such an ‘open door’ approach is not seen to be in the public interest by subsequent administrations. This raises the question of responsiveness to changes in national policy and whether general controls over pre-entry discretion over admission and establishment are ultimately legitimate, especially where that change of policy is sanctioned by popular approval. In this connection, it is necessary to bear in mind the nature of national procedures for the conclusion of international treaties and whether IIAs in particular have been adopted in accordance with the required constitutional procedures. In some countries, BITs are given the force of national law. For example, by Article 157 of the Sri Lankan Constitution, BITs are given the force of law in Sri Lanka, and no executive or administrative action can be taken in contravention of the treaty, save in the interests of national security.106 However, in many countries, IIAs are only binding as international legal obligations. This raises the possibility that a conflict could arise between the market-opening provisions of an IIA and inconsistent subsequent laws that seek to control admission and establishment.

This raises the further question of whether existing legal approaches to admission and establishment offer a good policy choice for host countries. In this regard, retaining the controlled entry approach may prove more satisfactory from the perspective of preserving a state’s right to regulate admission and establishment. It has the virtue of preserving national policy space by making entry and establishment conditional on the processes of national law as applied at the pre-entry stage. Here the applicable IIA does not seek to control state sovereignty over admission of aliens and defers to national law and practice. That said, the controlled entry model is at odds with the push towards liberalization and market access rights that is a logical concomitant of the rise of global production chains operated by multinational enterprises, which was highlighted in the introductory chapter.

There is little doubt that the full liberalization approach is better suited to these imperatives. It opens up the host country to investment and allows for a reduction of regulatory barriers to entry and establishment, thereby making the decision to invest a more efficiency-led decision which tends to enhance economic welfare. This is particularly the case in the contemporary economy where technical change is faster, internationally integrated production systems are the norm, and FDI is the dominant form of technology transfer.107 However, there may be good policy reasons for restricting the entry of foreign investors for a number of reasons.108 First, in a developing country context, it may be necessary to protect infant domestic entrepreneurship against overwhelming foreign competition which could drive local entrepreneurs into less complex activities or to those with lower foreign presence, perhaps by selling local facilities to foreign entrants. Of course, it is necessary not to over-protect and risk creating a permanently uncompetitive local industry, but, with attention being paid to this issue, a degree of protection may result in highly competitive new local industries, as in the case of the Republic of Korea or Taiwan. Secondly, local firms may be better at deepening local technological knowledge, disseminating it within the host economy and creating local spillover effects, given a greater commitment to their country than foreign investors might show. Thirdly, foreign investors may be ‘footloose’ and their activities may need to be carefully scrutinized on entry to ensure that their investment will last and make an enduring contribution to the local economy. Finally, foreign investors may need to be controlled as a result of their tendency to respond to outside factors, such as international markets, parent company decisions, and home country concerns.

Such concerns should not be overstated and they have been used to justify protectionist policies in host countries which act to the detriment of consumers and to the development of an efficient economy. However, they are not unreal concerns. Thus, the question remains how to ensure a balance between rights of admission and establishment and rights to regulate if a positive commitment to the extension of such rights has been made by the host country in an IIA. A number of alternatives present themselves.

First, the full liberalization model already contains an exception device in the form of the negative list. Its merits relative to the selective liberalization approach of the GATS-type positive list mechanism have already been discussed briefly above. Here the effects of the negative list approach on national policy space will be considered. The major result of this approach is to exclude the non-discrimination standard at the pre-entry stage from a pre-selected list of sectors. This will have the effect of freezing the negative list and preventing other sectors from being added unless all other parties consent.109 It may also discourage the progressive liberalization of listed sectors as the political cost of doing so may be too great at the national level. So, paradoxically, a negative list may act as a de facto brake on progressive liberalization. It also carries with it the risk, as noted earlier, of omitting sectors that the host country did not feel needed protection at the time of the conclusion of the treaty. Subsequent changes in market conditions or political circumstances could then demand a degree of protection which would be unlawful under the treaty. Thus, the negative list approach may be inflexible in its results and could lead to a backlash against the treaty if it is perceived as an illegitimate restriction on the right of the host country government to respond to changed circumstances and to control foreign entry into an open sector. A final risk is that too many sectors are excluded and so the commitment to liberalization in the treaty is weak or effectively non-existent. In this regard, as noted above, the positive list approach may in fact give more flexibility as it does not require an ex ante analysis of the competitive situation of major sectors of the economy but allows for a gradual liberalization of those sectors deemed sufficiently competitive to be exposed to competition from foreign investors.

Secondly, even where a sector is subject to full rights of admission and establishment, certain exclusions based on public policy and national security concerns could be included in the IIA or FTA in question. For example US BITs contain an exception which allows a party to take measures to protect its essential security interests or to apply measures with respect to maintenance or restoration of international peace and security.110 The Canadian model is notable for the inclusion of a general exceptions clause protecting the rights of the contracting parties to regulate in the fields mentioned by its terms. The clause follows the general pattern of Article XX GATT 1994 by listing areas in which regulation is consistent with the provisions of the BIT and adds a ‘chapeau’ requiring such regulation not to be arbitrary, discriminatory, or a disguised restriction on trade and investment. The exception covers, among other things, public policy, health, and prudential regulation.111 Less certain is whether national economic interests can justify the exclusion of rights of entry and establishment. The World Bank Guidelines on the Treatment of Foreign Direct Investment assert:

Without prejudice to the general approach of free admission recommended in Section 3 above, a State may, as an exception, refuse admission to a proposed investment:

(a) which is considered, in the opinion of the State, inconsistent with clearly defined requirements of national security; or

(b) which belongs to sectors reserved by the law of the State to its nationals on account of the State’s economic development objectives or the strict exigencies of its national interest.112

Such an exception is not normally found in IIAs. In relation to the full liberalization approach, any sectors so reserved under national laws should be entered into the negative list. This was the approach taken, for example, by Mexico when concluding the NAFTA. Its schedules reflect closely the restrictions and exclusions of foreign investors contained in the 1993 foreign investment law.113

CONCLUDING REMARKS

The preceding discussion has shown that the international legal principles applicable to rights of admission and establishment ultimately depend on an exercise of state discretion: only where the host country agrees by way of a treaty obligation will such rights come into existence. There is no customary international law right of entry and establishment. Furthermore, the continuing dominant trend in IIA practice has been to retain a controlled entry model and not to extend positive rights of entry and establishment.

On the other hand, there are sound policy reasons why a host country may wish to open up its economy and to reinforce this by way of binding international obligations. Indeed, a rising trend in recent years has been towards the conclusion of such obligations in IIAs. These include BITs concluded with Western hemisphere countries and bilateral FTAs with investment provisions. This may indicate where future policy developments lie. Indeed, it could be said that the main reason for the continued dominance of the controlled entry model is inertia. Many agreements following this approach were concluded some years ago, mainly with European capital-exporting countries. They have not yet been replaced. More recent agreements, such as those with the USA or Canada, which did not conclude BITs until the 1980s, or the recent FTAs may therefore be a better indication of current practice in the field. That said, the recent moves towards more restrictive national laws and regulations, could, if more widely adopted, lead to a reinforcement of the controlled entry approach. Thus, the future development of this area of international investment law is not as settled as might be imagined.
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CHAPTER 8
STANDARDS OF TREATMENT

TODD J GRIERSON-WEILER IAN A LAIRD

(1) Two Standards—Comparative and Absolute

(2) Treaty Standards versus Customary International Law Standards

(3) The Minimum Standard of Treatment and the Principle of Good Faith

(a) Detrimental Reliance upon Legitimate Expectation

(b) Regulatory Fairness

(c) Abuse of Authority

(d) Sowing Seeds of Convergence?

(4) National Treatment and MFN Treatment

(a) Prudence and Good Faith in National Treatment

(b) More Convergence: Good Faith and Non-discrimination

(5) One Standard or Two? A New Balancing Act

Concluding Remarks

THE interpretation of international law, especially treaty law, can be a difficult task at the best of times. Practitioners in the international investment law field do not differ from those in other disciplines seeking certainty in the construction of the law. This quest for certainty has led some to seek out, or even to draw, bright lines in international law doctrine, regardless of whether such lines should, or actually do, exist. However, as one tribunal recently lamented in respect of the interpretation of one such treaty provision:

[It is] not easy to define the exact dividing line, just as it is not easy in twilight to see the divide between night and day. Nonetheless, whilst the exact line may remain undrawn, it should still be possible to determine on which side of the divide a particular claim must lie.1

Perhaps having spent too much time in that morning twilight, we believe that we may have glimpsed our own pattern in the jurisprudence of recent NAFTA and investment treaty awards. Ever cautious about drawing our own lines, we admit that this pattern may not deliver us from uncertainty, but it may at least provide some understanding as to how cases are actually being decided. Of course, any theory that can explain seemingly divergent approaches to similar treaty provisions is a potential route from the unknown to the known. Whether they should be decided in such a way will be for others to judge.

The pattern we have noted is that of an apparent convergence in the interpretation of the minimum (or ‘fair and equitable’) and ‘non-discrimination’ standards of treatment found in most investment protection treaties, the multilateral Energy Charter Treaty, and the NAFTA. The convergence appears to have been based upon a tribunal’s analysis of the legitimacy of the expectations enjoyed by an investor with respect to investments covered under an investment protection treaty.2 The investor expects to receive treatment in accordance with an underlying conception of regulatory fairness, regardless of whether that concept is grounded in one or more differently formulated treaty provisions.

Indeed, much has been written recently about standards of treatment applicable in investment treaty arbitration.3 There was a time when most treaty arbitrations between investors and states either primarily or exclusively concerned the expropriation of investments. Today, while expropriation remains a fundamental element of many claims, it no longer travels alone. Today, international investment law arbitrations also include claims for two broad categories of state responsibility: nondiscrimination and fair and equitable treatment. It is these two categories of treatment owed by states to investors to which this chapter is devoted.

A recent bilateral investment treaty award, Saluka v Czech Republic, may be demonstrative of this trend. Saluka was a classical non-discrimination award that was not based upon a non-discrimination provision, such as national treatment, because one was missing from the treaty. The tribunal based its findings for the successful claimant upon the treaty’s minimum standard of treatment provision instead. Did the Saluka tribunal simply prove the old adage that bad facts can make for bad law, or was its decision a shift towards doctrinal consolidation between the concept of non-discrimination and the minimum standard of treatment? If consolidation was the objective, the tribunal is not alone. Some time ago, and certainly prior to the current surge of interest in international investment law, Professor FA Mann identified this kind of fate for the minimum standard:4

… it is submitted that the right to fair and equitable treatment goes much further than the right to most-favored-nation and to national treatment … so general a provision is likely to be almost sufficient to cover all conceivable cases, and it may well be that provisions of the Agreements affording substantive protection are not more than examples of specific instances of this overriding duty.5

The goal of this chapter is not to argue that protection from non-discrimination has been subsumed in the minimum standard of treatment, or that all forms of non-discrimination are now part and parcel of the minimum standard of treatment recognized under customary international law. It is merely to note that, as a matter of doctrine, it is becoming increasingly difficult to discern any difference between the ways in which non-discrimination and minimum standard provisions are actually being interpreted and applied.

(1) TWO STANDARDS—COMPARATIVE AND ABSOLUTE

Traditionally, non-discrimination and the minimum standard of treatment obligations could be easily distinguished through the ways in which tribunals typically applied them. Non-discrimination, which is most commonly manifested in the national treatment and most-favoured-nation (MFN) treatment standards found in investment instruments, involves a comparative test—whereby the claimant is required to identify a comparator (either a national or another foreigner) in receipt of better treatment than it has received from the respondent state. If the claimant succeeds in making this prima facie case, a strategic burden falls upon the respondent state to explain why the treatment received was that which was properly deserved. It could do so by demonstrating that the treatment received was actually not better; that the comparison drawn by the claimant was untenable; or that a valid (ie reasonable and non-discriminatory) reason existed for the differential treatment claimed.

The ‘minimum standard of treatment’ is the other standard commonly employed in international investment instruments, most often under the appellation of ‘fair and equitable treatment’. Indeed, this particular expression, ‘fair and equitable’, is now commonly seen as encapsulating the level of minimum ‘treatment’ now required under both customary international law and under the majority of the world’s almost 2,500 trade liberalization and investment protection treaties.6 However, others, in particular state respondents to treaty claims, say that ‘fair and equitable treatment’ is a discrete and objective treaty standard, a form of lex specialis found in many, but not all, such agreements—and that it is not necessarily representative of the kind of treatment required of a state under customary international law.

Regardless of which argument is preferred, the test is essentially the same: a claimant must demonstrate that the treatment it has received fell below the ‘floor’ established by the international law standard (whether imposed under customary international law or by treaty). There is usually no need to identify a comparator as the standard is absolute; the question to be determined is—effectively—whether the treatment received was ‘fair and equitable’ in the circumstances.7

These two standards—one comparative and one absolute—can be found in the vast majority of investment protection treaties.8 Sometimes they are combined in a single treaty provision. More often, however, they can be found in two or three provisions covering: MFN treatment; national treatment; and the minimum standard of treatment. A prominent example of these standards, in use, can be found in the following excerpt from Article X of the Energy Charter Treaty (ECT), a multilateral treaty provision entitled ‘Promotion, Protection and Treatment of Investments’:

(1) Each Contracting Party shall, in accordance with the provisions of this Treaty, encourage and create stable, equitable, favourable and transparent conditions for Investors of other Contracting Parties to make Investments in its Area. Such conditions shall include a commitment to accord at all times to Investments of Investors of other Contracting Parties fair and equitable treatment. Such Investments shall also enjoy the most constant protection and security and no Contracting Party shall in any way impair by unreasonable or discriminatory measures their management, maintenance, use, enjoyment or disposal. In no case shall such Investments be accorded treatment less favourable than that required by international law, including treaty obligations. Each Contracting Party shall observe any obligations it has entered into with an Investor or an Investment of an Investor of any other Contracting Party.

(2) Each Contracting Party shall endeavour to accord to Investors of other Contracting Parties, as regards the Making of Investments in its Area, the Treatment described in paragraph (3).

(3) For the purposes of this Article, ‘Treatment’ means treatment accorded by a Contracting Party which is no less favourable than that which it accords to its own Investors or to Investors of any other Contracting Party or any third state, whichever is the most favourable.

…

(7) Each Contracting Party shall accord to Investments in its Area of Investors of other Contracting Parties, and their related activities including management, maintenance, use, enjoyment or disposal, treatment no less favourable than that which it accords to Investments of its own Investors or of the Investors of any other Contracting Party or any third state and their related activities including management, maintenance, use, enjoyment or disposal, whichever is the most favourable.

These paragraphs of ECT Article X explicitly call for the comparison of treatment received by investors and their investments with that received by other investors and investments, local or otherwise. They also articulate an absolute (ie minimum) standard of treatment in requiring: ‘fair and equitable treatment’; ‘most constant protection and security’ (also referred to as ‘full protection and security’ in some agreements); and by prohibiting the impairment of an investment by means of unreasonable or arbitrary measures. As described in more detail below, such articulation is common and need not necessarily impact upon the manner in which the minimum standard is formulated in any given case.

(2) TREATY STANDARDS VERSUS CUSTOMARY INTERNATIONAL LAW STANDARDS

Like the vast majority of bilateral investment protection treaties, none of the absolute standards found in the ECT explicitly refers to customary international law. Nonetheless, there is evidence that these absolute standards do have their genesis in custom. The roots of these standards can be found in the same doctrinal sources—that is, the mixed claims commissions of the early 20th century—that inspired universal human rights instruments concluded by the middle of that century.

Moreover, in recent years, some treaty parties have themselves indicated that there exists a relationship between that which is required of them under customary international law and the standards to which they agree in treaties which—unlike customary international law—are capable of enforcement by investors before an arbitral tribunal. For example, the NAFTA parties have interpreted that the ‘minimum standard of treatment’ provision found in the NAFTA (Art 1105, which requires ‘treatment in accordance with international law, including fair and equitable treatment and full protection and security’) represents the current manifestation of the customary international law minimum standard.9

Even more recent versions of the provision similarly suggest that minimum standard provisions are reflective of customary international law. For example, the model treaty provision for Canada’s investment protection treaty states:

Article 5—Minimum Standard of Treatment

1. Each Party shall accord to covered investments treatment in accordance with the customary international law minimum standard of treatment of aliens, including fair and equitable treatment and full protection and security.

2. The concepts of ‘fair and equitable treatment’ and ‘full protection and security’ in paragraph 1 do not require treatment in addition to or beyond that which is required by the customary international law minimum standard of treatment of aliens.

3. A determination that there has been a breach of another provision of this Agreement, or of a separate international agreement, does not establish that there has been a breach of this Article.10

Even more explicitly, the current model treaty provision for US treaties states, in a footnote, that the provision ‘shall be interpreted in accordance with’ an annex whose provisions have been excerpted below:

Article 5: Minimum Standard of Treatment

1. Each Party shall accord to covered investments treatment in accordance with customary international law, including fair and equitable treatment and full protection and security.

2. For greater certainty, paragraph 1 prescribes the customary international law minimum standard of treatment of aliens as the minimum standard of treatment to be afforded to covered investments. The concepts of ‘fair and equitable treatment’ and ‘full protection and security’ do not require treatment in addition to or beyond that which is required by that standard, and do not create additional substantive rights. The obligation in paragraph 1 to provide:

(a) ‘fair and equitable treatment’ includes the obligation not to deny justice in criminal, civil, or administrative adjudicatory proceedings in accordance with the principle of due process embodied in the principal legal systems of the world; and

(b) ‘full protection and security’ requires each Party to provide the level of police protection required under customary international law.

…

Annex A—Customary International Law
The Parties confirm their shared understanding that ‘customary international law’ generally and as specifically referenced in Article 5 [Minimum Standard of Treatment] and Annex B [Expropriation] results from a general and consistent practice of States that they follow from a sense of legal obligation. With regard to Article 5 [Minimum Standard of Treatment], the customary international law minimum standard of treatment of aliens refers to all customary international law principles that protect the economic rights and interests of aliens.11

It becomes apparent from a cursory reading of these provisions, however, that they do not lend themselves easily to simple conclusions about what kind of state conduct—in the abstract—falls below the floor they set, whether as a matter of treaty law or customary international law. Questions outnumber answers. Would not a measure determined as ‘arbitrary or discriminatory’ violate any objective assessment of that which is ‘fair and equitable’? What else might ‘fair and equitable treatment’ include, apart from an apparent prohibition against denials of justice or failure to accord due process (and what is the difference between the former and the latter)? Is the term ‘due process’ intended in a procedural sense, a substantive sense, or both?

Moreover, many of the expropriation provisions found in investment protection treaties indicate that state responsibility is incurred when due process is denied during a taking of property. Surely this cannot mean that denials of due process do not constitute a breach of the minimum standard unless a taking is involved. And if it is accepted, as many commentators do, that the obligation to provide full, fair, and effective compensation for expropriation is a matter of customary international law, is it really necessary to include the, by now, rather ubiquitous expropriation provision in treaties that already contain a minimum standard provision? The arbitrary taking of an investment without payment of compensation is widely accepted as a violation of customary international law, regardless of whether an expropriation provision exists in the agreement granting arbitration—so why bother with such a provision if a minimum standard clause is already included?

Traditionally, investment treaty arbitrations focused on state liability for the taking of investments, both by means of direct expropriation (including nationalization) and through indirect means (including creeping expropriation by taxation and indirect expropriation by regulation). Until recently, virtually no case-law existed outside of the GATT and WTO context concerning the MFN or national treatment standards, and very little case-law existed with respect to minimum standards of treatment within the context of modern, economic regulation.12

The advent of NAFTA Chapter 11 arbitration, which emerged at almost the same time as anti-globalization activism was gaining steam through the astute use of Internet communications, led to a collective re-awakening amongst both lawyers and the international business community with respect to the potential use of both expropriation and non-expropriation standards of investment protection. Such activism—aimed at the very existence and potential use of investment arbitration—may well inadvertently have contributed to an enhanced awareness of these provisions and their subsequent use, just at a time when more and more such provisions were being employed in an increasing number of investment protection treaties. Meanwhile, increasing worldwide capital flows—and some inopportune political upheaval and currency crises—have continued to present investors with greater opportunities for their use.

Accordingly, over the past seven years the world has witnessed a relative explosion of new cases13—testing many of the absolute and comparative investment protection standards found in investment protection treaties for the first time, with only limited guidance derived from related fields of international law (such as GATT/WTO law or the jurisprudence of standing tribunals such as the European Court of Human Rights).

The potential for conflicting decisions, or otherwise mangled doctrine, exists in the fact that most of the tribunals established under investment protection treaties do not observe strict rules of stare decisis, nor are they required to, and are populated by practitioners with varied professional backgrounds.14 In stark contrast to the system of appeals established under the WTO framework, the ability to exercise doctrinal control over the reasoning of awards issued by investment treaty tribunals is almost non-existent, given the high standards of judicial review in place for most systems of dispute settlement (such as the ICSID or those found under the New York Convention).15  Accordingly, even if a tribunal incorrectly applied a treaty provision with which it was more familiar, such as the expropriation obligation, there would be little opportunity for the error to be corrected upon review.

With the typical expropriation provision specifically including concepts such as discrimination and due process in its terms, it is also not surprising that the potential exists for blurring the lines between expropriation and other standards of treatment.16 The difference between the MFN, national treatment, and minimum standard obligations and an expropriation provision, in application, is supposed to be that compensation will typically be required under the expropriation provision only if it can be proved that the state conduct in question constituted an effective taking of the investment in question. In other words, an expropriation cannot typically be found unless ‘substantial deprivation’ with the investment has been proved.17 In contrast, MFN treatment, national treatment, and minimum standard of treatment provisions (or combinations thereof) are not supposed to be concerned with the level of interference alleged—only the nature and quality of that interference.18

Accordingly, overlap is bound to exist between obligations where the alleged deprivation is substantial enough to trigger the obligation to compensate for taking and those that apply to all interference above a practical, de minimus level.19 This is not the only potential overlap, however. For example, according less favourable treatment to a claimant than another comparable investor, in the absence of sufficient regulatory justification, can certainly be considered neither fair nor equitable, or perhaps even ‘arbitrary’ or ‘discriminatory’ impairment (if necessary), and recent arbitration awards, such as that of the Saluka tribunal, bear this out.20 In other words, a ‘fair and equitable treatment’ provision can be construed broadly enough to cover all of the obligations in most conceivable investment disputes.

Bearing in mind that there are almost 2,500 investment treaties currently in existence, with more free trade agreements with various types of investment protections included, and that there are variations between many of them in respect of their structure and content, it would be understandable if ad hoc tribunals arbitrating different disputes under different treaties might, from time to time, be faced with a case that cries out for one type of provision when only another is available. How can one find any consistency in available standards when there is only limited consistency between and amongst treaty provisions?

In this respect, the WTO Appellate Body and the International Court of Justice remind us of the principle of effectiveness in treaty interpretation.21 It is not permitted, under the applicable rules of treaty interpretation in customary international law, to accord an interpretation to treaty text that renders portions of the text redundant, absurd, or inutile. This principle is why the focus of an expropriation analysis must stay on the question of whether substantial interference exists. If the interference involved is less than an actual or de facto taking, other treaty standards should be applied instead (whether the absolute kind, or the comparative). The difficulty arises because these various other standards can be construed in such a way as to overlap significantly, particularly in cases where the most appropriate provision just so happens to be missing from the subject treaty. For example, the tribunal in Saluka appears to have attempted to shoehorn what would typically be a national treatment fact pattern into a fair and equitable treatment standard treaty provision. This is not a problem, however, of claimants or tribunals necessarily stretching the ambit of investment protection provisions beyond a meaning reasonably borne by their terms. It is rather a problem of textual indeterminacy and excessive drafting overlap (which, in turn, is the likely by-product of intended redundancy on the part of cautious treaty drafters).

The solution to this potential interpretative quandary is not to construe investment treaty provisions so as to require only a minimal level of governmental responsibility, placing them in distinct and separate silos, thereby attempting to reduce the potential overlap. Nor should the solution be to adopt a malleable, subjective approach to the construction of treaty provisions so as to meet the facts of any seemingly ‘deserving’ case. The solution would better lie in the recognition that all of these provisions are essentially aimed at the same type of regulatory mischief, regardless of whether one adopts a comparative or absolute analysis of the regulatory fairness that should be achieved.

With respect to the various variations of minimum standard provisions found in investment treaties today, it is not particularly helpful to construe ‘fair and equitable treatment’ as merely a euphemism for an obligation that imposes state responsibility only for certain types of conduct that violate arcane norms of customary international law concerning the ‘treatment of aliens’.22 Neither is it helpful to simply confirm that ‘fair and equitable treatment’ is simultaneously both a treaty standard and a customary international law standard. These approaches do little to elaborate upon the breadth and depth of the obligation, in application in any individual case. At best, where the treaty standard is linked by government officials to custom, whether before or after the launch of an arbitration, the signal being transmitted is that the one making the link believes that a level of deference to government decision-making is owed by the tribunal.23

There are various ways to express inclusion of the minimum standard within the scope of a free trade or investment protection treaty,24 and the frequency of such expression has indeed led some commentators and tribunals to conclude that its ubiquity demonstrates state practice establishing the current shape and form of the customary norm.25 While each treaty provision must certainly be analysed with respect to its specific terms, in good faith and within the context of the particular treaty in question, the best way to encapsulate the general meaning of the minimum standard is to note that it requires ‘fair and equitable treatment’ of states vis-à-vis covered investments. Principles of international law and international law doctrine (including the work of the most highly qualified publicists and jurists—both in reasons for decision and in drawing general conclusions about customary law and treaty law) will continue to inform the analysis of such provisions,26 as required under Article 31(3)(c) of the Vienna Convention on the Law of Treaties (‘Vienna Convention’).

Terms such as ‘discriminatory’ and ‘arbitrary’ impairment, or ‘due process’—when found in a minimum standard provision—may assist in providing context for what that standard requires in any given treaty (whether the provision includes the magic words ‘fair and equitable treatment’ or otherwise). These terms may also demonstrate, on a more systematic basis, the kind of conduct that treaty parties now acknowledge as being covered under the customary international law minimum standard. So too can doctrinal developments (found in the work of learned commentators and the reasons for decision of respected international tribunals involving similar provisions) assist tribunals in their interpretative duties when dealing with any one particular minimum standard provision.

As Professor Weil has written, ‘the standard of “fair and equitable treatment” is certainly no less operative than was the standard of “due process of law,” and it will be for future practice, jurisprudence and commentary to impart specific content to it’.27 The NAFTA Tribunal in ADF Group v United States of America explained that the requirement to accord fair and equitable treatment does not allow a tribunal to adopt its own idiosyncratic standard but ‘must be disciplined by being based upon State practice and judicial or arbitral case law or other sources of customary or general international law’.28 Perhaps the tribunal in Waste Management encapsulated the process of interpretation best, in articulating a minimum standard, when it stated:

The search here is for the Article 1105 standard of review, and it is not necessary to consider the specific results reached in the cases discussed above. But as this survey shows, despite certain differences of emphasis a general standard for Article 1105 is emerging. Taken together, the S.D. Myers, Mondev, ADF and Loewen cases suggest that the minimum standard of treatment of fair and equitable treatment is infringed by conduct attributable to the State and harmful to the claimant if the conduct is arbitrary, grossly unfair, unjust or idiosyncratic, is discriminatory and exposes the claimant to sectional or racial prejudice, or involves a lack of due process leading to an outcome which offends judicial propriety—as might be the case with a manifest failure of natural justice in judicial proceedings or a complete lack of transparency and candour in an administrative process. In applying this standard it is relevant that the treatment is in breach of representations made by the host State which were reasonably relied on by the claimant.29

Of course, the project of applying a minimum standard provision in any given case will, of necessity, be highly contextual.30  We have not reached the point at which it could be confidently stated that sufficient jurisprudence exists to explicate the gamut of factual situations for which the obligation may be relevant. As such, all that can be said with any degree of certainty about the application of the minimum standard in any given case is that the same adjudicatory exercise will likely be performed—regardless of whether the provision is formulated as a customary or treaty standard. The question is what kind of treatment a reasonable investor was entitled to expect from the state and its designates, recalling that international law recognizes the autonomous right of a state to regulate in the interests of domestic public policy.

(3) THE MINIMUM STANDARD OF TREATMENT AND THE PRINCIPLE OF GOOD FAITH

As recognized by commentators and recent tribunals, a unifying theme in understanding the regulatory floor available to all foreign investors under the minimum standard of fair and equitable treatment is the international law principle of good faith.31 From this fundamental principle of international law, three theories of liability emerge—all of which can be seen in the major legal systems of the world, but none of which appears to be integrated wholesale from any particular domestic one. The three theories of liability are: (1) detrimental reliance upon legitimate expectation; (2) regulatory transparency; and (3) freedom from arbitrariness or caprice in discretionary decision-making, or in short, ‘abuse of authority’.

As an elemental principle in the ordering of relations between states, good faith provides the glue that holds the international order together. Section 711 of the Third Restatement of the Foreign Relations Law of the United States grounds the principle of good faith in state responsibility, providing that ‘a state is responsible under international law for injury to a national of another state caused by an official act or omission that violates … a personal right that, under international law, a state is obligated to respect for individuals of foreign nationality’.32 And as the ICJ noted in the Anglo-Norwegian Fisheries case:

The principle of good faith requires that every right be exercised honestly and loyally. Any fictitious exercise of a right for the purpose of evading either a rule of law or a contractual obligation will not be tolerated. Such an exercise constitutes an abuse of the right, prohibited by law.33

In its Merits Award, the ICSID tribunal in AMCO Asia v Indonesia went so far as to determine that good faith is a substantive principle upon which an investor could base its claim. The tribunal concluded that an investor should be entitled: … ‘to realize the investment, to operate it with a reasonable expectation to make profit and to have the benefit of the incentives provided by law without suffering the arbitrary exercise of a right which would prevent such enjoyment’.34

NAFTA and investment treaty tribunals have consistently determined that the ‘applicable rules of international law’ are the customary international law rules of treaty interpretation, which have been codified in Articles 31 and 32 of the Vienna Convention. Similar language can be found in numerous other BITs and bilateral trade treaties. Professor Schreuer has added that, regardless of whether the contract or treaty is silent as to choice of law or provides a mixed choice of law clause, ICSID tribunals have inevitably employed the customary international law rules of interpretation and substantive international law principles when rendering their awards.35 In fact, he goes as far as to state that international law principles can find their way into a tribunal’s deliberations even when the contract or compromis contains a clause purporting to oust international law as being applicable to any given dispute. Moreover, it is common for both treaties and internationalized contracts between states and individuals to include ‘international law’ (or some textual variant thereof) as part of the applicable law (possibly substantive but at least almost always interpretative).

Sir Eli Lauterpacht has remarked that tribunals, owing to their very nature as international bodies, are entitled to dispose of matters on the basis of the applicable rules of international law.36 Others have agreed, although they have not gone so far as to suggest that substantive international law should ‘trump’ domestic law in the event of a conflict between them.37 Nonetheless, a more recent tribunal, of which Professor Lauterpacht was a member, has concluded that ‘international law must prevail’ to the extent that there may be some inconsistency between applicable domestic and international norms.38

Relying upon the negotiating history of the ICSID Convention, Schreuer concludes that its reference to ‘applicable international law’ was intended by its drafters to mean the relevant principles and rules to be derived from Article 38(1) of the Statute of the ICJ, with ‘allowance being made for the fact that Article 38 was designed to apply to inter-State disputes’.39 Such ‘international law’ could obviously be derived from the fundamental principles of international law set out in Article 38(1)(c),40 customary international law, or ‘the large and rapidly growing numbers of BITs and multilateral treaties dealing with investment ….’41 Of course, any such principles may play only an interpretative role when specific treaty standards were in dispute, but both in their absence and in cases where the treaty norm is rather amorphous (as are most minimum standard provisions), international law principles would arguably remain relevant as substantive norms to be applied to the specific facts of the case at hand.

As noted by the NAFTA tribunal in GAMI Investments, the role of a tribunal in applying a minimum standard provision is:

… to appraise whether and how pre-existing laws and regulations are applied to the foreign investor. It is no excuse that regulation is costly. Nor does a dearth of able administrators or a deficient culture of compliance provide a defence. Such is the challenge of governance that confronts every country. Breaches of NAFTA are assuredly not to be excused on the grounds that a government’s compliance with its own law may be difficult. Each NAFTA Party must to the contrary accept liability if its officials fail to implement or implement regulations in a discriminatory or arbitrary fashion.42

(a) Detrimental Reliance upon Legitimate Expectation

Detrimental reliance may be understood as the ‘flip side’ of the equitable maxim that one should not be permitted to profit from one’s own wrongdoing. It is also a corollary principle of good faith. ‘Detrimental reliance’ reflects the perspective of the claimant, as alleged victim, while the maxim represents the kind of finding that the respondent must avoid. Of course, the nature and scope of this concept will be much better defined in the domestic context, in which a sufficient number of cases have been brought so as to permit such clarity to take hold. Nonetheless, an evergrowing number of investment treaty claims promise to fill that void,43 including International Thunderbird Gaming v Mexico,44 LG&E v Argentina,45  and Saluka v Czech Republic.46

In his monograph on the principle of good faith, JF O’Connor discusses how the concept of detrimental reliance (as embodied in the estoppel rule) has arisen in PCIJ cases such as Case Concerning the Temple of Preah Vihear (Cambodia v Thailand) and the ICJ’s North Sea Continental Shelf cases, demonstrating how state responsibility could attach where a state of affairs, later repudiated, results in detrimental reliance.47 Professor Cheng has even more clearly articulated how the principle of good faith operates to avoid circumstances of detrimental reliance:

The protection of good faith extends equally to the confidence and reliance that can reasonably be placed not only in agreements but also in communications or other conclusive acts from another State. If State A has knowingly led State B to believe that it will pursue a certain policy, and State B acts upon this belief, as soon as State A decides to change its policy—although it is at perfect liberty to do so—it is under a duty to inform State B of this proposed change. Failure to do so, when it knows or should have known that State B would continue to act upon this belief, gives rise to a duty to indemnify State B for any damage it may incur. What the principle of good faith protects is the confidence that State B may reasonably place in State A.48

While not finding such a breach in the case before it, the ADF tribunal noted that detrimental reliance is a legitimate ground of complaint under Article 1105, by stating that ‘any expectations that the Investor had with respect to the relevancy or applicability of the case law it cited were not created by any misleading representations made by authorized officials …’49 And in the case of Wena Hotels v Egypt, the tribunal similarly held that senior government officials breached the standard of fair and equitable treatment by providing assurances to the investor purporting to safeguard its investment and then failed to act upon them when it became imperilled—thus leaving the investor in the lurch.50 Dr Mann similarly concluded that a state fails to accord fair and equitable treatment when it does not observe an obligation it undertook with respect to that investor or its investment.51

In its Award, the LG&E tribunal usefully summarized the features of the legitimate expectation element of fair and equitable treatment as follows:

It can be said that the investor’s fair expectations have the following characteristics: they are based on the conditions offered by the host State at the time of the investment; they may not be established unilaterally by one of the parties; they must exist and be enforceable by law; in the event of infringement by the host State, a duty to compensate the investor for damages arises except for those caused in the event of state of necessity; however, the investor’s fair expectations cannot fail to consider parameters such as business risk or industry’s regular patterns.52

What future tribunals must do with this growing group of cases and opinions on detrimental reliance is to articulate exactly how the concept should work going forward. Should it be sufficient for an investor to prove that its reliance on an official statement is enough to establish state responsibility, so long as there is merely some loss tied to it? That reliance must be adjudged reasonable in the circumstances and causally connected to the alleged loss. It should also be based upon a specific statement made to the alleged victim. Absent other indicia of a state’s failure to provide a transparent and predictable regulatory and investment climate, as described below, reliance upon an official statement made in the abstract might not be deemed to have been ‘reasonable’ upon objective review.

(b) Regulatory Fairness

States do not merely owe the obligation to honour their treaty obligations in perfect good faith to each other, they owe this obligation generally, as members of the international community, to any individuals who derive rights or benefits from the international legal order they have created. Without the promise of good faith, the international legal order would be little more than a house of cards, upon which no certainty of individual economic activity could be built. This is what the WTO Appellate Body meant when it spoke of the legitimate expectations created in that particular legal order by its members. However, as the Panel in US—Section 301 WTO case so eloquently noted, these treaty obligations are not undertaken solely by states for the direct benefit of states; they are undertaken by states for the benefit of their nationals—both individually and through communal undertakings such as corporations, partnerships, and other business associations.53

The principle of good faith thus operates to mandate regulatory fairness and transparency in a manner not dissimilar from the way in which it mandates responsibility for detrimental reliance. Rather than involving responsibility for a specific promise to a specific investment, the obligation to provide a transparent and predictable regulatory environment is a general promise made to international investors at large. It is as deserving of protection as the specific promise because it is a foundational element of the investment decision, and thus a fundamental precursor of national economic development.54 Thus, the concept of detrimental reliance can be seen to be operating in virtually any investment treaty, whether its provisions promise ‘fair and equitable treatment’ or merely treatment in accordance with ‘international law’ or ‘the customary international law minimum standard of treatment for the treatment of aliens’ or even just ‘the principles of international law’.55 This is because it flows from basic norms of equity and fair dealing that are common to international law and to most domestic legal systems.

Although a more thorough examination is beyond the scope of this chapter, there is certainly support for the proposition that regulatory transparency is now a requirement of customary international law. It appears in both the preambular and substantive language of most international economic treaties, including the WTO Agreements to which a critical mass of the world’s states have agreed. The principle of transparency has also been addressed by the WTO Appellate Body. In US—Underwear, the Appellate Body described how the principle of transparency finds expression in GATT Article X:2,56 in which it noted that the principle of transparency is also related to the fundamental international law principle of due process. The transparency principle also appears in the soft law of regulatory codes promulgated by such organizations as the OECD and APEC.57

It would accordingly not be difficult to conclude that the customary international law requirement of ‘fair and equitable treatment’, taken within the context of an impugned regulatory action which has allegedly harmed an individual economic actor, involves ensuring the presence of a transparent and predictable regulatory environment. This kind of thinking can be seen in the award in Occidental Exploration and Production Company v Ecuador:

Although fair and equitable treatment is not defined by the Treaty, the Preamble clearly records the agreement of the parties that such treatment ‘is desirable in order to maintain a stable framework for investment and maximum effective utilization of economic resources.’ The stability of the legal and business framework is thus an essential element of fair and equitable treatment.

The Tribunal must note in this context that the framework under which the investment was made and operates has been changed in an important manner by the actions adopted by the SRI. It was explained above that the Contract has been interpreted by the SRI in a manner that ended up being manifestly wrong as there is no evidence that VAT reimbursement was ever built in to Factor X. The clarifications that OEPC sought on the applicability of VAT by means of the ‘consulta’ made to the SRI received a wholly unsatisfactory and thoroughly vague answer. The tax law was changed without providing any clarity about its meaning and extent and the practice and regulations were also inconsistent with such changes.

Various arbitral tribunals have recently insisted on the need for this stability. The Tribunal in Metalclad held that the Respondent ‘failed to ensure a transparent and predictable framework for Metalclad’s business planning and investment. The totality of these circumstances demonstrate a lack of orderly process and timely disposition in relation to an investor of a Party acting in the expectation that it would be treated fairly and justly …’ It is quite clear from the record of this case and from the events discussed in this Final Award that such requirements were not met by Ecuador. Moreover, this is an objective requirement that does not depend on whether the Respondent has proceeded in good faith or not.58

The Tecmed tribunal similarly made no secret of the connection it saw between the principle of good faith and a state’s obligation to provide foreign nationals with a transparent regulatory environment. Its elucidation of that connection was impressive, and therefore deserving of full recital:

The Arbitral Tribunal considers that [the Treaty’s minimum standard provision], in light of the good faith principle established by international law, requires the Contracting Parties to provide to international investments treatment that does not affect the basic expectations that were taken into account by the foreign investor to make the investment. The foreign investor expects the host State to act in a consistent manner, free from ambiguity and totally transparently in its relations with the foreign investor, so that it may know beforehand any and all rules and regulations that will govern its investments, as well as the goals of the relevant policies and administrative practices or directives, to be able to plan its investment and comply with such regulations. Any and all State actions conforming to such criteria should relate not only to the guidelines, directives or requirements issued, or the resolutions approved thereunder, but also to the goals underlying such regulations. The foreign investor also expects the host State to act consistently, i.e. without arbitrarily revoking any preexisting decisions or permits issued by the State that were relied upon by the investor to assume its commitments as well as to plan and launch its commercial and business activities. The investor also expects the State to use the legal instruments that govern the actions of the investor or the investment in conformity with the function usually assigned to such instruments, and not to deprive the investor of its investment without the required compensation. In fact, failure by the host State to comply with such pattern of conduct with respect to the foreign investor or its investments affects the investor’s ability to measure the treatment and protection awarded by the host State and to determine whether the actions of the host State conform to the fair and equitable treatment principle. Therefore, compliance by the host State with such pattern of conduct is closely related to the above-mentioned principle, to the actual chances of enforcing such principle, and to excluding the possibility that state action be characterized as arbitrary; i.e. as presenting insufficiencies that would be recognized ‘… by any reasonable and impartial man,’ or, although not in violation of specific regulations, as being contrary to the law because: … (it) shocks, or at least surprises, a sense of juridical propriety.

The Arbitral Tribunal understands that the scope of the undertaking of fair and equitable treatment under Article 4(1) of the Agreement described above is that resulting from an autonomous interpretation, taking into account the text of Article 4(1) of the Agreement according to its ordinary meaning (Article 31(1) of the Vienna Convention), or from international law and the good faith principle, on the basis of which the scope of the obligation assumed under the Agreement and the actions related to compliance therewith are to be assessed.

If the above were not its intended scope, Article 4(1) of the Agreement would be deprived of any semantic content or practical utility of its own, which would surely be against the intention of the Contracting Parties upon executing and ratifying the Agreement since, by including this provision in the Agreement, the parties intended to strengthen and increase the security and trust of foreign investors that invest in the member States, thus maximizing the use of the economic resources of each Contracting Party by facilitating the economic contributions of their economic operators. This is the goal of such undertaking in light of the Agreement’s preambular paragraphs which express the will and intention of the member States to ‘ … intensify economic cooperation for the benefit of both countries …’ and the resolve of the member States, within such framework, ‘ ….to create favorable conditions for investments made by each of the Contracting Parties in the territory of the other …’.59

Similarly, as the Occidental tribunal noted within the context of its case:


The Tribunal is of the opinion that in the instant case the Treaty standard is not different from that required under international law concerning both the stability and predictability of the legal and business framework of the investment. To this extent the Treaty standard can be equated with that under international law as evidenced by the opinions of the various tribunals cited above. It is also quite evident that the Respondent’s treatment of the investment falls below such standards.

The relevant question for international law in this discussion is not whether there is an obligation to refund VAT, which is the point on which the parties have argued most intensely, but rather the legal and business framework meets requirements of stability and predictability under international law. It was earlier concluded that there is not a VAT refund obligation under international law, except in the specific case of the Andean Community law … but there is certainly an obligation not to alter the legal and business environment in which the investment has been made. In this case it is the latter question that triggers a treatment that is not fair and equitable.60 



In comparison with the awards in Tecmed and Occidental, the earlier Metalclad tribunal was much less discursive in making its finding on regulatory transparency. On the other hand, only the Metalclad tribunal was dealing with a treaty that explicitly included ‘transparency’ as one of the ‘principles and rules’ which must guide the interpretation of its provisions.61 The tribunal appropriately discussed transparency in its analysis of the NAFTA’s minimum standard provision, and commented upon manifestation of the transparency principle elsewhere in the NAFTA text.62 Its conclusions were accordingly very similar to those quoted above:

Prominent in the statement of principles and rules that introduces the Agreement is the reference to ‘Transparency’ (NAFTA Article 102(1)). The Tribunal understands this to include the idea that all relevant legal requirements for the purpose of initiating, completing and successfully operating investments made, or intended to be made, under the Agreement should be capable of being readily known to all affected investors of another Party. There should be no room for doubt of uncertainty on such matters. Once the authorities of the central government of any Party … become aware of any scope for misunderstanding or confusion in this connection, it is their duty to ensure that the correct position is promptly determined and clearly stated so that investors can proceed with all appropriate expedition in the confident belief that they are acting in accordance with all relevant laws.63

The investment experience of Metalclad clearly did not meet this rather unassuming standard. One can choose not to accept the testimony provided by Metalclad’s witnesses about whether they were provided with specific assurances about the regulation of their facility by the three levels of Mexican government. One can assume that no assurances were given at all and still conclude that minimum international law standards of fairness and equity were not met in this case. The reason is simple: even in the absence of any abuse of authority on the part of municipal officials and the (apparently) improper assurances of federal officials, the fact remains that Metalclad demonstrated prudence and caution in establishing and attempting to expand its investment in Mexico. Its reasonableness was met with a litany of unforeseen (and reasonably unforeseeable) regulatory impediments. It obtained federal and state permits, but discovered new opposition. It entered into lengthy negotiations and finally agreed upon the terms of a convenio with federal officials, only to find further state and municipal intransigence. In sum, the tribunal concluded:

In addition, Metalclad asserted that federal officials told it that if it submitted an application for a municipal construction permit, the Municipality would have no legal basis for denying the permit and that it would be issued as a matter of course. The absence of a clear rule as to the requirement or not of a municipal construction permit, as well as the absence of any established practice or procedure as to the manner of handling applications for a municipal construction permit, amounts to a failure on the part of Mexico to ensure the transparency required by [the] NAFTA.64

Such transparency was owed by Mexico to Metalclad and COTERIN, as a positive obligation, because it is a manifestation of the principle of good faith, which plays a major part in the ‘international law’ that NAFTA Article 1131(1) mandates shall be part of the governing law of the Agreement. Mexico and the other NAFTA parties actually agreed, as set out in NAFTA Article 102(1), to have the principle of transparency guide the interpretation of provisions such as its minimum standard of treatment provision. They also agreed to be bound by transparency-enhancing provisions elsewhere in the NAFTA and in other international economic agreements, as well as in soft law generated in such fora as the OECD and APEC. Accordingly, it should have come as no surprise that Mexico was held accountable for failing to provide the kind of transparent regulatory environment that Metalclad was entitled to expect.

The concept of legitimate expectation appears to be moving from its more narrow application, in detrimental reliance cases involving a specific promise by state officials not honoured with damages resulting, to an application regarding the entirety of the regulatory experience, where transparency, predictability, the rule of law and non-discrimination are the promise that induces reasonable reliance. A recent example of this approach can be found in the award of the Tribunal in Saluka:

301. Seen in this light, the ‘fair and equitable treatment’ standard prescribed in the Treaty should therefore be understood to be treatment which, if not proactively stimulating the inflow of foreign investment capital, does at least not deter foreign capital by providing disincentives to foreign investors. An investor’s decision to make an investment is based on an assessment of the state of the law and the totality of the business environment at the time of the investment as well as on the investor’s expectation that the conduct of the host State subsequent to the investment will be fair and equitable.

302. The standard of ‘fair and equitable treatment’ is therefore closely tied to the notion of legitimate expectations which is the dominant element of that standard. By virtue of the ‘fair and equitable treatment’ standard included in Article 3.1 the Czech Republic must therefore be regarded as having assumed an obligation to treat foreign investors so as to avoid the frustration of investors’ legitimate and reasonable expectations. As the tribunal in Tecmed stated, the obligation to provide ‘fair and equitable treatment’ means:

‘to provide to international investments treatment that does not affect the basic expectations that were taken into account by the foreign investor to make the investment.’

Also, in CME, the tribunal concluded that the Czech authority breached its obligation of fair and equitable treatment by evisceration of the arrangements in reliance upon which the foreign investor was induced to invest.

The tribunal in Waste Management equally stated that:

‘In applying [the fair and equitable treatment] standard it is relevant that the treatment is in breach of representations made by the host State which were reasonably relied on by the claimant.’

303. The expectations of foreign investors certainly include the observation by the host State of such well-established fundamental standards as good faith, due process, and nondiscrimination. And the tribunal in OEPC went even as far as stating that ‘[t]he stability of the legal and business framework is thus an essential element of fair and equitable treatment.’ … [however] …

305. No investor may reasonably expect that the circumstances prevailing at the time the investment is made remain totally unchanged. In order to determine whether frustration of the foreign investor’s expectations was justified and reasonable, the host State’s legitimate right subsequently to regulate domestic matters in the public interest must be taken into consideration as well. As the S.D. Myers tribunal has stated, the determination of a breach of the obligation of ‘fair and equitable treatment’ by the host State ‘must be made in the light of the high measure of deference that international law generally extends to the right of domestic authorities to regulate matters within their own borders.’

306. The determination of a breach of Article 3.1 by the Czech Republic therefore requires a weighing of the Claimant’s legitimate and reasonable expectations on the one hand and the Respondent’s legitimate regulatory interests on the other.65

In other words, legitimate expectation, closely tied with the principles of transparency and predictability, has become the centrepiece of legal analyses under investment protection treaties. As noted by the LG&E tribunal:

… the stability of the legal and business framework in the State party is an essential element in the standard of what is fair and equitable treatment. As such, the Tribunal considers this interpretation to be an emerging standard of fair and equitable treatment in international law.66

This statement is as true for the ‘fair and equitable treatment’ obligation as it is for any other BIT provision. To be sure, the Saluka tribunal qualified its analysis as being directed to a ‘fair and equitable treatment’ treaty standard, rather than the customary international law version of the standard.67 However, it also noted that the difference between the two expressions of this standard ‘may be more apparent than real’, affecting no more than the tipping point at which conduct is considered unfair or inequitable (where the tribunal suggests that violation of the customary norm may require worse treatment than that which would breach the treaty-based version).68

The CME tribunal stated that the relationship between fair and equitable treatment and regime stability ‘is not different from the [customary] international law minimum standard’.69 The CMS tribunal came to the same conclusion, in respect to both an investor’s expectation of legal stability being based upon fair and equitable treatment and to the notion of that standard being required under customary international law.70 Most recently, the same view was reflected by the Azurix tribunal:

… the minimum requirement to satisfy [the fair and equitable treatment standard] has evolved and the Tribunal considers that its content is substantially similar whether the terms are interpreted in their ordinary meaning, as required by the Vienna Convention, or in accordance with customary international law.71

(c) Abuse of Authority

From the perspective of the investor, the promise of ‘fair and equitable treatment’, or the prohibition found in some BITs against discriminatory or arbitrary interference, also amounts to a guarantee of freedom from arbitrariness or caprice in discretionary decision-making. A customary international law formulation of the same freedom, conferred as a right in the treaty context, is the prohibition against abuse of authority (or abus de droit). Professor Bin Cheng devoted an entire chapter of his renowned treatise on the principles of international law to the manner in which the doctrine of abuse of rights rises, as understood in international law generally, from the general international law principle of good faith. He summarized his view of the doctrine as follows:

[D]iscretion must be exercised in good faith, and the law will intervene in all cases where this discretion is abused…. Whenever, therefore, the owner of a right enjoys a certain discretionary power, this must be exercised in good faith, which means that is must be exercised reasonably, honestly, in conformity with the spirit of the law and with due regard to the interest of others …. The exercise of a right—or a supposed right, since the right no longer exists—for the sole purpose of causing injury to another in thus prohibited. Every right is the legal protection of a legitimate interest. An alleged exercise of a right not in furtherance of such interest, but with the malicious purpose of injuring others can no longer claim protection of the law.72

Georg Schwarzenberger alternatively argued that since the theory of abuse of rights was so well-ensconced in the principle of good faith and in the customary international law minimum standard of treatment of aliens, it was not even necessary to refer to it as a separate standard—except for the ‘hard core’ of the theory. He considered the hard core to include: ‘the arbitrary or unreasonable exercise of rights or powers within the exclusive jurisdiction of States’. Schwarzenberger accordingly stated that arbitrariness in any form is—or ought to be—abhorrent to homo juridicus; his whole professional outlook is dominated by the attitude that, in the eyes of the law, equal situations require equal remedies.73 In other words, whether one refers to the concept as ‘abuse of right’, ‘abuse of authority’, ‘abuse of discretion’, or a failure to provide ‘fair and equitable treatment’, international law prohibits state officials from exercising their authority in an abusive, arbitrary, or discriminatory manner. The tell-tale sign of the kind of state conduct which attracts such liability is an apparently arbitrary, capricious, and/or overtly discriminatory governmental action which causes damage to a foreign investment. If state officials can demonstrate that the decision was actually made in an objective and rational (ie reasoned) manner, they will defeat any claim made under this standard. If they cannot, the arbitrary conduct must be remedied.74

The award in Occidental v Ecuador demonstrates how evidence of arbitrariness often becomes proof of a breach of the international minimum standard itself, rather than proof of the kind of improper state conduct which actually underlies the breach:

The Tribunal in Lauder, interpreting an equivalent but differently drafted provision of the pertinent investment treaty, resorted to the definition of ‘arbitrary’ in Black’s Law Dictionary, where it is held to mean ‘depending on individual discretion; … founded on prejudice or preference rather than reason or fact …. In the context of the present dispute, the decisions taken by [the Internal Revenue Service] SRI do not appear to have been founded on prejudice or preference rather than on reason or fact.’ … the SRI was confronted with a variety of practices, regulations and rules dealing with the question of VAT. It has been explained above that this resulted in a confusing situation into which the SRI had the task of bringing some semblance of order. However, it is that very confusion and lack of clarity that resulted in some form of arbitrariness, even if not intended by the SRI.75 

In fact, the Occidental tribunal accepted that that there was likely no intent to discriminate against the claimant, observing that officials were acting in a very ‘professional’ and ‘good faith’ manner.76 As the tribunal observed in Loewen v USA, the law has advanced such that it is no longer necessary to establish ‘bad faith’ or discriminatory intent, on the part of state officials, in order to prove breach of the international law minimum standard of treatment.77 Of course, one way to guard against arbitrariness and discrimination in governmental decision-making is to promote transparency. The principles work hand in glove to improve the quality of regulatory decision-making, as was noted by the tribunal in Waste Management v Mexico.78

The Metalclad award is one of two NAFTA awards to have included a finding of state responsibility for a breach of the international minimum standard based upon what was arguably a theory of abuse of rights. In other words, both tribunals determined that the arbitrariness that met the investors and their investments was intentional—although neither of them was explicit in making the finding.79 In the other award, Pope & Talbot v Canada, the tribunal chastised Canada for the actions of an official who appeared to have misrepresented his regulatory authority in order to harass and harm a foreign investment, stating:

Briefly, the Tribunal found that when the Investor instituted the claim in these proceedings, Canada’s Softwood Lumber Division changed its previous relationship with the Investor and the Investment from one of cooperation in running the softwood lumber regime to one of threats and misrepresentation. Figuring in this new attitude were assertions of non-existent policy reasons for forcing them to comply with very burdensome demands for documents, refusals to provide them with promised information, threats of reductions and even termination of the Investment’s export quotas, serious misrepresentations of fact in memoranda to the Minister concerning the Investor’s and the Investment’s actions and even suggestions of criminal investigation of the Investment’s conduct. The Tribunal also concluded that these actions were not caused by any behaviour of the Investor or the Investment, which remained cooperative until the overreaching of the SLD became too burdensome and confrontational. One would hope that these actions by the SLD would shock and outrage every reasonable citizen of Canada as they did shock and outrage this Tribunal.80

Similarly, the Metalclad tribunal found that the minimum standard contained within NAFTA Article 1105 (which, as explained above, is arguably representative of the minimum standard provisions contained within almost 2,500 other investment protection treaties) was breached by the unacceptable conduct of the Municipality of Guadalcazar:

The denial [of the construction permit] was issued well after construction was virtually complete and immediately following the announcement of the Convenio providing for the operation of the landfill. Moreover, the permit was denied at a meeting of the Municipal Town Council of which Metalclad received no notice, to which it received no invitation, and at which it was given no opportunity to appear.

…

The Tribunal therefore finds that the construction permit was denied without consideration of, or specific reference to, construction aspects or flaws of the physical facility. Moreover, the Tribunal cannot disregard the fact that immediately after the Municipality’s denial of the permit it filed an administrative complaint challenging the Convenio. The Tribunal infers from this that the Municipality lacked confidence in its right to deny permission for the landfill solely on the basis of the absence of a municipal construction permit.

…

The actions of the Municipality following its denial of the municipal construction permit, coupled with the procedural and substantive deficiencies of the denial, support the Tribunal’s finding, for the reasons stated above, that the Municipality’s insistence upon and denial of the construction permit in this instance was improper.81

The tribunal’s finding of liability appears to have been premised on a finding of arbitrary and capricious conduct for which Mexico was unable to provide a plausible explanation (other than to argue that the municipality was acting within its jurisdictional discretion). However, there is a sense that the tribunal saw the municipality as exercising its authority for an improper purpose, and not merely in an ultra vires manner. As the ICJ noted in the ELSI case, while a determination that state conduct was unlawful under local law can be a ‘valuable indication’ of a breach of treaty prohibitions against arbitrariness or unreasonableness, such a determination ‘without more’ will not attract state responsibility.82 That ‘something more’ was obviously found in the Metalclad case; where the municipality was found to have gone out of its way to shut COTERIN down, even though it appeared to know that it was acting beyond its legal authority in doing so.

(d) Sowing Seeds of Convergence?

The more interesting question arising from this is—how is one able to prove that elusive ‘something more’, in the absence of harmful intent, or some sort of threshold of egregiousness? Given that tribunals have acknowledged that bad faith and intent to harm are not required to establish a breach of the fair and equitable treatment standard, it may well be that the test will evolve as follows: (1) claimant establishes a prima facie case of apparent arbitrariness or discriminatory conduct with serious consequences; and (2) respondent provides evidence which mitigates or explains the conduct which resulted in such arbitrariness or discrimination. If a prima facie abuse of authority has been established, as was arguably the case in Metalclad, the strategic burden on the respondent will be high.

This kind of approach was adopted by the Tribunals in Nykomb v Latvia, Saluka, and LG&E. The Nykomb tribunal concluded that the claimant established a prima facie case that the Polish government was honouring its obligations to pay a certain tariff rate to local energy companies but not to Nykomb, despite the similarities of their contracts. It also established that the respondent failed to prove its argument that its decision to pay different tariffs was justified, concluding that the decisions were made in a manner that violated the treaty’s ‘fair and equitable treatment’ and ‘discriminatory impairment’ standards.83

The Saluka tribunal similarly found that the claimant established a prima facie case that a local bank, which it controlled, was not given as favourable treatment as other similarly situated banks because its bank did not receive a bail-out package for its bad debts, as the others had. It found that: ‘State conduct is discriminatory [in the sense of it breaching “fair and equitable treatment” and “discriminatory impairment” standards, when] (i) similar cases are (ii) treated differently (iii) and without reasonable justification’.84

The tribunal further found that the Czech government’s excuse that it was not obliged to assist a bank under foreign control, as opposed to those state enterprises it did control, was not a reasonable justification and that the government’s assistance programme therefore breached the expectation of even-handedness deservedly expected by the claimant as a foreign investor in the Czech banking sector. In the final part of its award, the tribunal describes its decision in a manner that, if one were unaware of the absence of a national treatment provision in the BIT, and ignored the reference to the fair and equitable treatment obligation, one could readily assume was summarizing a breach of national treatment:

The Respondent has violated the ‘fair and equitable treatment’ obligation by responding to the bad debt problem in the Czech banking sector in a way which accorded IPB differential treatment without a reasonable justification. The Big Four banks were in a comparable position regarding the bad debt problem. Nevertheless, the Czech Republic excluded IPB from the provisioning of financial assistance. Only in the course of CSOB’s acquisition of IPB’s business during IPB’s forced administration was considerable financial assistance from the Czech Government forthcoming. Nomura (and subsequently Saluka) was justified, however, in expecting that the Czech Republic would provide financial assistance in an even-handed and consistent manner so as to include rather than exclude IPB. That expectation was frustrated by the Respondent. The Tribunal finds that the Respondent has not offered a reasonable justification for IPB’s differential treatment.85 (Emphasis added.)

As the test was described by the LG&E tribunal:

In the context of investment treaties, and the obligation there under not to discriminate against foreign investors, a measure is considered discriminatory if the intent of the measure is to discriminate or if the measure has a discriminatory effect.86 (Emphasis added.)

In its holding of discrimination, the LG&E tribunal indicated no intent on the part of Argentina; rather it relied on the fact that the effect of the measures was patently discriminatory.87 What is notable about the LG&E, Saluka, and Nykomb awards is that these tribunals employed what was in fact a comparative non-discrimination standard within the context of a minimum standard provision. While the Saluka tribunal attempted to distinguish its findings from those that might be required under customary international law, by noting that it was dealing with an autonomous treaty provision, its attempt was a classic example of ‘a distinction without a difference’.88 This is especially true given the extent to which the Saluka tribunal explains its findings as being based as much on the principle of good faith (ie legitimate expectation) as on some sort of autonomous standard of fairness or even-handedness.89

The discrimination test employed by these two tribunals is the same comparative one that would be used in an MFN or national treatment analysis under the provisions of the NAFTA, the ECT, or many other investment protection treaties. Why was it used in application of a fair and equitable treatment standard clause? The Saluka tribunal employed its test because there was simply no more suitable provision in the applicable treaty, the Czech Republic–Netherlands BIT. Unlike many other trade and investment treaties, this treaty makes reference to ‘more favourable’ treatment only in respect of the guarantee of ‘full security and protection’ under Article 3(3) and the application of subsequent treaty provisions under Article 3(5). The Nykomb case is even more striking, given the availability of a national treatment provision in the ECT.

Had the traditional customary international law test for an absolute prohibition on discrimination been employed in the Saluka or LG&E cases, it would have been necessary for the claimants to prove that government officials had embarked on a course of conduct calculated to disadvantage the claimant because of its nationality.90  Instead, it was only necessary to prove a prima facie case of less favourable treatment having been received—shifting the burden to the respondent to prove why such treatment was justified. The tribunals distinguished their ‘fair and equitable treatment’ provisions from those allegedly based upon the somehow more narrow customary international law version—so that they could interpret ‘discrimination’ on a comparative and effects basis (even though the term ‘discriminatory impairment’ could be argued as connoting an absolute test rather than a comparative analysis of more or less favourable treatment).

Certainly it is neither substantively ‘fair’ nor ‘equitable’—in the ordinary sense of these terms—for a foreign-controlled investment bank, as occurred in Saluka, to be forced to suffer the same financial and regulatory conditions faced by its locally controlled competitors without being granted the same kinds of favourable bailout conditions being granted to them. In terms of ensuring equality of competitive opportunity, a singular objective of national treatment, such treatment is indeed ‘discriminatory’. But if this is what ‘discriminatory impairment’ and ‘fair and equitable treatment’ mean within the context of this treaty, should these provisions not have the same meaning in other treaties with the same language? Should not investors subject to other treaties be permitted the legitimate expectation of being provided even-handed and consistent treatment in comparison with other like investors?

A case could be made that if the Saluka tribunal’s analysis was borrowed for the interpretation of an identical ‘fair and equitable treatment’ provision in a treaty that also contained a national treatment provision, the result would be more than just unavoidable overlap between the two provisions. Rather, the result of construing the ‘fair and equitable treatment’ provision as connoting a comparative treatment obligation would be to render the treaty’s national treatment provision inutile, contrary to the principle of effectiveness in treaty interpretation.91 This concern is at least partially mitigated if one treats the Saluka and Nykomb awards as being rightly decided on an arbitrariness test rather than a customary international law discrimination test.

The counter-case could be made by pointing to the example of the overlap between the typical BIT expropriation provision and the minimum standard or international law standard provision. There would be little argument that the prohibition of expropriation without compensation is an established obligation under customary international law. Many BITs have available both the treaty prohibition against expropriation without compensation and a minimum standard provision, which would clearly include the customary standard as well. The same risk of overlap exists, yet treaty drafters have not seen this as being problematic. This is where ‘belt and suspenders’ treaty drafting meets the principle of effectiveness head on, but does not create a practical conflict.

(4) NATIONAL TREATMENT AND MFN TREATMENT

(a) Prudence and Good Faith in National Treatment

Thus far, we have only a clutch of NAFTA awards addressing the meaning of a ‘proper’ national treatment or MFN provision (outside of the recent BIT cases involving MFN provisions within the context of allegedly more favourable treatment being granted in subsequent treaties). Virtually no other awards are publicly available addressing what ‘treatment no less favourable’ means outside of the GATT/WTO and NAFTA context.92

With its Second Partial Award on the Merits, the Pope & Talbot tribunal articulated a simple and compelling analysis for Article 1102, which is equally applicable to Article 1103.93 This analysis, which appears to have been followed consistently by other tribunals, contains three basic elements: (1) identification of the relevant subjects for comparison; (2) consideration of the relative treatment each comparator receives; and (3) consideration of whether any factors exist that justify any deviation in the treatment. The Pope & Talbot test is based upon a simple, but often overlooked, premise: that treaty protection for investors and their investments is equivalent to the establishment of an in rem right possessing a quasi-constitutional character. The holder of such a right, granted by treaty, is entitled to a certain standard of treatment as against all other comparable actors. In this sense, the fact of Pope & Talbot’s nationality is only required to establish its entitlement to the right. It is not germane to a finding of liability with respect to its exercise. Provisions such as NAFTA Articles 1102 and 1103 call for a comparison to be made between the investor invoking its right and somebody else. The Pope & Talbot tribunal started its analysis of these provisions by explaining just who that might be.

Basing its reasoning on GATT jurisprudence and international treaty sources, such as the 1993 OECD Declaration on National Treatment for Foreign-Controlled Enterprises, the Pope & Talbot tribunal concluded that a comparison should generally be made between the claimant, and/or its investment, and any other domestic investors or investments operating in the same business or economic sector.94 There may be cases where the comparison is drawn more widely—for example, where an investor uses the MFN provision to seek the benefit of a more favourable treaty obligation accorded to a non-NAFTA investor by a NAFTA party in a different treaty.95 Nonetheless, the normal situation will involve commercial competitors receiving different treatment under the same measure, sometimes permitting counsel to call competition law analysis in aid of the comparison he or she would like the tribunal to adopt.

For the Pope & Talbot tribunal, identifying the comparators was relatively simple: the investment enterprise produced a commodity which was indistinguishable from that which was made by other enterprises throughout North America. Accordingly, the appropriate comparators would be additionally defined by the scope of the measure. As the government of Canada imposed the measure, any softwood lumber producer operating in Canada could serve as a comparator. As Pope & Talbot alleged that producers in Quebec and the unlisted provinces were receiving better treatment, it would be those producers against which the treatment received by the investment would be compared.

In Feldman v Mexico, the tribunal started with a similar premise, stating that the applicable ‘universe’ of comparable investors and investments was composed of those businesses engaged in the purchase and reselling of cigarettes, rather than a wider group which could have included manufacturers (apparently because the comparison was agreed as between the parties to that dispute).96 In US—Trucking, a NAFTA Chapter 20 Panel compared any Canadian- or American-owned trucking business desirous of serving the contiguous USA (outside of a small zone adjacent to the Mexican border) with similarly interested Mexican firms (albeit on a hypothetical basis).97

The ADF tribunal similarly determined that the point of comparison under Article 1102(2) was between steel products held by the investor (a steel fabricator) and steel products held by domestic investors with respect to their potential use in a highway project. It based its comparison on steel goods because they constituted ‘inventory’ which could be considered an ‘investment’ under the broad definition contained in NAFTA Article 1139.98 The tribunal also compared firms operating in the steel fabrication business as its ‘universe’ of comparable investors under Article 1102(1). In the Myers v Canada case, the tribunal compared would-be competitors in the Canadian market for the destruction of PCB wastes.99

To date, only one investment treaty tribunal has departed from this approach. In Loewen v USA, the tribunal incorrectly concluded that there was no valid basis for comparison between a Canadian company—which the tribunal found had been denied justice in a Mississippi court—and the US competitor which was unjustly enriched as a result of the terribly flawed court proceedings (which the competitor had commenced against Loewen).100 It is quite arguable that the tribunal erred because the competition between these two would-be comparators was clearly evidenced in the nature of the civil suit filed by one against the other. This is not to say that opposing litigants should generally be regarded as ‘like’ (simply by virtue of their being in court together), but that the facts of the Loewen case supported such a finding.101

Regarding the issue of more or less favourable treatment, the Pope & Talbot tribunal began by noting that two of the primary objectives of the NAFTA (contained within Art 102(1)) are to ‘promote conditions of fair competition and to increase substantially investment opportunities’ in the Free Trade Zone. Historically, WTO jurisprudence established a similar understanding that the goal of non-discrimination obligations is generally to provide effective equality of competitive opportunities.102 Accordingly, the investor or investment is entitled to the best level of treatment available to any other domestic investor or investment operating in like circumstances. This comparison is not limited to an evaluation of whether the treatment being received is substantially similar; rather, it focuses on the result of the treatment received.103 A similar conclusion was reached earlier by the SD Myers tribunal, noting that—while evidence of intent is certainly helpful—it is by no means necessary for a finding that Article 1102 has been breached.104

As also noted above, the Pope & Talbot tribunal’s analysis of the factors involved in considering ‘treatment’ received reflects the particularly individualized character of claims brought under investment protection treaties. Unlike the average WTO case, where one or more members may be arguing a case for the benefit of numerous economic operators, an investment protection treaty case is personal. The aggrieved investor can only make a claim if it has suffered a loss as a result of an alleged breach. The tribunal should not be concerned with how other operators have been treated. It does not matter to the investor if most foreigners have fared comparatively better than locals under the measure, or if there are locals who are receiving the same less favourable treatment. The investor is not concerned with macro-policy results. It is concerned strictly with its own loss, made compensable under the treaty.

In SD Myers, the measure effectively prohibited the investor and its investment from participating in the Canadian PCB market for what amounted to 14 months. The measure banned the export of PCB wastes from Canada. The best treatment available to Myers’ competitors was unfettered access to that market (because only Myers’ business model called for the ultimate destruction of those PCB wastes outside of Canada). To the consumer, the service provided by Myers and its competitors was identical: the removal of a serious environmental liability from their lands. Because the comparison is focused upon ensuring a competitive equality of opportunities, the consumers’ perspective is accordingly the most relevant. In Champion, the difference in treatment alleged was receipt of government funds as part of the widespread bail-out of the state-owned participants in the cotton trading business.

In US—Trucking, a state-to-state arbitration involving the NAFTA’s investment provisions, the difference in treatment focused upon the eligibility of competitors to qualify for environmental testing which was required in order to participate in the US market. Canadians and Americans were permitted to apply for certification to haul goods around the USA. Mexicans were precluded from applying (allegedly because Mexican trucking firms, on the average, possessed poor environmental records fostered by allegedly weaker Mexican environmental regulations and enforcement). The measure was determined to be faulty specifically because it did not afford individual Mexicans the same opportunity to qualify as was offered to American and Canadian competitors.105  In Pope & Talbot, the difference in treatment was determined to be the entitlement of the investment’s competitors in Canada to ship lumber to the USA while paying lower, or no, export fees than those being paid by Pope & Talbot under the measure at issue.106

In ADF, the difference in treatment brought about by the measure was the ability of ADF’s competitors to participate in a construction project from which it was being precluded. However, the ADF tribunal determined that ADF failed to provide ‘specific evidence concerning the comparative economics of the situation’ in order to prove that its competitive position was actually disadvantaged, vis-à-vis US-based steel fabricators as a result of its exclusion from the construction project.107 This finding appears reminiscent of the WTO Appellate Body’s ruling in Canada—Autos.108

The Feldman case provides a better example of how treatment should be considered between appropriately defined comparators. Feldman had successfully proved that his investment was subjected to an audit process that was not imposed on similarly situated domestic competitors.109 Furthermore, his investment was not granted all of the same tax rebates that his local competitors received during the relevant years.110 Accordingly, Feldman established a prima facie case of discrimination by showing that a foreigner was not receiving as favourable treatment as that which was being received by local competitors.111 It was not necessary for Feldman to prove that he was receiving less favourable treatment because he was a foreigner. It was not necessary for him to provide a comparative economic analysis of how he fared, as an investor, vis-à-vis his competitors (although some economic analysis will generally be required to prove damages in most national treatment cases, under free trade treaties, investment protection treaties, and hybrids such as NAFTA Chapter 11112). Feldman only needed to prove that he was a foreigner receiving inferior treatment to that being enjoyed by a comparable investment.113 It was fairly clear that if his competitors did not suffer from the same audits and enjoyed more rebates, Feldman was comparatively disadvantaged.

Once a prima facie breach of a non-discrimination provision has been established, the burden shifts to the respondent government to explain why the difference in treatment is justified.114 If the government can prove that the treatment was different because the comparators were truly not in like circumstances, it will have justified the measure.115 This is the third prong of the Pope test. It is based upon two tenets: prudence and the fundamental international law principle of good faith.

The tenet of ‘prudence’ applies to the interpretation of national treatment and MFN treatment provisions because both are missing something which is commonly shared by their WTO cousins: exemption provisions which import a rule of reason to the application of the comparative treatment obligations: GATT Articles I and III have Article XX, and GATS Articles II and XVII have Article XIV, and the wealth of jurisprudence flowing from their interpretation. The kinds of non-discrimination provisions found in investment treaties, or even the NAFTA hybrids, do not normally contain such clear exemption language, as described below.

One could presume from this state of affairs that investment treaties are not intended to exempt any measure from their ambit. Adopting such an approach, however, would require one to abandon the WTO and its acquis as interpretative aids, because wherever there is an obligation not to discriminate, logic dictates that there will be a rule of reason to ensure that justifiably differential regulatory treatment shall not be discouraged. Accordingly, tribunals have prudently adopted an approach to the meaning of ‘like circumstances’ which permits them to save governments from being forced to compensate investors for justifiable regulation. By ‘justifiable’ one means that a reason exists for the measure which is not itself discriminatory and reasonably chosen and applied in the circumstances. Given that prudence has required tribunals to find a ‘like circumstances exception’ in the text of Article 1102 (and, presumably, Art 1103), something else must aid them in giving substance to their discovery. This is where the principle of good faith is called into action, and where the fair and equitable treatment standard, in particular the principle of abuse of authority, converges again with national treatment.

(b) More Convergence: Good Faith and Non-discrimination

The WTO Appellate Body has explicitly noted how the introductory paragraph of GATT Article XX is a manifestation of the principle of good faith.116 In truth, the entire provision qualifies in this regard. Article XX provides a specific list of reasons why an otherwise discriminatory measure might nonetheless be justified, if applied in an appropriate manner. However, it also provides, much like GATS Article XIV and various other provisions found in the NAFTA Chapters and WTO Agreements on Sanitary and Phyto-Sanitary Measures and Technical Barriers to Trade, that a measure saved by its listed justifications is not applied in an arbitrarily or unjustifiably discriminatory manner. What future tribunals must do is determine exactly how to apply the ‘like circumstances exception’ in a principled and consistent manner. Given that WTO decision-makers often attract considerable criticism for their interpretation of plainly written exemptions, the task required of investment treaty tribunals (in the absence of any written guidelines) will be no less formidable.

For example, in its award the Pope tribunal suggested that it would look for a ‘reasonable nexus’ between the measure and a ‘rational, non-discriminatory’ policy goal, in order to determine whether a prima facie breach may turn out to be justified.117 It did not expand upon its choice of words, and its consideration of the issue did not provide any strong indication of whether ‘reasonable nexus’ to a ‘rational’ policy goal can be distilled into merely inquiring as to whether the measure was ‘reasonable’ (and accordingly non-discriminatory) in the circumstances. Is the correct test whether a government’s alleged policy goals are ‘reasonable’ in relation to the risk identified and the avenues chosen to address it, or must the measure (as applied) only be rationally connected to a legitimate policy goal to survive international scrutiny?

The WTO exemptions suggest a possible way forward, effectively determining that different types of policy goals call for different tests. When the justification is based upon environmental policy (Art XX(g)), perhaps it is sufficient for the measure to be ‘related’ to the stated goal and not applied in a manner that is arbitrarily discriminatory or which acts as a disguised barrier to equal opportunity. For health measures (Art XX(b)), perhaps the measure should be ‘necessary’ to achieve the stated goal, and not applied in a manner that is arbitrarily discriminatory or which acts as a disguised barrier to equal opportunity. Should future tribunals follow the lead of these WTO provisions, jurisprudence would be available to support them.

The existing NAFTA jurisprudence is of only little assistance in this regard. In Myers and US—Trucking, the environmental justifications were flat-out rejected (in the former because all of the evidence pointed to discriminatory intent at the highest levels of government;118 and in the latter because the measure was manifestly out of proportion to the alleged risk). The Champion, ADF and Loewen tribunals did not get this far, but in Pope, the test seemed to be reduced to a simple hunt for a reasonable explanation for otherwise discriminatory results, no matter how nontransparent such justifications seem to be in application.

The Feldman tribunal did not get this far either, but for a very different reason. It was faced with a respondent government that simply refused to provide the evidence necessary to rebut the prima facie proof of a discriminatory measure. As the Feldman majority noted, an international tribunal is entitled to draw an adverse inference concerning the facts at issue where a respondent refuses to provide sufficient evidence to the contrary.119 The tribunal looked to the international law standard stated by the Appellate Body of the WTO:

… various international tribunals, including the International Court of Justice, have generally and consistently accepted and applied the rule that the party who asserts a fact, whether the claimant or respondent, is responsible for providing proof thereof. Also, it is a generally accepted canon of evidence in civil law, common law and, in fact, most jurisdictions, that the burden of proof rests upon the party, whether complaining or defending, who asserts the affirmative of a claim or defence. If that party adduces evidence sufficient to raise a presumption that what is claimed is true, the burden then shifts to the other party, who will fail unless it adduces sufficient evidence to rebut the presumption.120 

The Feldman tribunal found that the claimant had established a prima facie case that it had been treated in a different and less favourable manner than several Mexican-owned cigarette resellers, and the respondent had failed to introduce any credible evidence into the record to rebut a presumption that its reason for this lack of disclosure was that the evidence available to it would not have been beneficial for its case.121 Accordingly, in the face of silence from the Mexican government regarding why it was treating Feldman and his domestic competitors differently, a majority of the tribunal concluded that Mexico had breached its obligation to provide equal national treatment to Feldman pursuant to Article 1102.122

The tribunal in Thunderbird v Mexico has also provided an award on the national treatment standard, but its analysis was not particularly helpful in developing the interpretation of the standard. The three-pronged test was seemingly adopted, with a finding that it was not required for the claimant to prove that it received less favourable treatment for reasons of nationality.123 However, it inexplicably concluded that a prima facie case of more favourable treatment had not been made out by the claimant—even though the claimant had demonstrated how its facilities remained closed while various others remained open (for various reasons). The tribunal appears to have collapsed the second and third prongs of the test, confusing its acceptance of Mexico’s justification for the difference in treatment with the issue of whether a difference had been established in the first place.124

Accordingly, it lies for future investment treaty tribunals to elaborate the full import of the third prong of this test, attempting to find a balance between achieving the promise of appropriate protection of an investor or its investment from the respondent state, without jeopardizing the right to regulate. The issue is more delicate because it does not involve a taking; by definition, it involves a lesser interference which has caused loss or damage. It is naturally easier to justify awarding damages for the near-total deprivation of investment rights, in the application of a truly non-discriminatory measure of general effect, than it must be to award damages for some lesser deprivation.125 For this reason, one might expect to see tribunals either implicitly or explicitly importing ‘rules of reason’ or ‘proportionality tests’ from other streams of international jurisprudence—or simply continuing to make further use of the legitimate expectation concept—in order to find the appropriate balance that fully recognizes the regulatory and business context within which the investor and/or its investment have operated.

(5) ONE STANDARD OR TWO? A NEW BALANCING ACT

As this cursory review of the jurisprudence demonstrates, the work of some recent ad hoc investment and trade treaty tribunals appears to have coalesced around a single theme—legitimate expectations—in order to analyse government treatment received by claimant investors. It is not difficult to understand why this phenomenon is taking place: the professional pool from which tribunal members are drawn is still relatively small and tightly knit; the provisions are very similar across treaty platforms and the terms used in them are sufficiently broad or amorphous so as to be capable of overlapping, if not nearly identical, constructions (eg ‘arbitrary’ versus ‘fair and equitable’ versus ‘discriminatory’ versus ‘no less favourable’).

This coalescence is not limited to the minimum standard and comparative standards of discrimination either. Increasingly, one is seeing tribunals and treatydrafters attempting to accommodate recognition of regulatory sovereignty (the so-called ‘police power’) in their application of the customary international law test of full, fair, and effective compensation for indirect expropriation—by employing concepts such as ‘investment-backed expectations’ and ‘acquired rights’ to discuss when an investment whose value has been effectively destroyed is deserving of a damages award. How the use of these concepts differs from the use described above, for cases of less-than-substantial interference, may be difficult to discern.

Under the banner of legitimate expectation, some semblance of order is finally emerging from the chaos that could be expected from the ad hoc arbitration of sometimes vague and overlapping provisions found in almost 2,500 investment and trade treaties. With an increasing number of sad stories being presented to them by investors, perhaps our small cadre of arbitrators are unintentionally groping towards a single, albeit ill-defined, standard of regulatory treatment that is largely based upon the international law principle of good faith, as manifested in the present guise of ‘legitimate expectations’.

To paraphrase the Waste Management II tribunal, what we are collectively searching for here is an international standard of review for the regulatory treatment of foreign nationals (participating as investors in a host state, a free trade area, or a common market, as the case may be).126 What we need to do in order to bring some semblance of order and consistency to the work of the tribunals called upon to review such treatment is to ascertain the basket of legal concepts, or regulatory indicators, which will assist them in determining the nature of the foreign investor’s expectations against which treatment should be adjudged.

The enterprise of articulating this unified standard of investment protection naturally involves the task of balancing investment-backed expectations with the sovereign right of states to protect the interests of their citizens. This is a theme taken up by a number of recent tribunals.127 In recognition of fundamental human rights protected under international law, the value of the exercise of state sovereignty, in any given case, could be either tempered or enhanced by an awareness of whether the citizens of the respondent State enjoy sufficient civil and political rights so as to assume that they actually had some say as to the policies alleged to have been adopted by the official who claims that such adoption is in the public interest.

The following list of factors required in this act of balancing could include, but would not be limited to:

• the level of deprivation, as contrasted against the value and means of investment;

• the nature and quality of the connection drawn between a valid regulatory goal and the means employed to obtain it;

• the relative sophistication and level of awareness of the claimant concerning the regulatory environment and the likelihood of potential changes to it;

• the reasonableness or prudence of the investor in making and maintaining the investment;128

• the relative transparency of the regulatory environment generally and the impugned decision-making process in particular;

• the absence or presence of due process or procedural fairness in the regulatory environment generally and the impugned decision-making process in particular;

• the nature of the decision-making process in question (judicial, legislative, or administrative); and

• the absence or presence of an improper purpose in making the impugned decision (including, but not limited to, discrimination on the basis of nationality or some other form of intentional, bad faith, or sectarian prejudice).

In order to prove its claim for damages under this apparently unified (or at least coalescing) standard of review, it appears that the burden falls upon the claimant to prove that the jurisdictional basis of making the claim has been satisfied (such as proof of investment; nationality; existence of a qualifying dispute, etc, as the treaty requires) and that the investment was made and operated with a reasonable/legitimate expectation that the undertaking was in keeping with local laws, customs, or practices (or specific state assurances). Once the bona fides of qualification under the treaty were established by the claimant, it would be entitled to expect to enjoy a basket of rights, including: due process, transparency, and non-discrimination. The particular wording of a treaty provision would still explain how and why these particular rights would be enjoyed, in context.

With the investor having established the existence of a legitimate expectation to be treated in a fair and equitable manner (connoting both the substantive and procedural elements of such fairness), the burden would shift to the respondent state to demonstrate either why the expectation was not reasonably held, or how the standards of protection rightfully expected had not been breached. Characterization of the type of measure impugned by the claimant would naturally have an impact on this balancing exercise—with more deference being shown, for example, to the final outcome of a reputable judicial system in terms of procedural fairness than that which might be shown to a legislative decision alleged to have discriminatory effect. Similarly, the capricious decision of an administrative official whose discretion was not subject to the serious prospect of domestic judicial review would be less deserving of deference than the considered decision of a legislative body forced to balance competing interests in regulating an industry known to generate deleterious externalities in respect of the public interest.

CONCLUDING REMARKS

To be clear, it is not the authors’ intent to advocate the overthrow of the existing treaty models, which contain seemingly discrete provisions that grant investors compensation for breaches of most-favoured-nation treatment, national treatment, the expropriation norm, and some form of minimum standard of treatment. Rather, the purpose of this chapter has been to recognize that there can be considerable confusion in the growing number of cases in which concepts such as ‘nondiscrimination’, ‘fair and equitable treatment’, and ‘legitimate expectation’ have been used to the same end, but in so many different ways. All that is proposed here is to attach a label to something that currently has no name. There appears to have evolved what can now be called a single standard of regulatory treatment, based upon the legitimate expectation of investors to enjoy access to rights of transparency, due process, and non-discrimination in a host country or in a free trade area, as the case may be.

Is there more to this convergence of tribunals finding liability on the basis of what is effectively a single standard of regulatory treatment? Perhaps we are indeed witnessing a more extraordinary development: that is, the inclusion of a comparative standard of non-discrimination in the customary international law minimum standard of treatment. It is already accepted that bad faith is not a requirement of the modern minimum standard of fair and equitable treatment—and thus intent becomes less important than effect in the minimum standard analysis. Further, and in a manner that would have pleased Dr Mann, recent tribunals have experienced little difficulty in considering ‘fair and equitable treatment’ as an obligation of substantive fairness that includes a prohibition against non-discrimination. If increasingly fewer tribunals draw distinctions between custom and treaty, in respect of the fair and equitable standard, the proposition may indeed attract more adherents.

In the meantime, with the accession of the principle of legitimate expectation as a ‘dominant element’ of the fair and equitable treatment standard—a consensus appears to be forming about the importance of representations made to investors, implicit and explicit. Similarly, consensus appears to be forming in respect of the proportionality principle, which tribunals see as common to each of the standards of expropriation, fair and equitable, and national treatment. The effect of such consensus is that it encourages tribunals to balance both the alleged reliance of the investor against the policy rationale for impugned state conduct—regardless of the treaty standard at issue.

Yet formalism in treaty interpretation may still prevail. Treaties are still most often drafted with the full panoply of obligations intact—redundant though they may increasingly be. Nonetheless, if we do seek to shed more light on—and thereby bring greater discipline to—the ever-growing number of awards being rendered in this field, we must recognize the doctrinal shift under way. In the jurisprudence of investment protection treaties, a single standard of regulatory treatment has been developing. It is based upon a good faith analysis of investment expectations and the reasonable protection of regulatory policy space. ‘Standard of treatment’ or ‘standards of treatment’—time will tell.
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THE purpose of this chapter is to provide an overview of the different ways of treating taxation in modern investment treaties and the underlying policies and tensions reflected in the variations of treaty regulation of tax disputes. We have to note that unlike in the 1970s when the main issues were expropriation and transfer pricing by multinational enterprises (MNEs),1 at present, the economic role of the state has changed from direct intervention to an indirect rule. It is no longer the exercise of public ownership or direct commands to supervised private operators, but the manipulation of the levers of economic, environmental and fiscal regulation which are the main instruments to influence the economic environment. Direct public ownership has transformed itself into the ‘regulatory state’.2 Therefore, it is the regulatory function of the state and how it impacts on foreign investment that is most relevant. It is the ability of the state to use its taxing, environmental, labour and social regulatory authority, at times at the behest of dominant domestic political and financial groups, adversely to affect the economic interests of the foreign investor that is at the root of many if not most contemporary investment disputes. The classic ‘expropriation’ dimension of political risk has mutated into a regulatory and fiscal risk. Subtle use of the ‘screws’ of regulatory and tax regulation available to government and, in particular, their application to specific cases make it much harder to detect the abuse of government powers against foreign investors that underlies modern investment treaty disciplines. Recent tax-related arbitral awards and some of the pending ones together with the highly publicized Yukos case indicate the growing importance of tax disputes between foreign investors and host states and the increasing reliance by foreign investors on investment treaties for protection.3 The provisions on tax in some of these treaties are in the process of being invoked by investors, disputed by governments, and thus form the foundation of an emerging international jurisprudence on tax-related investment disputes. This explains the objective of this study.

Section 1 sets the scene for the discussion, placing tax-related investment disputes in the political and economic context. It argues that under the current regulatory state, in which the function of the state has retreated from that of controlling the ‘commanding heights’ of the economy to regulation, the tendency for the state to use tax instruments to ‘squeeze’ foreign investors or for protectionist purposes is very attractive. Despite the strides made over the years in achieving greater protection for the rights of the foreign investor through investment treaties (particularly via the investor–state dispute settlement process), nevertheless, most states are unwilling to agree to submit their fiscal policy to international judicial and quasi-judicial scrutiny. Section 2 provides an overview of the history of taxation. It shows that just as in modern times,4 taxation was absolutely crucial for the survival of the princely states and most rulers jealously guarded their taxing powers. But it also illustrates how the tax instrument was used by the then rulers/states not only as a source of revenue to defend their states against external (and internal) threats but also to ‘secure implicit transfer of wealth and power between interest groups’.5 Section 3 discusses the general scope of coverage of tax under investment treaties. It examines how tax is defined in some of the treaties and the shortcomings of those definitions, the type of taxes covered under the treaties and the underlying issues and tensions surrounding such coverage. Section 4 discusses, in an overview perspective, the applicability of core substantive investment protection provisions to tax and the underlying issues and tensions surrounding them. Section 5 examines the treaty formulations on expropriatory taxation and transparency and the policy reasons for the new trend in those areas. Section6 goes on to consider arbitral jurisprudence on expropriatory taxation. Section 7 discusses joint tax consultation as a means of limiting expropriatory tax measures. Finally, Section 8 deals with taxation and transparency.

(1) THE POLITICAL AND ECONOMIC DYNAMICS OF TAX-RELATED INVESTMENT DISPUTES

In past periods of major political and social upheavals, nationalization—that is the formal expropriation of large swathes of foreign-owned industries—was frequent. This is at present no longer (or, at least, not yet) current practice. The ideological movement of socialism and the combination of nationalist with socialist, state-oriented ideological features, then frequent in developing countries and in particular after de-colonization, typically resorted to large-scale nationalizations.6 But the cycles of foreign investment have not disappeared: promotion to obtain foreign investment, privatization, and then mounting dissatisfaction with what is seen as foreign control and its exploitation in domestic politics, followed by revocation of rights once necessary to encourage investment, but now seen as excessive, no longer necessary and often as corrupt, followed by decline of investment, economic stagnation, dissatisfaction with state-owned enterprises and a renewal of the cycle.7 The use of taxation—not necessarily only to service the ever present and pressing needs of government and politics—inscribes itself into such a cycle. It offers itself as a less conspicuous way of revoking incentives that in an earlier phase of the cycle were considered necessary without head-on confrontation with international business, investors’ home states, and the legal framework of investment protection that has evolved over the last 20 years. Squeezing foreign investors by taxation is less conspicuous; the abuse of government power inherent in such tax squeezes is, in the light and darkness of fiscal complexity, much harder to identify than, say, a tangible, formal, un-compensated expropriation. Using tax can constitute a ‘velvet’ revocation of contractually conceded investment incentives, and it can be escalated up to the level of what is the economic equivalent of a direct expropriation.8 It is a more sophisticated way of assault on foreign investors’ proprietary positions that is harder to scrutinize. It is also a method that was used, and is being used, in situations where the state aims, often with private and state actors closely intermeshed, to destroy the economic foundation of foreign (or of disliked national) groups, sometimes in a power struggle or for ethnic discrimination reasons, but wishes to camouflage the deployment of legal machinery under the control of the state by an apparently and seemingly at least formally correct application of legal rules and procedures.9

Nobody will question that states, to ensure their survival in the external (security) and internal (welfare) dimensions need to possess and exercise effective tax powers; this is even more so as globalization, accompanied by easier re-deployment of capital and regulatory and fiscal competition, makes it more difficult for governments to capture tax potentialities, nowhere more so than from companies headquartered abroad.10 The investor’s home state—traditionally its chief protector both through diplomatic protection and through its contribution to international investment protection regimes—will be much more ambivalent about providing defence against host state tax claims than against outright expropriation. The home state itself battles with the need to raise taxes from ever-changing sources to satisfy ever-rising domestic political expectations in the face of a much more volatile, internationally fluid tax base undermined by internal corporate transactions, the risk of redeployment of capital, and tax competition. This ambivalence of the capital-exporting and economically dominant home states about providing far-reaching and effective treaty protection against tax squeezes comes through very conspicuously in the ‘forward-backward, extension but restriction, protect, but only so far’ character of virtually all bilateral and multilateral investment protection treaties and their special tax procedures, which we analyse in this study.

Investment protection treaties are not the only international law instrument available to deal with tax-related investment disputes. There is a well-established practice of intergovernmental tax treaties in the form, primarily, of double-taxation treaties and to some extent also more recently of tax cooperation agreements.11 These treaties, however, do not deal with the type of investment disputes at issue where investors allege the abuse by host governments of their taxation powers; they deal, rather, with either exchange of information between tax authorities to combat tax evasion or develop jointly instruments against undesirable tax avoidance. In the main, however, they try to avoid double taxation by the coordination of tax rules by the two governments. There has been, most recently, an effort in the OECD to develop arbitration as an intergovernmental method to resolve tax treaty disputes.12  The working document so far available is curious: in some ways, it seems to touch the issue of tax-related investor disputes by providing a method (right?) to individuals (presumably including foreign investors) to initiate an intergovernmental arbitration procedure. But the concern of almost total government control is reflected in the exclusion of the individual as a claimant and party to the process; the working draft also requires the individual to give up recourse to national courts or other procedures (presumably investment treaty-based arbitration). Tax arbitration is between the tax authorities of the two governments. There is no guarantee—comparable, for example, to the strong enforcement guarantees of the ICSID Convention and the Energy Charter Treaty—that the host state would comply with an award in case it loses the case. On the basis of the current proposal, the investor would lose its tax-related investment arbitration right under investment treaties by having recourse to a much weaker intergovernmental procedure (comparable to the one available in investment treaties) with little influence and little solid chance of compliance. Authoritative commentators have, properly, described the mutual agreement procedure under most tax treaties as unsatisfactory. According to Park and Tillinghast:

The task of resolving disagreement on the treaty interpretation falls either to national courts or to the joint efforts by the tax administrations to work out differences on a voluntary basis. Neither alternative is wholly satisfactory. Judicial proceedings lack political neutrality and yield inconsistent results. And the process of mutual agreement among competent fiscal authorities is fraught with delays and uncertainty.13

In our opinion, the OECD tax arbitration proposal would therefore, not substantially enhance the legal position of the taxpayer vis-à-vis the state nor provide him with an effective mechanism of resolving some of the most important tax-related investment disputes. The proposal seems to aim for a result (legal instrument) similar to the European Arbitration Convention, perhaps with a much broader scope of application than the Convention. The European Arbitration Convention provides for arbitration of transfer pricing disputes between the member states.14 However, even this Arbitration Convention did not go far enough in safeguarding the rights of the taxpayer. Apart from its limited scope of application (only to transfer pricing disputes), it does not give the taxpayer any right as a party to the dispute and the tax authority has discretion over whether or not to take up the taxpayer’s complaint (‘if the complaint appears to it to be well-founded’).

Constitutional15—or international law16—controls on taxation have never been very effective. As a learned commentator said, ‘existing legal rules have not been effective in curbing the fiscal appetites of governments’.17 But external disciplines on taxing powers have grown, both in constitutional law18 and in international law, primarily through jurisprudence of the European Court of Justice and the European Court of Human Rights.19 The budding discipline on unfettered taxing powers in investment (and trade) law imprint itself into this trend.

The quite limited disciplines investment treaties impose on governments with respect to tax do not aim at the same high level of integration which, for example, the European Union has achieved and continues to develop. While, in EU law, the same tensions as in investment treaties exist between national sovereignty and international controls, the development and enforcement of international disciplines have gone much further. They are represented in the main by the European Commission and the European Court of Justice. Without an easy analogy possible, one cannot, however, ignore the increasingly rich jurisprudence by the European Court of Justice; it is in particular the application of non-discrimination rules and the progress towards an integrated single market which are the guiding principles here.20 Behind the application of the ‘freedom of movement’ rule in the EC Treaty is a concept that is very close to the ‘national treatment’ principle one finds throughout modern investment treaty practice.21 The tax-related jurisprudence of the ECJ (as possibly also the European Court of Human Rights) is therefore the closest one gets to a comparable method of international disciplines on fiscal conduct by national authorities, apart from the equally relevant jurisprudence of the WTO dispute institutions.22 These avenues of more in-depth comparative investigation will, however, have to be left to subsequent research efforts.

(2) AN OVERVIEW OF THE HISTORY OF TAXATION

Taxation has been in existence ever since the beginning of settled human civilization. It may have started as a tribute to the religious priest for services such as interpreting the ‘terror and mysteries of nature’.23 Recorded history abounds with instances of the taxation instrument being adopted by kings, rulers, and emperors as a source of revenue to wage wars and to pay for other royal expenditures. The Egyptian Pharaohs levied tax on cooking oil and they used special officials (scribes) to collect it.24 A war tax (eisphora) used to be levied by the Greeks whenever the security of the state was threatened.25 The Romans levied taxes (portoria) on imports and exports, an inheritance tax to cater for retired servicemen. A 4 per cent sales tax for slaves and 1 per cent for other items was introduced by Julius Caesar.26 During the Mauryan Empire in India, taxes were collected from professionals such as musicians or actors, on sale of goods and livestock and on land. These taxes were levied because it was widely believed that ‘from the treasury, comes the power of government’.27 

In medieval times, military adventurism and the need to defend the princely state were the major capital projects that required the participation and contribution of every member of the society. As one commentator puts it: ‘Early modern Europe experienced what one could describe as a pre industrial arms race in which fiscal strength was as essential to military power as advances in strategy and technology’.28

The main reason for colonial expansion was not only to secure export markets and raw materials for the metropolitan state but also to control trade through tariffs. For example, the English Staple Act of 1663 provided that exports to British colonies must be channelled through England, thereby adding to their cost and rendering them uncompetitive as against English goods. In effect, the law served as a tariff.29

Thus, security of the state and its economic survival was the main reason used to justify new taxes or increases in taxes by the then rulers; justification for the need to pay for wars and service debts incurred during wars and to maintain the economic viability of the state was presented to the public by state officials. Countries with a superior capacity to levy taxes and manage public debt achieved a significant long-term political and military advantage, as was the case for example in Britain.30 In addition, being a public good, defence of the state was also viewed as defence of the individual’s property rights. This is evident, for example, from ancient tax laws and judicial pronouncements by courts in France and America respectively.31

Notwithstanding the public presentation of taxes as an absolute necessity for the survival of the state, taxes were sometimes resisted when the taxpayers viewed them as too onerous or unfair. The resistance took various forms; from the legal (such as petitioning or appealing to the ruler against excessive taxes and assessments),32 to extra-legal means. For example, in AD 60, Boudicca, the Queen of Anglia led a revolt against the excesses of corrupt tax officials of the Roman Empire in the British Isles, and in the 11th century, Lady Godiva was able to persuade her husband, Leofric, Earl of Mercia, to reduce the tax burden of the people of Coventry when she agreed to ride naked through the streets of the town.33 Perhaps most importantly, the Magna Carta (1215) was the outcome of a reaction to an attempt by King John arbitrarily to impose the ‘Scutage’ tax on all landowners in Britain, and the ‘so-called Glorious Revolution’ of 1688 was a reaction to King James II’s imposition of taxes without parliamentary approval. It brought to an end the notion of the divine right of the king to rule and replaced it with a constitutional monarch subject to the powers of parliament.34 The two events probably marked the beginning of modern constitutional limitations on the taxing powers of the king/state and protection of private property in Britain and Western Europe. Resistance against excessive taxes was a significant element among the reasons for the French and American Revolutions. In both cases, the battle cry was ‘no taxes without representation’.35 Thus, constitutional limitations on the power of the state to tax were entrenched in both countries following the revolutions and are now found in many other national constitutions and, to a lesser extent, in supranational laws such as the EU, ECHR, GATT/WTO, Double Taxation Treaties and Investment Treaties.

The above narrative of a short history of taxation has contemporary relevance in quite a number of ways. First, it illustrates how the princely state saw the power to tax as absolutely essential for the survival of the state and the need to preserve it as a sovereign right or prerogative. For example, the loss of the power to veto legislation by the House of Lords in a political power tussle over taxation in 1908 and the political shrewdness exhibited by Gladstone in packing a parliamentary select committee on taxation with his supporters in order to influence the outcome of a proposed tax reform in the 1860s36 are, to some extent, similar to modern-day government tactics in trying to maintain control over tax matters nationally (using domestic legislation) and internationally (through treaties). Secondly, it does suggest the need to have some form of external control or discipline over the taxing powers of the state to curb arbitrariness and protect private property, which is essential for wealth creation, otherwise personal initiative is dampened.37 The contemporary disciplines imposed on the taxing power of the state by national constitutions and supranational instruments have their precursors in the various protests and rebellions against taxes witnessed in the past. Thirdly, the cosy relationship between rulers or politicians and those who are able to influence the political process might find expression in the tax laws and/or assessments.38 In other words, the use of the tax instrument by the state to favour certain groups (usually domestic investors) and to disadvantage others who have no leverage over the political process has a very long history.

(3) GENERAL SCOPE OF COVERAGE OF TAX UNDER INVESTMENT TREATIES

(a) A Definitional Problem?

Although it is very common to find the definition of key terms in the definition section of an investment treaty which conveys the contracting parties’ legislative intentions,39 none of the treaties we have come across in the course of working on this chapter contains a working or substantive definition of tax. This omission empowers its definition to evolve over time. For example, one important issue is distinguishing a ‘tax’ from ‘fees’, that is payments for an, often obligatory, public service. In energy/resource-related disputes, the definitional issue is even more acute as some countries, in particular the USA, distinguish between the ‘tax’ that is paid, on profits or sales, as a general contribution for being allowed to do business in the host state, on one hand, and, on the other, special levies (often called ‘royalties’) which are presumed to be paid for the special privilege of getting access to the subsoil resources owned by the state.40 Such royalties are sometimes paid as a percentage of the gross value of production extracted, but, confusingly, they are also sometimes formulated as an additional, profit, or profitability-based tax.41 It is therefore open to debate whether such taxes on ‘mineral rent’42  representing a sort of sale of subsoil resources by government to investors can be subsumed under the investment treaty term ‘tax’.43

According to the Oxford English Dictionary, ‘tax’ is a ‘compulsory contribution to the support of government levied on persons, property, income, commodities, transactions, etc, now at fixed rates, mostly proportional to the amount on which the contribution is levied’. If one adopts this impression and regards tax as ‘a compulsory unrequited payment to the government’, the question arises whether the term includes national insurance contributions,44 payment for access to transit facilities for energy products, penalties or surcharge levied by the tax authorities for late payment or submission of tax returns, for making false declarations, security, educational or similar levies paid by natural resources companies in volatile countries or in developing countries.

As investment treaties usually do not provide for a definition of taxation, it typically falls to an arbitral tribunal to determine what is a tax. This question is important in investor–state arbitration not only for establishing the jurisdiction of an arbitral tribunal, but also in determining whether the cumulative rate of taxes amounts to confiscation of property.45 In our opinion, when a question arises as to whether or not a measure is a tax, one should look at the substance of the measure rather than its form.46 It is the effect of the measure on the investment rather than the name given to it by the host government that matters the most. If the measure has the effect of neutralizing the investment or rendering it unviable, then it becomes irrelevant whether it is called an environmental tax, social security contribution or penalty, or any other name,47 unless the contrary is provided for by the treaty.48

The OECD and UN Model Double Taxation Conventions provide for an alternative approach which looks at the domestic laws of the host state.49 The problem with such an approach is that it would enable a host state intentionally to change its tax laws in order to legitimate an otherwise abusive tax campaign. That would lead to uncertainty in the legal regime, the very problem sought to be solved by investment treaties.50

(b) Types of Taxes Covered

Some investment treaties provide for a distinction between direct and indirect taxes by restricting the application of some of the treaty obligations only to indirect taxes, but subject questions relating to direct taxes to double taxation treaties.51 Treaties that contain such a distinction include: the ECT, NAFTA, and US FTAs. Each of these investment treaties carves direct taxation measures out of the substantive investment protection obligations of national and most-favoured-nation treatment but allows (by implication) for application of these treaty obligations to what may be regarded as indirect taxes. Thus NAFTA Article 2103(1) states: ‘Except as set out in this Article nothing in this Agreement shall apply to taxation measures …’ It then goes on to provide for the exceptions in Article 2103(4)(b) which states that the national treatment (NT) and most-favoured-nation (MFN) standards shall apply to ‘all taxation measures other than those on income, capital gains, or on the taxable capital of corporations, taxes on estates, inheritances, gifts and generation-skipping transfers …’.52

These provisions suggest that the NT and MFN disciplines shall apply to all other taxes apart from the stated ones or ‘substantially similar taxes’ (under Art 21(7)(b) ECT). The question is: why did the parties exclude these types of taxes under the respective treaties? The US government position is that tax matters generally are excluded from the country’s investment treaties ‘based on the assumption that tax matters are properly covered in bilateral tax treaties’, or ‘should be dealt with in bilateral tax treaties’.53 To some extent, this is correct in that Articles 1, 2, and 4 of the Revised UN (2000) as well as the OECD Model Double Taxation Conventions (on which most countries’ double taxation treaties are based) state that the Convention applies to taxes on income and capital and to ‘any identical or substantially similar taxes’ imposed by the parties. Under Article 2 of each of these Conventions, income and capital taxes include those imposed on ‘total income, on total capital, or on elements of income or of capital, including taxes on gains from alienation of moveable or immovable property, taxes on the total amounts of wages or salaries paid by enterprises, as well as taxes on capital appreciation’.54 One possible reason why tax matters are better dealt with in a focused treaty is the need to coordinate treaty provisions with domestic taxation legislation. Thus, in the USA, procedures for the negotiation and ratification of tax treaties are somewhat different from those followed in the case of other types of treaty.55 One should bear in mind that the reference to double taxation treaties essentially means that the effective protection by direct investor–state arbitration in investment treaties56 is, in double tax treaties, replaced by various forms of what is essentially diplomatic protection. These, at best, allow the two tax authorities to engage in a collegial dialogue.57  The current OECD discussions concern the possible introduction of arbitration, but only in the form of intergovernmental arbitration, with a weak role for the foreign investor. From an investor perspective, it would be very disadvantageous if the introduction of such forms of inter-state arbitration became a reason for either not extending, or even for restricting, the limited coverage of tax under modern investment protection treaties.

Parties to an investment treaty wish to provide a reasonable level of protection for their investors by levelling the playing field between domestic and foreign investors and by according foreign investors a direct right of action against host states. Nevertheless, none of the parties is prepared or willing to surrender its rights of taxation, or subject them to scrutiny by international tribunals under the searchlight of investment disciplines such as indirect expropriation, national treatment (NT), most-favoured-nation treatment (MFN), and fair and equitable treatment (FET). This is partly because most capital exporting countries, especially the OECD members, rely heavily on direct taxes to meet their budgetary requirements, particularly the financing of the substantially expanded welfare state—itself at present the major source of political opposition to economic and financial reform. Surveys conducted by the OECD among its member countries reveal that since 1965 the ratio of tax to GDP of most members of the organization has been rising, with the bulk of the tax revenue coming from income taxes, taxes on goods, and social insurance contributions—with taxes and related levies accounting for up to about 40 per cent of GDP in most European members of the organization. Because of such dependence on taxes, it is not surprising that most of these countries severely limit the scope of coverage of tax from their investment treaties, essentially only to in extremis situations such as confiscatory taxation.58

Moreover, in addition to raising revenue for the state, many countries use taxation to achieve other social and political objectives, such as redistribution of wealth, sup-port for domestic industry, or equalization of regional differences.59 Subjecting this right to international judicial scrutiny would be seen as surrendering a country’s fiscal sovereignty to an unelected and unaccountable body60 rather than to national parliaments which are accountable to the public, that is, much more subject to the influence of domestic pressure groups. In other words, subjecting the taxing powers of the parties to an independent tribunal might undermine state sovereignty and curtail the states’ discretion over tax policy.61 This point is buttressed by the provision in most investment treaties which states that nothing in the treaty shall affect the rights and obligations of a party under any tax convention; it is usually provided that, in the event of inconsistency between the investment treaty and any such tax convention, the convention shall prevail to the extent of the inconsistency.62 The underlying rationale or policy reason for the primacy of tax conventions over investment treaties is not only because tax conventions are more specific to tax than investment treaties (and so should, by virtue of the lex specialis rule of interpretation, prevail over the more general investment treaties) but also because tax conventions do not constrain the taxing powers of the contracting parties as much as investment treaties might do.63

In addition to the above limitation of tax treaties, questions of expropriation and capital transfers are rarely (if at all) covered in tax treaties even between countries that have not entered into a parallel BIT.

(4) APPLICATION OF SUBSTANTIVE INVESTMENT OBLIGATIONS TO TAX MATTERS

This section discusses to what extent the substantive investment protection principles of national treatment, most favoured nation, fair and equitable treatment, full protection and security, and currency transfers apply to tax matters and some of the policy issues and tensions surrounding them. A preliminary issue worth mentioning is arbitrability: can treaty-based (or other) tribunals decide over tax issues which are at the core of state sovereignty? In domestic tax law, tribunals are as a rule not empowered to decide on tax issues—though they may have to deal with tax issues that constitute ‘legal facts’ relevant in deciding other issues, in particular contract issues (eg allocation of the burden and risk of paying tax among contract parties).64 But it is no longer disputed that foreign investors and governments can agree—by contract or through consent by way of investment treaty—that tax issues can be adjudicated by arbitral tribunals.65 It would be against good faith and ‘venire contra factum proprium’ if a state first consented to arbitrate such disputes and then later turned around and questioned the validity of its consent. States do have the power to qualify their own public policy as subject to arbitration.

(a) National Treatment and Most-Favoured-Nation Treatment

These two standards are mentioned together in the same clause or in different but closely related clauses of an investment treaty. They oblige each party to accord to investors of the other party treatment not less favourable than that accorded to its investors or to that accorded to any third state investors who are in the same circumstances, whichever is more favourable to the investor concerned. However, with regard to tax matters, most investment treaties provide, as one of the exceptions to the NT and MFN treatment standards, that none of the contracting parties is obliged to extend to investors of the other contracting party tax advantages or privileges granted to investors of a third state by virtue of a tax treaty or any arrangement relating wholly or mainly to taxation,66 or any domestic legislation relating wholly or mainly to taxation.67 In other words, if a contracting party accords special advantages to investors of any third state by virtue of an agreement on the avoidance of double taxation, it shall not be obliged to accord such advantages to investors of the other contracting party.68 The UK Model BIT goes further to deny investors of the other contracting party tax privileges granted to nationals or third state investors under domestic legislation of the host state.69 This means that the NT and MFN provisions of the treaty apply to tax matters but they cannot be used as a basis for extending to investors of either party tax benefits or advantages granted by either party to third state investors pursuant to a double taxation agreement or any domestic legislation of the party.

The underlying policy objective for such a provision is to try to strike a balance between the core obligations of non-discrimination and fiscal sovereignty of state parties to negotiate new treaties, and enact new legislation, that would provide for better or more favourable treatment for third state or domestic investors without breaching the NT and MFN obligations owed to a contracting party under an investment treaty. This enables parties to an investment treaty to take advantage of changing economic and political circumstances and negotiate or legislate for tax benefits to third state or domestic investors without fear of violating their treaty obligations. It also reflects the much lower level of economic integration aimed at bilateral investment treaties as compared to the much higher level aimed at and largely now achieved by the EU treaties.70 Another policy reason for such an exception is to avoid upsetting previous deals struck between the foreign investor and the host state so as not to permit the investor to ‘obtain benefits which he did not obtain through the quid pro quo of negotiations such as lower tax terms in energy licenses and related agreements’.71

The UK Model BIT, which exempts from the NT and MFN treatment tax benefits granted to third state investors or nationals under domestic legislation, is aimed at providing maximum discretion to the contracting parties in tax matters as it enables them to grant privileges to third state investors or their nationals not only under a tax treaty but also under domestic legislation. It leaves, however, tax measures under the coverage of the investment treaty when the issue is discrimination between nationals and (usually) their foreign competitors, both when such discrimination is explicitly contained in and ascertainable in the regulatory regime and when—as may be most relevant in practice—it is rather to be found in the application of tax law. This involves difficult comparisons between the factual situation of the domestic comparator—in a ‘like situation’ with the foreign investor, identification of a relevant ‘difference in actual treatment’, and examination of possibly legitimating reasons for such different treatment.72  Special problems can again arise with respect to natural resources/energy concession and related contracts. These will often provide a project-specific fiscal regime, incorporating both special rules for general taxation and for the component of the fiscal regime which can be seen as the equivalent of a ‘price’ for access to the subsoil resource. If such contracts are incorporated into legislation and the BIT exempts an explicit legislative special tax regime, then it seems difficult to raise an NT/MFN claim. But even if they are not incorporated in legislation, it is not easy to argue that the NT/MFN standard should be applied, in effect exporting a specially negotiated quid-pro-quo deal responding to the characteristics of a resource project to other projects. Even if one were to apply the NT/MFN test in general, most efforts to ‘export’ a specific project deal embodied in a concession-type contract (production-sharing/licence, etc) would stumble either at the comparability (or ‘likeness’) test or at the next ensuing phase of search for criteria that can legitimate different treatment.73

In addition to the exclusion of the NT and MFN obligations in respect of tax advantages or privileges granted to investors of a third state pursuant to a tax treaty or economic union arrangement (eg the EU), a few other investment treaties also provide that the NT and MFN obligations do not apply to two specific situations. The first concerns any taxation measure aimed at ensuring ‘equitable’ and ‘effective’ imposition or collection of taxes and that does not arbitrarily discriminate against an investor (goods or services) of another contracting party or (arbitrarily restrict benefits accorded under the investment treaty).74 This provision gives host states and their tax agencies maximum discretion in enacting tax laws, regulations, and taking other relevant measures aimed at enhancing collection of taxes without violating the NT and MFN obligations. Whether or not a taxation measure adopted by a host state is ‘equitable’ or ‘effective’ depends on the circumstances of each case.

The second case concerns a non-conforming provision of any pre-existing taxation measure,75 including the continuation or prompt renewal of a non-conforming provision of any existing taxation measure76 and an amendment to a non-conforming provision of any existing taxation measure to the extent that the amendment does not decrease its conformity, at the time of the amendment, with any of those articles.77 These provisions seek to preserve any existing tax laws and regulations or measures which are otherwise inconsistent with the treaty. As with any other exceptions in treaties, these provisions enable the parties to maintain certain tax measures that are inconsistent with the treaties but which are considered too important to give up. They legitimate tax measures which otherwise would be unlawful under the treaty. However, the provisions do not seem to give the parties the freedom to enact new non-conforming tax measures, possibly because of the distortion they might cause in terms of competition. They are comparable to the ‘stand-still’ obligations in international trade law; they do not allow new restrictions, but immunize existing restrictions from the treaty disciplines.

To sum up: in current BIT practice, there is, at times, application of the national treatment and most-favoured-nation standard, but there are frequent exceptions, mainly to avoid the export of special tax arrangements per double taxation treaty, by regional economic integration (ie mainly EU), and by legislation and by special project agreement. The main field of application of both standards is probably in situations where a government, accidentally or, more likely, intentionally discriminates between domestic investors with strong political influence on the one hand and on the other hand foreign investors, often in competition with domestic investors.78 Other scenarios will be—as currently under litigation in several cases—application of otherwise general and non-discriminatory tax rules in such a way as to intentionally damage a foreign investor, for example, discriminatory ways of interpretation, of tax auditing, or tax prosecution. In these cases, a factually detailed comparison has to be made between the situations—in fact and practice—of comparable domestic investors with the situation of foreign investors targeted by tax enforcement measures.79

(b) Application of the Fair and Equitable Treatment Obligation to Tax Matters (FET)

An important element of foreign investment protection is the obligation of BIT partners to accord ‘fair and equitable treatment’ to each other’s investors in their respective territories. However, by generally excluding tax matters from coverage under an investment treaty, the obligation of fair and equitable treatment is prevented from being applied to tax matters.80 But where there is no general exclusion of tax matters under the treaty or where only the NT and MFN were explicitly excluded from application to tax matters,81 or in some other way, limited in their application to tax matters, there will be no presumption of exclusion of the FET obligation. Rather, the presumption would be that the parties intended the FET obligation to apply by virtue of both the restrictive and effective rules of interpretation of treaties.82

Some investment treaties expressly provide for the application of the FET to tax matters, while others exclude it together with other substantive investment protection provisions. For example, Article X(1) of the US–Ecuador BIT (1993) states: ‘With respect to its tax policies, each Party should strive to accord fairness and equity in the treatment of investment of nationals and companies of the other Party’.83 Similarly, Article 19 of the Japan–Korea BIT (2002) states:

1. Nothing in this Agreement shall apply to taxation measures except as expressly provided in paragraphs 2, 3, and 4 of this Article.

2. Articles 1 [Definitions], 3 [NT in access to justice], 7 [Transparency], 10 [FET and Expropriation], 22 [Subnational authorities] and 23 [Date of commencement of the Treaty] shall apply to taxation measures.84

In interpreting the above provision of the US–Ecuador BIT, the arbitral tribunal in Occidental v Ecuador held that the standard of treatment required by the article is not devoid of legal significance. ‘It involves an obligation on the host state that is not different from the [substantive] obligation of fair and equitable treatment … even though this article had been couched in less mandatory terms.’ Accordingly, the article involves a commitment that cannot be ignored by the parties in the implementation of their tax policies.85 This interpretation relies on the US government’s Explanatory Note to the treaty which stated that the article ‘exhorts both countries to provide fair and equitable treatment to investors with respect to tax policies’.86 Enron v Argentina—chaired by the same president of the tribunal—confirmed that holding, with a clarification that seems to suggest that if a claimant makes a credible expropriation claim at the stage of establishing jurisdiction, then the otherwise excluded disciplines (fair and equitable treatment, national treatment) are fully applicable.87 

(c) Capital Transfer and Taxation: Withholding Taxes

Transfer of capital in the form of profits, dividends, royalties, interests on loans, etc by foreign investors is a vital element in the transnational investment process.88 From the foreign investor’s perspective, the essence of investing its money and taking on the risk associated with the foreign investment is to seek for greater returns on the capital invested. Hence, the average foreign investor will want an assurance from the host state that it will be able to repatriate the revenues, profits, and proceeds of the investment to meet external commitments.89 To an extent, this view is shared by the investor’s home state as it might want the proceeds of the investment to be repatriated for its own economic reasons. Hence, both the foreign investor and its home state will be keen to secure and protect the right to repatriate capital. On the other hand, host states, in particular those with a weak and volatile economy exposed to domestic and global financial risk, have an interest in profits being reinvested in the local economy; they will often view repatriation as detrimental to their economy as it leads to a drain on the country’s foreign exchange.

Indirect repatriation, for example by transfer pricing, will affect the tax base of the host state.90 Central Bank officials and domestic investors might also view capital transfer as a source of fiscal instability or a sign of the preferential treatment accorded to foreign investors over their domestic counterparts, a treatment which is resented by domestic investors.91 The issue harks back to the time when the convertibility relating to the pre-World War I gold standard had abolished and been replaced by a complex system of foreign exchange and repatriation regulations; while these were gradually abolished in OECD and EU countries under the influence of the various freedom of capital transfer rules, they persisted in many developing countries throughout the 1980s. The acid test of liberalized repatriation rules comes during a national (or regional) financial crisis (such as 1998 in Asia and Russia, 2001–2 in Argentina); then, the treaty-based repatriation guarantees become both relevant, but also difficult, if not impossible for the host state to comply with.92

These conflicting interests are usually balanced in the capital transfer provisions of investment treaties. Thus, a typical transfer clause in an investment treaty would provide for free transfer of capital in convertible currency subject to some exceptions such as reasonable and non-discriminatory delay in the event of balance of payments difficulties or currency crises and subject to withholding tax.93 For example, Article 6 of the UK–Russia BIT (1992) guarantees capital transfer ‘subject to the right of each contracting party in exceptional balance of payment difficulties and for a limited period to exercise equitably and in good faith powers conferred by its laws’,94 relating to specific situations and subject to its tax laws. This is similar to the new India–Singapore Model Agreement which contains an exemplary way of resolving the dilemma between the impracticability of paying in a time of pervasive financial crisis and the investor’s legitimate concerns; Article 6.6 of the Agreement essentially sets up a system of consultation guided by compliance with the IMF Agreement and the principle of ‘least-restrictiveness’.95

Article 14 of the ECT96 obliges each party to guarantee to each other’s investors the freedom of transfer into and out of its territory. These include capital, returns on loans repayment, interest, earnings, remuneration, proceeds from sale, or liquidation of business and the like. In order to forestall the possibility of a host state manipulating the exchange rate to the detriment of an investor, the ECT provides that the exchange rate should be the market rate if it exists or the rate applied to inward investment or the rate used for IMF Special Drawing Rights. However, additional restrictions might be placed by a host state to protect the rights of creditors or to comply with its capital market laws and regulations.97 And more importantly for our present purposes, Article 21(6) of the ECT states that the freedom of transfers guaranteed under section 14 ‘shall not limit the right of a contracting party to impose or collect a tax by withholding or other means’. The phrase ‘or by other means’ leaves the door wide open for a host state to decide on the type of taxes to impose on capital transfers. The question is if governments can use the instrument of withholding taxes (legitimate and accepted in principle under the BIT repatriation rules), to achieve in effect the equivalent of an otherwise prohibited restriction on repatriation. For example, they might levy a withholding tax with such conditions and at such a level beyond what is normal practice so that it is impossible, or financially very unattractive, for an investor to repatriate its earnings.98 International investment law usually takes a ‘material’ approach in such matters and looks towards the economic reality and not the legal form, in particular if the legal form is used to disguise the economic reality and intention. If the effect is therefore equivalent to a restriction on repatriation and the rate and modalities of the withholding tax way out of the ordinary, then it should be examined under the repatriation guarantee of the applicable investment treaty.99 Indeed, the imposition of currency repatriation restrictions on an investment (in law or in practice) could possibly amount to an expropriation of specific legal and contractual rights of the investor if it renders the investment worthless; such as where, as a result of the restriction, the investor is unable to meet its external debt obligations or pay its shareholders, resulting in bankruptcy or a complete run-down of the share price of the company. The more so if the ‘trapped’ funds cannot be reasonably reinvested in the host state economy so as to cover such losses.100

Similar provisions (to Art 14 ECT) are found in many other investment treaties including the 1996 US–Ukraine BIT which provides in Article IV(3) that the freedom of transfer does not derogate from the right of either party to maintain laws and regulations ‘imposing income taxes by such means as a withholding tax’.101 Some investment treaties do not expressly use the words ‘withholding tax’ but subject the right of transfer to the contracting parties’, ‘laws, regulations and policies’; this expression could be regarded as broad enough to include taxes and other fiscal measures.102 

However, there are many investment treaties which do not contain such restrictions on the freedom of transfer. For example, Article 5 of the Kazakhstan–Netherlands BIT simply states that each contracting party ‘shall guarantee that payments relating to an investment may be transferred’, without providing for any exceptions relating to taxes or other conditions or circumstances such as those stated above.103 The question is: do such provisions forbid restrictions on freedom of transfer through taxes or during balance of payment difficulties, or should the provisions be construed as subject to a host state’s right to impose taxes under customary international law?104 The use of the words ‘may be transferred’ could be viewed as suggesting some element of discretion for the host state to impose restrictions on transfers when necessary, such as during balance of payments difficulties. Could such an interpretation be extended to cover imposition of taxes or would that be regarded as inconsistent with a party’s obligations under the treaty, which states ‘it shall guarantee’ capital transfer? In other words, does the obligation to ‘guarantee’ capital transfer exclude the imposition of taxes by a host state as that would amount to a breach of the guarantee? The question is if the use of the words ‘shall guarantee’ capital transfer means an absolute guarantee of transferability and if the governments have agreed to thereby forfeit their right to impose and collect taxes on capital transfers. After all, it is a sovereign right to impose taxes and a limitation of tax sovereignty should be read into investment treaties only with prudence. But then, the use of tax powers can be engineered in effect to achieve the equivalent of the otherwise prohibited restriction on repatriation; if the tax measures achieve such a threshold, then they should be seen as again controlled by the repatriation guarantee, which aims at a material, and not only formal, prohibition of state measures achieving in effect and materially a restriction on repatriation.

(d) Taxation and Investment Agreement/Authorization

More often than not, before a foreign investor undertakes any substantial business activity in a host state, it must obtain either the consent or authorization of the host government (ie where the government has no direct interest in the business to be undertaken, such as the development of a housing estate for commercial purposes or a manufacturing plant) or sign an investment agreement with the host state or its state enterprise if the state has a direct interest in the commercial activity (eg, the development of the country’s natural resources or infrastructure, such as an airport, water, or electricity project).105 Such investment agreements or authorizations sometimes contain provisions on the tax obligations of the foreign investor. Essentially, the investor—and its financial sponsors—will want to ensure that the fiscal regime (originating from central and sub-national governments) does not throw up unwelcome surprises once the investment has been made. Most tax-related contractual commitments will therefore be a variation on the theme of the tax stabilization clause.106

In the event of a dispute over an alleged breach of the tax provisions of an investment agreement or authorization by the host state, a question arises as to whether such a tax-related dispute is excluded from the investor–state dispute settlement provision of the investment treaty. The question whether a dispute relating to a tax stabilization guarantee would fall under a tax carve-out or not can only be determined by a close analysis of the treaty at issue, the factual context, the role of a tax carve-out and the existence of an ‘umbrella clause’ in the treaty. In the case of a total carve-out of tax matters from the treaty’s disciplines, the foreign investor would either have to seek recourse in the domestic courts of the host state or try to persuade its home state to invoke any available dispute settlement procedure of an available double taxation arrangement.

However, some investment treaties expressly subject an alleged breach of the tax provisions of an investment agreement or authorization to the investor–state dispute settlement provisions of the treaty. For example, Article 21.3(6) DR-CAFTA states:

Articles 10.7 [expropriation] and Article 16 [submission of a claim to arbitration] shall apply to a taxation measure alleged to be an expropriation or a breach of an investment agreement or authorisation.107

This means that, notwithstanding the general carve-out of tax matters from the substantive obligations of the treaty, nonetheless, where the taxation measure is alleged to be expropriatory or to constitute a breach of an investment agreement or investment authorization, such a claim is subject to the investor–state dispute settlement procedure. Any objection by the host state against an arbitral tribunal assuming jurisdiction over the matter on the ground that it is tax matter and so excluded from the treaty is unlikely to be sustained. This is because such a provision forms one of the exceptions to the general exclusion of tax matters under the treaty.

Two tribunals, Occidental v Ecuador and EnCana v Ecuador, headed by most respected international tribunal presidents and international law scholars, have recently grappled with the issues. In Occidental v Ecuador, the main issue was the interpretation of Article X(2) of the US BIT.108 Ecuador contended that by virtue of that article all taxation matters were excluded from the investor–state dispute settlement provisions except for three specifically mentioned situations. That contention was rejected by the tribunal. It held that to accept Ecuador’s argument would have the effect of rendering such an important article in the treaty meaningless, which would not be what the parties intended at the time of the agreement. According to the tribunal:

[The] Respondent’s view that all matters of taxation are exempted from dispute settlement under the Treaty, with the exception of the specific categories mentioned in Article X, is not persuasive. Even if certain matters could still be covered by this Article and thus not make it meaningless, as argued by the respondent, that interpretation would nonetheless constrain it to a quite marginal application. This is evidently not what the parties intended in placing an Article of such importance in a Treaty which is brief indeed.109

The Occidental tribunal relied on two lines of reasoning to establish its jurisdiction: the first was that the VAT refund dispute was closely associated with an ‘investment agreement’ (here: the ‘participation agreement’ between Occidental and Ecuador); the dispute focused on the question of whether the ‘factor X’ used to calculate Occidental’s financial participation assumed VAT reimbursement or not.110 Thus, the general tax carve-out would not apply according to Article X(2)(c) of the BIT. This gives a wide interpretation to this Article; a narrow one would have required that the core of the dispute focused on Article X(2)(c)—for example, breach of a tax stabilization clause. But the tribunal’s position is in our eyes not unreasonable as the tax dispute cannot be understood without the reductionist Ecuadorean interpretation of the investment agreement.111

It was, however, less persuasive when the tribunal put forward (perhaps indicating a lack of conviction in its first reason) a second, in our eyes weaker, fall-back line of reasoning. Its reasoning is not at all clear. In essence, it seems to carry out an intellectual operation which overcomes the plain meaning of Article X(1)—that parties ‘should strive to accord fairness and equity’—denoting a merely hortatory and not legally binding phrase.112 This exhortation is followed by the word ‘nevertheless’ introducing the tax carve-out, so it is hard to see how the parties could have wanted to apply the fair and equitable standard to tax-related disputes, when they clearly said that this was only at most a best-effort exhortation, without legally binding effect and equally clearly said that the tax carve-out covered the legally binding ‘fair and equitable’ obligation. Nor can the plain meaning be overridden by ‘purpose and intention’: a tax carve-out for ‘fair and equitable’ and ‘national treatment’ obligations (but not expropriation) is fairly common. Article X of the BIT is part of a general BIT practice which expresses the logic of the tax carve-out provisions: expropriation, for the investor the most serious issue expressing its greatest vulnerability, is included, albeit with many procedural limitations as described in Article X(2)(c). Fair and equitable and national treatment, on the other hand, are excluded because here the balance between tax sovereignty and investor vulnerability is different; in both cases, intrusion into the ‘regulatory space’ of the state is greater, while the investor exposure is—at least generally—less than in the expropriation scenario. This part of the reasoning of the Occidental tribunal should therefore be seen as an obiter dictum not necessary to support the—reasonable (though perhaps a little strained)—conclusion that the dispute included enough substance from the investment agreement and so was not excluded by the tax carveout. The El Paso—Argentina jurisdictional award113 disagreed with this very wide reading, but left its determination to the merits phase; it assumed jurisdiction on the basis that the claimant made a prima facie showing of a tax dispute that was expropriatory and in breach of an investment agreement.

The subsequent EnCana v Ecuador award dealt with the same government conduct under more or less identical conditions as in the Occidental case, but there was one crucial difference: it was based on the Canada (not US)–Ecuador BIT. This BIT (Art XII) had a similar, but more extensive, tax carve-out. It only allowed tax-related claims about a ‘breach of an agreement between the central government authorities … and the investor’—while the US–Ecuador BIT did not use such a restrictive notion of the ‘investment agreement’ (the agreement in both cases was with Petro-Ecuador, not the central government). The full tribunal (including the dissenting co-arbitrator) had no difficulty in considering the claims as mainly tax-related—and thus excluded (apart from the expropriation element) from the investor–state dispute settlement mechanism by reason of the operation of the tax carve-out.114

The explicit narrowing down of the exemption from the tax carve-out to disputes about breach of ‘agreements with central government’ (ie whatever its status under international law, not with Petro-Ecuador) supports the tribunal’s conclusion in the face of claimant efforts to present the claim as not in the main about tax, but about oil contracts.

It seems from both the EnCana and Occidental awards that no contract drafters, advocates, tribunals or commentators have so far been able fully to come to grips with the operation of the ‘adaptation’ (ie economic re-equilibration) component of tax stabilization clauses.115 The fact that as yet no persuasive jurisprudence has grown out of these two cases reflects the early stage of arbitral tribunals’ confrontation with the tax issues. One should therefore not be too critical but praise the tribunals for identifying some of the key issues. A particular difficulty in these cases was the interaction between general tax regulation on the one hand and, on the other, specific contracts of the investor with the state enterprise. These contracts, their specific content, the legitimate expectations they created, and the conditions for contract tendering were inextricably linked with the general tax system. Both tribunals struggled valiantly with this link; their efforts at struggling with this interaction deserves respect, though the ultimate outcome and reasoning need to be seen more as pioneer efforts than a conclusive statement resolving the dilemmas of adjudicating on tax issues closely intertwined with contract issues. It is also noteworthy that both tribunals have reached opposite conclusions, both, perhaps, stretching the law or positioning themselves at the edges of interpretability to reach the preferred results. Tax and state sovereignty raise strong sentiments; attitudes towards the relation between state and a private investor are forced to reveal themselves.

(5) TAXATION AND
EXPROPRIATION—TAX ‘FILTER/VETO’

The tension between the need to protect investor rights on the one hand and the taxing powers of governments on the other is most intense when it comes to the expropriatory tax provisions of modern investment treaties. Modern complex tax systems with endless add-ons for reasons of social, economic, and financial engineering, of anti-avoidance methods and because of an infinite amount of political pressures and lobbying will have difficulty standing up to exacting and perfectionist nondiscrimination and ‘fair and equitable’ standards; investors have learnt to accept—at home as well as abroad—that tax systems are complex, with some volatility, and not perfect in terms of equality and justice. They have even learnt that business opportunities can be created by regulatory and tax changes (eg current solar and wind power and other non-renewable business booms),116 but can also be destroyed by such changes (eg prohibition of tax avoidance models are often associated with mini-booms in particular areas, eg in the building industry or fiscal discouragement of other industrial and commercial activities for, say, environmental or health and safety reasons). But what is hard for investors to accept is ‘undue surprise’, that is, governmental action, usually following visible or invisible political pressures, that disappoints the ‘legitimate expectations’ of an investor that a particular tax treatment will continue117  and thereby destroys all or most of the economic value of the investment. The facts of the Barcelona Traction118 and Yukos119 cases illustrate this well.

Both cases illustrate how the tax system—and in particular its application—can be used by governments, typically with collusion between leaders of government, the national judiciary, the tax authorities, and often the subsequent beneficiaries—to destroy the economic value of an investment under cover of what appears on the surface and at first sight to be formally proper application of tax (or foreign exchange) audit, tax assessment, and tax collection procedures. Investors have had experience with such velvet forms of legally camouflaged expropriations in particular after both world wars and in the inter-war and post-war periods. Often or inevitably, it is authoritarian regimes with a political, ideological or racist agenda which use the ‘tax screws’ to finish off political opponents, foreign investors, or undesirable ethnic businesses in a way that can be presented internally and internationally as nothing but the normal pursuit of ‘law and order’. It is for these reasons that, whatever the reluctance of ministries of finance and tax authorities to let private parties, private counsel, and international tribunals interfere in their conduct, confiscatory tax (‘fiscal expropriation’, ‘expropriatory taxation’) is usually the one concept that remains in investment protection treaties, even if frequently with procedural qualifications to let at least joint action by home and host state tax authorities acting in a spirit of collegiality and consensus defeat an investor claim.

The difficulties in distinguishing an indirect expropriation from legitimate regulation with a significant economic impact on the investor’s property have led recently to efforts in (mainly US and Canadian) model BITs to provide more specific criteria. These often borrow from comparative constitutional law (in particular US ‘regulatory takings’ jurisprudence). Comparative constitutional law (including EU, ECJ, and US jurisprudence) provides an already highly developed set of criteria; it is thus helpful for defining the boundaries of indirect expropriation.120 In essence, it is the three-level test: substantial deprivation—disappointment of legitimate, investment-backed expectations—character of the government measure (itself including in our view the limits on property ‘police power’ in the exercise of inherent rights). This test now shows up not only in US and Canadian model BITs, but also increasingly in new BITs based on these models and arbitral jurisprudence.121

With regard to taxation, the—incomplete—provisions of the 1998 draft MAI reflect quite pertinent attitudes among at least (and presumably not only) the OECD member states on a careful approach towards confiscatory tax claims: Article VIII of the draft MAI states, among other things, that the mere fact that a taxation measure is burdensome on an investment does not constitute expropriation if it is generally within the bounds of internationally recognized tax policies and practices; more so if the tax measure applies to all taxpayers.122 The more a singling-out of individual investors (presumably, in particular, foreign investors) is present, the weaker the presumption in favour of the non-expropriatory character of the tax. That itself takes up suggestions in general expropriation law where ‘disproportionate burden’ and discriminatory singling-out, without legitimate reasons, of individual, in particular foreign, taxpayers raises ‘red flags’ pointing towards expropriation.123

The draft MAI provision takes up a theme that one can also identify in the ‘Harvard Draft ’124 which sought to formulate the international law standard for indirect expropriation (Art 10(3)):

A ‘taking of property’ includes not only an outright taking of property, but also any such unreasonable interference with the use, enjoyment, or disposal of property as to justify an inference that the owner thereof will not be able to use, enjoy, or dispose of the property within a reasonable period of time after the inception of such interference. (Emphasis added)

Article 10(5) contains the significant qualification and specification:

An uncompensated … deprivation of the use or enjoyment of property of an alien which results from the execution of the tax laws; from a general change in the value of the currency; from the actions of the competent authorities of the State in the maintenance of public order, health or morality;….shall not be considered wrongful, provided: (a) it is not a clear and discriminatory violation of the law of the State concerned;….(c) it is not an unreasonable departure from the principles of justice recognized by the principal legal systems of the world; and (d) it is not an abuse of the powers specified in this paragraph for the purpose of depriving an alien of his property. (Emphasis added.)

The distinction between more general (and thus less likely to be expropriatory) and more specific (and thus with a ‘red flag’) taxation also appears in the US Restatement:


A State is responsible as for an expropriation of property under subsection (1) when it subjects alien property to taxation, regulation, or other action that is confiscatory, or that prevents, unreasonably interferes with, or unduly delays, effective enjoyment of an alien’s property….125

A state is not responsible for loss of property or for other economic disadvantage resulting from bona fide general taxation, regulation, forfeiture for crime, or other action of the kind that is commonly accepted as within the police power of states, if it is not discriminatory … and is not designed to cause the alien to abandon the property to the state or sell it at a distress price.126 (Emphasis added.)



We find the same reference to ‘normal’ government conduct (one should add the implied qualification of ‘well governed countries’—something that was more explicit in the now obsolete earlier notion of ‘civilized nations’ that is now replaced by the ‘principal legal systems of the world’, in post-2004 US BIT practice (Art 5)) with its reference to the principal legal systems of the world, that is, the general principles of international and comparative administrative (and thus also tax) law. The scrutiny of a tax practice asserted by the claimant to breach an investment treaty discipline—and in particular the expropriation standard—thus will in most cases involve a benchmarking against ‘good’ and ‘normal’ tax practice in developed systems of law. These provide the yardstick to identify significant deviation; while a deviation may by itself express nothing but acceptable idiosyncrasies of national law and legal culture, they come with a ‘red flag’. The onus is then on the government’s burden to persuade and prove that such deviation is legitimate.

With the help of such authoritative instruments we can conclude that ‘normal’ state practice in countries seen as well governed127 is unlikely to constitute an expropriatory taking; it rather reflects the toll that investors have to accept as a price for doing business and for getting access to the infrastructure of the host state’s economy and society at large. On the other hand, when taxation goes beyond what is ‘normal’, a red flag attaches itself to such measures and the expropriation test (economic impact—legitimate expectation—character of the measure) needs to be applied fully. The more a tax measure is ‘out of the ordinary’—as compared to the tax practices of well-governed countries, the more there are elements of discrimination and singling-out which are not based on legitimate reasons as compared to a general tax measure and the more intentions (which can be read into the design and architecture of the tax measure) to deprive foreign investors can be identified, the more the likelihood of an expropriation emerges.

A tax or tax enforcement that singles out a particular investor (or group of investors)128 becomes suspect, in particular if such singling-out and discriminatory enforcement correlate with political opposition between that investor and the powers controlling the state The same applies when there are substantial indications that the tax discrimination (whether in terms of the actual content of the law and/or de facto in prosecution, auditing, and enforcement practice) is based on racial prejudice,129 association of the foreign or domestic investor(s) with the former government, or because the investment is exclusively or primarily foreign-owned (and/or owneds by nationals of specific countries with which the host state is in a hostile relationship). In such cases, the burden of showing a ‘legitimate reason’ has to be much higher than in cases of differentiated tax treatment where no particular suspect reason for the differentiation is available. It is possible to distil from such principles—or rather guidelines for assessing the tax and balancing the criteria for and against its expropriatory character—a system of presumptions (involving a burden of proof and legal persuasion). As ‘red flags’ attach themselves to a tax measure, the burden of proof and legal persuasion is on the taxing state to show that the measure is not discriminatory, has legitimate reasons, and is not intended to harm foreign investors and carry out expropriation in legally camouflaged ways.

(6) RECENT ARBITRAL JURISPRUDENCE ON EXPROPRIATORY TAXATION

There are few earlier awards dealing with taxes;130 their relevance is less than modern treaties, the accompanying authoritative instruments (eg US Restatement; OECD model convention; MAI; Harvard Draft; World Bank Guidelines), and in particular recent arbitral jurisprudence. The modern practice can be understood as rejecting—at times quite explicitly and directly—the traditional public international law approach expressed, for example, in the 1932 Kuegele v Polish State, case which completely exempted taxation from the applicable treaty’s scope.131 One needs to appreciate that, to employ Philipp Bobbitt’s terminology,132  the earlier cases are embedded in the context and spirit of the extreme emphasis (if not obsession) with the nation state: touching tax powers meant touching the most sensitive part of the nation state. External and independently enforceable disciplines on states’ tax powers are rather an indication of the gradual, and far from smooth, transition from the nation state to its modern form of market state. Subordination to international disciplines provides market states with a competitive advantage; simultaneously, it reinforces the effectiveness of domestic economic reform. The contrast between the post-World War I Kuegele case and the post-2000 Feldman case thus illustrates the transition from the pure nation-state focus to acceptance of the new paradigm of market states in international economic law.

In recent arbitral jurisprudence, expropriatory jurisprudence has only been dealt with in a few awards. In the earlier Revere Brass and Copper case, the tribunal (as we discussed earlier) found expropriation because of the imposition of a new ‘production tax’ (‘bauxite levy’) contrary to a tax stabilization clause. This case—often and incorrectly cited to support a narrow indirect expropriation concept—to the contrary marks a very extensive application: the tribunal (with a dissent) considered this tax expropriatory, though the operation remained profitable and under the factual control of the investor. The tribunal, operating under the then more narrow OPIC insurance contract, which provided coverage only for expropriation, not for breach of contract, thus shoehorned the breach of contract into the expropriation concept. It should stand as authority that interferences with investors’ rights with a lesser economic impact can still be seen as expropriatory when a new tax breaches a prior tax stabilization guarantee. It should not, however, be seen as providing any authority for the proposition relied upon in both the Methanex v US and EnCana v Ecuador awards that a regulatory measure (including a tax) becomes expropriatory only if contrary to a prior specific tax stabilization commitment.

In EnCana v Ecuador, the tribunal required, for ‘indirect expropriation’, that a tax law be ‘extraordinary, punitive in amount or arbitrary in its incidence’.133 It relied for its very restrictive result on the Kügele v Polish State case of 1932134 as the only precedent available that ‘general’ taxation cannot constitute expropriation. But a review of the Kügele decision suggests (on the bare facts reported) that the investor here was subject to an increase in licence fees that appears to have been made in order to drive him out of business. It is questionable if such precedents (as with the often quoted Oscar Chinn case) are still relevant and have not been in effect superseded and revoked by the express references in authoritative instruments such as the Harvard Draft, the OECD model agreement, the US Restatement, the draft OECD MAI, and the inclusion of, in particular, expropriatory taxation in most investment treaties to the effect that taxation should be considered expropriation if it has an effect equivalent to a taking. In particular, this practice—started in the 1950s and fully developed since the 1960s135—suggests an outright rejection of the position of the Kügele tribunal that if something is labelled tax, then it cannot be expropriation as the ‘trader’—at least in theory—could continue his trade and pay the tax.

In Occidental v Ecuador, the tribunal was much more reticent than the EnCana tribunal with respect to the quality of the ‘tax refund right’ to constitute an ‘investment’ protected against expropriation. It did not separate the tax refund from the overall investment consisting of a bundle of property rights but rather looked at the economic effect of the denial of the tax refunds on the overall investment. This examination of the economic effect indicated that the overall investment was doing well and thus no ‘substantial economic deprivation’ took place.136 The tribunal’s restrictive approach towards indirect expropriation was perhaps facilitated by the fact that it was not precluded (as the EnCana tribunal was) from accepting the claim for breach of national treatment/discrimination.

A comparison between both awards is instructive for several reasons. The EnCana tribunal, by focusing on the tax refund right per se instead of looking at the overall ‘economic unity’ of the investment, would have been able to find a right that could be taken by direct expropriation, but used the lack of various criteria (bad faith, ‘final repudiation’, obstruction of access to courts) to reject a conclusive ‘taking’. The Occidental tribunal—in the end favourable to claimant—could afford to reject the expropriation claim—a frequently used satisfaction provided by tribunals to otherwise losing respondents—as it had been able to construct a jurisdictional and merits reasoning for the national treatment claim.

In Goetz v Burundi,137 the dispute involved a licence to operate in an economic free zone entailing tax and import duty rebates. That licence was withdrawn with prospective—not retrospective—effect. The tribunal considered the withdrawal of the licence as an indirect expropriation under the applicable BIT. The case suggests that—except where specifically so regulated in the treaty—there is no particular respect due for tax-related measures; that is quite different from the EnCana tribunal, which added a substantial number of additional conditions to the expropriation test, even if a tax-related pre-existing right was repudiated by the government and even if the repudiation by the government created a retrospective effect.

In Link-Trading v Moldova, the dispute concerned the withdrawal by the government of customs and tax exemption (contained in the country’s investment law) granted to the claimant’s retail customers for purchases of goods made in an economic free zone where the claimant conducted its business. The change in the customs and tax regime had a negative effect on the claimant’s profitability for which it claimed compensation for alleged indirect expropriation. After analysing the parties’ submission, the tribunal concluded that the disputed measure did not amount to an indirect expropriation of the claimant’s investment. It noted that although indirect expropriation might occur through taxation measures, such a finding could only be made when the measures were found to be an ‘abusive taking’, which was not so in this case. According to the tribunal, the disputed changes were neither arbitrary nor discriminatory. Instead, they were changes of general application not directed specifically against the claimant. Furthermore, the tribunal found that the changes did not ‘place the claimant in a worse competitive position than any other similarly situated businesses in Moldova’.138

Feldman v Mexico contains, next to EnCana, the most extensive modern discussion of indirect expropriation and taxation to date. Unlike EnCana, which relies mainly on the ‘direct expropriation’ concept, the Feldman tribunal considered that indirect expropriation was the natural concept to apply to taxation.139 It carried out an extensive analysis with considerable sympathy for the possibility of an indirect expropriation; in the end, it declined to award on the basis of Article 1110 NAFTA (expropriation) and chose instead Article 1102 (national treatment). Reviewing the jurisprudence of other tribunals that grappled with the indirect expropriation concept (mainly Pope & Talbot v Canada), the tribunal focused on the existence of an acquired ‘right’. If the acquired right were, in its economic impact, seriously affected, then, so one can read the award, it would have found an indirect expropriation. But it considered in the end that Feldman did not have an acquired right to receive a VAT refund under the specific circumstances of the case—a ‘grey’ market and unsatisfactory accounting for VAT paid, but rather a mere commercial expectation dependent on the evolution of the regulatory regime, but which had not grown into a secure legal right or a legitimate expectation that government conduct (at one time they paid a VAT refund) would remain stable. Furthermore, it saw no interference with the investor’s control over his business. One should quote here the degree to which, in the tribunal’s view, taxpayers have to tolerate inconsistent conduct by tax authorities:

Unfortunately, tax authorities in most countries do not always act in a consistent and predictable way … As in most tax regimes, the tax laws are used as instruments of public policy as well as fiscal policy and certain taxpayers are inevitably favoured, with others less favoured or even disadvantaged.140

A review of the expropriation discussion in the award suggests three criteria that the tribunal thought key for determining expropriation:

1. the existence of an acquired right;

2. a restriction that is ‘sufficiently restrictive’ (with reference to Pope & Talbot); and

3. a finding that the authorities—legislative, administrative or judicial—behaved in a ‘discriminatory or arbitrary’ (or perhaps unfair or inequitable) way.141

It would tend to be more ready to find indirect expropriation if one of these standards were breached in a particularly intensive way—with a lessening of the intensity of breaches with respect to other criteria; it would also (referring to Metalclad v Mexico) be more ready to find an indirect expropriation if there were a breach of legitimate expectations (though the term is not used explicitly) created in particular by specific assurances without extensive ambiguity and on their face not inconsistent with Mexican law.142 The Feldman tribunal considered the assurances received by Feldman (if at all) ‘at best ambiguous and largely informal’. The treatment suggests that a breach of properly ascertained ‘legitimate expectations’ weighs heavily towards a finding of expropriation, while an absence of such expectations, or their lack of reasonableness and legitimacy, will weigh against the claimant.143

It is instructive to compare Feldman with the EnCana award. On the basis of the Feldman criteria, EnCana should have led to a finding of indirect expropriation: there was an acquired right, a legitimate expectation based on past conduct by Petro-Ecuador and the tax authorities, and, it appears, underlying a transparent tender for the contracts with Ecuador. Feldman does not require bad faith and/or the final, definitive, comprehensive repudiation by the administration and the courts which the EnCana tribunal required.144

In CSOB v Slovak Republic,145 an argument over taxes played a role, but only in the context of damages; the respondent argued that had it complied with its obligations earlier, the claimant would have had to pay more taxes; that should, in its view, reduce the damages claim. The tribunal did not accept this ‘tax-saving by way of breach of international obligation’ argument. In the El Paso v Argentina jurisdictional award, the tribunal indicated that for an expropriatory tax claim, the taking of a ‘specific legal right’ was required;146 is also found, at least for jurisdiction, enough connection between the tax-related dispute and the investor’s concessions—here concluded with state-owned entities and granting ‘rights to natural resources belonging to the host state’.147 

(7) THE ‘TAX FILTER’: JOINT TAX CONSULTATION OR JOINT TAX VETO AS LIMITATION ON THE EXPROPRIATORY TAX DISCIPLINE

A very distinctive feature of the regulation of tax measures in modern investment treaties is the ‘joint tax consultation’, sometimes amounting to a ‘joint tax veto’ by the two tax authorities. This mechanism reflects again the particular sensitivity of the tax issue and the reluctance of the tax authorities to let outsiders—private parties, counsel and tribunals—participate in the international tax instruments ‘owned’ by the tax authorities in an inter-governmental forum. It is recognized that expropriatory taxation can be a particularly insidious way to take property in ways that look on the face of it lawful, but on the other hand the tax authorities do not want to give up their powers even in this egregious case. This has led, in treaty formulations, to various forms for interposing the tax authorities (primarily acting jointly) between the parties and a tribunal. Either a joint tax consultation is, with a recommendatory or binding effect of some sort, required before an investment claim becomes admissible or there is a ‘joint tax veto’, where the tribunal’s power to determine the expropriatory character is in effect assigned to the two tax authorities acting jointly. This introduces an element of politics, as implicit in traditional diplomatic protection—an element to subordinate the adjudicatory power of investment treaty tribunals to the power of the governments when they act jointly. It recalls the power of the NAFTA Commission to issue legally binding interpretations to tribunals148 and similar powers to issue legally binding opinions to tribunals of new US investment treaty models.149

The major investment treaties (NAFTA, ECT, DR-CAFTA) including the US–Uruguay BIT, US Model BIT (2004) Canada Model BIT (2004) and Japan–Mexico FTA,150 vest in the competent tax authorities the power to filter or veto a complaint by the foreign investor alleging expropriation arising from a taxation measure adopted by the host state. In essence, the treaties require the investor to refer its complaint of expropriatory taxation to the tax authorities prior to or at the time of initiating the arbitration process. The tax authorities are given a time limit (6 or 9 months) within which to decide whether the taxation measure is not expropriatory,151 failing which the investor may proceed with the arbitration.152 Thus, although the competent tax authority procedure cannot be used by the host state to unduly delay the arbitration, nevertheless, it may effectively prevent a purely legal issue from being determined by an arbitral tribunal.

To sum up, the expropriatory provisions of the more recent investment treaties reflect the tensions and conflicts between those who wish to preserve and possibly extend international disciplines on the tax and regulatory power of states on the one hand and those—presumably in the main tax authorities, nationalistic governments and NGOs—who seek to minimize the impact of international, treaty-based disciplines on the domestic political process, a tension that is well illustrated in the ‘Federalist Papers’ debate concerning the US Constitution, that is between those in favour of a rule of law protecting minorities against favouring extensive constitutionally unchecked powers of majority rule arising out of the political process.153 In making a finding of confiscatory tax/indirect fiscal expropriation, it is not only the impact of the measure, but also the disappointment of legitimate expectations and the conformity (or not) of the tax measure at issue with accepted tax practices in the major legal systems which are determinative.

(8) TAXATION AND TRANSPARENCY

As part of the increasing liberalization of investment legislation and protection of foreign investors, a number of investment treaties impose on the contracting parties the obligation to make public their laws, regulations, judicial and administrative decisions, and rulings relating to investment, and to promptly respond to inquiries from interested foreign investors.154 Some investment treaties further require parties to receive and consider comments from interested individuals and groups regarding proposed legislation so as to enable those directly affected by the proposed legislation to have a say in the law-making process.155 These are general requirements of transparency which might not be directly applicable to taxation matters under such treaties in view of the exclusion of tax matters from coverage under most investment treaties; however, they will inform the way the generally applicable good-faith principle is applied to tax matters from which it is not, and arguably cannot, be excluded. The 2002 Japan–Korea BIT and the draft MAI expressly provide that the provisions on transparency shall apply to taxation measures.156 Article VIII(3) of the draft MAI states that the transparency provision of the treaty shall apply to taxation measures, except that no party is obliged to disclose confidential information regarding a taxpayer as provided for under the country’s domestic laws or international agreements.

Transparency, and, in its wake, the concept of legitimate expectations as a generally recognized principle of comparative administrative law of the principal legal systems of well-governed countries, of international public law and international investment law, are therefore part of the legal order established by investment treaties applicable to tax matters—irrespective of the fact that some specific treaty disciplines—for example, fair and equitable treatment or national/most favoured treatment—may be excluded from application to tax-related investment disputes. The rationale behind the application of these principles to guide the application of the treaty’s specific disciplines is to contribute to the rule of law157 and prevent a manifest and substantial abuse of power by governments against foreign investors. That is part of the good-governance role of investment treaties; by external disciplines, they aim not just at protecting specific investors, but help host states upgrade their legal regime—both in formal and in substantial, practical terms.158 The point of applying the transparency and legitimate expectations principles is to prevent host states from springing surprises on unwary or unsuspecting foreign investors and to curb possible abuse of tax legislation (especially through reinterpretation and rulings by tax authorities) in a manner that would adversely affect the economic interests of foreign investors. While international law is not meant to ‘freeze’ domestic regulation from evolving reasonably and in line with accepted standards, the principles of transparency and legitimate expectations are meant to keep the state from abusing its dual power as both seller/contract party and as sovereign regulator in undoing the terms of deals agreed upon freely. States have numerous possibilities at their disposal—enacting new law with retroactive effect, using their control over administrative agencies and courts to bring in a surprising fundamental re-orientation of the law under which the investment was made or applying existing law in a way that singles out the foreign investor(s) in a detrimental way to satisfy domestic political agitation. Legal certainty, transparency, and reasonable respect for—reasonable—legitimate expectations are hence the essential constituents of the ‘rule of law’ in practical and effective, rather than only in nominal and formalistic terms. The main concern therefore is stability of the legal and business framework under which the investment was made and the protection of the legitimate expectations of the foreign investor.159

The application of tax law has to be constrained by the generally recognized principles of transparency, legal certainty, and legitimate expectation. These principles can be based on the over-arching ‘good-faith’ principle of international law, but they are also nothing but key components of the modern concept of ‘rule of law’ and ‘good governance’. As noted earlier, it is nothing more than the modernization of standards that have been expressed over and over in authoritative international instruments (eg the Harvard Draft, the commentaries to the OECD investment model agreement, the US Restatement, the World Bank Foreign Investment Guidelines, the draft MAI) and in modern arbitral jurisprudence. Nor do these principles fall from the air or from interpreters’ heads: most or all investment treaties explicitly mention liberalization of investment conditions and promotion of investment by greater predictability, certainty, and transparency. It is sufficient to take the Preamble to the NAFTA (‘predictable commercial framework for business planning and investment’), its list of objectives (promote conditions of fair competition, increase substantially investment opportunities) or the Energy Charter Treaty (‘create a climate favourable to the flow of investment’, ‘a transparent and equitable legal framework for foreign investments’ or a ‘stable and transparent legal framework’).160 These objectives, in accordance with Article 31 of the Vienna Convention on Treaties, have to guide the application of treaty disciplines to tax-related investment disputes. Comparative tax law thus serves as a tool to identify when tax surprises ‘go too far’. Tax surprises can easily ‘go too far’ when governments rely on open-ended legislation (eg the function of anti-avoidance legislation to question virtually every transaction with a tax planning motive) involving considerable discretion.161

CONCLUDING REMARKS

In this chapter, we have presented an overview of how tax matters are regulated in modern investment treaties, including the underlying policy issues that are reflected in the tension between international controls on the one hand and tax sovereignty on the other. That tension is also mirrored in the much slower progress in tax treaties, where mere intergovernmental consultation seems gradually to be giving way to more formal procedures of inter-state arbitration, with quite a weak role for the individual tax-payer. In comparison with tax treaties, investment treaties have advanced further in imposing relevant external controls on domestic fiscal conduct. It seems to us that these tensions are indicative of the gradual and bumpy transition from the conceptual legal heritage of the nation state to the required legal approaches required in the modern market state. Law and lawyers in particular are conceptually imprisoned by the legal tradition of the nation state, nowhere more so than in public international law. As the development of law proceeds at a slow and majestic pace, new approaches—international disciplines—and traditional approaches—tax sovereignty—wrest with each other in treaty language, application, and commentary. The resolution of these tensions can only progress gradually as legal innovation is backed by attitudinal and cultural acceptance. This chapter has only been able to provide an overview of both modern tax-related investment treaty practice and some of the issues that arise when the specific treaty disciplines (in particular, fair and equitable treatment, national treatment, indirect expropriation) are applied to tax-related investment disputes. Furthermore, in-depth work is needed to use the full gamut of already available arbitral jurisprudence and academic commentary to the specific tax-related investment disputes we now see emerging.
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CHAPTER 10
MOST-FAVOURED-NATION TREATMENT

PIA ACCONCI*

(1) The Essential Features of the MFN Standard

(2) The MFN Treatment Standard as a Treaty Clause

(a) The MFN Clause in BITs

(b) The MFN Clause in other International Instruments

(3) The International Case-Law Applying the MFN Standard

(a) Substantive Treatment

(b) Procedural Matters

Concluding Remarks

WITH increasing globalization, and with most developing countries no longer advocating the establishment of a New International Economic Order (NIEO), the so-called ‘open-door policy’ on foreign investment has become widespread and the non-discrimination principle is generally more accepted than in the past. The two typical non-discriminatory treatment standards, that is most-favoured-nation and national treatment, are usually included in international treaties, whether bilateral or multilateral, concluded in the field of foreign investment. As is well known, the most-favoured-nation standard takes the rights granted by the host state to foreign investors of other countries as a benchmark, whereas under the national treatment standard the foreign investor is entitled to be treated as a host state national would be.1 These are both relative standards, that is, variable and comparative, as they presuppose comparison with the way other foreign investments (most-favoured-nation treatment, MFN) and national ones (national treatment) are dealt with by the host state in a like situation. Their aim is to ensure uniformity and equality of the treatment granted by a host state and to balance competition in this country’s market. This chapter will assess how the most-favoured-nation treatment standard has come to be regularly included in international instruments and treaties concerning foreign investment. After outlining the special features of this standard in international investment law, it will examine the relevant cases2 that have, inter alia, dealt with claims for applying such a standard differently from what many states and scholars were expecting. Then, the chapter will evaluate whether or not this case-law is actually altering the present international scenario for foreign investment, as one could think in light of the debate which arose from the ICSID Awards in the Maffezini and other subsequent cases.3

(1) THE ESSENTIAL FEATURES OF THE MFN STANDARD

Commonly, uniformity and equality are deemed appropriate terms to define what consequences are supposed to derive from reference to the non-discrimination principle.4 Undoubtedly, this does not mean that such a principle obliges a host state to grant an ‘equal or identical treatment’ to all investors operating on its territory. A host state can grant different treatment to investors from different foreign states, if they are in a different objective situation. That is why investment treaties often include the ‘in like situations’ or ‘in like circumstances’ requirement in their most-favoured-nation treatment clauses. This means that such clauses apply only to investors and investment that are ‘in like situations’ or ‘in like circumstances’.5 Reference to this requirement underlines the comparative nature of the non-discriminatory treatment standards and the key role of comparators. As the ultimate goal of the non-discrimination principle is to make foreign investors from different countries and national investors compete on the same level, it is enough that a host state accords foreign investors a ‘“treatment no less favourable” than that accorded to the “most favoured” third nation … and to [its] nationals’,6 provided that the ejusdem generis principle is satisfied.

The ejusdem generis principle requires that the international treaty including a most-favoured-nation clause (so-called ‘basic treaty’) deals with the same subject-matter as the international treaty providing for the most favourable treatment (so-called ‘third-party treaty’).7 Otherwise, in conformity with general rules of international law, the ‘third-party treaty’ is res inter alios acta in respect of the state which, under the ‘basic treaty’, is the beneficiary of the most-favoured-nation treatment.8

From a foreign investor’s point of view, both the non-discriminatory standards, being variable, do not, however, ensure certainty of treatment. In order to achieve the highest level of protection possible, modern international treaties concerning foreign investment prescribe that a contracting state has to grant another contracting state’s investors most-favoured-nation treatment or national treatment, ‘whichever is the more favourable’. In addition, these treaties often refer to both such standards combined with other different treatment standards, such as fair and equitable treatment. This is a non-contingent standard, that is, invariable and absolute, since it is independent of the treatment accorded by the same country to other investors.

The 1994 Dutch Model BIT provides a typical formulation of how the possible different treatment standards can be combined. By Article 3 (1) and (2):

1. Each Contracting Party shall ensure fair and equitable treatment of the investments of nationals of the other Contracting Party and shall not impair, by unreasonable or discriminatory measures, the operation, management, maintenance, use, enjoyment or disposal thereof by those nationals. Each Contracting Party shall accord to such investments full physical security and protection.

2. More particularly, each Contracting Party shall accord to such investments treatment which in any case shall not be less favourable than that accorded either to the investments of its own nationals or to investments of any third State, whichever is more favourable to the national concerned.9

Most-favoured-nation treatment cannot apply if only investors of the same country have invested in another country. In such a case there is no possibility of comparing the treatments granted by the same country to foreign investors coming from different countries. Thus, fair and equitable treatment becomes a very important reference standard.10 This is probably one of the main reasons why the latter is often considered more typical of the field of foreign investments than the most-favoured-nation treatment standard, whose functioning in such a field has indeed been quite a neglected issue so far.

Recently, some claimants and scholars have, however, started to be interested in this issue. Actually, applying the most-favoured-nation treatment standard has become one of the most controversial issues in international investment law, especially since the 2000 ICSID Award in the Maffezini case. As will be seen, the ICSID tribunal established that, by including a most-favoured-nation standard clause in an investment treaty, uniformity can be achieved as regards not only substantive treaty rules but also procedural ones, particularly those concerning dispute settlement and consent to arbitration. Afterwards, other ICSID tribunals interpreted and applied this treatment standard extensively, causing much public debate at an international law level.11 Notably, the line of reasoning adopted by these tribunals has contributed to the ongoing debate on ICSID and its possible reform. In fact, ICSID is criticized by some developed and developing countries that are no longer satisfied with the increasingly frequent recourse to its arbitration by private investors, resulting in increasingly complex amounts of inconsistent case-law.

(2) THE MFN TREATMENT STANDARD AS A TREATY CLAUSE

Most-favoured-nation treatment is provided for in a treaty clause. In effect, there are no rules of general international law in this respect.12 This was also the view of the UN International Law Commission which, in 1978, proposed some Draft Articles on Most-Favoured-Nation Clauses to the UN General Assembly to promote negotiations for a pertinent multilateral agreement within the UN.13 These negotiations did not take place. The 1969 Vienna Convention on the Law of Treaties would have been the key reference point for such negotiations, since the most-favoured-nation treatment standard is provided for in a treaty clause. The relevance of such a Convention would have derived from the fact that, at least partly, it incorporates rules of general international law on the Law of Treaties.14

With respect to international agreements providing for the most-favoured-nation treatment standard in the field of foreign investment, bilateral investment treaties (BITs) must be distinguished from multilateral ones, especially from recent regional ones, which mostly establish free trade areas. Whereas BITs tend to focus on treatment and protection of private investments,15 recent multilateral agreements also tend to ensure progressive liberalization and promotion of trade and investment. Therefore, these agreements, inter alia, deal with matters such as market access, right of establishment, performance requirements, government procurement, and transparency. However, multilateral agreements have only a limited geographical and sectoral coverage and provide more exceptions than BITs. Furthermore, as far as specific treatment standards are concerned, such agreements generally follow the typical formulation of corresponding BITs provisions. Thus, BITs remain basic for evaluating chief trends in present international investment law. In particular, these bilateral treaties, being great in number and being widely applied by international arbitral tribunals, are a very important means to understand the main issues of modern international investment law, such as that related to the functioning of the most-favoured-nation treatment standard.

Implementing treaty obligations concerning treatment standards generally means protecting the foreign investor against non-commercial risks, that is, against any action of the host state authorities that may impair his/her legal position and economic activity. Eventually, the observance of these obligations ensures that, during the normal life of an investment, the relationship between a host state and a foreign investor remains almost uneventful.

As a rule, the most-favoured-nation clauses included in investment treaties are formulated as unconditional because these clauses are often unrestricted as well as automatically and immediately applicable to investments made by nationals of each contracting state. These clauses are also indeterminate since they are unlimited ratione materiae, ratione personae, and ratione temporis. Furthermore, such clauses are usually reciprocal since they refer to mutual relationships among all contracting states of the investment treaty taken into consideration. On the other hand, since foreign investment is also a field in which states ‘wish to retain their sovereign rights … in line with the traditional diversity of their economic structures’,16 investment treaties tend to provide for exceptions and reservations to the most-favoured-nation treatment standard.17 By so doing, a balance can be achieved between the non-discrimination principle and possible diverging interests at stake.

Note that to some extent a host state can control the treatment standard accorded to foreign investors under non-discriminatory standards.18 Specifically, with respect to the most-favoured-nation treatment standard, this state’s control derives from the fact that it can decide the treatment granted to the most favoured nation. Thus, a host state can, at least in principle, limit the scope of most-favoured-nation treatment clauses which are included in its international treaties. Mostly, the level of treatment, that is, the content of the rights accorded, is not spelled out directly. Instead these rights are to be inferred from the actual texts of the treaty clauses which provide the treatment standards, and which must be interpreted in conformity with the international rules on treaty interpretation, and from the provisions of other pertinent legal instruments.19 Thus, as there are a very great number of treaties and instruments in the field of foreign investment, determining the field of application of the pertinent most-favoured-nation clauses can be hard. Such a field of application can vary both ratione materiae and ratione personae.

Particular problems may arise from the fact that the scope of these clauses may be different from treaty to treaty. Although the main difference between most-favoured-nation treaty clauses is whether or not they apply only at the post-entry stage or also at the pre-entry stage, there are other important distinctions. For example, some treaties do not limit the functioning of their most-favoured-nation clauses at all, whereas other treaties confine it to specific matters. Hence, it is relevant to examine what sorts of clauses are in principle included in international treaties concluded in the field of foreign investment.20

(a) The MFN Clause in BITs

BITs typically include a most-favoured-nation clause which runs as follows:

Neither Contracting Party shall subject investments in its territory owned or controlled by nationals or companies of the other Contracting Party to treatment less favourable than it accords in equivalent circumstances … to nationals or companies of any third State.21

In general, the object of the most-favoured-nation BIT clause is the investment rather than the investor. Anyway, some clauses refer to both22 or only to investors.23 As a rule, most-favoured-nation BIT clauses are unconditional, reciprocal, and indeterminate, although different clauses may be detected. For example, the most-favoured-nation clauses of a few German BITs cover only ‘similar treaties’ of one contracting Party.24 Besides, some BITs do not refer to the ‘in like [or equivalent] circumstances’ requirement.25 Most BITs refer to treatment standards, including the most-favoured-nation standard, only with respect to the post-establishment phase. In fact, as already pointed out, BIT treatment clauses tend not to deal with admission and establishment matters. This is due to the fact that BITs per se do not grant a general right to make foreign investments. American, and some recent Canadian, BITs are significantly different in this respect, as they also include a most-favoured-nation commitment as regards market access.26 A similar undertaking is also provided by the 1988 BIT between Japan and China.27 In any case, most of the treaty obligations concerning treatment standards cover ‘the management, maintenance, use or enjoyment of investments’28 or ‘activities in connection with investments’29 or ‘activities associated with investments.’30 Furthermore, beyond an indefinite most-favoured-nation clause, many BITs include other most-favoured-nation clauses in relation to specific matters.

Notably, some BITs include a most-favoured-nation treatment clause concerning transfers of payments or in general ‘returns on investments’. These clauses may run as follows: … the contracting States undertake to accord to transfers … a treatment as favourable as that accorded to transfers originating from investments made by investors of a third State.31

There are also specific treaty clauses which provide for the most-favoured-nation standard to ensure equality of treatment of foreign investments as regards the consequences of expropriations, nationalizations, or any other similar measure that a host state may, directly or indirectly, adopt and/or the consequences of war or similar events which may occur in a host state. To this end, some BITs include a clause, according to which ‘nationals or companies of either Contracting Party shall enjoy most-favoured-nation treatment in the territory of the other Contracting Party in respect of the matters provided for in this Article’.32

Some BITs refer to both non-discriminatory treatment standards only as regards determining the consequences of war or similar events which may occur in a host state. In this regard, a typical clause is the following:

Each Party shall accord national and most favoured nation treatment to covered investments as regards any measure relating to losses that investments suffer in its territory owing to war or other armed conflict, revolution, state of national emergency, insurrection, civil disturbance, or similar events.33

As will be seen, some of these BIT clauses have been applied by ICSID tribunals to compensate foreign investors for damages caused by domestic riots and acts of violence which occurred in host states.34

Moreover, some BITs include a clause to ensure automatic adjustments of their treatment standards, which may provide that:

If the legislation of either Contracting Party or obligations under international law existing at present or established hereafter between the Contracting Parties in addition to this Treaty contain a regulation, whether general or specific, entitling investments by nationals or companies of the other Contracting Party to a treatment more favourable than is provided for by this Treaty, such regulation shall to the extent that is more favourable prevail over this Treaty.35

At any rate, investment treaties do include some exceptions to the applicability of the non-discriminatory treatment standards, even if these standards are often provided in clauses which at first sight are indeterminate, reciprocal, and unconditional. These exceptions may be justified by a host country’s desire to retain control over foreign investors or by a host country’s propensity for a progressive, rather than immediate, liberalization. There are general exceptions concerning public policy matters, such as public order, health, and national security, which often apply to all the provisions of a BIT. Other common exceptions to the treatment standards aim at ensuring the priority of international obligations that the contracting states of an investment treaty may have taken in other fields, such as regional economic integration36 and taxation.37 Some US BITs provide for an exception in relation to protecting intellectual property rights. For example, many US BITs include a clause according to which: … ‘the obligations … do not apply to procedures provided in multilateral agreements concluded under the auspices of the World Intellectual Property Organization relating to the acquisition or maintenance of intellectual property rights’.38

In order to avoid possible free-riding behaviour within the GATT framework, the Protocol to the 1992 US–Russia BIT provides for a specific exception which reads as follows:

… the exclusion from the most-favorednation treatment obligations shall apply also to advantages accorded by the United States by virtue of its binding obligations under any multilateral international agreement concluded under the framework of the GATT after the signature of this Treaty ….39

On the other hand, the 1995 BIT between Canada and Trinidad and Tobago excludes from the functioning of its most-favoured-nation clause possible more favourable obligations which one of the Contracting States may take ‘within the framework of the GATT or its successor organization and liberalizing trade in services’.40 Furthermore, some US BITs specify that,

the Government of the United States of America may adopt or maintain exceptions to the obligation to accord national and most favored nation treatment to covered investments in the sectors or with respect to the matters specified below: fisheries; air and maritime transport, and related activities; banking, insurance, securities, and other financial services; and minerals leases on government land.41

Thus the drafting of the MFN clause tends to follow a similar pattern with some adaptations. However, the approach taken in BITs should be contrasted with that taken to MFN clauses in other international instruments to which attention now turns.

(b) The MFN Clause in other International Instruments

The most-favoured-nation clause appears in the NAFTA Agreement and in other international treaties concluded by states of the Western hemisphere to establish free trade areas or customs unions. The NAFTA Agreement provides for the most-favoured-nation treatment, whereas the 1989 US–Canada Free Trade Agreement did not include any clause in this respect. This is a remarkable fact, given that the NAFTA can be seen as a successor to the US–Canada Agreement.42 Under Article 1103 of the NAFTA Agreement, each party ‘shall accord’ most-favoured-nation treatment to both ‘investors of another Party’ and ‘investments of investors of another Party’ with respect to the establishment, acquisition, expansion, management, conduct, operation, and sale or other disposition of investments. This most-favoured-nation clause is unconditional, reciprocal, and indeterminate. This clause also refers to the ‘in like circumstances’ requirement.43 Notably, such a clause covers both the pre-entry and the post-entry stage. Nevertheless, in conformity with Article 1108 of the NAFTA Agreement, the functioning of this most-favoured-nation clause is subject to present and also possibly future reservations made by a party, as regards sectors and regulations set out in the relevant Annexes to the Agreement itself.

After concluding the NAFTA Agreement, the USA tried to promote its wide acceptance by most of the other states of the American continent with the purpose of negotiating a broad free trade agreement of the Americas (FTAA) by the end of 2005. This US attempt has not succeeded so far.

As a matter of fact, several of the other states of the Western hemisphere have concluded separate free trade agreements instead of joining the NAFTA Agreement. Recently, even the USA has largely abandoned an FTAA strategy in favour of concluding separate free trade agreements with some states of the American continent.

The free trade agreements among states of the Western hemisphere provide for most-favoured-nation treatment. In this respect, they generally include unconditional, reciprocal, and indeterminate clauses. Such agreements also tend to refer to the ‘in like circumstances’ requirement. Some of the agreements at hand provide for the most-favoured-nation treatment without resembling the pertinent NAFTA provisions. Actually, these agreements include slightly less detailed most-favoured-nation clauses, which prescribe only that, ‘Each Party shall grant investors of another Party, and to their investments, treatment no less favorable than that it accords, in like circumstances, to investors, and their investments, of another Party or of a non-Party’.44

Usually, such clauses do not apply to the pre-entry stage. In most cases, both the investors and the investments are their object. They also refer to the ‘in like circumstances’ requirement. Some of these most-favoured-nation clauses are applicable to determine the extent of a contracting state’s obligations in the event of war or similar circumstances which may occur in its territory and cause losses for investors of another contracting state.45

Regarding exceptions, often the agreements at hand exclude possible different treatment standards provided in international treaties concerning regional integration and taxation matters,46 or only the latter,47 from the functioning of their most-favoured-nation clauses. The Colombia–Mexico–Venezuela Free Trade Agreement specifies that its provisions concerning definitions to be applied for the purposes of its chapter on investment, that is, its provisions on the field of application, are excluded from the functioning of its most-favoured-nation clause.48

Several free trade agreements concluded among states of the American continent include a similar clause to that of the NAFTA Agreement.49 Therefore, these agreements accord the most-favoured-nation treatment to both ‘investors of another Party’ and ‘investments of investors of another Party’ in the pre-entry and the post-entry stage. Besides, such agreements refer to the ‘in like circumstances’ requirement and to present, and also possibly future, reservations made by a Party as regards sectors and regulations set out in their relevant Annexes.50

To present a complete picture, it is worth mentioning that the 2003 Draft Agreement establishing the Free Trade Area of the Americas (FTAA) provides a most-favoured-nation clause which is, in principle, very similar to that of the NAFTA Agreement.51 This Draft Agreement also includes most-favoured-nation treatment in relation to determining the consequences of war or similar events which may occur in a party.52 Furthermore, the Draft Agreement specifies that ‘While recognizing the generality of the MFN principle, a smaller economy may be exempted from same in those circumstances where it extends more favourable treatment to investors/investments from other smaller economies in the Hemisphere’.53

As regards possible general exceptions, the Draft Agreement refers to typical exceptions concerning public policy matters54 and any different treatment standards provided by other international treaties with respect to taxation and regional economic integration matters.55 Moreover, it includes a specific exception according to which its most-favoured-nation clause does not cover ‘the privileges, advantages or benefits derived from agreements whose purpose is to facilitate border relations’.56 At any rate, under the Draft Agreement, the functioning of its most-favoured-nation clause is subject to present and possibly future reservations made by a party as regards matters set out in their relevant Annexes.57

Interestingly enough, some states of the Western hemisphere also concluded free trade treaties with states of other continents. These treaties closely resemble the free trade agreements concluded inter se. As a consequence, some of these treaties include most-favoured-nation clauses similar to that of the NAFTA Agreement,58 whereas others incorporate slightly less detailed most-favoured-nation clauses which essentially apply only at the post-establishment stage.59

Finally, the Mercosur Protocols of Colonia (1993) and Buenos Aires (1994), which aim at promoting and protecting investments respectively from member states and from third states, also provide for the most-favoured-nation treatment of those investments.60 These Protocols include an unconditional, reciprocal, and indeterminate clause, which applies only to investments and to the post-entry stage. Such clauses do not refer to the ‘in like situations’ requirement. So, they are less restrictive than the most-favoured-nation treatment clauses which are usually included in investment treaties. The most-favoured-nation treatment clauses at hand do not cover possibly different treatment standards included in international agreements concerning taxation matters.61

The most-favoured-nation clause is also included in two important international sectoral agreements concluded in 1994 to foster economic cooperation through inter alia foreign investment. These are the GATS Agreement and the Energy Charter Treaty. The GATS Agreement can be considered the first multilateral agreement on foreign investment, albeit limited to the service sector. This Agreement includes a general obligation to grant most-favoured-nation treatment to foreign services providers of WTO members. Its Article II states:

With respect to any measure covered by this Agreement, each Member shall accord immediately and unconditionally to services and service suppliers of any other Member treatment no less favourable than that it accords to like services and service suppliers of any other country.

This clause is, in principle, unconditional, reciprocal, and indeterminate. It covers both investments and investors in services and refers to the ‘in like situations’ requirement. Furthermore, the functioning of such a clause is supported by the important procedural protection of the mandatory intergovernmental dispute settlement system of the WTO.62

Nevertheless, the formulation of the clause in question is not completely clear, essentially because of the expression ‘any measure covered by this Agreement’. Apparently, the drafters thought that combining Articles I and XXVIII of the GATS Agreement was enough to define this expression, as both such Articles include the necessary definitions to understand the Agreement, especially as regards the concept of ‘trade in services’. However, as regards foreign investment in particular, understanding the expression ‘any measure covered by this Agreement’ means to deal with further issues of interpretation, first with that of determining how ‘trade in services’ can be carried out ‘through commercial presence’.63

Note also that Article II(2) of the Agreement allows a Member to ‘maintain a measure inconsistent with’ the most-favoured-nation treatment commitment if ‘such a measure is listed and meets the conditions’ laid down by the Annex on Article II exceptions. In any case, these possible exceptions are supposed to be temporary.64 Remarkably, the apparently neutral, that is unconditional, reciprocal, and indeterminate, structure of the GATS most-favoured-nation treatment commitment may also be undermined by Article II(3) of the Agreement, which reads as follows:

The provisions of this Agreement shall not be so construed as to prevent any Member from conferring or according advantages to adjacent countries in order to facilitate exchanges limited to contiguous frontier zones of services that are both locally produced and consumed.

As a whole, applying the GATS most-favoured-nation clause to foreign investment may bring about problems of interpretation which may prevent the GATS Agreement from being the main legal reference point in this regard at an international law level.

Another multilateral, although sectoral, investment agreement that is believed to have a significant role in the field of foreign investment is the Energy Charter Treaty. Its Article 10(3) provides that each contracting party must accord to investors of other contracting parties a treatment which ‘is no less favourable than that which it accords to its own investors or to investors of any other Contracting Party or any third State, whichever is the most favourable’. Under Article 10(7) this treatment also covers ‘investments … and their related activities including management, maintenance, use, enjoyment or disposal’. Besides, the Treaty includes most-favoured-nation treatment in the context of determining the consequences for a state party if a war or other similar events in its territory cause losses for an investor of another state party.65 However, as is well known, the Treaty’s provisions on investment are of limited effect. Article 10(4) prescribes that ‘A supplementary treaty shall … oblige each party thereto to accord to investors of other parties, as regards the making of investments in its area, the treatment described in paragraph (3) …’. Therefore, the Energy Charter Treaty spells out only general principles on making investments, while legally binding principles in this respect are to be incorporated in a supplementary treaty which has not yet been concluded.66 As a result, the most-favoured-nation clause in the Energy Charter Treaty cannot be considered unconditional, although it is reciprocal and indeterminate. In addition, this clause does not refer to the ‘in like circumstances’ requirement and covers only the post-establishment phase. Furthermore, in conformity with Article 10(10), the most-favoured-nation treatment ‘shall not apply to the protection of intellectual property’. Moreover, in the light of Article 21, in particular paragraph 1, the most-favoured-nation treatment is not to be applied to taxation matters.

The Energy Charter Treaty, at Article 24, also provides some exceptions to the most-favoured-nation treatment. Apart from general exceptions concerning public policy matters, such as protecting health and essential security interests, this article includes two specific exceptions. Most-favoured-nation treatment does not cover ‘any preferential treatment’ included either (i) in international agreements establishing free-trade areas or customs unions or (ii) in international agreements, whether bilateral or multilateral, concerning economic cooperation between states that were constituent parts of the former Union of Soviet Socialist Republics pending the establishment of their mutual economic relations on a definitive basis.

The most-favoured-nation clause also appears in non-binding international instruments, in particular the 1992 World Bank Guidelines for the Treatment of Foreign Investment and the 1994 APEC Non-Binding Investment Principles.67 The 1992 World Bank Guidelines on the Treatment of Foreign Direct Investment aim at outlining the relationship between a foreign investor and a host country on nonbinding terms, in order to promote and establish the best legal framework possible for foreign direct investment. As regards treatment standards, the third Guideline, inter alia, recommends host states to grant non-discriminatory treatment to foreign investors on the grounds of nationality, and in any case to accord the same treatment to investors on a most-favoured-nation basis. For a similar purpose of promoting the best legal framework possible for economic development and particularly for foreign direct investment, the 1994 APEC Non-Binding Investment Principles also recommend that:

Member economies will extend to investors from any economy treatment in relation to the establishment, expansion and operation of their investments that is no less favourable than that accorded to investors from any other economy in like situations, without prejudice to relevant international obligations and principles.

Notably, these Principles incorporate a broad most-favoured-nation clause, which is unconditional, reciprocal, and indeterminate. It also covers both the pre-entry and post-entry stages and refers to the ‘in like situations’ requirement.

The 1998 Framework Agreement on the ASEAN Investment Area also includes a broad most-favoured-nation clause, which is unconditional, reciprocal, and indeterminate. This clause covers both the pre-entry and post-entry stages. However, it does not refer to the ‘in like situations’ requirement. Remarkably, differently from the 1992 World Bank Guidelines and the APEC Non-Binding Principles, this international instrument is binding at an international law level and, as will shortly be seen, the functioning of its most-favoured-nation clause was at stake in the first investment arbitration case held within the ASEAN, that is, the Yaung Chi Oo case.68

Finally, the most-favoured-nation clause was also included in the Draft Multilateral Investment Agreement (MAI). As is well known, at first the MAI negotiations were supposed to result in a broad and comprehensive agreement on foreign investment which included high standards with respect to liberalization, protection, and dispute settlement. The non-discrimination principle would have had an important role in this regard. In fact, the OECD member states agreed to include the most-favoured-nation and national treatment standards in the Draft Agreement which they approved in 1998. As regards the most-favoured-nation treatment standard, the pertinent provision ran as follows:

Each Contracting Party shall accord to investors of another Contracting Party and to their investments, treatment no less favourable than the treatment it accords [in like circumstances] to investors of any other Contracting Party or of a non-Contracting Party, and to the investments of investors of any other Contracting Party or of a non-Contracting Party, with respect to the establishment, acquisition, expansion, operation, management, maintenance, use, enjoyment, and sale or other disposition of investments.69

Thus, the most-favoured-nation treatment standard was to be applied both to the pre-entry and post-entry stages. It was also supposed to cover both de jure and de facto discrimination. Furthermore, such a standard was to be applied both to investors and to investments. Moreover, the Draft Agreement specified that in any case the best of the two non-discriminatory standards had to be accorded if there were a difference between them.70

A highly debated issue was whether or not reference to such standards had to be qualified by the ‘in like situations’ requirement. Some states asserted that reference to this requirement would have been open to abuse; whereas others argued that such a requirement would clearly have shown the comparative nature of the most-favoured-nation treatment standard.71 The Draft Agreement, to accommodate possible diverging interests, provided for exceptions and reservations to the two non-discriminatory standards. There were general exceptions concerning policy matters, such as national security and public order. Some states, like Canada, claimed for specific exceptions with respect to cultural matters.72 The reservations mainly concerned sectors which the OECD member states wanted to exclude from the functioning of the MAI most-favoured-nation clause.

(3) THE INTERNATIONAL CASE-LAW APPLYING THE MFN STANDARD

(a) Substantive Treatment

Typically, the most-favoured-nation treatment clause is concerned with how a state deals with foreign goods and persons when they enter its territory and thereafter. As a matter of fact, in the field of foreign investment, this has essentially meant evaluating how a host state treats foreign investors and/or investments during the post-establishment phase. This issue occurs when the relationship between a host state and a foreign investor becomes inimic and a dispute arises. Thus, the issue of evaluating how a most-favoured-nation treatment treaty clause functions is usually addressed by arbitration tribunals.

The first set of ICSID cases to be considered under this heading deals with the application of the most-favoured-nation treaty clause in relation to liability standards. The first case of this kind is AAPL v Sri Lanka.73 As is well known, this case was also the first based on an ICSID arbitration clause included in a BIT, specifically in the 1980 BIT between the UK and Sri Lanka. It arose out of a claim for compensation against the respondent state arising out of damage caused to the claimant’s investment as a result of insurgent activity connected with the continuing civil conflict in Sri Lanka. Article 3 of the BIT contained a most-favoured-nation treatment clause which, according to the claimant, made it possible to apply the liability standards incorporated in the 1981 BIT between Switzerland and Sri Lanka, as they were more favourable than those contained in the UK–Sri Lanka BIT.74 The ICSID Tribunal rejected this claim, by establishing that … ‘it is not proven that the Sri Lanka/Switzerland Treaty contains rules more favourable than those provided for under the Sri Lanka/U.K. Treaty, and hence, Article 3 of the latter Treaty cannot be justifiably invoked in the present case’.75

In the CMS v Argentina case the claimant relied on the most-favoured-nation treatment clause included in the 1991 BIT between the USA and Argentina to maintain that the liability standards incorporated in other Argentinian BITs could apply, as they were more favourable than those contained in the US–Argentina BIT.76

Specifically, according to the claimant, the reason why the liability standards of other Argentinian BITs were more favourable was that they did not include any exception, unlike the US–Argentina BIT.77 The tribunal rejected this assertion since it was ‘not convinced that the clause [had] any role to play in this case’.78 The tribunal established that such an assertion, ‘would in any event fail under the ejusdem generis rule, as rightly argued by the Respondent’.79 The Tribunal did not explain further why it came to such a conclusion. Specifically, the Tribunal did not deal in more depth with the issue of the ejusdem generis principle.

The second issue covered by case-law under this heading concerns applying the most-favoured-nation standard to treatment connected with the fair and equitable treatment standard. It is submitted that the relationship between nondiscrimination and fair and equitable treatment standards is not based on hierarchy. Hence, the latter should not be seen as an ‘overarching’ standard that would encompass other treatment standards including non-discrimination standards.80 Certainly, as already said, the fair and equitable treatment standard seems to be more typical of the field of foreign investment than non-discrimination standards, especially the most-favoured-nation standard, and it has been given much more attention and used more by claimants. Nevertheless, things have been changing in the last decade. Most of the modern international instruments and treaties in the field of foreign investment refer to the most-favoured-nation treatment standard. Therefore, this typical standard of international trade law is now common in international investment law. This is mainly due to the increasing importance of foreign investments in the process of global economic integration; to the growing complementarity between trade and investment; to the changing geographic pattern of foreign investment flows; to the increasing competition among governments to attract foreign investments; and to the need to enhance the predictability, coherence, and transparency of the international legal framework for foreign investments. Remarkably, most-favoured-nation treatment has become quite relevant due to the rapid changes which have taken place in many developing countries and due to the progressive liberalization which these countries have been undergoing, even through concluding investment treaties inter se.81 Thus, the issue of applying the most-favoured-nation standard to substantive matters of treatment in connection with the fair and equitable treatment standard can arise.82

For the first time, this issue arose in two NAFTA cases: the Pope & Talbot and ADF cases. In Pope & Talbot v Canada no disputing party had directly invoked Article 1103 of the NAFTA Agreement, which provides for the most-favoured-nation treatment standard. The claimant had only based its claim on Article 1105, which refers to ‘treatment in accordance with international law, including fair and equitable treatment and full protection and security’.83 To assess whether or not this claim was grounded, the tribunal interpreted ‘the language of Art. 1105 consistently with the language in the BITs’.84 In this way the tribunal ascertained that NAFTA State Parties usually accorded fair treatment to national as well as to foreign investors. Thus, the tribunal denied that Article 1105 could cover only ‘egregious misconduct’, as Canada had asserted.85 According to the tribunal, any unfair treatment was unlawful under Article 1105 of the NAFTA Agreement. The tribunal came to this decision for not only ‘the context, object and purpose of NAFTA,86’ but also ‘a practical reason’.87 The tribunal stressed that, as an alternative to recourse to Article 1105, investors and investments could obtain fairness through the national treatment and most-favoured-nation clauses provided for respectively by Articles 1102 and 1103 of the NAFTA Agreement. The tribunal underlined that it ‘was unwilling to attribute to the NAFTA Parties an intention that would lead to such a patently absurd result’.88 As a matter of fact, the tribunal decided that Article 1105 had been violated.

In the subsequent Award on Damages, the tribunal confirmed this decision, while linking it to the binding Interpretative Note on Article 1105 issued in the meantime by the NAFTA Free Trade Commission (FTC). The tribunal did not deal with possible violations of Articles 1102 and 1103 of the NAFTA Agreement, since paragraph 3 of the Note provided that a breach of Article 1105 did not automatically derive from ascertaining a breach of another provision of the NAFTA Agreement or of a different international agreement. Therefore, in the Award on Damages, the Tribunal concluded that ‘… it was unnecessary to consider issues relating to Articles 1102 or 1103 …’.89

In the ADF v The United States of America case the claim was based, inter alia, on Article 1103 of the NAFTA Agreement, after the binding Interpretative Note on Article 1105 had been issued by the NAFTA FTC. According to the claimant, the USA had breached this article by denying a treatment in conformity with treatment standards included in two particular US BITs which were ‘… more favorable than the minimum standard of treatment associated with the customary international law by the FTC …’.90 The tribunal rejected this claim. Albeit the tribunal dealt with ‘the Investor’s reading of the “fair and equitable treatment” language’ in the two US BITs in question,91 it upheld the respondent’s objection to jurisdiction.92 According to this objection, in conformity with Article 1108(7)(a) of the NAFTA Agreement, Article 1103 could not be applied to ‘a case (like the instant one) involving governmental procurement by a Party’.93 The ADF case concerned a dispute which had arisen from some bids issued by the Department of Transportation of the Commonwealth of Virginia to construct and deliver a series of new lanes, ramps, and lane dividers to a section of a highway junction located in Northern Virginia.94

Furthermore, in the Lucchetti v Peru case the claim concerned how the respondent state, Peru, had applied the fair and equitable, national treatment and most-favoured-nation treatment standards. According to the claimant, Peru had breached all of its treatment obligations provided in the 2000 BIT between Chile and Peru.95 However, the ICSID tribunal did not deal with these issues, as it definitively declined jurisdiction. A successful attempt to rely on a most-favoured-nation BIT clause to benefit from better treatment provided in other BITs has, on the contrary, been made in the MTD v Chile case.96 The ICSID tribunal upheld the claimant’s request to refer to the treatment clauses included in the 1994 BIT between Chile and Croatia and in the 1993 BIT between Denmark and Chile, through the functioning of the most-favoured-nation clause provided in the 1992 BIT between Chile and Malaysia.97 As a consequence, the tribunal accorded an extensive application of the fair and equitable obligation included in the Chile and Malaysia BIT. Specifically, the tribunal decided that such an obligation also covered the obligation to award permits after approval of an investment and to fulfil contractual obligations, as the BIT between Chile and Croatia and the BIT between Denmark and Chile provided for. The tribunal came to this decision in the light of the broad scope of the most-favoured-nation clause of the Chile and Malaysia BIT.98

Another successful attempt to link the fair and equitable treatment standard with a most-favoured-nation clause provided in a BIT was made in the Bayindir v Pakistan case.99 The basic treaty, the 1995 Turkey and Pakistan BIT, did not expressly include a fair and equitable treatment clause. The claimant, however asserted that it was entitled to such treatment through the most-favoured-nation clause included in the same BIT. Despite Pakistan’s objections, the ICSID tribunal accepted this request and upheld its jurisdiction. The tribunal came to this decision as other BITs concluded by Pakistan contained ‘an explicit fair and equitable treatment clause’.100 In any case, the claimant had also contended a direct violation of the most-favoured-nation clause included in the Turkey and Pakistan BIT.101 This claim was based on the selective tendering in favour of local contractors which Pakistan had allegedly organized to replace Bayindir for the completion of the investment.102 The tribunal also upheld its jurisdiction on this point.103

On the other hand, the subsequent Telenor v Hungary case104 represents an unsuccessful attempt to achieve a similar conclusion. The claimant did not succeed in extending, through the most-favoured-nation clause included in the basic treaty (the 1991 Norway and Hungary BIT), consent to ICSID arbitration to disputes other than those listed in the same treaty. Under the dispute settlement clause contained in the Norway and Hungary BIT, there was ICSID jurisdiction only over disputes arising from expropriation claims. Telenor’s claim also concerned the respondent state’s alleged breach of the obligation to provide fair and equitable treatment prescribed by the same BIT. In this regard, the claimant referred to the most-favoured-nation BIT clause as a ‘procedural link’, which entitles it to invoke the widest of the dispute resolution clauses under other BITs entered into by Hungary with other states.105 Hungary objected to this claim by contending that ‘the most-favoured-nation clause [was] limited to substantive rights and cannot be invoked to extend the jurisdiction of the Tribunal beyond that conferred by … the Hungary-Norway BIT’.106

The ICSID tribunal mentioned Maffezini, Siemens, Gas Natural, and Suez, which, as will shortly be seen,107 are important cases that adopted an extensive construction of the most-favoured-nation clause.108 The tribunal also referred to the Plama and Salini cases which, as will also be seen,109 adopted a narrower approach to such a clause.110 Due to the lack of ‘clear language’ concerning ‘the intention of the parties’, the tribunal decided to adopt the same approach as the Plama tribunal and to attribute absolute relevance to the intention clearly expressed by the contracting states.111 To justify its decision the Tribunal referred to Article 31 of the 1969 Vienna Convention on Treaties,112 to the fact that, as already underlined by the Plama tribunal, ‘… the effect of the wide interpretation of the MFN clause is to expose the host State to treaty shopping by the investor … ’,113 to the fact that ‘… the wide interpretation also generates both uncertainty and instability … ’,114 and to the fact that ‘… what has to be applied is not some abstract principle of investment protection in favour of a putative investor who is not a party to the BIT …, but the intention of the States who are the contracting parties’, as the Tribunal’s ‘… task is to interpret the BIT … ’.115 Since the basic treaty clearly limited arbitration to expropriation claims,116 the tribunal declined its jurisdiction over claims different from these specific categories of disputes, such as Telenor’s contention about alleged breach of the treaty obligation to provide fair and equitable treatment.117

(b) Procedural Matters

Some BITs, such as those espoused by the United Kingdom, clearly specify that their most-favoured-nation treatment clauses are to be applied also to dispute settlement. However, investment treaties generally do not include such a provision, although they provide broad most-favoured-nation treatment clauses whose field of application apparently extends to all matters covered by the treaty under discussion. This feature of investment treaties caused no problem until the 2000 ICSID Decision on the Maffezini case.118 This case, as other subsequent ones, was about applying a most-favoured-nation BIT clause in order to avoid observing the so-called ‘eighteen months in domestic courts’ requirement which was provided by the same BIT. Under this requirement, an investment dispute between a contracting state of a BIT and a national of the other contracting state can be settled through arbitration only after its settlement through domestic courts of the disputing contracting state has been sought for a period of 18 months. In Maffezini, and other subsequent cases, the ICSID tribunals established that a most-favoured-nation BIT clause could be applied to uphold ICSID jurisdiction, without observing the ‘eighteen months in domestic courts’ requirement imposed by the same BIT, by means of extending consent to ICSID arbitration provided in other BITs concluded by the disputing contracting state.

In other ICSID cases, the issue of applying a most-favoured-nation BIT clause to dispute settlement arose on different grounds. Specifically, in some cases, ICSID jurisdiction through a most-favoured-nation BIT clause was requested for breaches of contract rights (‘contract-based claims’) in the light of consent to ICSID arbitration for such claims (umbrella clauses) included in other BITs of the respondent state. In these cases, the ICSID tribunals did not uphold jurisdiction. It is submitted that these tribunals, inter alia, aimed to avoid the result of the ICSID tribunal’s decision in Maffezini becoming a widely accepted approach to the issue at hand.119 As will be seen, the ICSID tribunal appointed to judge the Plama case clearly made this point. It dealt with the issue in more general terms in order to deny that an extension of consent to arbitration was, in principle, possible through a most-favoured-nation treaty clause.120

Turning to the specifics of the cases, in Maffezini the tribunal upheld an interpretation of the most-favoured-nation treatment clause provided in the 1991 BIT between Spain and Argentina that allowed the application of the dispute settlement clause included in the 1991 BIT between Spain and Chile, since this clause was more favourable for the claimant investor.121 The Spain–Chile clause on dispute settlement did not provide for prior referral to host state domestic courts, as the Spain–Argentina clause did. Accordingly, the foreign investor could bring a claim before ICSID at once. The respondent state, Spain, had maintained that ‘since it is the purpose of the most favored nation clause to avoid discrimination, such discrimination can only take place in connection with material economic treatment and not with regard to procedural matters’.122

As a consequence, the ICSID tribunal dealt with the issue of applying the ejusdem generis principle to the case, by investigating whether ‘the provisions on dispute settlement contained in a third-party treaty can be considered to be reasonably’ incorporated through the most-favoured-nation treatment clause included in a basic agreement ‘and, hence, whether they can be regarded as a subject matter covered by the clause’.123

In this regard, the ICSID tribunal referred to some past cases indirectly concerning such an issue, in particular to the decision issued by the Commission of Arbitration in the Ambatielos case,124 which had specifically acknowledged that a most-favoured-nation treatment clause might also cover the ‘administration of justice’, as long as the ejusdem generis principle was satisfied. According to the Commission, this depended on the actual text of the clause taken into consideration and on the intention of the contracting parties, as deduced from a reasonable interpretation of the Treaty.125

The ICSID tribunal noted the fact that a clear intention in this respect was quite uncommon, as far as investment treaties were concerned. Indeed, apart from UK BITs, other BITs and investment treaties tend not to include any evident provision in this regard. The Spain–Argentina BIT is no different. Its most-favoured-nation clause only prescribes that ‘in all matters’ covered by the Agreement, contracting state investors are to be treated no less favourably than ‘investors of a third country’. Thus, the tribunal had to establish whether the omission of reference to dispute settlement was intended by the parties or could reasonably be inferred from the practice followed by the parties in their treatment of foreign investors and their own investors.126

Having underlined that ‘today dispute settlement arrangements are inextricably related to the protection of foreign investors’,127 the tribunal concluded that, if the third-party treaty regulated the same subject-matter as the basic treaty, the most-favoured-nation clause in question also covered dispute settlement without breaching the ejusdem generis principle.128 The tribunal came to this decision in the light of both Spain’s overall positive attitude to direct arbitration and the text of the typical most-favoured-nation clauses incorporated in Spanish BITs.129 The Tribunal underlined that the application of the most-favoured-nation clause to dispute settlement arrangements in the context of investment treaties might result in the harmonization and enlargement of the scope of such arrangements.130 Spain had instead objected that ‘… it would have to be proved that the submission of the dispute to Spanish jurisdiction is less advantageous to the investor than its submission to ICSID arbitration’.131 In any event, the tribunal also took into account the fact that the investment treaty and thus its most-favoured-nation clause could have been based on ‘public policy considerations’. Such ‘considerations’ would correspond to ‘some important limits’ and would mean that the contracting states wanted to narrow the scope of the clause itself.132 As a consequence, the most-favoured-nation treaty clause could not be applied to extend consent to ICSID arbitration provided in other investment treaties of the respondent contracting state. The tribunal specified that ‘public policy considerations’ are certainly at stake if consent to arbitration is subject to ‘the exhaustion of local remedies’, if the investment treaty ‘includes the so-called fork in the road’ stipulation, if the treaty in question ‘provides for a particular arbitration forum’ or the Contracting States ‘have agreed to a highly institutionalized system of arbitration that incorporates precise rules of procedure’.133 The tribunal denied that any of these possible limits to the functioning of a most-favoured-nation clause was ‘present in the instant case’.134 Remarkably, by so doing, the tribunal made a distinction between ‘the exhaustion of local remedies’ and the ‘eighteen months in domestic courts’ requirements.135

However, by referring to such limits, the tribunal was cautioning against any abuse of its peculiar decision on the Maffezini case. This caution also emerges from the fact that the Tribunal felt it necessary to clarify that:

… a distinction has to be made between the legitimate extension of rights and benefits by means of the operation of the clause, on the one hand, and disruptive treaty-shopping that would play havoc with the policy objectives of underlying specific treaty provisions, on the other hand.136

As will be seen, the tribunal’s reference to some exceptions to its general conclusion on the issue at hand has been criticized as unclear and indeterminate by the ICSID tribunal in the Plama case.

Arguably, some scholars pointed out that, apart from the first one, all of the exceptions considered by the tribunal in the Maffezini case relate to ‘the discernible will of both parties’ to the BIT and, therefore, they confirm ‘the maxim according to which a specific regulation supersedes a more general provision’.137 This would mean that ‘the Maffezini decision treats the contractual stipulation in the base agreement as a specific stipulation overriding the more general provisions of the MFN clause’.138 Moreover, according to the same authors, the particular reasoning adopted by the ICSID tribunal in the Tecmed award, aimed at dismissing the claimant’s request to apply the pertinent BIT retroactively, would add ‘a further situation to the four expressly set forth in Maffezini’ (so-called ‘Tecmed addendum to Maffezini’).139

In Tecmed, the claimant, by expressly referring to the Maffezini decision, had relied on the most-favoured-nation clause contained in the applicable BIT (the 1995 Spain and Mexico BIT) in order to make possible the ‘retroactive application’ of this BIT and then, again through its most-favoured-nation treatment clause, the application of the more favourable treatment provided in the 1998 Austria and Mexico BIT.140 The ICSID tribunal dismissed this claimant’s request. In fact, it established that such a request mainly concerned the applicable ‘substantive protection regime’, ‘rather than matters of procedure or jurisdiction’.141 According to the tribunal, the most-favoured-nation BIT clause had no role in this regard, since the chief point to be considered related to ‘the core of matters’ which the contracting states had specifically negotiated.142 In brief, in the tribunal’s view, ‘the core of matters’ covered by an agreement is outside the functioning of the most-favoured-nation clause included in the same agreement, as such a core reflects the negotiations which took place between the contracting states. Thus, according to the so-called ‘Tecmed addendum to Maffezini’, ‘whether or not the subject contract contains language on these core issues, an arbitral tribunal will have to resolve them in a way other than by resorting to a MFN clause’.143

The reasoning followed by the ICSID tribunal in the Maffezini case, as regards the functioning of a most-favoured-nation treaty clause in connection with procedural issues, inspired conclusions reached by other ICSID tribunals. This clearly emerges from the Siemens case, where the ICSID tribunal dealt with a very similar issue to that at the centre of Maffezini. In this case, the issue was also whether, through the functioning of the most-favoured-nation clause included in the 1991 BIT between Germany and Argentina (the basic treaty), the claimant could refer to the treatment prescribed by the dispute settlement clause of another BIT (the 1991 Argentina–Chile BIT) and hence bring the claim directly to arbitration, rather than pursuing host state domestic court remedies for 18 months before so doing.144

The ICSID Tribunal rejected Argentina’s objections and upheld jurisdiction. Although the most-favoured-nation clause in question only referred to the term ‘treatment’ and the expression ‘activities related to the investment’ without specifying anything with respect to dispute settlement, the tribunal determined that the most-favoured-nation clause was broad enough to include dispute settlement.145 The tribunal clarified that the Germany–Argentina BIT had to be interpreted in conformity with Article 31 of the 1969 Vienna Convention on the Law of Treaties, and thus in the light of its object and purpose, which were undoubtedly promoting and protecting private investments.146 Furthermore, the tribunal took into consideration the Anglo-Iranian Oil Co,147 Rights of Nationals of the United States of America in Morocco,148 and Ambatielos149 cases which, according to Argentina, showed that dispute settlement per se was outside the functioning of a most-favoured-nation clause. The tribunal did not accept this objection. On the other hand, it argued that such cases were not in line with Argentina’s assertion and pointed out that nowadays investment treaties include ‘as a distinctive feature special dispute settlement mechanisms not normally open to investors. Access to these mechanisms is part of the protection offered under the Treaty. It is part of the treatment of foreign investors and investments and of the advantages accessible through a MFN clause.’150 Referring the Maffezini case as well,151 the tribunal established that the term and the expression used in the most-favoured-nation clause of the basic treaty ‘are sufficiently wide to include dispute settlement’.152

Moreover, the tribunal rejected Argentina’s objection according to which the disadvantageous aspects of the dispute settlement provisions of the Argentina–Chile BIT should have been imported through the most-favoured-nation treatment clause of the basic treaty. This would have meant applying the ‘fork-in-the-road’ provision included in that BIT. The tribunal established that a most-favoured-nation treatment clause ‘relates only to more favourable treatment’ and, therefore, such a clause does not import disadvantageous provisions, like the ‘fork-in-the-road’ clause.153 This decision has given rise to criticism, as the tribunal ‘allowed the claimant effectively to “cherry pick” those benefits that could be extracted from the Argentina-Chile BIT without considering the counterbalances to those benefits set out in that treaty’.154 Besides, the tribunal denied that public policy considerations were at stake. In particular, it did not uphold that the requirement of the basic treaty that local remedies be pursued for 18 months could, under international law, imply the exhaustion of local remedies, as the respondent state had maintained.155

A very similar conclusion has been reached in another ICSID case against Argentina, the Gas Natural case, which closely resembles Maffezini, being based on the same BIT, namely, the 1991 BIT between Spain and Argentina.156 This case also concerned whether or not the most-favoured-nation BIT clause included dispute settlement and hence allowed the claimant to resort to ICSID arbitration, without pursuing host state domestic court remedies for 18 months before so doing, in conformity with the dispute settlement clause of several other Argentinian BITs, in particular with the 1991 US–Argentina BIT. The ICSID tribunal rejected all the respondent’s objections and upheld jurisdiction. Like the ICSID tribunal of the Maffezini case, this ICSID tribunal was very cautious. Its reasoning was carefully based both on the specific features of the ICSID dispute settlement system, which was established to balance possible diverging interests in order to promote and protect foreign investments, and, in general, on the great importance of BITs to the same end.157 Furthermore, the tribunal denied that the requirement of the basic treaty that local remedies be pursued for 18 months could, under international law, imply the requirement of prior exhaustion of local remedies, as the respondent state had maintained. Therefore, according to the tribunal, no public policy consideration was in question.158 Argentina had instead asserted that ‘to require it to engage in an arbitration with a national of Spain under conditions to which it did not consent (i.e., to arbitration without prior resort to its courts) would be against the public policy of Argentina’.159

Conversely, the tribunal accepted the claimant’s assertion that most Argentinian BITs ‘do not require prior resort to national courts’ and, consequently, these BITs show that there is no ‘public policy’ reason not to give effect to the most-favoured-nation provision with respect to the right to proceed directly to international arbitration.160 Although the ICSID arbitration system is not based on the stare decisis principle, the tribunal referred to the Maffezini and Siemens cases to corroborate its ‘reasoning and conclusion’.161 In addition, the tribunal also distinguished another ICSID case, Salini, in which the ICSID tribunal denied that its jurisdiction could be upheld through the most-favoured-nation clause contained in the BIT between Italy and Jordan by applying the dispute settlement clause provided in another Jordanian BIT.

At any rate, as will shortly be seen, in the Salini case the ICSID tribunal plainly outlined that the most-favoured-nation clause of the BIT between Italy and Jordan did not refer to ‘all matters governed by the agreement’162 but was of more limited scope, contrary to the most-favoured-nation clause at the centre of the Maffezini case. Accordingly, the tribunal of the Gas Natural case stressed that the issue of applying a general most-favoured-nation clause to the dispute resolution provisions of bilateral investment treaties is not free from doubt, and that different tribunals faced with different facts and negotiating background may reach different results.163

As already seen, the reasoning and conclusion reached by the ICSID tribunals in the Siemens and Gas Natural cases were much criticized. Note that in both these cases the respondent state, Argentina, was absolutely against applying the most-favoured-nation clause contained in one of its BITs in order to incorporate dispute settlement arrangements provided in another of these BITs.

Argentina even referred to public policy considerations to support and validate its objections. This is not surprising. In fact, for a very long time Argentina had been one of the states most reluctant to accept internationally organized arbitration as the common means of settling disputes between a host state and a foreign investor. The several disputes with foreign investors which arose from the financial turmoil that occurred in Argentina in 1999 has undoubtedly exacerbated such an attitude, despite the different approach adopted by this country in the last decade as it joined ICSID and started to include an ICSID arbitration clause in its BITs.

Recently, Argentina has, once again, clearly shown its reluctance to accept arbitration as the most appropriate means of settling investment disputes. In two cases, Suez v Argentina164 and National Grid plc v Argentina,165 Argentina strongly objected to the claimant’s request to uphold, through the most-favoured-nation clauses included in the Argentinian BITs at stake, jurisdiction of an arbitral tribunal without pursuing Argentinian domestic court remedies for 18 months before so doing, as prescribed by the same BITs.166 In both cases, the arbitral tribunals upheld jurisdiction, after mentioning relevant previous pertinent cases, particularly Maffezini.167 These tribunals also referred to Plama to underline that the refusal of the competent ICSID tribunal to uphold, through a most-favoured-nation BIT clause, arbitral jurisdiction in that case was not relevant in connection with Suez and National Grid, since such cases were based on different grounds.168 Both the tribunals, through the most-favoured-nation BIT clauses, upheld their jurisdiction in conformity with the dispute settlement clauses of other Argentinian BITs. In Suez, ICSID jurisdiction, through the most-favoured-nation clauses included in the basic treaties (the 1990 Argentina and the UK BIT and the 1991 Argentina and Spain BIT), was based on the dispute settlement clause of the 1991 Argentina and France BIT.169 In National Grid UNCITRAL jurisdiction, through the most-favoured-nation clause contained in the basic treaty (the 1990 Argentina and the UK BIT), was based on the dispute settlement clause of the 1991 Argentina and the US BIT.170

In Suez the ICSID tribunal expressly denied that the ejusdem generis principle could be applied in interpreting the BITs so as to exclude dispute settlement matters from the scope of the most-favoured-nation clause, because the category ‘dispute settlement’ was not of the same genus as the matters addressed in the clause.171 In this case the tribunal also did not accept that a most-favoured-nation clause had to be interpreted ‘strictly’.172 Furthermore, this tribunal reaffirmed the importance of arbitration to settle investment disputes.173

As for Argentina’s reluctant approach towards arbitration and, particularly, towards establishing arbitral jurisdiction through a most-favoured-nation BIT clause, it is worth mentioning its position in the Continental Casualty v Argentina case.174 Argentina objected to ICSID jurisdiction through a similar application of the most-favoured-nation treatment clause included in the basic treaty (the 1991 Argentina and the US BIT), although the claimant had recourse to this clause for the merits of the case, rather than for possible ‘better dispute resolution provisions in another treaty’.175 Thus, the tribunal decided that this objection to its jurisdiction was irrelevant.176

On the other hand, it is also worth referring to the different attitude which Argentina took in another recent ICSID case, Camuzzi. In Camuzzi, Argentina did not object at all to the claimant’s attempt to refer to the most-favoured-nation clause included in the 1990 investment treaty between Argentina and the Belgo-Luxembourg Economic Union (the basic treaty) in order to incorporate the dispute settlement clause provided by the 1991 US–Argentina BIT.177 In this case the issue was again whether the claimant could apply the most-favoured-nation clause in question to avoid the ‘eighteen months in domestic courts’ requirement prescribed by the basic treaty.178 Remarkably, the ICSID Tribunal did not ‘decide on the relevance of that clause’ in the case, since Argentina had not opposed the claimant’s request.179 However, for the sake of clarity, the tribunal specified that Argentina had probably considered the ‘eighteen months in domestic courts’ requirement met, since Camuzzi had ‘submitted the dispute to [its] national courts’, which had left it unresolved.180

In addition to the above set of cases, arising out of the treaty practice of Argentina in relation to dispute settlement clauses, a series of further ICSID cases has ruled against applying a most-favoured-nation BIT clause to extend consent to arbitration provided in an umbrella clause of another BIT, with regard to ‘contract-based claims’. In these cases, reference to such a clause aimed to incorporate the respondent state’s consent to ICSID arbitration provided in an umbrella clause of a BIT different from the basic treaty. ICSID tribunals based their pertinent decisions on heterogeneous reasons.

In the Salini case, the tribunal rejected the claimant’s request that, through the most-favoured-nation clause of the 1999 BIT between Italy and Jordan, ICSID jurisdiction could be based on the dispute settlement clauses included in other Jordanian BITs, such as the 1997 US–Jordan BIT.181 TO this end, the claimant had expressly mentioned and relied on the Maffezini case. The respondent state, Jordan, had denied that the most-favoured-nation clause of the basic treaty could apply to ‘procedural obligations’. To ground its objections, Jordan had referred to the Anglo-Iranian Oil Co., Rights of Nationals of the United States of America in Morocco and Ambatielos cases and also to the Maffezini case, in particular to the relevance given in the latter to ‘public policy considerations’. Furthermore, Jordan had stressed that there was no clear intention of the contracting states in this regard and that, in any case, the dispute settlement clause of the Italy–Jordan BIT was inapplicable to contractual disputes.182

The tribunal carefully dealt with the past cases considered by the disputing parties and established that they were about different matters from those at stake in the Salini case.183 In particular, as regards the Ambatielos case, the tribunal recognized that this concerned ‘the administration of justice’, but it also underlined that,

Greece invoked the most-favored-nation clause with a view to securing,…, not the application of a dispute settlement clause, but the application of substantive provisions in treaties between the United Kingdom and several other countries under which their nationals were to be treated ‘in accordance with “justice”, “right” and “equity”’. The solution adopted by the Arbitration Commission cannot therefore be directly transposed in this specific instance.184

With respect to Maffezini, the tribunal pointed out that such a decision had been much criticized, even if the ICSID tribunal had proceeded cautiously.185 In this regard, the Salini tribunal indicated that ‘the precautions taken by authors of the award may in practice prove difficult to apply, thereby adding more uncertainties to the risk of “treaty shopping”’.186 At any rate, the tribunal also stressed that ‘the circumstances of this case are different’, especially as regards evaluating ‘the common intention of the Parties’ and the text of the most-favoured-nation treaty clause to be taken into consideration.187 As already seen, the tribunal clearly highlighted that the most-favoured-nation clause of the Italy–Jordan BIT did not refer to ‘all matters governed by the agreement’,188 as, on the contrary, the most-favoured-nation clause at the centre of the Maffezini case did. Furthermore, the tribunal observed that the common intention of the parties expressed in Article 9(2) of the BIT was to exclude from ICSID jurisdiction contractual disputes between an investor and an entity of a state party.189 Thus, the tribunal rejected jurisdiction over the contractual disputes under the most-favoured-nation clause of the Italy–Jordan BIT.190

The issue of ascertaining whether or not jurisdiction over ‘contract-based claims’ could derive from a most-favoured-nation treaty clause was at the centre of another important ICSID case, Impregilo v Pakistan.191 Here, the claimant maintained that, through the most-favoured-nation clause of the 1997 Italy and Pakistan BIT, ICSID jurisdiction could be based on the umbrella clauses of other Pakistani BITs, such as the 1995 Switzerland and Pakistan BIT.192 As a matter of fact, under an ‘umbrella BIT clause’, a breach of a contract between a contracting state and an investor of the other contracting state amounted to a breach of the BIT in question. Hence, the standards of protection and the dispute settlement provisions contained in such a treaty could be applied to the claims arising from the breach of the contract. Pakistan objected to the claimant’s assertion stressing that, ‘this would be to import into the Pakistan–Italy BIT far more than can reasonably be construed from the language of that Treaty. Even if such a submission was sustainable, the decision in SGS v. Pakistan demonstrated the limits of the “umbrella clause” in question’.193

Actually, the tribunal did not pronounce on the issue in question, as it decided that the contracts taken into consideration by the claimant were concluded ‘not with Pakistan’, but with ‘a separate and distinct entity’, the Pakistan Water and Power Development Authority (WAPDA). Therefore, it established that,

Even assuming arguendo that Pakistan through the MFN clause and the Swiss-Pakistan BIT, has guaranteed the observance of the contractual commitments into which it has entered together with Italian investors, such a guarantee would not cover the present Contracts—since they are agreements into which it has not entered.194

By so doing, the tribunal left the issue open without even mentioning other pertinent ICSID cases, such as specifically Salini, in full accordance with the lack of reference to the stare decisis principle in the ICSID Convention.

A third set of cases has come out against applying a most-favoured-nation treaty clause to establish jurisdiction by extending consent to arbitration provided in other investment treaties. This issue arose in the first arbitration case concerning the 1987 Agreement for the Promotion and Protection of Investments concluded within the framework of the Association of Southeast Asian Nations (ASEAN), namely, the Yaung Chi Oo case.195 This case was based on the subsequent Framework Agreement on the ASEAN Investment Area concluded in 1998, which included a broad most-favoured-nation treaty clause.196 Actually, this is the case where the issue of establishing arbitral jurisdiction, only through the functioning of a most-favoured-nation clause, emerged for the first time. In fact, the claimant had ‘subsidiarily’ relied on the most-favoured-nation clause included in the ASEAN Framework Agreement in order to incorporate consent to arbitration provided in the 1998 Philippines and Myanmar BIT.197

The tribunal rejected this contention. Apart from stressing that the two agreements referred to different appointing authorities, the tribunal indicated that, as it had already established in its Order No. 2, ‘if a party wishes to rely on the jurisdictional possibility affirmed by an ICSID Tribunal in Maffezini v Kingdom of Spain, it would normally be incumbent on it to rely on that possibility, and on the other treaty in question, at the time of instituting the arbitral proceedings’.198 Even if the tribunal noticed that this had not been done, eventually it rejected the claimant’s request for another reason. The tribunal denied that there was arbitral jurisdiction on these facts under any BIT entered into by Myanmar which was in force at the relevant time.199 As a consequence, the tribunal did not accept that jurisdiction could derive from the functioning of the most-favoured-nation clause included in the ASEAN Agreement.

The Plama case more generally concerns the issue of applying a most-favoured-nation treaty clause to extend consent to arbitration provided in other investment treaties.200 The ICSID tribunal likely took the opportunity to deal with this issue in general, in order to emphasize that Maffezini was not the key case in the matter. In Plama, the tribunal rejected ICSID jurisdiction under the most-favoured-nation clause contained in the 1987 Bulgaria and Cyprus BIT which, according to the claimant, applied to ‘all aspects of treatment’ and, hence, also to the dispute settlement clauses included in other Bulgarian BITs, such as the 1997 Finland and Bulgaria BIT.201 The tribunal came to this decision after a very detailed evaluation of the text of the most-favoured-nation clause contained in the Bulgaria–Cyprus BIT, in conformity with Articles 31 and 32 of the 1969 Vienna Convention on the Law of Treaties.

In this regard, the tribunal stressed that both the disputing parties had referred to these articles reaching, however, ‘opposite conclusions’.202 It indicated that the claimant had focused on the teleological method of interpretation, by giving great relevance to the ‘object and purpose’ of the Bulgaria–Cyprus BIT which, undoubtedly, was to promote and protect foreign investment. In this regard, the claimant had also referred to the ICSID decision on the Maffezini case where the competent ICSID tribunal had observed that ‘dispute settlement arrangements are inextricably related to the protection of foreign investors, as they are also related to the protection of rights of traders under treaties of commerce’.203 However, the tribunal was not convinced that the claimant’s view was to be preferred to that of the respondent.204 The tribunal was also not satisfied that Bulgaria’s practice in the field of foreign investment endorsed the claimant’s assertion about the functioning of the most-favoured-nation clause contained in the 1987 Bulgaria–Cyprus BIT.

In the light of subsequent negotiations between Bulgaria and Cyprus, the tribunal denied that these contracting states had had any intention of extending the most-favoured-nation BIT clause ‘to dispute settlement provisions in other BITs’.205 The tribunal pointed out that ‘at that time, Bulgaria was under a communist regime that favored bilateral agreement treaties with limited protections for foreign investors and with very limited dispute resolution provisions’.206 Furthermore, according to the tribunal, the fact that today arbitration is more common than ‘the traditional diplomatic protection mechanism’ does not mean that a ‘clear’ and ‘unambiguous’ consent to arbitration by the parties has become unnecessary.207

On the other hand, the tribunal established that doubts as to the parties’ clear and unambiguous intention can arise if the agreement to arbitrate is to be reached by incorporation by reference.208 In this respect, the tribunal underlined that, ‘it is one thing to add to the treatment provided in one treaty more favourable treatment provided elsewhere. It is quite another thing to replace a procedure specifically negotiated by parties with an entirely different mechanism’.209 For this reason the tribunal denied that the cases to which the claimant had referred to corroborate its request were relevant.210 In particular, the tribunal strongly critized the ICSID decision on Maffezini, as it derived from an inappropriate ‘basis for analysis’211 and led to ‘a chaotic situation—actually counterproductive to harmonization’, which could not be considered as the intention of the contracting parties,212 and referred to possibly multiple exceptions linked to ‘public policy considerations’ without clarifying what the origin of such ‘considerations’ was.213 The tribunal was extremely convinced of this point and underscored that,

the Siemens decision illustrates the danger caused by the manner in which the Maffezini decision has approached the question: the principle is retained in the form of a ‘string citation’ of principle and the exceptions are relegated to a brief examination, prone to falling soon into oblivion.214

Although, as already pointed out, the stare decisis principle does not apply to the ICSID legal framework, the tribunal referred to Salini as a recent case in line with its conclusions.215 At any rate, the tribunal appreciated the caution adopted by the ICSID tribunal in Maffezini,216 by also recognizing that the decision was based on ‘exceptional circumstances’, which should not be treated as a statement of general principle guiding future tribunals in other cases where exceptional circumstances are not present.217 The tribunal expressly sympathized with the Maffezini tribunal as it ‘concerned a curious requirement’, that is that of 18 months in domestic courts, which, according to the ICSID tribunal of the Plama case, was ‘nonsensical from a practical point of view’.218 As already pointed out, the negative attitude of the Plama tribunal towards establishing jurisdiction through a most-favoured-nation BIT clause was followed by the ICSID tribunal competent to judge the Telenor v Hungary case. This tribunal also attributed definitive relevance to the intention clearly expressed by contracting states of a treaty.219

CONCLUDING REMARKS

From the foregoing discussion, it is clear that the most-favoured-nation treatment clause per se entails international obligations and rights not only among the contracting states of the international treaty incorporating it (the basic treaty), but also among these contracting states and other states by virtue of different international treaties. As a rule, a most-favoured-nation treatment clause is not only a treaty clause, but also a source of international obligations other than those included in the basic treaty.220 These are new international obligations whose contents cannot be totally foreseen and identified when the basic treaty is concluded, since such contents depend on other, sometimes subsequent, international treaties. In any case, as already pointed out, the functioning of the most-favoured-nation treatment standard as both a treaty clause and a source of international law, particularly of international legal obligations, other than international customs and treaties, presupposes that the ejusdem generis principle is satisfied. So far, ascertaining this presupposition has not given rise to controversial issues within investment cases. In reality, the ejusdem generis principle has been greatly discussed only by the ICSID tribunals of the Maffezini and Suez cases.221 Though insufficient, some clues to determine whether the ejusdem generis principle is met can be deduced from the fact that most-favoured-nation treatment clauses provided in investment treaties tend to be unconditional, reciprocal, and indeterminate and many international treaties at stake, like BITs, have a very similar framework.222

Admittedly, the ‘in like circumstances’ requirement may in the future become significant, in order to evaluate whether or not this principle is satisfied.223 In this case, the particular interpretation of a most-favoured-nation treatment clause adopted by a tribunal will be more and more crucial. Certainly, the more states differentiate most-favoured-nation treatment clauses in investment treaties, the more matters of interpretation and application become relevant. In any event, the fact that, at an international law level, new obligations, including procedural ones, can arise from a most-favoured-nation treatment clause is, and will continue to be, perfectly legitimate, as this is exactly the purpose of such a clause.

As already seen, the possibility of applying a most-favoured-nation treatment treaty clause also to procedural matters of treatment was particularly denied by the ICSID tribunal in the Plama case, with respect to extending consent to ICSID arbitration through such a clause. The latter strongly criticized the Maffezini decision, even though it extended sympathy towards that ICSID tribunal as it had to deal with ‘exceptional circumstances’, in particular with a basic treaty which included ‘nonsensical requirements’, such as the ‘eighteen months in domestic courts’ requirement. The absolutely negative approach adopted by the Plama tribunal, and more recently by the Telenor tribunal, is not in line with the concept of the most-favoured-nation treatment standard as a source of international law and with present trends in international investment law.

States tend to conclude various trade and investment agreements, such as preferential trade and investment agreements, free trade area agreements and trade and investment framework agreements, which aim mainly at liberalizing foreign investment flows.224 Often these new international treaties are concluded among states that had no former relationship in the fields of trade and investment, in order to boost liberalization, by at least partly opening their markets. Sometimes such treaties are concluded to replace BITs. These trends seem to achieve a completely different point from that of limiting the functioning of the most-favoured-nation treatment standard in accordance with a quite restrictive interpretation of ‘the intention of the parties’, as the Plama tribunal did without dealing with the ejusdem generis principle.225

In the light of such attempts to increase liberalization, interdependence, and consequently globalization, the destiny of this standard in international investment law is to become more and more important and probably extensive. It is worth pointing out that states which do not want to be subject to the functioning of broad most-favoured-nation treatment clauses are adopting a cautious line of conduct during negotiations of investment treaties. This emerges from some recent examples of international practice, such as the new Canadian Model BIT, the negotiations of the FTAA, some recent free trade agreements, and the several trade and investment framework agreements concluded by the USA. The 2004 Canadian Model BIT, inter alia, includes a provision to reduce the effects that its apparently broad most-favoured-nation treatment clauses may have.226 The 2003 Draft Free Trade Area of the Americas (FTAA) Agreement includes an interesting footnote (No. 13), proposed by one of the negotiating delegations, whose text is to be deemed ‘as a reflection of the Parties’ shared understanding of the most-favoured-nation Article and the Maffezini case’.227 However, this footnote is not supposed to be included in the final text of the Agreement.

Thus, states are aware that a most-favoured-nation treatment clause can be a source of ‘undesirable’ international obligations. States that wish to avoid this result may play an active role during the negotiations of a particular investment treaty in order to incorporate therein a most-favoured-nation treatment clause which meets their needs and interests.228 On the other hand, like the 1959 Abs–Shawcross Draft Convention on Investment Abroad and the 1967 OECD Draft Convention on the Protection of Foreign Property,229 the several trade and investment framework agreements recently concluded by the USA and many modern free trade agreements230 do not include a most-favoured-nation treatment clause at all. In these cases, the common intention of the contracting states is clear and indisputable. They want completely to avoid the functioning of a most-favoured-nation treatment clause in their international investment relations.231
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EXPROPRIATION in the sense of an outright taking of private property by the state, usually involving a transfer of ownership rights to the state or to a third person, has been a major public international law issue throughout the 20th century. The Communist and Mexican nationalization measures in the 1920s, followed by socializations1 of private property in Eastern European countries after World War II and takings of foreign investments in developing countries in the course of the decolonization process, as well as the oil concession disputes of the 1960s and 1970s, mark the most important waves of expropriations of foreign property.2

The ensuing legal controversies about the requirement and amount of compensation to be paid to expropriated investors led to different modes of settlement. Some claims were joined and negotiated by the home states of investors, ultimately leading to global settlement agreements providing for the payment of a lump-sum by the expropriating state to be distributed to the former property owners by their home state.3 Others, and initially a fraction of all cases, were resolved through direct dispute settlement, usually arbitration, between investors and expropriating states.4

In recent times, there have been few cases of direct expropriation in the sense of an outright taking of property.5 Of course, there is the important exception of the 1979 Iranian nationalization of banks and insurance companies which gave rise to a number of cases brought before the Iran–US Claims Tribunal.6 In the course of the new wave of investment arbitration since the mid-1990s the Sedelmayer case,7 in which an arbitral tribunal found that a Russian presidential decree constituted an act of direct expropriation, appears to be the exception proving the rule.8 Recent developments in Bolivia and Venezuela concerning governmental plans to expropriate foreign investors in the energy sector may illustrate a move back to direct expropriations.9

Today, the predominant form of expropriation is indirect expropriation. It has thus been rightly said that ‘the single most important development in state practice has become the issue of indirect expropriation’.10 Before questions of indirect expropriation are dealt with in this chapter, another more preliminary aspect that has equally received renewed attention in recent arbitral practice should be addressed: the question of the scope of protected property rights, in particular, whether intangible rights, such as contract rights, can be expropriated and may thus be protected by investment instruments. Issues concerning the consequences of direct or indirect expropriations, such as compensation or damages, in particular the precise amounts due, will not be dealt with here since they are covered by a separate chapter of this book.11

The problem of indirect expropriation will be addressed by focusing on the actual judicial and, to a large extent, arbitral practice in the respective fields. At the heart of the investigation will be the increased case-law under the ICSID Convention12 and the ICSID Additional Facility13 (in particular under NAFTA14 Chapter 11). The practice of the Iran–US Claims Tribunal, ad hoc investment arbitrations and judgments of international courts, such as the International Court of Justice (ICJ) and its predecessor, the Permanent Court of International Justice (PCIJ), will also be looked at. Equally, the jurisprudence of human rights bodies, in particular of the European Court of Human Rights (ECtHR), on the protection of property rights, which has been considered to be of particular relevance to modern investment arbitration,15 will be analysed. Wherever feasible the case-law analysis will be preceded by an examination of the applicable investment instruments.

(1) SCOPE OF PROTECTED PROPERTY RIGHTS

It is generally asserted that expropriation may affect not only tangible property but also a broad range of intangible assets of economic value to an investor. Property that may be expropriated by states thus comprises immaterial rights and interests, including in particular contractual rights.16

Whether expropriation, including indirect expropriation, may concern intangible property is, in the first instance, a question of the applicable definition of ‘property’ or ‘investment’.17 Since most BITs, and the majority of other investment instruments, contain broad definitions of what constitutes an ‘investment’, anything covered by such definitions will be protected not only against direct but also against indirect expropriation.

The typical BIT contains investment definitions that include intangible property rights and contractual rights along the following lines:

the term ‘investments’ comprises every kind of asset, in particular: (a) movable and immovable property as well as other rights in rem, such as mortgages, liens and pledges; (b) shares of companies and other kinds of interest in companies; (c) claims to money which has been used to create an economic value or claims to any performance having an economic value; (d) copyrights, industrial property rights, technical processes, trade-marks, trade-names, know-how, and good-will; (e) business concessions under public law, including concessions to search for, extract and exploit natural resources …18

Other BIT definitions of investments expressly include ‘claims to any performance having an economic value’19 or ‘claims to money or to any performance under contract having a financial value’.20 Article 1139 NAFTA defines investment as covering, inter alia, ‘real estate or other property, tangible or intangible, acquired in the expectation or used for the purpose of economic benefit or other business purposes’.21 A direct relation between the definition of an investment and the object of expropriation can be found in some of the recent US Free Trade Agreements, which make it clear that intangible property rights or interests can be expropriated by providing that ‘[a]n action or series of actions by a Party cannot constitute an expropriation unless it interferes with a tangible or intangible property right or property interest in an investment’.22

In addition to investment treaties, there is also ample evidence that under customary international law, the scope of foreign property protected against expropriation measures includes intangible rights. Traditionally, arbitral tribunals have dealt with contractual rights under the rubric of ‘acquired’ or ‘vested rights’ and have been willing to accept that certain governmental interference with such rights may amount to expropriatory action.23 ‘Acquired’ or ‘vested rights’ are even considered to survive the extinction of states as a result of state succession rules which provide that successor states have to honor the ‘vested rights’ of foreigners ‘acquired’ from or under their predecessors.24

In the case-law analysed below, courts and tribunals did not always clearly explain whether they based their decisions on customary international law notions of property or on treaty definitions of investments contained in BITs or other investment instruments. It is clear, however, that these differences in the various legal bases may frequently be decisive for the judicial and arbitral decisions reached.25 Thus, tribunals deciding on the basis of NAFTA may reach different results from ICSID tribunals deciding on the basis of BITs. Nevertheless, there appears to be a growing convergence concerning a wide interpretation of the notion of property and property-related rights that may be expropriated.

One of the important precedents on indirect expropriation and the scope of what may be considered property for purposes of expropriation is the Norwegian Shipowners’ Claims case.26 The dispute arose from a series of legislative and administrative measures taken by the USA during World War I in preparation for US participation in that war. The measures included the requisition and seizure of ships built in US shipyards, even if built to the order of foreign nationals. The legislation also provided for the cancellation of existing contracts for the building of ships which were taken over by a US government-established entity, the so-called ‘Fleet Corporation’. A number of shipbuilding orders previously made on the part of Norwegian nationals with US shipbuilders were affected by these measures. When efforts of the Norwegian government to claim compensation for their nationals, in addition to that provided for by US law, failed, the matter was referred to arbitration in order to ‘decide the aforesaid claims in accordance with the principles of law and equity and determine what sum if any’ was to be paid as compensation.

The USA argued that the particular facts could not be regarded as an expropriation of contractual rights. On a more general level, the USA asserted that contractual rights could not be considered as property rights for purposes of international law. The arbitral tribunal rejected this broad assertion, referring to both US and Norwegian domestic law. With regard to the particular facts, the tribunal found that ‘… the Fleet Corporation took over the legal rights and duties of the shipowners toward the shipbuilders’27 and that the cancellation of existing contracts for the building of ships by Norwegian contractors had amounted to a de facto expropriation.28

In addition, the case-law of the PCIJ supports the view that non-tangible assets may qualify as property that may be subject to expropriation. The Oscar Chinn case29 and the German Interests in Polish Upper Silesia (Chorzów Factory) case30 are important precedents in this regard. Though in the former case the PCIJ rejected the claim for compensation in its often quoted statement that ‘[f]avourable business conditions and goodwill are transient circumstances, subject to inevitable changes’,31 it apparently accepted the underlying concept of vested rights that may be expropriated. In the Court’s view, the speculative possibility of future profit-making was not covered by this concept. Instead of denying the possibility that vested rights might be expropriated, the PCIJ refused to regard the commercial situation of Oscar Chinn as a vested right. The Court said that it was ‘… unable to see in his original position—which was characterized by the possession of customers and the possibility of making a profit—anything in the nature of a genuine vested right’.32

The Oscar Chinn case concerned the operating conditions for shipping services in the Belgian Congo. Oscar Chinn, a UK national, had operated a shipping business in the Belgian Congo in competition with ‘Unatra’, a company partly owned by the Belgian state. Unatra was obliged to maintain a transport fleet capable of meeting the needs in the Congo. Its transport rates required approval by the Belgian authorities. As a response to serious economic difficulties in the Congo in 1930, Belgium tried to foster export business by lowering transport costs. It did so by considerably reducing Unatra’s rates under the assurance of reimbursement of lost profits. As a result of these changes, which seriously undermined his competitive position, Oscar Chinn decided to cease his business operations. Espousing his claim, the UK government argued that the Belgian measures amounted to the creation of a de facto monopoly for Unatra contrary to treaty and customary international law.

The PCIJ rejected this view and characterized the Belgian compensation measures vis-à-vis Unatra as being ‘rather in the nature of an act of grace’ than an obligation. With regard to the decline of the profitability of the transport business in the Congo, the Court did not support the idea that this decline might be attributed to the Belgian government. Thus, no violation of any potential vested rights of Oscar Chinn took place. The Court reasoned as follows:

No enterprise—least of all a commercial or transport enterprise, the success of which is dependent on the fluctuating level of prices and rates—can escape from the chances and hazards resulting from general economic conditions. Some industries may be able to make large profits during a period of general prosperity, or else by taking advantage of a treaty of commerce or of an alteration in customs duties; but they are also exposed to the danger of ruin or extinction if circumstances change. Where this is the case, no vested rights are violated by the State.33

A broad approach to the scope of property rights can also be found in the German Interests in Polish Upper Silesia case where the PCIJ affirmed the ‘rules generally applied in regard to the treatment of foreigners and the principle of respect for vested rights’.34 One of the many issues of this case, which forms part of the larger dispute between Germany and Poland over German interests in Upper Silesia in the post-World War I period, concerned the effect of the Polish measures on a German company (‘Bayerische’) which had contractual rights of managing and operating the nitrate plant, the Chorzów Factory, owned by another German company (‘Oberschlesische’). The Court held that not only the owner of the factory, but also the company holding contractual rights was expropriated:

… it is clear that the rights of the Bayerische to the exploitation of the factory and to the remuneration fixed by the contract for the management of the exploitation and for the use of its patents, licences, experiments, etc., have been directly prejudiced by the taking over of the factory by Poland. As these rights related to the Chorzów factory and were, so to speak, concentrated in that factory, the prohibition contained in the last sentence of Article 6 of the Geneva Convention applies in all respect to them.35

Article 6 of the Geneva Convention concerning Upper Silesia established a right of expropriation in favour of Poland, which constituted an exception to the general principle of respect for vested rights.36

The relevance of the Chorzów Factory case for modern investment disputes has been emphatically reaffirmed by the Iran–US Claims Tribunal.37 It is thus not surprising to find that the Iran–US Claims Tribunal also recognized that intangible property, such as shareholder rights and contractual rights, could be expropriated. In Starrett Housing it expressly mentioned that claimants, ‘rely on precedents in international law in which cases measures of expropriation or taking, primarily aimed at physical property, have been deemed to comprise also rights of a contractual nature closely related to the physical property’.38 In the Amoco case the Iran–US Claims Tribunal very broadly asserted: ‘Expropriation, which can be defined as a compulsory transfer of property rights, may extend to any right which can be the object of a commercial transaction …’39 In the Phillips case it found a compensable expropriation ‘whether the expropriation is formal or de facto and whether the property is tangible, such as real estate or a factory, or intangible, such as the contractual rights involved in the present Case’.40

Also ICSID tribunals have recognized that contractual rights may be expropriated. In the SPP case, also known as the Pyramids case, the arbitral tribunal rejected

the argument that the term ‘expropriation’ applies only to jus in rem. The respondent’s cancellation of the project had the effect of taking certain important rights and interests of the Claimants. What was expropriated was not the land or the right of usufruct, but the rights that SPP(ME), as a shareholder of ETDC, derived from EGOTH’s right of usufruct, which had been ‘irrevocably’ transferred to ETDC by the State. Clearly, those rights were of a contractual rather than in rem nature. However, there is considerable authority for the proposition that contract rights are entitled to the protection of international law and that the taking of such rights involves an obligation to make compensation therefor.41

In Wena Hotels v Egypt, a subsequent ICSID tribunal expressly espoused the reasoning of the Pyramids case in its finding that ‘[i]t is also well established that an expropriation is not limited to tangible property rights’.42 In Pope & Talbot, an investor’s access to the US softwood lumber market was regarded as a property right protected by the NAFTA. However, Canada’s temporary imposition of a quota regime did not qualify as a substantial deprivation.43 Also the NAFTA arbitral tribunal in SD Myers, dealing with access to markets, affirmed that not only tangible property may be subject to expropriation. It expressly said, ‘The Tribunal accepts that, in legal theory, rights other than property rights may be “expropriated” ….’44 Expressly endorsing the broad investment notion of Pope & Talbot, another NAFTA tribunal in the Methanex case stated that ‘… the restrictive notion of property as a material “thing” is obsolete and has ceded its place to a contemporary conception which includes managerial control over components of a process that is wealth producing’.45

The view that intangible rights too may be expropriated also finds support in a number of other investment arbitration cases. In the Biloune case, an UNCITRAL ad hoc arbitration, the tribunal clearly viewed the contractual rights of an investor in an investment as constituting a potential object of indirect expropriation through various acts and omissions of governmental authorities.46 The tribunal said:

such prevention of [an investor] from pursuing its approved project would constitute constructive expropriation of [the investor]’s contractual rights in the project … unless the Respondents can establish by persuasive evidence sufficient justification for these events.47

In the more recent CME case, another UNCITRAL ad hoc arbitration, the tribunal upheld the investor’s claim that its contractual rights had been expropriated by the interference of a regulatory body of the host state. With regard to the question of whether intangible assets may be expropriated the tribunal held:

The Respondent’s view that the Media Council’s actions did not deprive the Claimant of its worth, as there has been no physical taking of the property by the State … is irrelevant. What was touched and indeed destroyed was the Claimant’s and its predecessor’s investment as protected by the Treaty. What was destroyed was the commercial value of the investment … by reason of coercion exerted by the Media Council …48

Finally, a broad concept of protected property is also confirmed by the approach taken by the ECtHR. The Strasbourg Court has extensively interpreted the notion of ‘possessions’ protected by Article 1 of the Additional Protocol 1 to the European Convention for the Protection of Human Rights and Fundamental Freedoms (ECHR).49 Article 1 of the First Additional Protocol provides:

Every natural or legal person is entitled to the peaceful enjoyment of his possessions. No one shall be deprived of his possessions except in the public interest and subject to the conditions provided for by law and by the general principles of international law. The preceding provisions shall not, however, in any way impair the right of a State to enforce such laws as it deems necessary to control the use of property in accordance with the general interest or to secure the payment of taxes or other contributions or penalties.

According to the case-law of the ECtHR, ‘possessions’ include, in addition to tangible property, among other things, licences,50 shareholder rights,51 patents,52 tort claims,53 claims arising from an enforceable arbitral award,54 the value and goodwill of a business,55 and a professional clientele.56

(2) BREACH OF CONTRACT VERSUS EXPROPRIATION OF CONTRACTUAL RIGHTS

If intangible assets, including contract rights, are protected property rights, then they may be subject to expropriation which, in turn, may lead to an obligation to compensate. The difficulty lies in distinguishing between an ordinary breach of contract, which may entail legal consequences according to the applicable law, frequently national law, on the one hand, and the expropriation of contract rights, which entails consequences under international law, on the other hand.

The guiding principle in locating an expropriation appears to be whether a state has acted in its sovereign capacity, exercising its governmental or public power or authority. This criterion, which had already been relied upon in the Shufeldt Claim,57 was elaborated further in the Jalapa Railroad case.58 In that case, the American–Mexican Claims Commission regarded a legislative decree, declaring a clause in a contract between the state and the investor to be void, as an act of expropriation. It held:

In the circumstances, the issue for determination is whether the breach of contract alleged to have resulted from the nullification of clause twelfth of the contract was an ordinary one involving no international responsibility or whether said breach was effected arbitrarily by means of a governmental power illegal under international law … the 1931 decree of the same Legislature, … was clearly not an ordinary breach of contract. Here the Government of Veracruz stepped out of the role of contracting party and sought to escape vital obligations under its contract by exercising its superior governmental power. Such action under international law has been held to be a confiscatory breach of contract ….59

This distinction was also relied upon by the Iran–US Claims Tribunal. In Phillips Petroleum Co, the tribunal agreed with the claimant’s argument that the termination of contract rights under a concession agreement constituted an expropriation of contract rights. The tribunal said:

The Tribunal considers that the acts complained of appear more closely suited to assessment of liability for the taking of foreign-owned property under international law than to assessment of the contractual aspects of the relationship, and so decided to consider the claim in this light.60

The differentiation between mere breach of contract and an expropriation of contract rights has also been addressed in NAFTA arbitrations. In Waste Management II61 an arbitral tribunal expressly stated that ‘an enterprise is not expropriated just because its debts are not paid or other contractual obligations towards it are breached’.62 The case concerned a dispute over a waste disposal concession involving, among other things, the failure to make payments. The tribunal held:

The mere non-performance of a contractual obligation is not to be equated with a taking of property, nor (unless accompanied by other elements) is it tantamount to expropriation. Any private party can fail to perform its contracts, whereas nationalization and expropriation are inherently governmental acts.63

In the tribunal’s view an ‘outright repudiation’, for instance in the form of a ‘decree or executive act’ could have qualified as an expropriation. According to the tribunal ‘the outright refusal by a State to honour a money order or similar instrument payable under its own law may well constitute either an actual expropriation or at least a measure tantamount to an expropriation of the value of the order’.64

Also a number of ICSID tribunals had the opportunity to elaborate on this issue. Most recently, the Azurix tribunal held that ‘[w]hether one or a series of [contractual] breaches can be considered to be measures tantamount to expropriation will depend on whether the State or its instrumentality has breached the contract in the exercise of its sovereign authority, or as a party to a contract’.65

Similar reasoning has been adopted in SGS v Philippines66 where an ICSID tribunal, for the purposes of prima facie jurisdiction, declined to regard the refusal to make contractual payments as an expropriation. The tribunal said:

In the Tribunal’s view, on the material presented by the Claimant no case of expropriation has been raised. Whatever debt the Philippines may owe to SGS still exists; whatever right to interest for late payment SGS had it still has. There has been no law or decree enacted by the Philippines attempting to expropriate or annul the debt, nor any action tantamount to an expropriation. The Tribunal is assured that the limitation period for proceedings to recover the debt before the Philippine courts under Article 12 has not expired. A mere refusal to pay a debt is not an expropriation of property, at least where remedies exist in respect of such a refusal. A fortiori a refusal to pay is not an expropriation where there is an unresolved dispute as to the amount payable.67

The distinction between an (ordinary) breach of contract and an expropriatory action directed against contractual property rights is sometimes also addressed in terms of whether a contract breach may amount to a violation of international law.68 The ILC has referred to this issue in its Commentary to the Articles on State Responsibility confirming that:

the breach by a State of a contract does not as such entail a breach of international law. Something further is required before international law becomes relevant, such as a denial of justice by the courts of the State in proceedings brought by the other contracting party.69

In addition, the distinction between breach of contract and expropriation has become relevant in the related jurisdictional debate about contract versus treaty claims in international investment arbitration.70 In this context the ICSID tribunal in the Impregilo case held that:

[i]n order that the alleged breach of contract may constitute a violation of the BIT, it must be the result of behaviour going beyond that which an ordinary contracting party could adopt. Only the State in the exercise of its sovereign authority [‘puissance publique’], and not as a contracting party, may breach the obligations assumed under the BIT.71

The tribunal continued to assert that ‘[t]he threshold to establish that a breach of the Contracts constitutes a breach of the Treaty is a high one’.72 And, with a view to the issue of breaches of contract as expropriations, it expressly ‘recognize[d] that the taking of contractual rights could, potentially, constitute an expropriation or a measure having an equivalent effect’.73

Similarly, in Consortium RFCC v Morocco, an ICSID panel insisted that a breach of contract would not normally constitute a breach of treaty provisions ‘unless it be proved that the state or its emanation has gone beyond its role as a mere party to the contract, and has exercised the specific functions of a sovereign’.74

Thus, it is not surprising that the ad hoc arbitral tribunal in the Eureko case concluded that:

[t]here is an amplitude of authority for the proposition that when a State deprives an investor of the benefit of its contractual rights, directly or indirectly, it may be tantamount to a deprivation, in violation of the type of provision contained in [a BIT] Article [protecting against expropriation]. The deprivation of contractual rights may be expropriatory in substance and in effect.75

Nevertheless, there are few cases of actual findings of expropriation of contractual rights because the threshold of governmental action appears to be very high.

(3) INDIRECT EXPROPRIATION

It is on the whole undisputed that the prohibition of expropriation of foreign property, both under customary international law and under applicable treaty law, covers not only formal takings but also indirect expropriation. This is clearly evidenced by language prohibiting both direct and indirect expropriation or making clear that the notion of expropriation includes indirect expropriation. For instance, the 1967 OECD Draft Convention on the Protection of Foreign Property provided in Article 3 that ‘[n]o Party shall take any measures depriving, directly or indirectly, of his property a national of another Party unless the following conditions are complied with … ’.76

Most BITs prohibit ‘direct’ and ‘indirect’ expropriations or expropriations and ‘measures having equivalent effect’.77 Sometimes they even use a combination of both prohibitions—a possibility that was also adopted in the Draft MAI:

A Contracting Party shall not expropriate or nationalise directly or indirectly an investment in its territory of an investor of another Contracting Party or take any measure or measures having equivalent effect (hereinafter referred to as ‘expropriation’).78

Similarly, Chapter 11 of the NAFTA prohibits ‘measure[s] tantamount to nationalization or expropriation’:

No Party may directly or indirectly nationalize or expropriate an investment of an investor of another Party in its territory or take a measure tantamount to nationalization or expropriation of such an investment (‘expropriation’), except …79

The Energy Charter Treaty provides:

(1) Investments of Investors of a Contracting Party in the Area of any other Contracting Party shall not be nationalized, expropriated or subjected to a measure or measures having effect equivalent to nationalization or expropriation (hereinafter referred to as ‘Expropriation’) except where such Expropriation is: …80

In addition, other investment relevant instruments speak of ‘expropriations or other measures affecting property rights’.81

(a) The Notion of Indirect Expropriation

As opposed to direct expropriation, which involves the taking of property, indirect expropriation may occur when measures short of an actual taking ‘result in the effective loss of management, use or control, or a significant depreciation of the value, of the assets of a foreign investor’.82 Though there have been various attempts at clarifying and differentiating between different types of indirect expropriations, it appears that the term is frequently used interchangeably with expressions such as de facto, disguised, constructive, regulatory, consequential, or creeping expropriation.83

Attempts to define indirect expropriations focus on the ‘unreasonable interference’,84 with the ‘prevention of enjoyment’85 or the ‘deprivation’86 of property rights.

Most investment treaties do not expressly address the issue of indirect expropriation. Usually, they only contain a general clause laying down the conditions under which an expropriation will be considered lawful.87 Some may include a reference to indirect expropriations by declaring the same conditions applicable to them. But, in general, investment treaties rarely try to define indirect expropriations. If they attempt to do so they sometimes do it in a negative way, describing state measures that may not be considered to constitute indirect expropriation.88

The commentary to the 1967 OECD Draft Convention is an example of one of the rare attempts to define indirect expropriation. It characterizes indirect expropriation as measures applied in such a way,

as to deprive ultimately the alien of the enjoyment or value of his property, without any specific act being identifiable as outright deprivation. As instances may be quoted excessive or arbitrary taxation; prohibition of dividend distribution coupled with compulsory loans; imposition of administrators; prohibition of dismissal of staff; refusal of access to raw materials or of essential export or import licenses.89

Many BITs use language prohibiting expropriations and ‘measures having equivalent effect’90—an expression that was also used in the Draft MAI.91 Other instruments relevant to investment use the notion of ‘expropriations or other measures affecting property rights,’92 while NAFTA Chapter 11 speaks of ‘measure[s] tantamount to nationalization or expropriation’.93 Certain defining elements of expropriation can be found in the MIGA Convention which characterizes ‘expropriation and similar measures’ in the context of risks covered by investment insurance in the following way:

any legislative action or administrative action or omission attributable to the host government which has the effect of depriving the holder of a guarantee of his ownership or control of, or a substantial benefit from, his investment …94

A number of recent US and Canadian investment-related treaties contain more specific language addressing the delimitation between indirect expropriation and regulatory measures.95 For instance, the 2004 Canadian Model BIT provides as follows:

The Parties confirm their shared understanding that:

a) Indirect expropriation results from a measure or series of measures of a Party that have an effect equivalent to direct expropriation without formal transfer of title or outright seizure;

b) The determination of whether a measure or series of measures of a Party constitute an indirect expropriation requires a case-by-case, fact-based inquiry that considers, among other factors:

i) the economic impact of the measure or series of measures, although the sole fact that a measure or series of measures of a Party has an adverse effect on the economic value of an investment does not establish that an indirect expropriation has occurred;

ii) the extent to which the measure or series of measures interfere with distinct, reasonable investment-backed expectations; and

iii) the character of the measure or series of measures;

c) Except in rare circumstances, such as when a measure or series of measures are so severe in the light of their purpose that they cannot be reasonably viewed as having been adopted and applied in good faith, non-discriminatory measures of a Party that are designed and applied to protect legitimate public welfare objectives, such as health, safety and the environment, do not constitute indirect expropriation.96

Some US Free Trade Agreements, containing investment chapters, include the following language:

Nothing in this Chapter shall be construed to prevent a Party from adopting, maintaining, or enforcing any measure otherwise consistent with this Chapter that it considers appropriate to ensure that investment activity in its territory is undertaken in a manner sensitive to environmental concerns.97

Except in rare circumstances, nondiscriminatory regulatory actions by a Party that are designed and applied to protect legitimate public welfare objectives, such as public health, safety, and the environment, do not constitute indirect expropriations.98

While most bi- and multilateral investment agreements just acknowledge the possibility of indirect expropriation, some recent ones attempt to provide more detail for the identification when state measures amount to such indirect expropriation. These attempts may be seen as a ‘legislative’ response to the growing field of investment dispute settlement involving an interesting mix of aiming at correcting judicial and arbitral findings and at the same time codifying judicial and arbitral trends.

Various international judicial and arbitral bodies have also addressed the notion of indirect expropriation. In the rich jurisprudence of the Iran–US Claims Tribunal, the concept of an indirect expropriation has been repeatedly addressed. In the Tippetts case the tribunal remarked:

The Tribunal prefers the term ‘deprivation’ to the term ‘taking,’ although they are largely synonymous, because the latter may be understood to imply that the Government has acquired something of value, which is not required. A deprivation or taking of property may occur under international law through interference by a state in the use of that property or with the enjoyment of its benefits, even where legal title to the property is not affected.99

In the Starrett case, another chamber of the Iran–US Claims Tribunal said that:

… it is recognized in international law that measures taken by a State can interfere with property rights to such an extent that these rights are rendered so useless that they must be deemed to have been expropriated, even though the State does not purport to have expropriated them and the legal title to the property formally remains with the original owner.100

In the ITT case, the Iran–US Claims Tribunal found that a governmental interference may amount to an expropriation if it denies property owners ‘fundamental rights of ownership, use, enjoyment or management of the business’.101

Also the ECtHR recognizes the concept of indirect or de facto expropriations. In the leading case of Sporrong and Lönnroth v Sweden, it held:

In the absence of formal expropriation, that is to say a transfer of ownership, the Court considers that it must look behind the appearances and investigate the realities of the situation complained of … Since the Convention is intended to guarantee rights that are ‘practical and effective’…, it has to be ascertained whether that situation amounted to a de facto expropriation, as was argued by the applicants.102

In the field of traditional investment arbitration panels characterized indirect expropriation in a largely similar way. In Metalclad, a NAFTA award, for instance, indirect expropriation was broadly characterized as follows:

Thus, expropriation … includes not only open, deliberate and acknowledged takings of property, such as outright seizure or formal or obligatory transfer of title in favor of the host State, but also covert or incidental interference with the use of property which has the effect of depriving the owner, in whole or in significant part, of the use or reasonably-to-be expected economic benefit of property even if not necessarily to the obvious benefit of the host State.103

In the Feldman case, another NAFTA panel characterized the following types of measures as possessing an expropriatory quality: ‘In the past, confiscatory taxation, denial of access to infrastructure or necessary raw materials, imposition of unreasonable regulatory regimes, among others, have been considered to be expropriatory actions’.104

In the CME case,105 an ad hoc UNCITRAL arbitral tribunal relied on the broad concepts of destruction of the commercial value of an investment and denial of benefits to the investor in its finding of an indirect expropriation:

What was touched and indeed destroyed was the Claimant’s and its predecessor’s investment as protected by the Treaty. What was destroyed was the commercial value of the investment …106

De facto expropriations or indirect expropriations, i.e. measures that do not involve an overt taking but that effectively neutralize the benefit of the property of the foreign owner, are subject to expropriation claims.107

In the CMS v Argentina case,108 an ICSID tribunal endorsed the concept of ‘substantial deprivation’ as determinative for establishing whether an indirect expropriation had taken place. Specifically relying on cases like CME,109 Metalclad,110 and Pope & Talbot,111 the CMS tribunal thought that the essential question was ‘to establish whether the enjoyment of the property has been effectively neutralized’.112

The concept of indirect expropriation is clearly recognized in the practice of international courts and tribunals. The more difficult issues arise when it becomes necessary to identify the factual elements that constitute an indirect expropriation.113 The general description of indirect expropriation as wealth deprivation or denial of benefits employed by many arbitral tribunals is of limited value in this respect. While it is true that many findings of indirect expropriations are necessarily very fact-specific and may best be rationalized on a case-by-case basis,114 a scholarly analysis should not dispense with identifying those elements and factors that are crucial for a finding of an indirect expropriation.

(b) Creeping Expropriations

Expropriation may occur in the absence of a single decisive act that implies a taking of property. It could result from a series of acts and/or omissions that, in sum, result in a deprivation of property rights. This is frequently characterized as a ‘creeping’ expropriation,115 sometimes also referred to as ‘constructive’ expropriation.116 The focus is on the cumulative effect of various acts and omissions, which may sometimes allow their characterization as an expropriation only in retrospect.117 According to an UNCTAD Study on Taking of Property the term creeping expropriation

may be defined as the slow and incremental encroachment on one or more of the ownership rights of a foreign investor that diminishes the value of its investment. The legal title to the property remains vested in the foreign investor but the investor’s rights of use of the property are diminished as a result of the interference by the State.118

According to the ICSID tribunal in Generation Ukraine, Inc v Ukraine:

Creeping expropriation is a form of indirect expropriation with a distinctive temporal quality in the sense that it encapsulates the situation whereby a series of acts attributable to the State over a period of time culminate in the expropriatory taking of such property.119

That expropriation may occur as a result of a series of measures is also corroborated by a number of investment instruments. Many investment agreements include express language referring to a ‘series of actions’120 or ‘series of measures’121 which may constitute expropriation.

The concept of ‘creeping’ or ‘constructive’ expropriation is widely endorsed by arbitral practice. In the Biloune case the arbitration panel found that a series of governmental acts and omissions which ‘effectively prevented’ an investor from pursuing his investment project constituted a ‘constructive expropriation’. Each of these actions, viewed in isolation, may not have constituted expropriation. But the sum of them caused an ‘irreparable cessation of work on the project’.122 The case concerned an investment of a Syrian national, Biloune, in the form of the construction of a hotel and recreational facility in Accra, Ghana. The actual construction work was to be carried out through a joint venture, Marine Drive Complex Ltd (MDCL), in which Biloune held a majority interest. After substantial progress had been made in the development of the site, government officials issued a stop work order on the basis of missing construction permits. Subsequently, part of the project was demolished and Biloune was subjected to investigation and arrest, which ultimately led to his deportation. In the tribunal’s opinion it was clear that:

the conjunction of the stop work order, the demolition, the summons, the arrest, the detention, the requirement of filing assets declaration forms, and the deportation of Mr Biloune without possibility of re-entry had the effect of causing the irreparable cessation of work on the project. Given the central role of Mr Biloune in promoting, financing and managing MDCL, his expulsion from the country effectively prevented MDCL from further pursuing the project. In the view of the Tribunal, such prevention of MDCL from pursuing its approved project would constitute constructive expropriation of MDCL’s contractual rights in the project and, accordingly, the expropriation of the value of Mr Biloune’s interest in MDCL, unless the Respondents can establish by persuasive evidence sufficient justification for these events.123

Since no such justification was found, the tribunal concluded that ‘the Government of Ghana, by its acts and omissions culminating with Mr Biloune’s deportation, constructively expropriated MDCL’s assets, and Mr Biloune’s interest therein’.124

The Iran–US Claims Tribunal has also held that an expropriation may be effected by a ‘series of concrete actions rather than [by] any particular formal decree’.125 In the Phillips Petroleum case the tribunal concluded that the claimant had been deprived of its property as a result of a series of Iranian steps such as the announcement of a future nationalization of the oil industry, reductions of production rates, the appointment of Iranian managers, and the nullification of a joint venture agreement.126 This view was also stressed in the concurring opinion of Howard M Holtzmann in the Starrett Housing case who underlined that ‘[t]he appointment of the manager was not, however, the first or only act of expropriation; in fact it was the last of a series of such measures’.127

In addition, in Benvenuti and Bonfant,128 an early ICSID case, the tribunal concluded that the cumulative effect of a series of governmental acts and omissions de facto expropriated the shares of Benvenuti and Bonfant in the PLASCO company. The case concerned a joint venture between an Italian investor and the Congolese government creating a company, PLASCO, intended to manufacture plastic bottles and produce mineral water. After the start of the operations of the bottling factory, the government intervened by fixing maximum prices for the sale of mineral water and dissolving a Congolese marketing company of PLASCO products. It also failed to take measures to exclude foreign competition and to provide a preferential tax status for PLASCO. Subsequently, criminal proceedings were instituted against Mr Bonfant, who left the country upon the Italian embassy’s advice, and finally the Congolese army occupied the premises of PLASCO’s head office.

The tribunal rejected the respondent state’s assertion that it did not formally carry out any confiscation or nationalization and that the investor was free to return and recover its share of the joint venture. Instead, it found that ‘a whole series of facts [were] contrary to the Government’s case’. After reciting some of the above-mentioned facts the arbitrators concluded:

The tribunal therefore considers that the Government did, in fact, appropriate B&B’s share in PLASCO and owes it damages…. This principle of compensation in case of nationalization is in accordance with the Congolese Constitution and constitutes one of the generally recognized principles of international law as well as of equity.129

Similarly, another ICSID tribunal held in the Letco case130 that the sum of a government’s acts and omissions constituted an indirect expropriation. The case concerned a concession agreement between the parties for the exploitation of timber from Liberian forests concluded in 1970, which was intended to be in force for a period of at least 20 years after the start of logging operations in 1972. Subsequent to the signing of the concession agreement, the territorial scope of the concession area was unilaterally reduced by the government several times. Upon a further reduction by more than half of the concession area in 1980, Letco ceased its activities, claiming that it was deprived of any meaningful operations. The tribunal considered whether the ‘action taken by the Liberian Government in depriving LETCO of its concession might be considered as an act of nationalization’ and—after rejecting any possible justifications for the Liberian acts—it concluded that, ‘the taking of LETCO’s property was not for a bone fide [sic] public purpose, was discriminatory and was not accompanied by an offer of appropriate compensation’.131

In the Tradex Case,132 another ICSID tribunal accepted the possibility of a creeping expropriation as a result of a ‘combination of the decisions and events … in a long, step-by-step process by Albania’.133 However, it did not view the events complained about, such as announcements concerning future land reform and crop destruction and the land occupation by villagers, to constitute expropriation.

In the Santa Elena case,134 the notion of creeping expropriation was also endorsed. According to the ICSID tribunal:

… the period of time involved in the process may vary—from an immediate and comprehensive taking to one that only gradually and by small steps reaches a condition in which it can be said that the owner has truly lost all the attributes of ownership. It is clear, however, that a measure or series of measures can still eventually amount to a taking, though the individual steps in the process do not formally purport to amount to a taking or to a transfer of title.135

Also, in a series of NAFTA Chapter 11 awards administered under the ICSID Additional Facility, arbitral tribunals had recourse to the concept of creeping expropriation. In his dissenting opinion in Waste Management, Keith Highet characterized an indirect expropriation as a series of governmental measures that, in sum, constitute a deprivation of property. He reasoned that:

a ‘creeping’ expropriation is comprised of a number of elements, none of which can—separately—constitute the international wrong. These constituent elements include non-payment, non-reimbursement, cancellation, denial of judicial access, actual practice to exclude, non-conforming treatment, inconsistent legal blocks, and so forth.136

In Metalclad, an indirect expropriation was found not as a result of a single act, but rather on the basis of the accumulation of acts and omissions which amounted to an indirect expropriation.137 In the Feldman case, another NAFTA award, the notion of creeping expropriation as a form of indirect expropriation was confirmed:

If the measures are implemented over a period of time, they could also be characterized as ‘creeping’, which the Tribunal also believes is not distinct in nature from, and is subsumed by, the terms ‘indirect’ expropriation or ‘tantamount to expropriation’ in Article 1110(1).138

In Tecmed, a NAFTA tribunal found that the revocation of a licence for the operation of a landfill constituted an indirect expropriation. With regard to the concept of measures ‘equivalent to expropriation’ it made the following remarks:

This type of expropriation does not necessarily take place gradually or stealthily—the term ‘creeping’ refers only to a type of indirect expropriation—and may be carried out through a single action, through a series of actions in a short period of time or through simultaneous actions. Therefore, a difference should be made between creeping expropriation and de facto expropriation, although they are usually included within the broader concept of ‘indirect expropriation’ and although both expropriation methods may take place by means of a broad number of actions that have to be examined on a case-by-case basis to conclude if one of such expropriation methods has taken place.139

In a similar vein, the ECtHR has held that a series of governmental measures falling short of explicit expropriation may still be qualified as an indirect expropriation. The Papamichalopoulos case is a good case in point. The Greek military government took possession of a privately owned land in order to set up a naval base and a holiday resort for officers and their families. Though no formal expropriation took place, the ECtHR noted that, as a result of the Greek measures, the ‘applicants were unable to make use of their property or to sell, bequeath, mortgage or make a gift of it’ and they were ‘even refused access to it’.140 In the Court’s view:

… the loss of all ability to dispose of the land in issue, taken together with the failure of the attempts made so far to remedy the situation complained of, entailed sufficiently serious consequences for the applicants de facto to have been expropriated in a manner incompatible with their right to the peaceful enjoyment of their possessions.141

In addition to including a series of acts as well as omissions in the broad notion of indirect expropriation tribunals have also stressed that the measures equivalent to an expropriation need not be ‘legal acts’ or acts having an immediate legal effect. For instance, the NAFTA tribunal in the Ethyl case held that ‘[c]learly something other than a “law”, even something in the nature of a “practice,” which may not even amount to a legal stricture, may qualify [as such a] measure’.142 Investment tribunals frequently have to address issues of creeping expropriation, which is a reflection of the development that direct expropriation has been rare at present.

(c) Omissions as Indirect Expropriations

As can be seen from the case-law concerning creeping expropriations, an indirect expropriation may result from a series of acts and omissions. However, various investment tribunals have also held that omissions alone may in certain circumstances amount to an expropriation. For instance, in the Amco case an ICSID tribunal expressly found that omissions may constitute an expropriation. The tribunal said that:

[e]xpropriation in international law also exists merely by the state withdrawing the protection of its courts from the owner expropriated, and tacitly allowing a de facto possessor to remain in possession of the thing seized, as did the Roman praetor in allowing longi temporis praescripto.143

Similarly, in the Eureko case an ad hoc tribunal rejected the textual argument that a BIT provision protecting against expropriatory ‘measures’ was meant to exclude omissions from the ambit of the treaty. According to the tribunal, it was ‘obvious that the rights of an investor can be violated as much by the failure of a Contracting State to act as by its actions’.144 That such an interpretation has been made is perhaps unsurprising, as it ensures the effective protection of an investor’s property and investments. Nevertheless, there are also counter-examples. In the Olguín v Paraguay case, an ICSID tribunal openly rejected the idea that an expropriation may take place via omissions. The tribunal stated: ‘Expropriation therefore requires a teleologically driven action for it to occur; omissions, however egregious they may be, are not sufficient for it to take place’.145

(d) The Problem of Regulatory Expropriations

While the concept of indirect expropriation is generally accepted—as is the idea of legitimate regulatory action which does not give rise to claims of compensation—the precise delimitation between these two, theoretically distinct, concepts is hard to establish. Clearly, the crucial difficulty lies in establishing the exact borderline between an indirect expropriation and a regulatory measure. The quest for a generally applicable test for this distinction, and, at the same time, the futility of such pursuit, has been aptly described by the ICSID tribunal in the Generation Ukraine case:

It would be useful if it were absolutely clear in advance whether particular events fall within the definition of an ‘indirect’ expropriation. It would enhance the sentiment of respect for legitimate expectations if it were perfectly obvious why, in the context of a particular decision, an arbitral tribunal found that a governmental action or inaction crossed the line that defines acts amounting to an indirect expropriation. But there is no checklist, no mechanical test to achieve that purpose. The decisive considerations vary from case to case, depending not only on the specific facts of a grievance but also on the way the evidence is presented, and the legal bases pleaded. The outcome is a judgment, i.e. the product of discernment, and not the printout of a computer programme.146

Similarly, the UNCITRAL tribunal in the Saluka case considered that:

… international law has yet to identify in a comprehensive and definitive fashion precisely what regulations are considered ‘permissible’ and ‘commonly accepted’ as falling within the police or regulatory power of States and, thus, non-compensable. In other words, it has yet to draw a bright and easily distinguishable line between non-compensable regulations on the one hand and, on the other, measures that have the effect of depriving foreign investors of their investment and are thus unlawful and compensable in international law.147

The judicial and arbitral debate is framed by assertions that, on the one hand, legitimate regulatory measures are outside the scope of indirect expropriation and that a too far-reaching protection against expropriation should not serve as de facto substitute for investment insurance. On the other hand, it is said that any substantial deprivation of value regardless of its purposes should be considered expropriatory.

In principle there is a widespread consensus that regulatory measures pursued for legitimate objectives cannot be regarded as indirect expropriation. This view has been endorsed by the Iran–US Claims Tribunal148 as well as by NAFTA panels.149 It has also found clear expression in the OECD Ministerial Statement attempting to save the MAI.150 It has equally been adopted in a number of recent investment awards. Some of them have characterized the principle that legitimate regulatory action cannot be regarded as compensable ‘expropriation’ as a firmly established rule of customary international law. For instance, in the Saluka case an UNCITRAL tribunal held that:

[i]t is now established in international law that States are not liable to pay compensation to a foreign investor when, in the normal exercise of their regulatory powers, they adopt in a non-discriminatory manner bona fide regulations that are aimed at the general welfare.151

A different approach has been taken by the ECtHR, which does not regard lawful regulatory measures to be wholly outside judicial scrutiny. Rather, the European Court also subjects regulatory ‘use control measures’ to a proportionality test. This is based on the textual differentiation, made in Article 1 Additional Protocol I to the ECHR, between deprivations of property and mere use controls.152 According to the ECtHR, the property rights guarantee of Article 1 Additional Protocol I ECHR comprises three distinct rules:

The first rule, which is of a general nature, enounces the principle of peaceful enjoyment of property; it is set out in the first sentence of the first paragraph. The second rule covers deprivation of possessions and subjects it to certain conditions; it appears in the second sentence of the same paragraph. The third rule recognises that the States are entitled, amongst other things, to control the use of property in accordance with the general interest, by enforcing such laws as they deem necessary for the purpose; it is contained in the second paragraph.153

Partly based on the famous statement of the PCIJ in the Oscar Chinn case that ‘[f]avourable business conditions and goodwill are transient circumstances, subject to inevitable changes’,154 international courts and tribunals have repeatedly stressed that property rights and investment protection may not serve as insurance against ordinary commercial risks.155

One of the central difficulties in distinguishing a regulatory measure from a regulatory expropriation lies in the identification of legitimate purposes of regulatory measures. However, there appears to be an emerging consensus that certain types of state measures are considered legitimate.156 In searching for such an international consensus, environmental agreements, ILO labour standards, and the like may provide useful guidance.157

In this context, the Restatement (Third) speaks of ‘bona fide general taxation, regulation, forfeiture for crime, or other action of the kind that is commonly accepted as within the police power of states’.158 Taxation and other contributions or penalties are also mentioned in Additional Protocol I of the ECHR.159 In addition, the ECtHR has identified a number of regulatory activities which it has held to be covered by the notion of ‘use control’ of property. These include the prohibition of construction on land,160 planning controls,161 and rent control.162 Although, in the jurisprudence of the ECtHR, these use control measures do not constitute (indirect) expropriation, the Strasbourg Court has clarified that they do not fall entirely outside the scope of property protection.

Some recent US and Canadian free trade and investment agreements try to formulate a generally acceptable definition of legitimate regulatory measures outside the scope of indirect expropriation. They do so by identifying certain ‘legitimate public welfare objectives, such as public health, safety, and the environment’.163

Investment arbitration practice has equally recognized taxation and environmental concerns as legitimate purposes.164 ICSID practice shows that the protection of cultural property may also be considered a legitimate regulatory purpose. In the Pyramids case, the Egyptian termination of a contract providing for the construction of a hotel and tourist site close to the pyramids of Giza was held to constitute a compensatory taking although the tribunal expressly acknowledged that ‘as a matter of international law, the Respondent was entitled to cancel a tourist development project situated on its own territory for the purpose of protecting antiquities…. The decision to cancel the project constituted a lawful exercise of the right of eminent domain’.165 Nevertheless, it was clearly regarded as an expropriation.

Although it is sometimes asserted that ‘bona fide general taxation’166 belongs to the category of non-compensable regulatory measures, this does not mean that taxation is entirely insulated from expropriation claims. Excessive taxation, transgressing the bona fide qualification, may be viewed as indirect expropriation. This has been confirmed in the Feldman case, where a NAFTA tribunal stated:

By their very nature, tax measures, even if they are designed to and have the effect of an expropriation, will be indirect, with an effect that may be tantamount to expropriation. If the measures are implemented over a period of time, they could also be characterized as ‘creeping,’ which the Tribunal also believes is not distinct in nature from, and is subsumed by, the terms ‘indirect’ expropriation or ‘tantamount to expropriation’ in Article 1110(1).167

In the recent Occidental case, the arbitral tribunal confirmed that:

expropriation need not involve the transfer of title to a given property, which was the distinctive feature of traditional expropriation under international law. It may of course affect the economic value of an agreement. Taxes can result in expropriation as can other types of regulatory measures.168

At present environmental regulation poses some of the most difficult questions with regard to the proper delimitation between compensable expropriatory and legitimate regulatory measures. At one extreme, arbitral tribunals may totally disregard the intention of national legislators and look only at the effect of environmental measures—an approach that may be induced by the sole effect doctrine outlined below.169 In this sense, an ICSID tribunal has held in the Santa Elena case:

Expropriatory environmental measures—no matter how laudable and beneficial to society as a whole—are in this respect, similar to any other expropriatory measures that a state may take in order to implement its policies: where property is expropriated, even for environmental purposes, whether domestic or international, the state’s obligation to pay compensation remains.170

This finding was specifically endorsed by the Tecmed tribunal, which said in its award on the merits that it found

no principle stating that regulatory administrative actions are per se excluded from the scope of the [applicable BIT], even if they are beneficial to society as a whole—such as environmental protection–, particularly if the negative economic impact of such actions on the financial position of the investor is sufficient to neutralize in full the value, or economic or commercial use of its investment without receiving any compensation whatsoever.171

A more nuanced approach was pursued by the NAFTA panel in the SD Myers case. It did not regard the temporary export prohibition on waste from Canada to the USA to amount to an indirect expropriation. However, it did second-guess the Canadian measures and found a violation of NAFTA’s ‘fair and equitable’ and ‘national treatment’ standards because the environmental measures were ‘intended primarily to protect [Canadian industry] from U.S. competition’.172

At the other end of the spectrum lie decisions like the Methanex Award which generally exclude non-discriminatory, regulatory measures from the scope of indirect expropriations. According to this NAFTA tribunal,

… as a matter of general international law, a non-discriminatory regulation for a public purpose, which is enacted in accordance with due process and, which affects, inter alios, a foreign investor or investment is not deemed expropriatory and compensable unless specific commitments had been given by the regulating government to the then putative foreign investor contemplating investment that the government would refrain from such regulation.173

This reasoning was also followed in the Saluka Award where an UNCITRAL tribunal, heavily relying on Methanex, found that:

the principle that a State does not commit an expropriation and is thus not liable to pay compensation to a dispossessed alien investor when it adopts general regulations that are ‘commonly accepted as within the police power of States’ forms part of customary international law today.174

As a consequence, the tribunal focused on the permissibility of the regulatory state action which, in its view, removed it from the ambit of an indirect expropriation even though in effect it destroyed the value of the investment affected.175 As a result, the forced administration of a bank in which the Dutch investor had invested was not considered a breach of the prohibition against expropriation contained in the applicable BIT.

The broad implication of the Methanex and the Saluka approach, more or less removing any non-discriminatory regulatory action for a public purpose from the scope of compensable regulatory takings, has given rise to an intense debate. It is too early to say whether legitimate regulatory purposes will in the future serve as an easily available escape from a potential finding of a regulatory expropriation. It should be noted, however, that some investment tribunals have voiced concern over the appropriateness of a public purpose as a (sole) criterion to remove government action from the scope of indirect expropriation. For instance, the ICSID tribunal in the Azurix case, without openly referring to Methanex or Saluka, found that ‘the issue was not so much whether the measure concerned is legitimate and serves a public purpose, but whether it is a measure that, being legitimate and serving a public purpose, should give rise to a compensation claim’.176 The Azurix tribunal found that the public purpose criterion alone would be ‘insufficient’.177 Instead, it suggested that the public purpose criterion should be complemented by other criteria, such as proportionality and non-discrimination, in order to provide ‘useful guidance for purposes of determining whether regulatory actions would be expropriatory and give rise to compensation’.178

(e) Crucial Elements of Indirect Expropriation

It is frequently asserted that the identification of indirect expropriation measures cannot be achieved through abstract legal principles, but will depend on a case-by-case analysis of the specific facts. For instance, in the Feldman case a NAFTA tribunal thought ‘that each determination under Article 1110 is necessarily fact-specific’.179 A case-by-case approach is also supported by modern investment agreements, such as the 2004 Canadian Model BIT which provides that ‘[t]he determination of whether a measure or series of measures of a Party constitute an indirect expropriation requires a case-by-case, fact-based inquiry …’.180

On the basis of the sometimes very fact-specific determinations by international arbitral and judicial bodies having to decide whether an indirect expropriation actually took place, one may identify an emerging trend of using certain abstract legal rules that may assist decision-makers in their task of differentiating. Certain topoi have been developed that may help identify whether a government engaged in an expropriatory action or exercised its legitimate regulatory authority.

(i) Intensity of Interference with Property Rights

Usually, an insignificant, minor restriction or interference with property rights does not constitute indirect expropriation. There is broad consensus that a certain degree or level of interference is required in order to qualify as expropriation. What is required is at least a ‘substantial loss of control or value’181 or ‘severe economic impact’.182 The difficulty again lies in establishing the exact level of interference.

The arbitral tribunal in Revere Copper found an expropriation by looking at the ‘impact on effective control over use and operation’183 of an investor’s property. Though formal ownership was not affected by the governmental measures, in the tribunal’s view the investor’s control of use and operation was regarded as no longer ‘effective’.

The Iran–US Claims Tribunal found in a number of cases that this level is reached when property rights are interfered with ‘to such an extent that these rights are rendered so useless that they must be deemed to have been expropriated’184 or when ‘the owner was deprived of fundamental rights of ownership and it appears that this deprivation is not merely ephemeral’.185 In Starrett Housing, the tribunal concluded that an expropriation had taken place as a result of the appointment of Iranian managers to the housing project. In Tippetts, the tribunal did not regard the government appointment of an Iranian manager itself as an expropriation. Rather, the actions of the government-appointed manager, because of the intensity with which they interfered with the owners’ property rights, constituted a taking of property:

While assumption of control over property by a government does not automatically and immediately justify a conclusion that the property has been taken by the government … such a conclusion is warranted whenever events demonstrate that the owner was deprived of fundamental rights of ownership and it appears that this deprivation is not merely ephemeral.186

In the particular case, the tribunal found that ‘the complete absence of answers to letters and telexes and of any communication from [a government-appointed manager] to the Claimant, effectively ended such cooperation and deprived the Claimant of its property interest’.187

In the Sea-Land case, the tribunal refused to recognize an indirect expropriation of a bank account because the interference did not amount to a substantial deprivation. The tribunal rejected the contention that refusal to grant permission to convert the deposits at a Tehran branch into US dollars amounted to an expropriation of the bank account. It found that the competent Iranian authority

was invested with a certain margin of discretion in granting permission for such transfers into foreign currency, and it is not possible to derive from the evidence available before the Tribunal any indication that it was seeking to exercise this discretion in an unreasonable or discriminatory way …188

It concluded that since ‘[t]he account remains in existence and available in Rials, at Sea-Lands disposal … no international liability on the part of the government has been satisfactorily proven’.189

In Pope & Talbot a NAFTA tribunal required that ‘measures affecting property interests’ had to be of a certain ‘magnitude or severity’190 in order to qualify as indirect expropriation. With regard to the Canadian contention that ‘mere interference is not expropriation; rather, a significant degree of deprivation of fundamental rights of ownership is required’,191 the tribunal held:

… While it may sometimes be uncertain whether a particular interference with business activities amounts to an expropriation, the test is whether that interference is sufficiently restrictive to support a conclusion that the property has been ‘taken’ from the owner. Thus, the Harvard Draft defines the standard as requiring interference that would ‘justify an inference that the owner *** will not be able to use, enjoy, or dispose of the property.’ The Restatement, in addressing the question whether regulation may be considered expropriation, speaks of ‘action that is confiscatory, or that prevents, unreasonably interferes with, or unduly delays, effective enjoyment of an alien’s property’…. under international law, expropriation requires a ‘substantial deprivation’.192

In the specific case, the Canadian export restrictions on softwood lumber were considered to constitute an interference which resulted in reduced profits. However, the panel noted that the investor continued to export substantial quantities of lumber and to earn substantial profit on those sales. It thus concluded ‘that the degree of interference with the Investment’s operations due to the Export Control Regime [did] not rise to the level of expropriation (creeping or otherwise)’.193

The Pope & Talbot standard has been specifically endorsed in the Occidental case where the tribunal found that, solely by the fact that a VAT refund had been refused to the investor,

there has been no deprivation of the use or reasonably expected economic benefit of the investment, let alone measures affecting a significant part of the investment. The criterion of ‘substantial deprivation’ under international law identified in Pope & Talbot is not present in the instant case. If narrower definitions of expropriation under international law are examined, the finding of expropriation would lie still farther away.194

The ICSID tribunal in the CMS case also endorsed the ‘substantial deprivation’ standard as described in the Pope & Talbot case. As in the Occidental case, the tribunal found that the various governmental measures did not amount to such a ‘substantial deprivation’ and thus did not constitute an indirect expropriation. In arriving at this conclusion the tribunal stressed, among other things, that ‘[t]he investor is in control of the investment; the Government does not manage the day-to-day operations of the company; and the investor has full ownership and control of the investment’.195

In SD Myers the degree of governmental interference was also apparently crucial. The NAFTA tribunal held:

Expropriations tend to involve the deprivation of ownership rights; regulations [are] a lesser interference. The distinction between expropriation and regulation screens out most potential cases of complaints concerning economic intervention by a state and reduces the risk that governments will be subject to claims as they go about their business of managing public affairs.196

It reinforced this distinction by focusing on the degree and intensity of the interference:

An expropriation usually amounts to a lasting removal of the ability of an owner to make use of its economic rights although it may be that, in some contexts and circumstances, it would be appropriate to view a deprivation as amounting to an expropriation, even if it were partial or temporary.197

In the particular case, the tribunal did not consider the temporary export ban on certain hazardous waste to amount to expropriation.

In the Feldman case the governmental interference with the foreign investor’s rights was also not significant enough to amount to expropriation.198 Although the tribunal acknowledged that the investor lost the effective ability to export cigarettes and any profits derived therefrom as a result of Mexican measures denying certain tax refunds, it held that:

the regulatory action (enforcement of longstanding provisions of Mexican law) has not deprived the Claimant of control of the investment, CEMSA, interfered directly in the internal operations of CEMSA or displaced the Claimant as the controlling shareholder…. Thus, this Tribunal believes there has been no ‘taking’ …199

In a similar fashion, the Stockholm Chamber of Commerce arbitral tribunal in the Nycomb case considered that ‘[t]he decisive factor for drawing the border line towards expropriation must primarily be the degree of possession taking or control over the enterprise the disputed measures entail’.200 Using this test, the tribunal concluded that the non-payment of a contractually stipulated ‘double tariff’ for energy provisions did not qualify as an expropriation or the equivalent of an expropriation because there was

no possession taking of […] assets, no interference with the shareholder’s rights or with the management’s control over and running of the enterprise—apart from ordinary regulatory provisions laid down in the production licence, the off-take agreement, etc.201

In a similar vein, another Stockholm Chamber of Commerce tribunal held in the Petrobart case that various acts of state intervention in judicial proceedings at the national level, while constituting a violation of the ‘fair and equitable treatment standard’ of Article 10(1) of the Energy Charter Treaty, did not amount to an indirect expropriation ‘although they had negative effects for Petrobart’ because they were not ‘directed specifically against Petrobart’s investment or had the aim of transferring economic values from Petrobart to the Kyrgyz Republic’.202 Specifically referring to the intensity of interference, the arbitral tribunal, ‘consider[ed] that the measures taken by the Kyrgyz Republic, while disregarding Petrobart’s legitimate interests as an investor, did not attain the level of de facto expropriation’.203

The intensity requirement has been described by an ICSID tribunal in the Impregilo case in the following words: ‘the effect of the measures taken must be of such importance that those measures can be considered as having an effect equivalent to expropriation’.204

In the Azurix case, another ICSID tribunal found that the management of a company was affected by the actions of provincial authorities of the respondent state, but ‘not sufficiently for the Tribunal to find that Azurix’s investment was expropriated’.205

(ii) Expropriatory Measures Need Not Benefit the State

That expropriation may take place without any ‘wealth increase’ on the part of the expropriating state was acknowledged by the Iran–US Claims Tribunal in an incidental fashion when the tribunal stated that it preferred ‘the term “deprivation” to the term “taking”, although they are largely synonymous, because the latter may be understood to imply that the Government has acquired something of value, which is not required’.206 A similarly indirect acknowledgement of the possibility of expropriations to the benefit of third parties can be found in the SD Myers case where a NAFTA tribunal stated that takings aim at the transfer of ownership ‘usually’ to the expropriating authority:

In general, the term ‘expropriation’ carries with it the connotation of a ‘taking’ by a governmental-type authority of a person’s ‘property’ with a view to transferring ownership of that property to another person, usually the authority that exercised its de jure or de facto power to do the ‘taking’.207

This implies, of course, that property may also be expropriated in order to be transferred to other third parties. An ICSID tribunal in the 1984 Amco case expressly held that:

it is generally accepted in international law, that a case of expropriation exists not only when a state takes over private property but also when the expropriating state transfers ownership to another legal or natural person.208

In Tecmed, an ICSID tribunal held in a more explicit fashion:

Although formally an expropriation means a forcible taking by the Government of tangible or intangible property owned by private persons by means of administrative or legislative action to that effect, the term also covers a number of situations defined as de facto expropriation, where such actions or laws transfer assets to third parties different from the expropriating State or where such laws or actions deprive persons of their ownership over such assets, without allocating such assets to third parties or to the Government.209

According to Tecmed, it is the effect on the investor, not the benefit to the state, that will determine whether a measure equivalent to an expropriation has taken place. In Tecmed, the tribunal held that in order to establish an indirect expropriation

it must be first determined if the Claimant, due to the Resolution, was radically deprived of the economical use and enjoyment of its investments, as if the rights related thereto—such as the income or benefits related to the Landfill or to its exploitation—had ceased to exist. In other words, if due to the actions of the Respondent, the assets involved have lost their value or economic use for their holder and the extent of the loss.210

Also the ECtHR has found that expropriation may take place where the benefit of a deprivation does not accrue to the state but to (private) third parties. In the James case,211 the court found that legislation aimed at permitting certain long-term tenants to acquire leased property at prices below market value constituted a taking of property. The court did so implicitly by rejecting the applicants’ argument that ‘the transfer of property from one person to another for the latter’s private benefit alone can never be “in the public interest”’.212 It found the underlying policy goals sufficient to justify the measures and reasoned that:

a taking of property effected in pursuance of legitimate social, economic or other policies may be ‘in the public interest’, even if the community at large has no direct use or enjoyment of the property taken. The leasehold reform legislation is not therefore ipso facto an infringement of Article 1 (P1–1) on this ground.213

Despite these findings that an expropriation may take place without a corresponding gain or ‘appropriation’ on the part of the state, there are a few arbitral decisions that seem to deviate from this ‘orthodox approach’.214 For instance, the UNCITRAL tribunal in the Lauder case denied an indirect expropriation, inter alia, because the measures complained of did ‘not amount to an appropriation or the equivalent—by the State, since it did not benefit the Czech Republic or any person related thereto’.215 Similarly, the ICSID tribunal in the case of Olguín v Paraguay required an acquisition or appropriation in order to find an expropriation. The tribunal held:

For an expropriation to occur, there must be actions that can be considered reasonably appropriate for producing the effect of depriving the affected party of the property it owns, in such a way that whoever performs those actions will acquire, directly or indirectly, control, or at least the fruits of the expropriated property.216

(iii) Effect on Investor as Main Criterion—The ‘Sole Effect’ Doctrine

It has been asserted that the effect of governmental action, rather than its purpose or intent, is ‘a major factor, or even the sole factor, in determining whether or not a taking has occurred’.217 Arguably, the predominance of the effect of a governmental measure over the intent of the government was already apparent in the Norwegian Shipowners’ and the Chorzòw Factory case.218 An express emphasis on the effect of governmental measures, coupled with a corresponding de-emphasis of governmental intentions, came to the fore in a number of Iran–US Claims Tribunal awards. For instance, in the Tippetts case the tribunal said:

While assumption of control over property by a government does not automatically and immediately justify a conclusion that the property has been taken by the government, thus requiring compensation under international law, such a conclusion is warranted whenever events demonstrate that the owner was deprived of fundamental rights of ownership and it appears that this deprivation is not merely ephemeral. The intent of the government is less important than the effects of the measures on the owner, and the form of the measures of control or interference is less important than the reality of their impact.219

In Phelps Dodge, the Iran–US Claims Tribunal expressly stated that even acceptable motivations would not change its view that certain measures had an expropriatory effect:

The Tribunal fully understands the reasons why the Respondent felt compelled to protect its interests through this transfer of management, and the Tribunal understands the financial, economic and social concerns that inspired the law pursuant to which it acted, but those reasons and concerns cannot relieve the Respondent of the obligation to compensate Phelps Dodge for its loss.220

Most other Iran–US Claims Tribunal cases also adhere to a jurisprudence emphasizing the effect over the intentions of governmental behaviour.221

There is, however, one important case to the contrary where the Iran–US Claims Tribunal underlined the importance of governmental motivation for the finding of indirect expropriation. In the Sea-Land case, the tribunal held that:

[a] finding of expropriation would require, at the very least, that the Tribunal be satisfied that there was deliberate governmental interference with the conduct of Sea-Land’s operation, the effect of which was to deprive Sea-Land of the use and benefit of its investment. Nothing has been demonstrated here which might have amounted to an intentional course of conduct directed against Sea-Land. A claim founded substantially on omissions and inaction in a situation where the evidence suggests a widespread and indiscriminate deterioration in management, disrupting the functioning of the port of Bandar Abbas, can hardly justify a finding of expropriation. Thus the claim against the Government of Iran based on expropriation must be dismissed.222

Of course, one has to take into account that the Sea-Land case concerned a case of governmental inaction or omissions where intent may have been required in order to prove or at least indicate the expropriatory character of measures.

However, even in cases of omissions, a governmental intention to expropriate is not regularly required. For instance, in the Generation Ukraine case an ICSID tribunal held that certain omissions ‘did not have the express intention of depriving the Claimant of the legal basis of [his] right to proceed to construction’. It then expressly continued to check whether the cumulative interference ‘nevertheless constituted an “indirect” expropriation’.223 In the Biloune case, an ad hoc arbitration on the basis of a direct investor–host state agreement, the arbitration panel emphasized the effect of a series of governmental measures over the underlying motivations:

The motivations for the actions and omissions of Ghanaian governmental authorities are not clear. But the Tribunal need not establish those motivations to come to a conclusion in the case. What is clear is that the conjunction of the stop work order, the demolition, the summons, the arrest, the detention, the requirement of filing assets declaration forms, and the deportation of Mr Biloune without possibility of re-entry had the effect of causing the irreparable cessation of work on the project. Given the central role of Mr Biloune in promoting, financing and managing MDCL, his expulsion from the country effectively prevented MDCL from further pursuing the project.224

ICSID tribunals have also stressed the importance of the effect of governmental measures in determining whether an expropriation has taken place. For instance, in the Santa Elena case the tribunal opined that:

there is ample authority for the proposition that a property has been expropriated when the effect of the measure taken by the states has been to deprive the owner of title, possession, or access to the benefit and economic use of his property.225

Similarly, the Tecmed tribunal in an almost literal quote taken from the Tippets case held:

The government’s intention is less important than the effects of the measures on the owner of the assets or on the benefits arising from such assets affected by the measures; and the form of the deprivation measure is less important than its actual effects.226

On the basis of these cases, it is not surprising to find a conclusion in an UNCTAD study on BITs according to which ‘indirect expropriation may occur even though the host country disavows any intent to expropriate the investment’.227 Similarly, it has been asserted that:

[w]hat matters is the effect of governmental conduct—whether malfeasance, misfeasance or nonfeasance, or some combination of the three—on foreign property rights or control over an investment, not whether the state promulgates a formal decree or otherwise expressly proclaims its intent to expropriate.228

Nevertheless, where there is clear evidence of intent to expropriate this may assist tribunals in their assessment of facts.229

(iv) Legality, Transparency, and Consistency

It has been recently said that ‘[t]he need for an “orderly process” of government and respect for the rule of law as a protection against the danger of favoring or disproportionally burdening one or the other segment of society may underlie this trend to require a fair process of decision-making in the context of the law governing regulation and expropriation’.230

Transparency as required in Metalclad can lead to a finding of an expropriation where a government acts in a non-transparent way:

These measures, taken together with the representations of the Mexican federal government, on which Metalclad relied, and the absence of a timely, orderly or substantive basis for the denial by the Municipality of the local construction permit, amount to an indirect expropriation.231

After the partial set-aside of the Metalclad award by the Supreme Court of British Columbia, which did not affect the expropriation finding in the award,232 tribunals have become more cautious in detecting an expropriation on the basis of non-transparent government behaviour.

In the Feldman case, the tribunal did not find an indirect expropriation in bureaucratic behaviour that fell short of what one would reasonably expect. An implicit transparency obligation was discussed in this case where certain actions of the Mexican tax authorities were allegedly ‘so arbitrary as to constitute expropriatory action’. The tribunal, however, rejected this claim, not because it did not believe in the lack of transparency of the governmental actions, but rather because it considered it, ‘doubtful that lack of transparency alone rises to the level of violation of NAFTA and international law, particularly given the complexities not only of Mexican but most other tax laws’.233

The tribunal found it ‘undeniable that the Claimant has experienced great difficulties in dealing with [tax] officials, and in some respects has been treated in a less than reasonable manner’. Nevertheless, it thought that such treatment did not rise to the level of a violation of international law under Article 1110 NAFTA. It merely added that ‘[u]nfortunately, tax authorities in most countries do not always act in a consistent and predictable way’.234

(v) Protection of Legitimate Investor Expectations

Legitimate expectations, as an important aspect of property protection, have been acknowledged by ad hoc arbitral tribunals,235 the Iran–US Claims Tribunal,236 and the European Court of Human Rights.237 In the context of investment disputes, the disappointment of legitimate investor expectations by host states may play a crucial factor not only with regard to the fair and equitable treatment standard, but also in the determination of whether an expropriation has taken place. This approach has been recently codified in an investment agreement text. The 2004 Canadian Model BIT expressly mentions ‘the extent to which the measure or series of measures interfere with distinct, reasonable investment-backed expectations’ as one of the factors which should guide arbitral tribunals in ‘[t]he determination of whether a measure or series of measures of a Party constitute an indirect expropriation …’.238

The NAFTA tribunal in the Metalclad case expressly relied for its finding of an indirect expropriation also on the ‘reasonably-to-be-expected economic benefit’.239 It stressed the good faith reliance of the investor that was disappointed by the host state authorities. It was a crucial aspect of the tribunal’s finding that Metalclad had relied on the representations of the Mexican federal government of its exclusive authority to issue permits for hazardous waste disposal facilities.

Investment tribunals apparently use a rather high threshold concerning investor expectations for purposes of expropriation claims. Where investors are not specifically made to believe in certain state assurances, as in the Metalclad case, or where they are entering a particularly high-risk market, their expectations appear to be regarded as less legitimate for property protection purposes. This does not, of course, exclude the possibility that other investment standards might come into play, as can be seen in the MTD case.240 In this case, an ICSID tribunal found that Chile had violated the fair and equitable treatment obligation under the applicable BIT when it approved of MTD’s investment, which was inconsistent with the urban policy of the government and which was subsequently upheld so that the intended construction work could not proceed. The tribunal did not make a finding of an indirect expropriation, however, because it agreed with the respondent state that ‘an investor does not have a right to a modification of the laws of the host country’. Rather, according to the tribunal,

[t]he issue in this case is not of expropriation but unfair treatment by the State when it approved an investment against the policy of the State itself. The investor did not have the right to the amendment of the PMRS. It is not a permit that has been denied, but a change in a regulation. It was the policy of the Respondent and its right not to change it. For the same reason, it was unfair to admit the investment in the country in the first place.241

The lack of any specific host state commitments to an investor, which would create legitimate expectations of the latter, was evidently also decisive in the Methanex case. Here a NAFTA tribunal rejected the claim, that a Californian ban on certain gasoline additives produced and marketed by the investor, constituted, inter alia, an indirect expropriation. The tribunal stressed that Methanex was fully aware of constantly changing environmental and health protection measures at the federal and state level. In its view, the investor

did not enter the United States market because of special representations made to it. Hence this case is not like Revere, where specific commitments respecting restraints on certain future regulatory actions were made to induce investors to enter a market and then those commitments were not honoured.242

Also the ICSID tribunal in the Generation Ukraine case relied on the reasonableness of an investor’s expectations in order to assess whether an indirect expropriation had taken place. In the tribunal’s view, it was ‘relevant to consider the vicissitudes of the economy of the state that is host to the investment in determining the investor’s legitimate expectations’.243 Because it found that the specific investment was made in a high-risk environment with a potential of above-average return, it found that there was no indirect expropriation when the investor encountered various forms of ‘frustration and delay’.

(vi) Proportionality

Proportionality figures prominently in the jurisprudence of the ECtHR. In the Case of the former King of Greece, the court summarized its jurisprudence in the following words:

An interference with the peaceful enjoyment of possessions must strike a fair balance between the demands of the general interest of the community and the requirements of the protection of the individual’s fundamental rights (see, among other authorities, the Sporrong and Lönnroth v. Sweden judgment of 23 September 1982, Series A no. 52, 26, § 69). The concern to achieve this balance is reflected in the structure of Article 1 of Protocol No.1 as a whole, including therefore the second sentence, which is to be read in the light of the general principle enunciated in the first sentence. In particular, there must be a reasonable relationship of proportionality between the means employed and the aim sought to be realised by any measure depriving a person of his possessions (see the Pressos Compania Naviera S.A. and Others v. Belgium judgment of 20 November 1995, Series A no. 332, p. 23, § 38).244

In the Sporrong and Lönnroth case, the ECtHR found that such proportionality was lacking. Instead, the Swedish measures, imposing a long-term construction prohibition and a notice that owners may be formally expropriated in the future,

upset the fair balance which should be struck between the protection of the right of property and the requirements of the general interest: the Sporrong Estate and Mrs Lönnroth bore an individual and excessive burden which could have been rendered legitimate only if they had had the possibility of seeking a reduction of the time-limits or of claiming compensation.245

Although a proportionality analysis carried out in the context of expropriation is typical for the case-law of the ECtHR, such a balancing approach may be regarded as inherent in the tests relied upon by many investment arbitral tribunals. It is likely to become evident over time whether and to what extent the inspiration taken by investment tribunals from the jurisprudence of the ECtHR will also extend to the latter’s proportionality analysis for the purposes of determining acts of indirect expropriation. Cases like Tecmed246 and, more recently, Azurix247 show that this is a probable development.248

(vii) Discrimination

It has been suggested that the discriminatory effect/intent of a governmental action may be relevant in order to establish whether such action constitutes indirect expropriation. For instance, the US Restatement speaks of a ‘test suggested for determining whether regulation and taxation programs are intended to achieve expropriation is whether they are applied only to alien enterprises’.249

Such a test has been apparently relied upon by the ad hoc tribunal in the Eureko case. For its finding of an expropriatory action, it stressed the discriminatory intent of the state measures aimed at excluding foreign control from the host state market.250 The element of discriminatory intent was also particularly stressed in the Methanex case, where a NAFTA tribunal was of the opinion ‘that an intentionally discriminatory regulation against a foreign investor fulfils a key requirement for establishing expropriation’.251 In the absence of any clear evidence of such intent it denied an indirect expropriation. In this context, discriminatory intent or effect only serves as a subsidiary or additional element evidencing indirect expropriation. As such it must be distinguished from other discriminatory state measures contrary to investment standards, such as most-favoured-nation or national treatment, which are usually contained in BITs and other investment agreements.

(4) ACTUAL FINDINGS OF INDIRECT EXPROPRIATION IN ARBITRAL AND JUDICIAL PRACTICE

Though the issue of indirect expropriation has been raised and discussed in many cases, only a fraction of them have led to an actual finding of such an expropriation. The following survey based on the preceding analysis summarizes the relevant acts and/or omissions that have been qualified as indirect expropriation in judicial and arbitral practice.

First, disproportionate tax increases can be held to be acts of indirect expropriation. Although ‘excessive or arbitrary taxation’252 is sometimes mentioned as an example of an indirect expropriation, there are few cases that have actually held a taxation measure to constitute an unlawful infringement of property rights as such. An indirect expropriation was found in Revere Copper v OPIC253 as a result of a tax increase to an extent that the investment became economically unsustainable. The award arose from a dispute between an American investor in Jamaica and the US foreign investment insurance agency, OPIC, from which the investor sought to recover compensation for expropriatory action by the host state. Initially, the investor had entered into an agreement with the government of Jamaica, which contained a stabilization clause concerning taxes and other financial burdens. Subsequently, the government drastically increased the taxes and royalties in violation of that agreement. When OPIC refused to make payment under the insurance contract providing cover for ‘expropriatory action’, arguing that there was no deprivation of effective control, Revere Copper instituted arbitral proceedings. The tribunal qualified the Jamaican measures in the following way:

In our view the effects of the Jamaican Government’s actions in repudiating its long term commitments to RJA have substantially the same impact on effective control over use and operation as if the properties were themselves conceded by a concession contract that was repudiated … OPIC argues that RJA still has all the rights and property that it had before the events of 1974: it is in possession of the plant and other facilities; it has its Mining Lease; it can operate as it did before. This may be true in a formal sense but … we do not regard RJA’s ‘control’ of the use and operation of its properties as any longer ‘effective’ in view of the destruction by Government actions of its contract rights.254

Secondly, the taking of a third party’s property which renders worthless the patents and contracts of a managing company may be a form of indirect taking. In the Case concerning certain German interests in Polish Upper Silesia (Chorzów Factory) the PCIJ held that Polish expropriation measures directed against the German owner of a factory also constituted an indirect expropriation of another German company which had contractual rights of managing and operating the plant. The Court held that not only the owner of the factory, but also the company holding contractual rights was expropriated:

… it is clear that the rights of the Bayerische to the exploitation of the factory and to the remuneration fixed by the contract for the management of the exploitation and for the use of its patents, licences, experiments, etc., have been directly prejudiced by the taking over of the factory by Poland. As these rights related to the Chorzów factory and were, so to speak, concentrated in that factory, the prohibition contained in the last sentence of Article 6 of the Geneva Convention applies in all respect to them.255

Thirdly, interference with contract rights leading to a breach or termination of the contract by the investor’s business partner may consitute an indirect taking. The CME decision256 embodies a very indirect finding of an indirect expropriation. The tribunal held that there was ‘no physical taking of the property by the State…. What was touched and indeed destroyed was … the commercial value of the investment … by reason of coercion exerted by the Media Council … ’.257

The Czech Media Council, a regulatory authority, was held to have interfered with the investor’s investment by having created a legal situation that enabled the investor’s local partner to terminate the contract on which the investment depended. The tribunal found that the Media Council had acted contrary to its earlier position and had coerced the investor into changing its contract with its business partner, leading to a loss of legal security.258

A fourth instance of indirect taking may arise out of the breach of contractually acquired rights where this is accompanied by discriminatory intent. In the Eureko case, an ad hoc tribunal found an indirect violation of contractual rights on the part of the Polish state. The case involved the privatization of a state-owned insurance company. The tribunal found that after an initial 30 per cent share purchase by a Dutch company, this investor had contractually acquired the right to purchase a further portion of shares through a first addendum to the initial share purchase agreement. These rights were specifically characterized as ‘assets’ of which the investor was ‘deprived’ by action of the host state.259 According to the tribunal:

the measures taken by [Poland] in refusing to conduct the [further sale of shares] [we]re clearly discriminatory. As the tribunal noted earlier, these measures have been proclaimed by successive Ministers of the State Treasury as being pursued in order to keep [the Polish insurance company] under majority Polish control and to exclude foreign control such as that of Eureko. That discriminatory conduct by the Polish Government is in blunt violation of the expectations of the Parties in concluding the [share purchase agreement] and the First Addendum.260

A fifth example of indirect taking occurs where there is interference with the management of an investment. In a number of cases the indirect expropriation has been effectuated by government action that removes actual management control over the investment by either physically and/or legally impeding the investor to continue his or her management tasks or by replacing the investor-controlled management by government-appointed management. An example of the former can arise from the arrest and expulsion of an investor or other persons who play key roles in the investment. The Biloune case illustrates this situation. The host state was held de facto to have expropriated the investment by physically arresting and deporting the investor who was crucial for the management of the investment. In conjunction with a stop work order and the demolition of part of the investment project, this was regarded as a constructive expropriation:

Given the central role of Mr Biloune in promoting, financing and managing MDCL, his expulsion from the country effectively prevented MDCL from further pursuing the project. In the view of the Tribunal, such prevention of MDCL from pursuing its approved project would constitute constructive expropriation of MDCL’s contractual rights in the project and, accordingly, the expropriation of the value of Mr Biloune’s interest in MDCL …261

In Benvenuti and Bonfant,262 an ICSID tribunal concluded that the cumulative effect of a series of governmental acts and omissions, among them intervention with marketing of the investors’ products through fixing sales prices, dissolving a marketing company, instituting criminal proceedings against the investor who then left the country, and finally the physical takeover of the investors’ premises, amounted to a de facto expropriation.263

Another form of direct interference with the management options of an investment that may amount to an indirect expropriation is the appointment of managers by the host government. In the jurisprudence of the Iran–US Claims tribunal, the government appointment of managers has been qualified as indirect expropriation either by itself,264 as a result of the actions of the government-appointed managers,265 or in conjunction with a series of other acts effectively depriving an investor of its property rights.266 The crucial element for a finding of an indirect expropriation in these cases evidently was the intensity of the interference resulting from the imposition of managers.267

A sixth set of examples of indirect taking arise out of the revocation or denial of government permits or licences, where this amounted to an interference with an investor’s property interests to such an extent that it was regarded as an indirect expropriation. However, not only the revocation of existing rights, but also the denial of permits, the granting of which could have been legitimately expected, has been held to constitute an indirect expropriation in arbitral practice.

The Goetz268 and the Middle East Cement269 cases are examples of ICSID awards where the revocation of an investor’s free zone benefits was considered to constitute measures having similar effect to expropriation. In both cases, the property rights of the investors had not been directly affected. Rather, the state measures amounting to expropriation were import prohibitions. In the Goetz case, the tribunal held:

Since … the revocation of the Minister for Industry and Commerce of the free zone certificate forced them to halt all activities …, which deprived their investments of all utility and deprived the claimant investors of the benefit which they could have expected from their investments, the disputed decision can be regarded as a ‘measure having similar effect’ to a measure depriving of or restricting property within the meaning of Article 4 of the Investment Treaty.270

In the Middle East Cement case, the tribunal said:

When measures are taken by a State the effect of which is to deprive the investor of the use and benefit of his investment even though he may retain nominal ownership of the respective rights being the investment, the measures are often referred to as a ‘creeping’ or ‘indirect’ expropriation … This is the case here, and, therefore, it is the Tribunal’s view that such a taking amounted to an expropriation within the meaning of Art. 4 of the BIT and that, accordingly, Respondent is liable to pay compensation therefor.271

In both cases, the reason why the denial of import privileges, through the revocation of free zone benefits, was held to constitute indirect expropriation was obviously the intensity of the interference and the particular (reasonable) investor expectations resulting from the earlier grant of special import treatment. It was exactly this intensity and legitimacy of expectations which was apparently lacking in the otherwise similar NAFTA cases of Pope & Talbot272 and SD Myers.273 In both cases, Canadian export regulations were regarded as an interference with investor rights protected by the NAFTA. However, Canada’s temporary imposition of export restrictions did not qualify as substantial deprivation reaching the level of (indirect) expropriation.

Next to export/import licences, general operating licences are crucial for the economic use of investments. Their denial or revocation may be fatal to the entire investment. This is illustrated by the Tecmed case274 which arose from the revocation of a licence for the operation of a landfill. An ICSID tribunal found that the failure to renew the operating permit constituted an expropriation or equivalent measure.275 The Metalclad case276 has become the NAFTA cause célèbre of a Chapter 11 award, which has actually found an indirect expropriation as a result of the denial of a construction permit necessary for the erection of a landfill to operate a waste disposal facility. Clearly, it was not the mere denial of a construction permit that led the tribunal to the finding of an expropriation. Rather, it was the disappointment of legitimate investor expectations created by the host state that was crucial for this result. In this case, the investor had been specifically assured by the Federal government that his project for a landfill had complied with all relevant environmental and planning regulations. It was against this background that the subsequent local and regional measures of denying the construction permit and declaring the land in question a national area for the protection of rare cactus were qualified as indirect expropriation:

By permitting or tolerating the conduct of Guadalcazar in relation to Metalclad which the Tribunal has already held amounts to unfair and inequitable treatment breaching Article 1105 and by thus participating or acquiescing in the denial to Metalclad of the right to operate the landfill, notwithstanding the fact that the project was fully approved and endorsed by the federal government, Mexico must be held to have taken a measure tantamount to expropriation in violation of NAFTA Article 1110(1).277

CONCLUDING REMARKS

To a considerable extent, the recent practice of international courts and tribunals dealing with expropriation issues has concentrated on the problem of the scope of rights that are protected as property rights and may thus be expropriated, on the one hand, and on determining whether an indirect expropriation has taken place, on the other hand. With regard to the former issue and especially in the practice of investment treaty arbitration, the discussion frequently combines notions of property rights under general international law with the applicable definitions of investment under BITs. Especially in the latter field, an analysis of the pertinent case-law indicates that courts and, in particular, arbitral tribunals are developing elements to concretize the elusive concept of indirect expropriation in a way that may eventually crystallize in a coherent jurisprudence. In general, courts and tribunals have attempted to strike a fair balance between investor rights and the right of states to regulate. While the analysis of the case-law may suggest that states are gradually deprived of their freedom to regulate, in fact, most investment disputes do not end in a finding of regulatory expropriation. This general reluctance of investment dispute settlement institutions to make such findings is likely to be re-enforced by the more recent trends in the field of BITs and other investment agreements which provide for rather detailed rules concerning the occurrence of indirect expropriation.
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STATES have increasingly interdependent economic relationships and, correspondingly, an increasing number of international obligations. The number of investment treaties—both bilateral (BITs) and multilateral (MITs)—has skyrocketed since the late 1980s, increasing from 385 in 1990 to 2,495 in late 2005.1 States concluded 70 new BITs in 2005, bringing the total number to 2,495.2 As States face increasing numbers of claims alleging that governmental measures violate their investment treaty obligations, they are also raising defences against those claims.3

There is an inescapable tension, of course, between undertaking an obligation, on the one hand, and excusing oneself from complying with it, on the other. Yet it is uncontroversial that in certain circumstances a State may be excused from its obligations, as recognized by the International Law Commission’s Articles on State Responsibility, which were recently sent to the United Nations General Assembly for consideration. The ‘circumstances precluding wrongfulness’ recognized by the International Law Commission include consent by another State to the violation of an obligation towards that State, self-defence, countermeasures taken in respect of an internationally wrongful act, force majeure, distress, and necessity.4 Some of these defences are evidently relevant in disputes concerning territorial integrity, military strategy, refoulement, and the like. In the realm of international investment, force majeure and necessity are the most likely lines of defence.5 In fact, the necessity doctrine has figured prominently in the treaty-based cases brought in the aftermath of the Argentine financial crisis. Force majeure has not played a role in recent investor–State disputes, although it was raised in numerous early claims commission cases.

A State may invoke the necessity doctrine as a ground for precluding wrongfulness if violating the obligation is the only way for the State to safeguard an essential interest against a grave and imminent peril. In contrast, force majeure may be invoked in the event of unforeseen events outside the control of a State which make it materially impossible for the State to abide by its obligation. The difference between the two concepts is usually attributed to the element of volition; force majeure precludes wrongfulness when the violation is due to an irresistible force or unforeseen event that is beyond the control of the State, whereas necessity precludes wrongfulness when a State acts voluntarily in violating its obligation, but in a manner necessary to protect an essential interest in grave and imminent peril. Hence, under force majeure performance of the obligation must be impossible, while under necessity performance of the obligation is at least theoretically possible.6

The potential far-reaching nature of the necessity defence has led it to be strictly cabined. As the ICSID tribunal in CMS Gas v Argentina explained: ‘If strict and demanding conditions are not required or are loosely applied, any State could invoke necessity to elude its international obligations. This would certainly be contrary to the stability and predictability of the law.’7 The CMS tribunal thus found that Argentina had failed to satisfy the conditions for the necessity defence, notwithstanding the economic difficulties the country faced during its late twentieth and early twenty-first century financial crisis. The CMS tribunal’s decision on necessity was upheld, albeit not without criticism, by the annulment committee.8 The ICSID tribunals in Enron v Argentina9 and Sempra v Argentina10 came to similar conclusions. The LG&E tribunal came to the opposite conclusion about the severity of Argentina’s financial crisis and the State’s concomitant ability to invoke the necessity defence, though the LG&E decision was based primarily on treaty language, rather than on the ILC State Responsibility Articles, which it used to reinforce its decision.11 Notwithstanding the primary basis for its decision, the tribunal in the ICSID case LG&E v Argentina suggested that it was possible to apply the customary international law conditions in a more flexible manner that would lead to the partial exculpation of the State for having violated its treaty obligations. It thus remains an open question whether the customary international law necessity defence has been so stringently limited that its successful invocation is virtually impossible, particularly in the context of foreign investment, or whether flexibility in interpretation might yet give it a role to play.

In addition to the customary international law circumstances precluding wrongfulness, a State may be able to raise defences based on exculpatory provisions found in the treaties themselves. The tribunal in LG&E Gas v Argentina based its decision on the US–Argentina BIT provision, Article XI, which permits a State to take measures necessary for the maintenance of public order and to protect its essential security interests. The LG&E tribunal suggested that the treaty-based defences should be measured against different, and less stringent, standards than those found in customary international law. It also concluded that the exceptions in the treaty excused Argentina from any obligation to pay compensation during the period of the emergency. The CMS tribunal had before it Argentina’s arguments based on the same BIT provision, but it did not engage in a separate treaty-based analysis. The CMS annulment committee suggested this was error; it concluded that the treaty-based necessity standards were distinct from those based on customary international law. The Enron and Sempra tribunals, however, interpreted the essential security exception as incorporating by reference the necessity exception under customary international law. Particularly after the CMS annulment committee decision, a separate treaty-based defence is likely to gain greater currency.

The limited case-law on necessity, and the divergence in those cases that have been decided, suggest a legal doctrine that will develop haltingly and through the application of the law to particularized factual situations. None of the investment treaty cases decided to date has satisfactorily or definitively resolved many of the questions presented. These include not only issues of interpreting the requirements that must be satisfied to raise a necessity defence, but also issues consequent on the successful raising of such a defence. For example, the question of whether compensation is owed in the event of a necessity defence’s success remains open.

The state of necessity defence in particular has an uneasy relationship with the obligations States have undertaken in their investment treaties. First, States enter into investment treaties, at least in part, to provide assurances to investors that their investments will be safe notwithstanding the State’s inherent power to regulate and legislate in ways adverse to the investor’s interests. In the case of a volatile or unstable economy, the situation in which one might expect circumstances to give rise to a necessity plea, the treaty assurances may have been of especially great importance to the investor. Yet it is also necessary that States be able to take measures to protect themselves in the event of crises, both fiscal and otherwise. Secondly, BITs and MITs are treaties between States, insofar as the obligations formally are undertaken towards the home State of the investor. Most of these investment treaties, however, give investors themselves the ability to submit to arbitration claims of treaty infringement by the host States. The subject of an investment treaty proceeding is thus a measure adverse to an investor, yet the state of necessity defence is usually discussed in the classic language of responsibility as between States themselves. This lack of congruence is evident when tribunals examining a necessity defence are analysing the relative interests of a host State and an investor, rather than the relative interests of the host State and the home State. Thirdly, the necessity defence’s relationship to economic wrongs and damages is not entirely clear. A successful invocation of the defence suspends a State’s obligations only temporarily, and the State may still be responsible for losses resulting from the measures it has taken during that period, particularly when those damages are economic in nature and readily quantifiable.

The first section of this chapter explores the historical development of the necessity and force majeure doctrines. It focuses in some detail on the development of the International Law Commission’s project on State Responsibility, which culminated in the ILC’s adoption of draft articles, including articles on the state of necessity and force majeure. While there has been some dispute about whether the articles are in all aspects statements of customary international law, they are an excellent basis for discussion. Section 2 of the chapter explores in detail the elements of a necessity defence. It does so primarily through the lens of five recent cases: the International Court of Justice case, Gabčíkovo–Nagymaros Project, and the ICSID investment treaty cases CMS v Argentina, LG&E v Argentina, Enron v Argentina, and Sempra v Argentina. Section 3 examines the possibility of States’ raising treaty-based defences on the grounds of ‘essential security interests’ or maintaining ‘public order’. Section 4 details the elements of a force majeure defence, a largely historical enquiry as force majeure has not played a leading role in recent investor-State jurisprudence. Section 5 addresses whether exculpatory provisions should be viewed as self-judging. Section 6 explores the effects of a successful invocation of a necessity or force majeure defence, including whether compensation is due in the event of a successful plea. A concluding section assesses the state of the jurisprudence and outlines some of the open questions future tribunals will confront in necessity and force majeure cases.

(1) DEVELOPMENT OF THE DOCTRINES OF NECESSITY AND FORCE MAJEURE

Hugo Grotius is usually credited with formalizing a doctrine of necessity which could be invoked ‘to justify actions which otherwise would appear to be outside the pale of the law’.12 It was clear, however, that it needed to be available only in circumstances of an exceptional nature, particularly in those instances when a State arrogated to itself the right to term an interest ‘essential or even vital for it’.13 The potential for abuse was high if such a plenary defence were too readily available.

(a) The Principle of Self-preservation

The historic roots of the concept of necessity are intermingled with those of the doctrines of self-defence and force majeure. Early proponents of necessity derived the plea from a State’s subjective right of self-preservation.14 The concept fell from favour among scholars because States were abusing the plea and committing international transgressions, such as acts of violence, for which the States then disclaimed liability because of their inherent natural right to self-preservation.15

Thus, for example, one issue in French Company of Venezuelan Railroads was whether the Venezuelan government, in the aftermath of a revolution, was responsible for the payments it owed the French company but had ceased to pay. The Venezuelan government invoked force majeure for its failure to pay its indebtedness, a claim upheld by the umpire: ‘[The Government’s] first duty was to itself. Its own preservation was paramount…. The appeal of the company for funds came to an empty treasury, or to one only adequate to the demands of the war budget.’16

As the basic theory of ‘natural rights’ diminished in importance and the concept of necessity became more circumscribed, publicists suggested that the state of necessity should be viewed not as stemming from a conflict between two rights, the international obligation and the State’s right to self-preservation, but rather between a right and a vital interest.17

States have often confused force majeure and self-defence with necessity.18 Force majeure, which involves an unforeseen and unavoidable external occurrence, constitutes a circumstance precluding wrongfulness because the State is physically unable to comply with the obligation.19 Hence, the breach can be seen as involuntary.20 Necessity, however, involves voluntary action on the part of the breaching State.21 This is similar to situations of distress where the notion of volition is nullified because the action is necessary to save a life.22 Self-defence arises when a State is responding to aggression by another State, which in itself would be a breach of international obligations.23 Necessity varies from self-defence in that necessity allows for a breach of obligation even when the harmed State has abided by all its obligations.24 Hence, in self-defence the wrongfulness of State A’s violation of its obligation is precluded by the fact that it undertook such action only to protect its existence from State B’s initial wrongful aggression; however, in the case of necessity the wrongfulness of State A’s violation could be precluded even though State B did nothing wrong.25

Because of these distinctions, necessity was viewed as unique and ‘even more rarely admissible than is the case with the other circumstances precluding wrongfulness’.26

(b) The International Law Commission’s State Responsibility Articles

Much of the work on necessity and force majeure has been done under the auspices of the United Nations’ International Law Commission and its League of Nations predecessor. On 22 September 1924, the Assembly of the League of Nations adopted a resolution to convene a Committee of Experts whose task would be to contribute to the progressive development of international law.27 The Committee was to review various aspects of international law and recommend to the League of Nations areas that might be ripe for codification through an international conference.28 The following year, the Committee selected State responsibility for injuries to aliens as a topic for codification.29 As a starting point, the Committee submitted questionnaires to States seeking information on their practices and theoretical stances on various aspects of State responsibility.30 This process culminated in 1930 with the League of Nations Conference for the Codification of International Law.31 The conference was limited to the examination of the responsibility of States for injuries done in their territory to the person or property of foreigners.32

The Preparatory Committee for the Hague Conference drew up bases for discussion at the Conference. One of those bases included the proposition that a State was not responsible if it breached an obligation due to the ‘immediate necessity of self-defence’.33 At the Conference itself only ten articles were drawn up by the Responsibility Committee.34 None of the ten articles mentioned necessity, force majeure, or self-defence as circumstances precluding wrongfulness.35 The only circumstance in which a State would not be liable for harms to foreigners on its territory was: ‘If the official’s lack of authority was so apparent that the foreigner should have been aware of it and could, in consequence, have avoided the damage’.36 The conference ended with the Responsibility Committee issuing a statement that it was unable to complete its study.37

After World War II, the United Nations General Assembly established the International Law Commission (ILC) in 1947. Its object is the progressive development of international law and its codification. In 1949, the ILC resumed the attempt to codify international law.38 Again the topic of State responsibility was selected for codification.39 In 1955, Professor FV García Amador was appointed Special Rapporteur for the topic,40 and in 1956 he presented his first report on State responsibility.41 The report included a section on ‘Exoneration from Responsibility and Attenuating and Aggravating Circumstances’, which listed five circumstances in which legal opinion or practice had recognized a limit on liability for non-compliance with an international obligation.42 Necessity was coupled with force majeure, although it was recognized that each had its own peculiar features.43

After 1956, state of necessity and force majeure were treated separately. Thus, the following two sections trace the development of each of those doctrines.

(i) State of Necessity

In 1957, the Commission stated that in regard to non-performance of contractual obligations and acts of expropriation, a State would be liable unless it was ‘justified on grounds of public interest or of the economic necessity of the State … ’.44 This appears to be the first instance in the context of the ILC work in which necessity was recognized in its own right; furthermore, it was the first explicit recognition in the ILC draft that economic circumstances could preclude wrongfulness.45 Yet mere financial difficulties are not adequate grounds to permit a State to terminate its treaty obligations on the grounds of impossibility.46

In 1958, Professor García Amador presented his third report on State Responsibility. Included in Article 13 of the report was the proposition that, to be wrong an act must be both illegal and unjustified.47 Thus, under Article 13 a State would not be responsible for injuries to an alien if the State was responding to a ‘state of necessity due to a grave and imminent peril threatening some vital interest of the State, provided that the State did not provoke the peril and was unable to counteract it by other means’.48 The article further stated that even if such circumstances were not grounds for exoneration, they could constitute extenuating circumstances at the stage of calculating appropriate reparation.49 The report called for a specific and limited definition of necessity.50 It noted that necessity must involve peril that threatens a vital State interest, that the peril must be grave and imminent, that the State must not be able to counteract the peril by other means, and that the State must not have contributed to the peril.51

By 1961, Professor García Amador had ceased to be a member of the Commission,52 and it decided to re-assess its approach to codification.53 The ILC’s original focus on State responsibility for injuries to aliens was determined to be too limited.54 The Commission thus broadened its scope to examine the breach of any international legal obligation and formed a Sub-Committee on State Responsibility, with Roberto Ago appointed chairman.55 In 1971, Professor Ago presented his first report on State responsibility. The report was confined, however, to general principles regarding State responsibility and attribution.56 In 1980, in an addendum to his eighth report on State responsibility, Professor Ago presented a full analysis of necessity. At that point necessity had been drafted as Article 33 within Chapter V, Circumstances Precluding Wrongfulness.57

Professor Ago’s report cited numerous cases where the state of necessity or the elements of necessity were pleaded, albeit often under the guise of force majeure or self-defence.58 Although the plea was recognized in theory by numerous tribunals, few found the requisite facts to preclude wrongfulness. The situations in which necessity could, in principle, be invoked, according to those tribunals, covered economic, political, and environmental circumstances.

Following Professor Ago’s report, Article 33 and its commentary were submitted to the States for comments. The States returned comments from 1982 to 1998. Their greatest concern was the possible expansive interpretation of ‘essential’ interest.59

The draft article at that stage was identical to that adopted on first reading by the Commission at its 32nd session.60 It read:

1. A State of necessity may not be invoked by a State as a ground for precluding the wrong-fulness of an act of that State not in conformity with an international obligation of the State unless:

(a) the act was the only means of safeguarding an essential interest of the State against a grave and imminent peril; and

(b) the act did not seriously impair an essential interest of the State towards which the obligation existed.

2. In any case, a State of necessity may not be invoked by a State as a ground for precluding wrongfulness:

(a) if the international obligation with which the act of the State is not in conformity arises out of a peremptory norm of general international law; or

(b) if the international obligation with which the act of the State is not in conformity is laid down by a treaty which, explicitly or implicitly, excludes the possibility of invoking the State of necessity with respect to that obligation; or

(c) if the State in question has contributed to the occurrence of the State of necessity.61

Elements of these suggestions were taken into consideration and a new draft of the article appeared in the second report on State responsibility prepared by Professor James Crawford, who became Special Rapporteur in 1997.62 Professor Crawford’s report called for two significant alterations to the draft article. The first was a broadening of 2(b), which allowed for exclusion of the plea of necessity if a treaty expressly or implicitly prohibited such a plea.63 Professor Crawford also suggested that other sources of international law beyond explicit treaty provisions could be invoked to exclude a necessity plea.64 This change is reflected in the final provision, which provides that a State may not raise the plea if ‘any obligation’ precludes it. Professor Crawford’s second proposed change was to include a provision recognizing that a State cannot invoke necessity if its breach of obligation impairs an essential interest of the State to which the obligation is owed or to other States that might be injured by an invocation of the necessity plea.65 This notion was taken into account by the addition of ‘or of the international community as a whole’ to part 1(b), which was included in the final draft of the Article.66 It is also mentioned in paragraphs (2) and (17) of the final Commentary.67 In addition, the statement that a necessity plea may not serve to excuse a violation of a peremptory norm was placed in a separate article.68

In 2001, the Commission completed its second reading of the Draft Articles on the Responsibility of States for Internationally Wrongful Acts. The Commission adopted the text of the articles and submitted them to the General Assembly with the recommendation that it take note of the articles in a resolution and that it annex the articles to the resolution.69 The Commission further suggested that the General Assembly consider, at a later stage, convening an international conference with a view towards adopting a convention on the topic.70 The final necessity article, now Article 25, reads:

1. Necessity may not be invoked by a State as a ground for precluding the wrongfulness of an act not in conformity with an international obligation of that State unless the act:

(a) is the only means for the State to safeguard an essential interest against a grave and imminent peril; and

(b) does not seriously impair an essential interest of the State or States towards which the obligation exists, or of the international community as a whole.

2. In any case, necessity may not be invoked by a State as a ground for precluding wrongfulness if:

(a) the international obligation in question excludes the possibility of invoking necessity; or

(b) the State has contributed to the situation of necessity.71

(ii) Force Majeure

Force majeure was included with necessity in the earliest drafts prepared under the aegis of the International Law Commission. In Professor García Amador’s 1956 report, he coupled force majeure and necessity, although recognizing that each had peculiar features, in his discussion of ‘other exonerating, extenuating, or aggravating circumstances’.72 He suggested that those circumstances might not fully justify the acts taken by the State in response, in which case the State would continue to be partially responsible.73

Professor Ago’s Eighth Report on State Responsibility included a section on force majeure and fortuitous event.74 This report followed the voluminous and exhaustive study of force majeure and fortuitous event undertaken by the Codification Division of the Office of Legal Affairs of the United Nations Secretariat.75 The UN Secretariat’s study described force majeure as follows:

It is generally recognized that for an ‘exception of force majeure’ to be well-founded the following requirements should be met: (1) the event must be beyond the control of the obligor and not self-induced: (2) the event must be unforeseen or foreseen but inevitable or irresistible; (3) the event must make it impossible for the obligor to perform his obligation; (4) a causal effective connexion must exist between the event of force majeure, on the one hand, and the failure to fulfil the obligation, on the other.76

These elements are common to all ensuing definitions, although their application in any given instance can of course give rise to differing interpretations.

Professor Ago’s Eighth Report noted that force majeure and fortuitous event were often used interchangeably, and that they were sometimes confused with the doctrine of necessity. It acknowledged that what all three doctrines had in common was the element of an unforeseen factor causing the State, ‘despite itself’, to act in a manner inconsistent with its international obligations.77 Yet Professor Ago emphasized that necessity could be distinguished by the volitional element. ‘[A]nyone invoking a state of necessity is perfectly aware of having deliberately chosen to act in a manner not in conformity with its international obligation’.78 The difference between force majeure and fortuitous event was more subtle; fortuitous event is used to describe ‘an unforeseen situation which makes it impossible for the State organ taking the action to act otherwise than contrary to an international obligation of the State, but at the same time, impossible for it to realize that it is engaging in conduct different from that required by an international obligation of a State’.79 An example of fortuitous event is a pilot whose instruments malfunction because of a storm and who finds himself entering the airspace of another State without realizing it.80

In 1979, Professor Ago had proposed two separate articles on force majeure and fortuitous event, but in the 1980 draft articles, the two sections were brought together. The provision read:

Article 31. Force Majeure and fortuitous event

1. The wrongfulness of an act of a State not in conformity with an international obligation of that State is precluded if the act was due to an irresistible force or to an unforeseen external event beyond its control which made it materially impossible for the State to act in conformity with that obligation or to know that its conduct was not in conformity with that obligation.

2. Paragraph 1 shall not apply if the State in question has contributed to the occurrence of the situation of material impossibility.

When Professor Crawford became Special Rapporteur, he proposed deleting fortuitous event from the title on the ground that if a fortuitous event rose to the level of force majeure, it would preclude wrongfulness.81 He acknowledged the Secretariat’s report that concluded the two should be placed in different categories, but implicitly rejected that approach. He suggested excluding the reference to knowledge of wrongfulness in the latter part of the sentence in paragraph 1 on the ground that international law did not require a State to know its conduct did not conform to its international obligation.82 He also proposed to narrow the exclusion in paragraph 2, describing it as ‘unduly broad’, because States often contributed to situations without necessarily acting unlawfully or improperly. His proposed new version would take into account Article 61 of the 1969 Vienna Convention.83 Finally, he proposed adding an ‘assumption of the risk’ provision to take into account those occasions when the State voluntarily assumed the risk of a force majeure situation.84

Professor Crawford’s suggestions were accepted, and the ILC Articles on State Responsibility that were sent to the General Assembly include, as a circumstance precluding wrongfulness, force majeure. Article 23 provides:

1. The wrongfulness of an act of a State not in conformity with an international obligation of that State is precluded if the act is due to force majeure, that is the occurrence of an irresistible force or of an unforeseen event, beyond the control of the State, making it materially impossible in the circumstances to perform the obligation.

2. Paragraph 1 does not apply if:

(a) The situation of force majeure is due, either alone or in combination with other factors, to the conduct of the State invoking it; or

(b) The State has assumed the risk of that situation occurring.85

(2) THE CUSTOMARY INTERNATIONAL LAW ELEMENTS OF NECESSITY

In Gabčíkovo–Nagymaros Project, the International Court of Justice recognized that the state of necessity defence was customary international law.86 It cited approvingly the then-current ILC Draft Article 33, the predecessor to Article 25.87 There are some very slight differences between Article 33 and Article 25, but those should not move Article 25 outside the ambit of the ICJ’s approval. Indeed, one of the changes reflected the ICJ’s recognition in Gabčíkovo–Nagymaros Project that ecological damage could justify an invocation of necessity. The tribunal in the recent ICSID case, CMS Gas Transmission Co v The Argentine Republic, also concluded that the state of necessity was a part of customary international law and, further, that Article 25 of the ILC Articles adequately reflected the doctrine.88 The Enron tribunal similarly concluded that necessity was a part of customary international law and that the Articles are ‘the learned and systematic expression of the development of the law on state of necessity by decisions of courts and tribunals and other sources over a long period of time’.89 This position was also endorsed by the Sempra tribunal.90

The LG&E tribunal’s approach to the ILC articles was somewhat different. It had already concluded that Argentina had stated a defence on the basis of Article XI of the BIT, but it recognized that ‘satisfaction of the state of necessity standard as it exists in international law (reflected in Article 25 of the ILC’s Draft Articles on State Responsibility) supports the Tribunal’s conclusion.’91 Thus, it seems reasonable to accept the current Article 25 as a statement of the customary international law of necessity, albeit with the recognition that there is room for disagreement about the precise boundaries of the doctrine at its furthest reaches, and of course in its application in any given case.92

A state of necessity may amount to a circumstance precluding wrongfulness in a variety of situations, not just those having to do with a State’s failure to abide by its foreign investment-related obligations. A close examination of the elements of a necessity defence reveals the difficulties a respondent State faces in successfully raising it. A State must first meet certain affirmative requirements in order to establish the basis for raising the defence; next it must show that none of the exceptions to the defence’s applicability applies. Moreover, the requirements are cumulative.

(a) The Cumulative Factor

The International Law Commission has made clear its view that all of the conditions governing necessity must be satisfied before a State may successfully invoke the defence. This position was endorsed by the Court in Gabčíkovo–Nagymaros Project93 and by the CMS tribunal.94 The Enron tribunal noted that ‘the various conditions … must be cumulatively met, which brings the standard governing the invocation of state of necessity to a still higher echelon’,95 a view shared by the Sempra tribunal.96 The LG&E tribunal did not discuss the cumulative nature of the requirements, although it enumerated the requirements and explained its interpretation of them.97 It is indeed difficult to meet the requirements found in each of the affirmative factors.

(b) The Affirmative Requirements

Necessity may not be invoked unless a State can establish that violating its obligation ‘is the only way for the State to safeguard an essential interest against a grave and imminent peril’. Further, it must demonstrate that the breach ‘[d]oes not seriously impair an essential interest of the State or States towards which the obligation exists, or of the international community as a whole’.

(i) Essential Interest of Invoking State

The type and gravity of the interest a State must be attempting to safeguard was a topic of debate within the Commission and among States. Professor Ago’s report propounded that the essential interest must be ‘absolutely of an exceptional nature’; however, it should not be limited merely to those cases involving the continued existence of the State.98 The ILC was concerned about not setting such a high standard that the defence would be rendered virtually meaningless and not setting such a low standard that it could be used successfully to excuse the breach of any obligation that had become unpalatable.

In an effort to limit the possibly expansive reach of necessity should States be able to invoke it too easily, Professor Ago and the Committee stated that the ‘essential State interest’ that allows the State to breach its obligation must be a vital interest, such as political or economic survival.99 Such grave dangers would include threats to a State’s ‘political or economic survival, the continued functioning of its essential services, the maintenance of internal peace, the survival of a sector of its population, the preservation of the environment of its territory or a part thereof, etc’.100 Professor Crawford’s report noted that ‘essential’ cannot be defined and must depend on the specific facts of each case.101

In Gabčíkovo–Nagymaros Project, the International Court of Justice considered Hungary’s defence of ‘environmental necessity’ to excuse its breach of the treaty it had with Slovakia102 concerning the construction and operation of a system of locks on the River Danube, which forms the border between the two countries. The dispute was decided before the ILC State Responsibility articles were finalized, but the necessity provision (then Article 33) was very similar to the final article, thus making the Gabčíkovo decision important as a guide to the article in its current form.

The object of the treaty was that the countries enter into a joint investment primarily to produce hydroelectricity, improve navigation along the river, and control flooding. The parties also undertook to ensure that the project did not impair the quality of the water in the Danube and that it complied with an obligation to protect nature and fishing interests.103 Implementing the treaty proved problematic. In both countries, but particularly in Hungary, there was increasing concern about the economic viability of the project and about its environmental impact. These concerns were raised against a backdrop of significant political and economic transformation in both countries. Slovakia had completed much of the work for which it was responsible by 1989, while Hungary suspended and later abandoned much of its share of the work.

Hungary and Slovakia submitted the dispute to the International Court of Justice. Hungary claimed that it was justified in suspending performance under the treaty by a ‘state of ecological necessity’.104 The Gabčikovo portion of the project called for the construction of a large reservoir to hold sufficient water to satisfy the hydroelectric plant’s operation during periods of peak demand. Hungary claimed, inter alia, that this large reservoir would cause unacceptable ecological risks, including artificial floods, a decrease in groundwater levels, a diminution in the quality of water, sand-choked stretches of hitherto navigable arms of the Danube, and the extinction of various flora and fauna.

The ICJ had ‘no difficulty in acknowledging that the concerns expressed by Hungary for its natural environment in the region affected by the Gabčíkovo–Nagymaros Project related to an “essential interest” of that State, within the meaning given to that expression in Article 33 of the Draft of the International Law Commission’.105 The ICJ noted with approval Professor Ago’s 1980 report, which had concluded that ‘safeguarding the ecological balance’ had, as a matter of State practice, come to be regarded as an essential interest of all States.106

Hungary had thus successfully met the first requirement of the necessity defence, yet the ICJ decision leaves some unanswered questions. The language of the ILC draft articles required that the State be seeking ‘to safeguard an essential interest’.107 The implication was that the State would be seeking to safeguard its own interest, though the language is somewhat ambiguous. By contrast, the language of Article 25(1)(b) explicitly requires that the breach not seriously impair an essential interest of the State or States towards which the obligation exists, or of the international community as a whole. Given the Court’s recognition that safeguarding the ecological balance is an essential interest of each State, it is at least possible that a State could invoke an interest in the ecological balance in a territory far removed from its own. Of course, it would have to meet the other requirements of the necessity defence, but the possibility illustrates the expansive potential of the interest a State may be seeking to protect.

In Gabčíkovo–Nagymaros Project, the ICJ considered a defence of ‘ecological necessity’, while the tribunal in CMS Gas Transmission Co v The Argentine Republic considered the issue of ‘economic necessity’. The Argentine government had privatized its energy transportation and distribution sectors in the context of laws overhauling the State’s role as an economic participant and fixing the Argentine peso at par with the US dollar. The government had issued to gas transportation companies licences which provided, inter alia, that tariffs would be calculated in dollars, that conversion to pesos would be effectuated at the time of billing, and that tariffs would be adjusted every six months in accordance with the US producerprice index (‘PPI’). Argentina experienced a severe fiscal crisis in the late 1990s. The Argentine Government, in an attempt to manage the crisis, renegotiated the contracts it had with various energy companies, including CMS’s investee TGN, which deferred for the short term the PPI tariff adjustments, but which provided that the companies would eventually be able to recoup the foregone revenues. On 17 July 2000, the Argentine gas regulatory authority and TGN eventually entered into an agreement establishing a timetable for the recoupment of the lost revenues and a re-introduction of the tariff adjustments, but the Ombudsman, an independent governmental entity charged with ‘the defence and protection of human rights and other rights, guarantees and interests provided in the Constitution’,108 challenged the legality of the contract.109

The fiscal crisis continued to deepen. During the months of December 2001 to February 2002 an emergency law and ensuing decrees reforming the foreign exchange system were introduced. The law removed the artificial peg that had kept the peso at par with the dollar, devalued the peso, and established different exchange rates for different transactions.110 In addition, the Argentine Republic terminated the PPI adjustments in the public utility licences and required that tariffs be calculated in pesos, rather than in dollars.111 It further declared that the licences under which public utilities operated were all to be renegotiated. CMS alleged that it had made investments of nearly $175 million in Argentina in reliance on the Argentine government’s promises and guarantees, particularly those related to giving a return in dollar terms and adjusting tariffs according to the PPI, and that its subsidiary had invested more than $1 billion on the same basis. CMS claimed that Argentina’s actions constituted a wrongful expropriation of CMS’s investment, that Argentina had failed to accord CMS’s investment fair and equitable treatment, that Argentina’s passage of ‘arbitrary and discriminatory measures’ violated the treaty provision prohibiting such treatment, and that Argentina’s actions demonstrated a failure to abide by the obligations it had entered into with respect to the investment.112

Argentina denied that it had breached any of its obligations under the US–Argentina BIT, but also argued in the alternative that it should be exempted from liability on the grounds that a state of necessity, or emergency, existed in Argentina and that ‘the very existence of the Argentine State was threatened by the events that began to unfold in 2000’.113

The tribunal first considered whether an essential interest of Argentina was indeed threatened. It acknowledged that in certain circumstances a fiscal crisis, and the accompanying ‘need to prevent a major breakdown, with all its social and political implications, might have entailed an essential interest of the State’.114 In the case of Argentina, however, opinions about the gravity of the crisis differed; Argentina and some leading economists suggested it was ‘of catastrophic proportions’, while other leading economists suggested it was rather less severe. The tribunal concluded that ‘the crisis was indeed severe’, but that ‘wrongfulness should not be precluded as a matter of course under the circumstances’.115

The tribunal acknowledged that the question could be difficult to answer and that situations of the kind were often painted in shades of grey, but concluded, somewhat opaquely, that ‘the relative effect that can be reasonably attributed to the crisis does not allow for a finding on preclusion of wrongfulness’.116 Rather than making no finding at all, the tribunal seems to have found that the State had not demonstrated that an essential interest was affected in that the economic crisis was insufficiently catastrophic to warrant the response taken.

This determination alone should have been sufficient to dismiss Argentina’s claim given the cumulative nature of the elements in the necessity defence. Nonetheless, the CMS tribunal considered the other factors as well, as did the other tribunals.

The Enron tribunal came to a similar conclusion. It acknowledged the severity of the crisis, but determined that it had not compromised ‘the very existence of the State and its independence’.117 It further noted that the dangers presented by social unrest and political stability could be, and in fact were, handled under the constitutional arrangements in force.118

The Sempra tribunal echoed the sentiment that Argentina experienced a severe crisis such that business as usual probably could not have continued, but said ‘the argument that such a situation compromised the very existence of the State and its independence, and thereby qualified as one involving an essential State interest, is not convincing’.119

The LG&E tribunal came to a different conclusion than did the CMS, Enron, and Sempra tribunals based on the same emergency measures. It noted that ‘economic, financial or those interests related to the protection of the State against any danger seriously compromising its internal or external situation, are also considered essential interests’.120 Like the CMS tribunal, it looked to the seriousness of the threat in conjunction with the essentialness of the interests. Its conclusion, however, was that Argentina faced ‘an extremely serious threat to its existence, its political and economic survival, to the possibility of maintaining its essential services in operation, and to the preservation of its internal peace’.121

The LG&E tribunal did not attempt to reconcile its finding with that of the CMS tribunal, which was decided before it.122 The Enron tribunal did not rely on or refer to the CMS decision, nor did it distinguish the LG&E decision, with respect to necessity.123 The Sempra tribunal, the latest to address the issue, made brief references to the prior decisions and noted that it was paying particular attention to the LG&E decisions on liability and quantum, but concluded that it was ‘not any more persuaded than the CMS and Enron tribunals about the crisis justifying the operation of emergency and necessity … ’.124 The Sempra tribunal also emphasized that, although two of the arbitrators (Professor Francisco Orrego Vicuña and the Honorable Marc Lalonde) had also been on the CMS tribunal, they were considering the questions before it anew.125 The Sempra tribunal suggested that one reason for the LG&E tribunal’s divergent outcome was a different assessment of the facts.126

The CMS tribunal conflated the measure of an essential interest with the concept of grave and imminent peril, as did the LG&E, Enron, and Sempra tribunals. Indeed, it is difficult to separate those items, and the existence of an essential interest alone is of course not enough to satisfy the necessity requirements. According to the ILC Commentary on Article 25, ‘[t]he extent to which a given interest is “essential” depends on all the circumstances, and cannot be prejudged. It extends to particular interests of the State and its people, as well as of the international community as a whole. Whatever the interest may be, however, it is only when it is threatened by a grave and imminent peril that this condition is satisfied.’127

Given that both standards have to be satisfied, the conflation of the two points may not be of great import. All four tribunals seemed to agree, as have earlier tribunals, that at least theoretically a State’s economic well-being can qualify as an essential interest. Their differences stemmed from differing conclusions about the degree of threat offered to Argentina’s economic stability.

(ii) ‘Grave and Imminent Peril’

A second element of import is that the interest must be presently threatened. In the Gabčíkovo–Nagymaros Project case the Court noted that ‘peril’ had to be established objectively and that it had to be ‘imminent’.128 The mere apprehension of peril could not suffice. The Court declared ‘“[i]mminence” is synonymous with “immediacy” or “proximity” and goes far beyond the concept of “possibility”’.129

The ICJ then recognized the significant amount of scientific evidence the parties had placed on the record, but noted that all of the dangers were of a long-term nature and would not necessarily ever come to pass. Furthermore, the Court went on to state that even if it could be established that the dangers about which Hungary warned constituted a ‘grave peril’, they were not in the least imminent.130 Rather, they were of a long-term nature and uncertain.131

These are the prevailing notions of peril today, as Professor Crawford’s report recognized the idea of peril as established in Gabčíkovo–Nagymaros Project. Necessity cannot be substantiated if the peril facing the State is merely subjective, nor is it likely to be sustained if the peril is sufficiently in the future such that an objective body would not deem it imminent.

Professor Crawford’s report also raised a new issue—scientific uncertainty and the requisite level of consensus regarding peril—especially in environmental circumstances.132 The question was whether, since scientific experts could differ regarding the certainty of a particular environmental threat coming to fruition, the text of the necessity article should be amended to include a precautionary element.133 Discussion suggested that the inclusion of the precautionary principle in the text of the article would be difficult.134 The standard ultimately reflected in the commentary was that the peril must be established by evidence reasonably available at the time.135

The CMS case addressed the issue of immediacy of the peril cursorily and in conjunction with its discussion of essential interest. It stated that the crisis in Argentina ‘was difficult enough to justify the government taking action to prevent a worsening of the situation and the danger of total economic collapse’. Yet the tribunal then suggested that the relative effect of the crisis did not ‘allow for a finding in terms of preclusion of wrongfulness’.136 This ambiguity was also present in its conclusion with respect to its discussion of ‘essential interest’. Without further elaboration by the tribunal, it is difficult to know in what ways the situation in Argentina fell short of grave and imminent peril or to predict what kinds of future cases might satisfy the standards.137

The Enron tribunal’s treatment of the issue was similarly short. It noted that the government had a duty to prevent the worsening of the situation, but that ‘there is no convincing evidence that the events were out of control or had become unmanageable’.138

The Sempra tribunal’s holding echoed that of the Enron tribunal: ‘While the Government had a duty to prevent a worsening of the situation, and could not simply leave events to follow their own course, there is no convincing evidence that events were actually out of control or had become unmanageable’.139

The LG&E tribunal noted that the danger must be ‘extremely grave’ and imminent ‘in the sense that it will soon occur’.140 It did not address those factors specifically in its analysis, though it concluded that Argentina faced an ‘extremely serious threat to its existence’.141 The implication in the LG&E decision is that the threat was imminent, though the tribunal did not say that in so many words in its Article 25 analysis.

(iii) ‘Only Means’

In order to invoke the necessity doctrine, a State must have no means to guard its vital interest other than breaching its international obligation.142 If other steps could safeguard the interest, even if those other steps would be more difficult or costly to the State, those alternative means should be invoked.143 Further, actions beyond the bare minimum necessary to preserve the essential interest would not be excused by necessity.144 Thus, actions with a broader reach than necessary or that last longer than necessary will not be exculpated by the necessity defence. Finally, compliance with the international obligation must resume as soon as possible.145 Necessity does not terminate the obligation.146 It merely excuses the temporary minimal breach of the obligation to the extent that the breach is necessary to preserve a vital interest.

In Gabčíkovo, the ICJ did not dwell on the requirement that the breach of the obligation would be the only means available to protect against the essential interest. Yet it did note, on more than one occasion, that Hungary could have ‘resorted to other means in order to respond to the dangers that it apprehended’147 than the suspension and abandonment of its obligations under the treaty. For example, the parties could have jointly monitored the water quality in the Gabčikovo sector. They then could have purified the Danube water, should that have become tainted.148

In CMS, the tribunal found debatable at first glance the question whether the measures adopted were the only means by which the State could safeguard its interest. It noted the divergent views of the parties and distinguished economists, and suggested that it need not find that any of the policy alternatives available to Argentina would have been superior to those actually adopted, but that it need merely conclude that there were various ways Argentina could have addressed the problem.149 And, indeed, the tribunal concluded that there were other steps Argentina could have taken in response to the crisis, though it did not identify them.150

The Enron tribunal found that while it was quite evident that ‘measures had to be adopted to offset the unfolding crisis’, it was far from clear that the measures chosen by Argentina were the only way to achieve the desired result. ‘A rather sad world comparative experience in the handling of economic crises, shows that there are always many approaches to address and correct such critical events, and it is difficult to justify that none of them were available in the Argentine case’.151 The tribunal declined to point out which alternative it would have recommended in preference to the measures that Argentina pursued, saying the tribunal’s only role was to determine whether the choice made was the only way available and not to substitute its judgment for that of the government.152

The Sempra tribunal’s approach was similar to that of the Enron tribunal. It, too, noted that the ‘sad global comparison of experiences in the handling of economic crises shows that there are always many approaches to addressing and resolving such critical events’.153 The Sempra tribunal, too, declined to specify which alternative response it would have recommended, noting that its task was limited to determining whether there were other means available.154

The LG&E tribunal took a more general view of the ‘only means’ question by focusing on the nature of the crisis rather than on the specific steps taken in response to the situation. Thus, it concluded that an economic recovery package was the only means available to respond to the crisis. The fact that there may have been other ways to create the package did not negate the fact that an across-the-board response was necessary.155 Therefore, Argentina met this requirement of the ILC articles.

The decisions of all four ICSID tribunals are deeply dissatisfying on this point. The CMS, Enron, and Sempra tribunal decisions suggest that a simple way to defeat any necessity defence is simply to show that a State could have taken steps other than the ones it chose. As other alternatives will nearly always be available, such a strict interpretation of the requirement would seem to defeat any defence. The LG&E decision is also dissatisfying, however, because the level of generality at which it suggested the step taken be analysed would nearly always permit the defence to succeed, even if the steps taken were ‘wholly inadequate to respond to the crisis’.156 Professor Reinisch suggests that the more appropriate approach in the realm of economic emergencies ‘would probably have to incorporate considerations of adequacy and proportionality’.157 A proportionality analysis would preserve the availability of the defence without negating the gate-keeping nature of the condition.

(iv) Impairment of Essential Interests of other States

ILC Article 25 requires that the invocation of necessity must not ‘seriously impair an essential interest of the State or States towards which the obligation exists, or of the international community as a whole’. According to Professor Crawford, this means that ‘the interest relied on must outweigh all other considerations, not merely from the point of view of the acting State but on a reasonable assessment of the competing interests, whether these are individual or collective’.158

The Gabčíkovo–Nagymaros Project court did not weigh the interests of Hungary against those of Slovakia, given its conclusion that Hungary had failed to establish the first three conditions. In CMS, the tribunal concluded without discussion that Argentina’s actions had not impaired the interests of the international community as a whole.159 It purported to give more attention to whether the interests of the State to whom the obligation was owed, in this case the USA, had been compromised. The tribunal assumed that the important interest in question was that of protection of investors, but then noted that it was difficult to say whether that was an essential interest, ‘particularly at a time when this interest appears occasionally to be dwindling’.160 The tribunal’s meaning is somewhat unclear; though the pace at which countries are signing BITs may have dwindled from that of the late 1990s, many countries are nonetheless actively engaged in negotiating investment treaties.161

The CMS tribunal then noted that the treaty was of interest to investors themselves as ‘specific beneficiaries’ of the treaty, and that their interests are indeed essential. After the statement referring to the investor’s interests, however, and without any analysis, the tribunal concluded that it did not appear that an essential interest of the USA had been impaired, so that the plea of necessity was not precluded on that basis.162

The Enron tribunal mentioned this requirement but did not analyse it. It noted merely that the interests of the international community did not appear to be impaired as in context its interest was of a general kind.163 It stated that it would analyse the interests of other States in its discussion about the applicable treaty obligations. The tribunal did so, and concluded that the invocation by Argentina of either Article XI of the BIT, or of ILC Article 25, would not be taken by the other treaty party, in that case the USA, to impair its interests. It based this conclusion on the USA’s changing interpretations of whether the essential security provisions in investment and other treaties were self-judging.164 The tribunal did not limit its analysis to the comparative interests of the States party to the treaty, but also took into consideration ‘the interests of the private entities who are the ultimate beneficiaries of those obligations’.165 It then concluded that the interests of the claimants would be seriously impaired by the invocation of the necessity defence.166 It did not, however, engage in any balancing of the respective interests, nor did it identify precisely what those interests were.

The Sempra tribunal followed the same approach as the Enron tribunal. After making a general statement that the interests of the international community did not seem impaired, it concluded that the USA would be unlikely to view the invocation of Article XI or of necessity generally as impairing its rights under the BIT.167 It also concluded that interests of private entities, the ultimate beneficiaries of the treaty obligations, should be taken into consideration. It, too, concluded that the essential interest of Sempra ‘would certainly be seriously impaired by the operation of Article XI or a state of necessity in this case’.168 Yet the tribunal engaged in no actual assessment of the competing interests, and it is unclear what effect such an analysis would have had if the tribunal had determined that Argentina had successfully satisfied the other necessity elements.

The LG&E tribunal also concluded that the interests of another State were not impaired, although it did not explain its reasoning. Rather, it simply stated, ‘It cannot be said that any other State’s rights were seriously impaired by the measures taken by Argentina during the crisis’.169 It had previously noted, in explaining the balancing obligation, that the idea behind it was ‘to prevent against the possibility of invoking the state of necessity only for the safeguard of a non-essential interest’.170 This language seems to dispense with any balancing requirement to focus only on the interest of the invoking State.

Examining the interests of the individual investors, rather than those of the States representing them, as the CMS, Enron, and Sempra tribunals at least purported to do, is a marked departure from the convention that treaties are concluded between States, and is also a departure from the language of Article 25, which suggests the interests to be weighed are those of the competing States. Of course, the classic assumption is that those investors are represented by the States of their nationalities, and, in the context of pure diplomatic protection, that would be the case.

Given the hybrid nature of investor–State dispute settlement, however, it would probably be inappropriate only to balance the interests of the State parties. If those are the only interests to be weighed, the investor could be at a significant disadvantage, as she may not be well positioned to represent in convincing or authoritative fashion the interests of her home State. Analysing the investor’s interests might not give her a significant benefit, however, as the investor’s interests in any given case are likely to be primarily financial. If so, weighing the interests of a State in protecting its financial and political security and well-being against those of an individual investor might give the investor no great advantage as in many cases the investor’s interests will seem trivial compared to those of the State. Yet the Enron tribunal’s conclusion suggests that the investor’s financial stake is indeed an important consideration. The appropriate measure in such a case might be a hybrid analysis of the investor’s actual interests and the interests of the investor’s home State, as illustrated by the object and purpose of the treaty.

This difficulty illustrates the fact that the ILC Articles were not designed to be used in the investor–State context, although their application is not precluded. Indeed, some have suggested that the Articles would be more useful had they explicitly recognized that individuals have more of a role to play in international legal matters than they had in the past.171 The Articles themselves leave open the possibility that they apply more broadly than in the State-to-State context: ‘This Part is without prejudice to any right, arising from the international responsibility of a State, which may accrue directly to any person or entity other than a State’.172 Their application would depend on the ability of a non-State actor to assert a primary right to invoke responsibility on her own account, such as under an investment treaty.173 Notwithstanding some awkwardness in their application, experience to date suggests that they will serve an important role in investor–State cases, and tribunals have shown a willingness to adapt the Articles for use in that context.

(c) The Exceptions

ILC Article 25 is constructed such that even if a claimant satisfies the affirmative elements of the necessity defence, it must also demonstrate that none of the exceptions preclude the use of the defence. Two of the limits are set out in Article 25 itself; the third, that a State may not invoke necessity in order to depart from a peremptory norm, is actually in Article 26.

(i) The International Obligation in Question Precludes the Use of the Defence

An international agreement can preclude the invocation of necessity as an excuse for breach and then the plea will not be accepted.174 The preclusion of the necessity doctrine can be implicit or explicit. For example, a State may not dispense with its obligations under a treaty setting forth the humanitarian rules to be followed in situations of armed conflict, which are designed to be implemented in circumstances of grave and imminent peril, by invoking the necessity defence.175 Most investment treaties, including the Argentina–US BIT, do not explicitly address the status of customary international law defences such as necessity, force majeure, and the like. One question is whether the State parties to investment treaties retained the right to raise those defences against allegations that they violated their investment treaty obligations. A second question is whether certain BIT provisions, such as the essential security provision in Article XI of the Argentina–US BIT, should be read to incorporate by reference a customary international law defence such as necessity.

In CMS, the tribunal suggested that it needed first to look at the object and purpose of the treaty to see if a necessity defence would be precluded under it. It noted that the purpose of the Argentina–US BIT was to protect investments during times of economic difficulties; however, that fact alone did not preclude the necessity defence provided that the economic difficulties were sufficiently grave. The CMS tribunal suggested that in the absence of ‘profoundly serious conditions’, such as that of total economic or political collapse, the treaty would prevail over any plea of necessity.176 It then suggested, however, that difficulties which were not in themselves catastrophic, but which could lead to a total breakdown of the economy, could lead it to a different conclusion. As the tribunal had previously noted, it did not consider Argentina’s crisis to have reached such a grave situation, especially when compared to economic crises in other countries, which had not ‘led to the derogation of international contractual or treaty obligations’.177 The CMS tribunal did not address whether the necessity defence was available to Argentina by virtue of the essential security provision of the BIT, or whether it would have been available regardless of the treaty language.

The CMS annulment committee suggested that the customary international law defence would have been available even absent the treaty provision. It first concluded that the treaty provision was separate from the customary international law defence and that, as lex specialis, the treaty defence should be applied first and would, if successful, ordinarily make unnecessary any analysis of the customary international law necessity defence, as the treaty provision would operate to exclude any breach.178 The customary international law defence of necessity, as a secondary rule of international law, should be assessed only if the treaty-based defence were unsuccessful and a respondent sought relief from responsibility.179 The annulment committee appeared to assume that respondents had retained their right to raise the customary international law defences even absent specific treaty references to analogous defences, but did not directly address the question.

The Enron tribunal, by contrast, directly addressed the relationship between Article XI of the BIT and the state of necessity. As it concluded that the essential security exception in the treaty effectively imported the customary international law defence of necessity into the treaty, it concluded that the treaty did not preclude Argentina from raising such a defence.180 It, too, did not address whether the defence would have been available absent its importation by the treaty provision.

The Sempra tribunal came to the same conclusion.181 It thus did not need to address whether the necessity defence would have been available absent its importation by the explicit treaty provision.

The LG&E tribunal, too, referred to Article XI of the US–Argentina BIT, and concluded that the parties’ inclusion of an article authorizing a state of necessity suggested the possibility that one of the parties might invoke the defence.182

All four tribunals, as well as the annulment committee in CMS, assumed that the necessity defence was available in a BIT case. This is not a foregone conclusion, however. If one were to interpret the language of the BIT as extending only to situations of civil unrest or military necessity, or if a BIT lacked an essential security provision, the customary international law defence of necessity would be the only one available. It is plausible, at least, to argue that the purpose of the BIT is to protect investors from measures taken in times of economic uncertainty, and that by entering into a BIT the parties waived their right to raise the necessity defence.183

(ii) The State has Contributed to the Situation of Necessity

If a State has contributed to the situation of necessity, it may not invoke the defence. The commentary to Article 25 makes clear that the contribution must be ‘sufficiently substantial and not merely incidental or peripheral’.184 In Gabčíkovo–Nagymaros, the ICJ determined that Hungary had itself contributed to the situation of necessity. Hungary, with full knowledge that the Danube River project would have certain environmental consequences, had entered into the treaty it later sought to abrogate.185 Furthermore, the Court noted Hungary’s frequent shifts in position with respect to the work under the Treaty. In 1983, Hungary had asked that the work go forward more slowly, but due more to economic rather than ecological concerns, although the latter were something of a factor. In 1989, it asked for the work to be speeded up, but then three months later suspended all work. Though the Court attributed some of the vacillation to the significant changes in the political situation, it nonetheless concluded that Hungary could not have been permitted to rely on the necessity defence because it ‘had helped, by act or omission, to bring [the state of necessity] about’.186

In CMS, too, the tribunal found that the State had contributed to the state of necessity. It emphasized that the contribution had to be more than nominal and noted that in its view, as would be the case in most situations of an economic crisis of the sort experienced by Argentina, the roots of the crisis would have both domestic and international dimensions. It then concluded that the contribution by Argentina had been sufficiently substantial to preclude invocation of the necessity defence. The tribunal found that the Argentine roots of the crisis could be traced to the policies of successive administrations, and that ‘government policies and shortcomings significantly contributed to the crisis and the emergency’. While there were exogenous factors, they ‘did not exempt the Respondent from its responsibility in the matter’.187

The Enron tribunal’s decision was to similar effect. It noted first that the requirement of a State’s non-contribution to its condition of necessity derives from the general principle of law that a party should not be able to take legal advantage of its own fault.188 It noted that the crisis was precipitated by both endogenous and exogenous factors. It held further that ‘to an extent there has been a substantial contribution of the State to the situation of necessity and … it cannot be claimed that the burden falls entirely on exogenous factors’.189 The tribunal noted that the crisis could not be attributed to any particular administration, but was the result of a problem whose effects had been compounded for at least a decade. Nonetheless, the present Argentine government was responsible for the State’s having contributed to the problem.190

The Sempra tribunal also rejected Argentina’s argument that exogenous factors were primarily responsible for the situation of necessity. Rather, it found that both endogenous and exogenous factors had contributed to the situation in which Argentina found itself.191 It also noted that the problems were not the fault of any single administration, but that the problems had been mounting for over a decade.192 Still, the Argentine State was ultimately responsible.193

Again the LG&E tribunal came to the contrary conclusion. First, the tribunal seems to have put the burden on the claimants to show Argentina’s contribution: ‘Claimants have not proved that Argentina has contributed to cause the severe crisis faced by the country … ’.194 It also noted that ‘the attitude adopted by the Argentine Government has shown a desire to slow down by all the means available the severity of the crisis’.195 The LG&E tribunal did not explain its reasoning any further.

None of the decisions is particularly satisfying on this point. Again each seems to come to an ‘all or nothing’ type conclusion. In most situations, a government will have made some contribution to the economic situation extant in the country. That fact suggests that the ‘sufficiently substantial’ standard set forth by the ILC Articles is of significant weight. The CMS, Enron, and Sempra tribunals considered the language of the Articles but did not explain their conclusions in detail; on the other hand, the LG&E tribunal’s conclusion that ‘there is no evidence in the record that Argentina contributed to the crisis resulting in the state of necessity’ dismissed too readily the facts that were before the tribunal. Moreover, the LG&E tribunal’s placement of the burden on LG&E is contrary to the intent of the ILC Articles’ drafters: ‘[W]here conduct in conflict with an international obligation of a State is attributable to that State and it seeks to avoid its responsibility by relying on some circumstance under Chapter V, the position changes and the onus lies on that State to justify or excuse its conduct’.196

(iii) Jus Cogens

Professor Ago’s report explained that necessity could not be invoked by a State to legitimate conduct not in conformity with the international laws of war.197 It noted that the wrongfulness of instances of aggression that are prohibited by jus cogens will not be precluded by necessity.198 Likewise, any violation of a peremptory rule of international law would not become permissible by invoking necessity.199 This principle is reflected in Article 26 of the 2001 Articles,200 but has been the subject of little attention in subsequent case-law. For example, the CMS tribunal determined, without discussion, that Argentina’s actions had not implicated any peremptory norm.201 The LG&E, Enron, and Sempra tribunals did not address the issue at all. It is difficult to imagine in the investment context any situation in which a jus cogens norm would come into play to defeat an otherwise successful invocation of a necessity defence.202

(3) NECESSITY AS A TREATY-BASED DEFENCE

Many investment treaties, including the US–Argentina BIT, contain exceptions that may be invoked on grounds of ‘public order’ or ‘essential security’.203 One question is whether those grounds, which seem by their terms to refer to situations of civil unrest and national security concerns, should extend to an economic necessity defence at all.204 If they do, a pertinent but as yet unresolved question is whether such provisions should be read as importing customary international law defences, such as necessity, or whether they should be viewed as creating separate treaty-based defences. Another interesting issue is whether those exceptions are self-judging; this question is addressed in Section 5, below.

Argentina argued in CMS, Enron, LG&E, and Sempra that the treaty-based defence should stand alone. The LG&E tribunal accepted that argument and excused Argentina from liability for a period of time on the basis of the treaty provision, though it referred to the customary international law doctrine of necessity to reinforce its conclusion.205 The CMS tribunal determined that its analysis with respect to the ILC Articles adequately disposed of any questions about liability without suggesting that Article XI of the BIT established a basis for exculpation separate from that contained in the ILC Articles.206 This conclusion was criticized by the CMS annulment committee, which determined that the two defences are distinct. The Enron tribunal squarely held that Article XI of the US–Argentina BIT should be read as importing the customary international law defence of necessity.207 The Sempra tribunal did the same.208 Thus, their decisions on necessity also disposed of Argentina’s arguments based on Article XI of the BIT.

When further tribunal decisions are issued—and several are expected within the next several months—one may see a coalescence around one approach, but achieving any kind of consensus on the correct approach could take years rather than months.

Article XI of the US–Argentina BIT provides: ‘This Treaty shall not preclude the application by either Party of measures necessary for the maintenance of public order, the fulfillment of its obligations with respect to the maintenance or restoration of international peace or security, or the protection of its own essential security interests’.209 The LG&E tribunal rejected the claimants’ assertion that ‘essential security’ interests be read as encompassing only military or defence concerns: ‘To conclude that such a severe economic crisis could not constitute an essential security interest is to diminish the havoc that the economy can wreak on the lives of an entire population and the ability of the Government to lead’.210 Most of the tribunal’s decision centres around the ‘essential security’ interest prong of the treaty provision. Though it occasionally refers to ‘public order’, that language does not appear to have played much of a role in the tribunal’s determination.

The CMS tribunal also determined that the BIT provision about essential security could encompass an economic crisis.211 The CMS tribunal seemed to view the treaty language as incorporating by reference the customary international law standard, however, so it did not engage in a separate line of analysis. The failure to engage in a more explicit analysis was criticized by the CMS annulment committee, although the committee stopped short of annulling the decision for a failure to state reasons, as it found that one could follow the ‘implicit reasoning’ of the tribunal.212

The CMS annulment committee also had to consider whether the CMS tribunal had engaged in a manifest excess of powers such that its award should be annulled. Argentina’s two primary arguments were that the tribunal exceeded its mandate by conflating the conditions required to establish a defence under Article XI of the BIT with those required to establish a defence under customary international law and by failing to consider the treaty-based defence first. While the CMS annulment committee found numerous errors in the tribunal’s treatment of these issues, it acknowledged its limited authority to annul awards under the ICSID Convention and determined that the ‘errors and lacunas’ in the award did not amount to an excess of powers.213 The annulment committee’s decision is nonetheless instructive in its cogent analysis of the relationship between Article XI of the BIT and the customary international law defence of necessity.

None of the four tribunals addressed Argentina’s arguments that if its defence under the BIT had been accepted, any arguments under the ILC Articles would have become moot, but this issue was taken up by the CMS annulment committee. The analytical basis for the argument is that Argentina should be deemed not to have breached any of its treaty obligations because it was justified under the treaty in taking measures to protect its essential security interests. The treaty provision would act not to preclude wrongfulness, but to pre-empt any antecedent finding of breach. This excuse would only have extended through the duration of the period of necessity, but it is consistent with a view that the treaty defence is separate from the customary international law standard.

Indeed, this is the approach the CMS annulment committee endorsed. According to the CMS annulment committee, the essential security provision in Article XI of the BIT is a separate defence from the necessity defence under customary international law. The two work differently: the treaty defence is a ‘threshold requirement: if it applies, the substantive obligations under the Treaty do not apply. By contrast, Article 25 is an excuse which is only relevant once it has been decided that there has otherwise been a breach of those substantive obligations’.214 Moreover, the CMS annulment committee stated that the two are substantively different. It noted that the treaty provision covers measures ‘necessary for the maintenance of public order or the protection of each Party’s own essential security interests, without qualifying such measures’.215 The customary international law defence of necessity, on the other hand, subordinates the invocation of the necessity defence to four conditions.216 Thus, according to the CMS annulment committee, the CMS tribunal made a manifest error of law. It should have taken a position on the relationship between the two defences and should have engaged in a thorough analysis of each.

The CMS annulment committee further emphasized the differences between the two defences with respect to their effect on whether or not Argentina had breached the treaty. Mounting a satisfactory defence under Article XI of the treaty would have resulted in Argentina’s not having breached the treaty at all. While the annulment committee noted the possibility that the customary international law defence of necessity could also be viewed as excluding responsibility, it determined that Article XI of the BIT, as lex specialis, should have been applied first and would have obviated the need to engage in a customary international law-based analysis.217 The annulment committee then noted the ILC’s position that the necessity defence under customary international law was secondary rather than primary. On that basis, too, the tribunal should first have considered the treaty-based defence before determining whether circumstances existed which would have precluded responsibility in whole or in part.218 Notwithstanding these criticisms, however, the CMS annulment committee concluded that the CMS tribunal had applied Article XI of the treaty, albeit ‘cryptically and defectively’, and that it had not manifestly exceeded its powers.219

The Enron tribunal was more direct than the CMS tribunal in its analysis of the relationship between the customary international law defence of necessity and the treaty provision. It noted first that the object and purpose of the BIT was ‘to apply in situations of economic difficulty and hardship that require the protection of the international guaranteed rights of its beneficiaries’.220 The provision should thus be read restrictively to avoid the creation of an ‘escape route’ from the obligations a party had undertaken in the treaty. Nonetheless, it determined that the essential security provision in the treaty could be read as extending to economic emergencies.221 Because the treaty itself did not elaborate on or explain what was meant by essential security interest, the content of the provision had to be found elsewhere. With respect to essential security interests, the appropriate place to look was the customary international law defence of necessity.222

The Sempra tribunal followed the same approach as the Enron tribunal. The tribunal determined that Article XI could indeed extend to economic crises, as essential security interests ‘could encompass situations other than the traditional military threats for which the institution found its origins in customary law’.223 It, too, emphasized that the treaty was designed to be applied in situations of economic hardship such that a tribunal should guard against treaty interpretation ‘resulting in an escape route from the defined obligations’ because such an approach ‘cannot be easily reconciled with that object and purpose’.224 Because the treaty did not define what was to be understood by essential security interest, it concluded that the customary international law definition of necessity set out the appropriate criteria to be met for the provision to be invoked. The tribunal emphasized that the treaty drafters could have set forth a different standard had they defined the standard and set forth the conditions for its exercise.225

The LG&E tribunal treated Article XI of the BIT as a basis for exculpation, first establishing that the situation faced by Argentina was indeed a ‘period of crisis during which it was necessary to enact measures to maintain public order and protect its essential security interests’.226 In coming to this conclusion, it pointed to coalescing economic, political, and social conditions which in the aggregate triggered Argentina’s ability to invoke the protections of Article XI.227 The tribunal noted that economic indicators had reached ‘catastrophic proportions’ by December 2001, including a precipitate decline in the gross domestic product, a widespread decline in stock prices and in the value of assets located in Argentina, and capital outflows resulting in the banking system’s loss of 25 per cent of its total deposits.228 In addition, unemployment had reached nearly 25 per cent, nearly half of the population was living in poverty, and many could not afford access to basic food or healthcare.229 The tribunal noted the widespread fear among the population that the government would seize bank deposits to prevent the bankruptcy of the banking system, and the emergency law passed by the government to prevent a run on the banks.230 Finally, it noted the succession of presidents over the period 20 December 2001 to 1 January 2002.231

The LG&E tribunal established that the period of necessity endured from 1 December 2001, commence with the government’s response to the threatened run on bank deposits, to 26 April 2003, ending with the election of President Kirchner, demonstrating renewed stability.232 As of late April, then, its international obligations were restored. Argentina would thus be liable for damages stemming from measures violating the BIT that accrued before and after the period of necessity.233

The LG&E tribunal rejected the claimants’ arguments that Argentina needed to show that its response constituted the only means available to respond to the crisis. It concluded that Article XI refers to situations in which a State has no choice but to act, but that a State might have several responses at its disposal.234 The tribunal suggested that the question to ask was whether the measures at issue were ‘necessary and legitimate’.235 It concluded that the responses taken by Argentina were both, and noted that time was of the essence in drafting a response.236 The analysis focused more on whether the measures taken in the Emergency Law were necessary rather than whether they were legitimate.237 The tribunal suggested obliquely that legitimacy might be measured by efficacy and that the burden would be on the claimants to show ineffectiveness: ‘Claimants have not provided any reason as to why such measure would not provide immediate relief from the crisis’.238

Given its conclusion about necessity, the LG&E tribunal also had to address the claimants’ argument that the measures it had taken as a result of the state of necessity discriminated against US investors. Article IV(3) of the US–Argentina BIT provides that ‘Nationals or companies of either Party whose investments suffer loss in the territory of the other Party owing to … state of national emergency … shall be accorded treatment … no less favorable than that accorded to its own nationals or companies … as regards any measures it adopts in relation to such losses’.239 The tribunal rejected this argument on the grounds that the measures taken by Argentina were ‘across the board’.240

The Enron tribunal, too, addressed briefly the role of Article IV(3) of the US–Argentina BIT. The purpose of the article was to provide a minimum standard of treatment to foreigners with respect to corrective or compensatory measures offered by a State in relation to losses suffered in the host country.241 The tribunal did not dispute that economic emergency measures could fall within the purview of Article IV(3), but it concluded that the terms of the provision would not allow Argentina to derogate from its obligations under the treaty.242 It noted further that it could not be read as a general escape clause, and thus could not exclude wrongfulness, liability, or eventual compensation.243

The Sempra tribunal came to the same conclusion. It determined that the provision applies only to compensatory or corrective measures, and did not act as a general escape clause excepting a State from its obligations.244 While it might apply to grave economic matters, it nonetheless served only to specify how compensatory or corrective measures should be administered, and was inapposite in this case.245

Given the decision of the CMS annulment committee, a treaty-based necessity defence distinct from that available under customary international law has renewed viability. Significant questions remain, however, about the standards by which any treaty-based defence should be judged. The CMS annulment committee, with its limited mandate, did not address how the CMS tribunal should have approached its analysis of whether Argentina was justified in invoking the essential security provision of the BIT. The LG&E tribunal suggested that the treaty-based standards are less stringent than those of the state of necessity under customary international law, but because it confirmed its decision by reference to the ILC articles, it did not elaborate how the two standards differed. The lack of direction in the treaty led the Enron and Sempra tribunals to conclude that the treaty should be read to import the customary international law provisions, as the treaty itself provided no specifics by which a tribunal could conduct an assessment. It remains to be seen whether, and how, tribunals will fill the lacunae in the essential security provisions of investment treaties.

(4) THE ELEMENTS OF FORCE MAJEURE

Force majeure was a frequent defence before international tribunals before World War II, but it has been used less frequently recently and has only rarely been invoked by a respondent in the foreign investment context.246 It, too, probably qualifies as a part of customary international law.247 Analysing the elements of the defence thus requires drawing largely from earlier jurisprudence and learned commentary.

(a) The Affirmative Requirements

Like state of necessity, force majeure is divided into two sections. The first lists the conditions a State must meet in order to invoke the defence of force majeure, while the second lists those circumstances in which the defence is unavailable notwithstanding a State’s having met the affirmative obligations.

(i) The Occurrence of an Irresistible Force or an Unforeseen Event

Force majeure is only applicable in the event of an irresistible force or an unforeseen event. The underlying notion is that a State is compelled to act in a manner that does not conform to its international agreements; circumstances leave the State with no element of free choice. ‘The adjective “irresistible” qualifying the word “force” emphasizes that there must be a constraint which the State was unable to avoid or oppose by its own means’.248 The ‘involuntary’ or ‘unintentional’ aspect of the conduct attributable to the State is the common feature of those situations qualifying as force majeure.

The unforeseeability of the event in question includes both objective and subjective components. The event must not have been foreseen, but it also must not have been ‘of an easily foreseeable kind’.249 This qualification is linked to the requirement that the act be beyond the control of the State invoking the defence of force majeure.

The irresistible force or unforeseen event that underlies a force majeure claim may be either natural or man-made. Examples of natural events include earthquake or drought, while human-caused events have often stemmed from war, revolution, or mob violence.250

Economic crises, often induced by war or unrest, have formed the basis for numerous claims of force majeure, although such claims have rarely been successful, largely due to the requirement of impossibility of performance. For example, in the Russian Indemnity case, in which Turkey pleaded force majeure to excuse its non-payment of debt, the claim failed because payment of the loans was not materially impossible, although the tribunal did not question the exigencies Turkey faced between 1881 and 1902, nor did it question the general availability of the defence in such a situation.251

The foregoing examples illustrate that the difficulties States face in raising a force majeure claim are not usually found in the first requirement. Indeed, because the irresistible force or the unforeseen event must be ‘“causally linked” to the situation of material impossibility’,252 looking at the first requirement in isolation is seldom sufficient.

(ii) ‘Beyond the Control of the State’

The principle of force majeure also requires that the event be beyond the control of the State concerned. ‘The essential element in a force majeure event is not whether the acts or omissions involved are those of the obligor or external to him but rather the fact that such acts or omissions cannot be attributed to him as a result of his own wilful behaviour’.253

The principle often arises in conjunction with the duty to act and, by acting, to prevent certain events from occurring.254 This is the ground on which claims relating to mob violence, riots, or even civil war often fail, depending on the level of responsibility attributed to the State for having failed to prevent the crisis from arising. Though a few commentators have argued that a government ought never to be able to exculpate itself on the grounds of civil war or riot, since it is the duty of government to prevent such situations from arising, most have concluded that the plea is available, albeit subject to assessment in the circumstances of each individual case.255 The question is generally answered by reference to due diligence. ‘The Government is liable, however, where it fails to show due diligence in preventing or suppressing the riot, or where the circumstances indicate an insufficiency of protective measures or a complicity of government officers or agents in the disorder’.256

Another factor bearing on a State’s responsibility is the foreseeability of the fortuitous or unexpected event. In those circumstances in which the attack is of a sudden nature, the government will not be held responsible for having failed to prevent it. Thus, Venezuela was not responsible for having failed to prevent the looting by Indian tribes of property of the US consul that was on a vessel sailing up an unfrequented part of the Venezuelan coast. Because ‘“the raid was one of those occasional and unexpected outbreaks against which ordinary and reasonable foresight could not provide”,’ Venezuela was not responsible.257 In the Lighthouses case, a lighthouse owned by a French company was requisitioned by Greece during World War I and was subsequently destroyed by enemy action. The arbitral tribunal upheld Greece’s claim of force majeure.258

(iii) Material Impossibility of Performance

The ILC Article requires ‘material’ impossibility, rather than absolute impossibility, but the requirement is still stringent. It is quite clear that difficulty in performance is not an adequate defence. In the Rainbow Warrior arbitration, France relied in vain on force majeure: ‘New Zealand is right in asserting that the excuse of force majeure is not of relevance in this case because the test of its applicability is of absolute and material impossibility, and because a circumstance rendering performance more difficult or burdensome does not constitute a case of force majeure’.259

Cases concerning allegations of economic difficulties frequently founder on this ground. The Russian Indemnity case is not the only situation of a State attempting but failing to justify its loan defaults on the grounds of force majeure. In the Serbian Loans case, Serbia claimed force majeure exempted it from the requirement of repaying its debt to French nationals because, after the war, it was impossible to pay the debt in gold francs. The Permanent Court of International Justice determined that by the terms of the loan agreements, Serbia’s obligation was either to pay in gold francs or the equivalent sum calculated in paper francs, at its election. While the sum owed after the conversion was effected was large, it was not impossible for the Serbian government to pay.260 The tribunal implicitly suggested that, if the requirement had been actual payment in gold francs, material impossibility would have intervened.261

(b) The Exceptions

Notwithstanding a State’s fulfilment of the preceding factors, the defence of force majeure is not available if either of the exceptions exists.

(i) The Situation of Force Majeure is Attributable to the State Invoking it

A State may not invoke force majeure if it is responsible for the situation in question. This does not mean that the situation must arise from completely exogenous factors. Rather, the defence will fail if the situation is ‘“due” to the conduct of the State invoking it. This allows for force majeure to be invoked in situations in which a State may have unwittingly contributed to the occurrence of material impossibility by something which, in hindsight, might have been done differently but which was done in good faith and did not itself make the event any less unforeseen’.262 A recent occurrence is the Libyan Arab Foreign Investment Company (LAFICO) v Burundi case, in which Burundi had expelled two Libyans it claimed threatened the peace and external and internal security of Burundi. Burundi then wanted to liquidate the company HALB, a joint venture of which the Libyans had been shareholders and managers, on the grounds that the inability of the Libyans to manage the company made its continued operation impossible. Thus, Burundi would have justified its liquidation of the company on the ground of force majeure. Burundi agreed to suspend its liquidation of HALB and the two parties submitted their dispute to arbitration. The tribunal rejected Burundi’s defence because ‘the alleged impossibility is not the result of an irresistible force or an unforeseen external event beyond the control of Burundi. In fact, the impossibility is the result of a unilateral decision of the State and therefore falls within paragraph 2 which excludes force majeure where the State in question has contributed to the occurrence of the situation of material impossibility’.263

(ii) ‘The State Has Assumed the Risk of the Situation Occurring’

This provision makes clear that a State may waive its right to invoke force majeure when it has assumed the risk of its occurrence. States will frequently assume that risk either in an obligation itself—for example, a treaty provision that allocates responsibility for force majeure or provides that the treaty should be terminated in the event of a particular occurrence—or in the form of another agreement.264 The assumption of the risk ‘must be unequivocal and directed towards those to whom the obligation is owed’.265

(5) JUDGING THE EXISTENCE OF A CIRCUMSTANCE PRECLUDING WRONGFULNESS

A recurrent question with respect to any international obligation is who should be the judge of the nature and extent of the obligation and of a State’s compliance with it. This problem arises particularly with respect to exceptions to obligations; the quintessential example is a national security exception that is self-judging. It is difficult to be sure that a State will be objective in gauging the existence of a state of necessity when such a defence would exculpate it from liabilities that are burdensome and oppressive. Another problem is that posed by the almost inevitable post-hoc judging of the purported state of necessity, or situation of force majeure, by the international court or tribunal that is eventually presented with the problem. The state of crisis, if such it was, is likely to be long dissipated and might well appear less dire from the vantage point of months, if not years, in the future. The following discussion focuses on necessity because the recent cases have been brought under that rubric; similar issues would likely arise with respect to a claim of force majeure.

(a) The Question of Self-judging

Who should judge the existence of a state of necessity is relevant whether one is looking at the ILC Articles or at a treaty provision. In Gabčikovo, the ICJ made quite clear that a State invoking the necessity defence under the ILC Articles ‘is not the sole judge of whether those conditions have been met’.266 The CMS, LG&E, Enron, and Sempra tribunals faced the same question with respect to the US–Argentina BIT. The operative portion of the BIT provides, ‘This Treaty shall not preclude the application by either Party of measures necessary for … the protection of its own essential security interests’.267 By its terms, then, the treaty is not explicitly self-judging.

The CMS tribunal concluded that the BIT provision was not self-judging.268 Thus, it made clear that its review extended beyond a mere determination that the party invoking the necessity or security exception had done so in good faith, and included ‘a substantive review that must examine whether the state of necessity or emergency meets the conditions laid down by customary international law and the treaty provisions and whether it thus is or is not able to preclude wrongfulness’.269 Given this conclusion, the CMS tribunal did not need to address whether it was considering the treaty provision in isolation from the ILC Articles. In other words, if the treaty provision were in fact self-judging, would a defence based on the ILC Articles nonetheless be judged independently? The Gabčíkovo–Nagymaros Project Case suggests the answer is yes.

The LG&E tribunal was faced with the same question. It, too, concluded that Article XI of the US–Argentina BIT was not self-judging. While the language of the provision was unclear, the expectations of the parties when they signed the Agreement suggested they did not think it was self-judging.270 In particular, the tribunal referred to subsequent change in US BIT practice, as exemplified by the signing of a BIT with Russia that contained explicitly self-judging language.271 Even if the provision had been self-judging, however, the tribunal noted that any interpretation by Argentina would be subject to good-faith review anyway, and suggested that such an exercise would not differ significantly from the substantive analysis the tribunal conducted.272 Given that conclusion, the distinction between an assessment based on the ILC Articles and the treaty provision was not of great significance.

The Enron tribunal agreed with those conclusions, although its reasoning was slightly different. First, the tribunal asserted that the very object and purpose of the treaty was to apply in situations of economic difficulty and hardship in order to guarantee the rights of the treaty’s beneficiaries. Thus, interpreting the essential security interest provision in a manner resulting in an escape route from the treaty could not be reconciled with the object and purpose. The tribunal thus concluded that ‘a restrictive interpretation of any such alternative is mandatory’.273 It then held that while it could interpret Article XI as including economic necessity, interpreting it to be self-judging would be contrary to the object and purpose of the treaty.274

The Enron tribunal acknowledged the respondent’s arguments that the US position has evolved from the time of the signing of the US–Argentina BIT to include self-judging national security clauses in various treaties, including investment treaties. The tribunal noted, however, that such provisions must be expressly drafted to reflect that intent.275 The provision here did not reflect such language.276 The tribunal also declined to give effect to a currently offered US interpretation about the nature of the clause; the appropriate measure was the intent of the parties at the time they drafted the treaty, which does not reflect such a view. The tribunal noted that even if both treaty parties now agree that the provision should be self-executing, they cannot change its terms except by amending and consenting to another text.277 Even if they did so, they would not affect the rights acquired under the treaty by investors or other beneficiaries.278 Thus, the Enron tribunal concluded that Article XI is not self-judging, and that ‘The judicial control must be a substantive one as to whether the requirements under customary law or the Treaty have been met and can thereby preclude wrongfulness’.279

Again the Sempra tribunal’s reasoning was very similar to that of the Enron tribunal. Determining that the provision was self-judging would be contrary to the object and purpose of the treaty: ‘In fact, the Treaty would be deprived of any substantive meaning’.280 The tribunal concluded that the self-judging character of a treaty provision has to be clear, and that nothing in the treaty supports such an interpretation.281 The tribunal refused to attach import to a letter from an official at the US Department of State that said the US government’s position is that the essential security provisions in all US friendship, commerce, and navigation treaties, as well as in all bilateral investment treaties, are self-judging. It noted that the letter was dated 2006, well after the US–Argentina BIT was concluded, and that in any event the view of one state would not establish international law, particularly when ‘ascertained only by indirect means of interpretation or in a rather remote or general way as far as the very Treaty at issue is concerned’.282 The Sempra tribunal also indicated that it would view the rights acquired by the investors to be protected even should the States amend the treaty.283

(b) The Time at which the Conduct is Assessed

Almost by definition, a necessity defence that is not self-judging, or that is subject to a good-faith standard, is going to be assessed by judges or arbitrators at a time significantly removed from that of the crisis in question. In the area of foreign investment, the nature of the grave and imminent peril is quite likely to be that of an economic crisis, such as that which occurred in Argentina. Experts differ on the nature and extent of the Argentine financial crisis, but all agree that Argentina’s political and economic situation was in disorder.284 When the CMS tribunal decided the case, over three years had elapsed since the events giving rise to Argentina’s emergency law of January 2002. Argentina’s government was once again relatively stable. Yet Argentina had had five presidents in the space of 13 days at the end of 2001.285 The prospect of complete economic, political, and social collapse might well have been seen as justifying an extreme response, and the urgency of the decision-making required might have precluded the kind of balanced assessment of available options that a tribunal viewing the matter months or years in the future could readily identify. Still, one should remember that Argentina’s crisis of December 2001–January 2002 did not directly cause the dispute over the US PPI adjustment; indeed, the adjustment of gas tariffs first occurred in early 2000. Beginning in 2002, the tariffs were re-denominated in pesos as a result of the ‘pesification’ of the Argentine economy. Also, Decree No. 293/2002 mandated the renegotiation of all public services licence contracts, a renegotiation process that began on 1 March 2002 and continues to the present. Yet, by that stage a conflict between the parties already existed.

Necessity is forward looking in that steps are taken in response to a peril that has not yet materialized, or to forestall the continued development of a crisis. The measures taken in such an emergency will affect the course of events. If the measures taken are successful in stemming the crisis, a State’s ability to bring a necessity claim may be adversely affected as the crisis may appear to have been less threatening than in fact it was. This seems a perverse but likely consequence of a State’s successful response to an emergency situation.

Establishing a necessity defence might be especially difficult when the circumstances of the essential interest involve economic necessity. Though the language of the ILC Articles is not that of self-preservation, that idea continues to underpin the analysis. The language of the arbitral tribunal in the Russian Indemnity case is illustrative: ‘It would be a manifest exaggeration to suggest that the payment (or the taking out a loan for the payment) of the relatively minimal sum of about six million francs owed to the Russian creditors would jeopardise the existence of the Ottoman Empire or gravely comprise its domestic or international situation’.286

This was said in the context of a force majeure defence, but the language is relevant to a situation of necessity. It will be rare that an economic crisis is of such magnitude as to be a grave and imminent peril to the State. Moreover, it is difficult to conclude that abiding by any particular economic obligation would in and of itself be sufficient to send the country into collapse. Only an aggregate of the circumstances is likely to suffice. This suggests that a State facing individual claims brought under investment treaties will have an exceptionally difficult time successfully establishing a necessity defence, unless a tribunal adopts an approach similar to that of the LG&E tribunal, which viewed the economic crisis as requiring the adoption of an economic recovery package, into the details of which the tribunal did not inquire.

(6) EFFECT OF ESTABLISHING A STATE OF NECESSITY OR FORCE MAJEURE

In the ILC State Responsibility Articles, the necessity doctrine falls under the heading ‘circumstances precluding wrongfulness’. This title suggests that a State able to establish the defence would not have committed any internationally wrongful act. The logical consequence of that finding should ordinarily be that a State has no liability to provide compensation. Yet the Articles presume that in some cases compensation would be appropriate regardless of that determination. A tribunal that determines a circumstance precluding wrongfulness is thus faced with two questions. The first is the duration of the period of necessity or emergency permitting the invocation of force majeure or necessity. The second is determining whether, and under what conditions, compensation is due notwithstanding the defendant’s establishment of a circumstance precluding wrongfulness. A third consideration is the effect of necessity on matters of sovereign debt, a question likely to be raised in national courts and to be governed by municipal law.

(a) Duration of the Circumstance Precluding Wrongfulness

Article 27 of the ILC Draft Articles makes clear that a circumstance precluding wrongfulness does not permanently relieve a State of its international obligations, but only acts for the period of time that the circumstance exists. This position was endorsed by the CMS, Enron, and Sempra tribunals.287 The Enron tribunal dismissed Argentina’s argument that while the emergency in question might be temporary, the effects of the measures taken in response might be more permanent as ‘not … easily reconciled with the requirement of temporality’.288 The Court in Gabčíkovo–Nagymaros Project did not have the issue squarely before it, given its determination that Hungary did not face a situation of grave and imminent peril. In such a case, Hungary might have been permanently relieved of its obligations because of the nature of the ecological problems there. The commentary to Article 27 recognizes that certain circumstances will result in the termination, rather than the suspension of, an obligation; this result is also consistent with the approach taken by the Vienna Convention on the Law of Treaties.289 In most situations, however, the obligations will be suspended only for as long as the circumstance precluding wrongfulness endures. Thus, even the successful invocation of a necessity defence would give only transient relief to the State seeking it.

The issue was squarely before the LG&E tribunal. Once it had determined the existence of the state of necessity, it had to decide its duration. The tribunal did not date the state of necessity from the time of the Emergency law passed on 6 January 2002, but determined that the crisis had commenced as of 1 December 2001 with the Government’s announcement that it was freezing funds and limiting bank withdrawals.290 It rejected the 6 January date in part because it wished to avoid any suggestion that the appropriate ending date for the emergency should coincide with the revocation of the Emergency Law, an eventuality that had not occurred as of the time of the tribunal’s decision.291 While the tribunal took note of the fact that Argentina had indeed declared a state of necessity, it also noted that the country had ‘issued a record number of decrees since 1901, accounting for the fact that the emergency periods in Argentina have been longer than the non-emergency periods’.292 Thus, the tribunal suggested that a state of emergency would only exist when there were serious public disorders.293 The tribunal selected as the ending date of the emergency period the election of President Kirchner on 26 April 2003, which it viewed as ending the period of extreme crisis and demonstrating renewed stability.294

The LG&E tribunal’s grappling with this issue illustrates the difficulty in identifying precisely the beginning and ending dates of any such period. Particularly in a situation in which the economy of a country is threatened, selecting the precise date on which stability has been restored, and on which international obligations excluded from wrongfulness revive, is by nature somewhat arbitrary.

Several questions with respect to the time-span are as yet unanswered. Primary among them is the question of the criteria on which a tribunal should base its judgment as to the appropriate length of time that a State should be relieved of its obligations. Economic crises can vary enormously, but are by their nature temporary. For example, in 2003 and 2004, Argentina’s GDP grew at a rate of close to 9 per cent per annum, and unemployment had fallen from 17.8 per cent in December 2002 to about 13 per cent in March 2005.295 The LG&E tribunal made its determination based in part on political (the election of President Kirchner) rather than economic criteria. To the extent that Argentina’s crisis was based on both political and economic factors that decision might be reasonable, but one can imagine that other dates could also serve as candidates for the termination of the period of emergency.

A second question is the appropriate role of the invoking State. In an ideal scenario, the State claiming the existence of a circumstance precluding wrongfulness would immediately notify the other State of its difficulty, and would promptly notify the other State when the emergency situation had ended. Practically speaking, this is unlikely to occur. As the LG&E tribunal observed, Argentina had not yet revoked its decree declaring the existence of an emergency.296

A third question is the application of the temporal factor in the investor–State dispute settlement scenario. The obligations technically run as between the home State and the host State to the treaties. Yet it is the individual investors whose interests are immediately at stake. In the event that a State has notified another State of the suspension of its obligation, perhaps that notice should be deemed to be given to all investors. The appropriate time period of the suspension of the obligation might differ, however, as between different investors. How much should classic principles of public international law prevail, such that the individual investors’ interests are subsumed into those of their home State? How much should investment tribunals take into account the circumstances of individual investors in determining the appropriate length of suspension of the treaty obligations? It is possible, for example, that a period of crisis would last longer in one economic sector than in another. Another possibility is that unrest in one part of the territory would affect certain investments, and thus certain foreign investors, but not others.

Establishing the duration of the circumstance precluding wrongfulness is most important in the event that a tribunal determines no compensation is owed during the period of the breach. The determination might also be important when a tribunal determines that some reduced level of compensation is due notwithstanding the existence of circumstances precluding wrongfulness.

(b) Compensation

The issue of compensation is governed by Article 27 of the ILC Articles. It provides that a finding of any circumstance precluding wrongfulness be ‘without prejudice to … the question of compensation for any material loss caused by the act in question’. The Articles themselves, then, would seem to leave the door open to the payment of compensation even in the event of a successful necessity or force majeure defence. Moreover, notwithstanding the exculpatory language of the title—circumstances precluding wrongfulness—the text of the Articles themselves sometimes call necessity an excuse, and the Articles do not make an absolute distinction between a non-wrongful act and a wrongful act that has been excused.297 This was a deliberate choice on the part of those drafting the Articles: ‘It is not clear precisely what approach is adopted in the Draft Articles…. Whether [circumstances precluding wrongfulness] entirely exonerate a State acting otherwise than in conformity with its obligations is uncertain, at least as a matter of drafting’.298

Professor Vaughan Lowe has discussed the consequences of treating the defences as exculpating rather than excusing.299 He distinguished between behaviour that is right, and behaviour that, although wrong, is understandable and excusable.300 ‘The distinction between the two is the very stuff of classical tragedy. No dramatist, no novelist would confuse them. No philosopher or theologian would conflate them. Yet the distinction practically disappears in the Draft Articles’.301 In Professor Lowe’s view, preserving the idea that conduct is wrongful but excusable gives States more flexibility in determining the consequences of any particular wrongful act. If one considers the State as having been exculpated, then it is much more difficult to address the consequences of the act and potential obligations owed to third parties, since logically if a State’s act is not wrongful, a State would have no duty to compensate for damages flowing from the act.302 The problem is in some respects semantic, but its application in the area of compensation illustrates the force of Professor Lowe’s arguments.303

Article 27’s language is general in part because it applies to all of Chapter V (Circumstances Precluding Wrongfulness). Early commentary suggested that successful invocation of at least two of the categories—self-defence and countermeasures—would not result in any duty to pay compensation.304 ‘This is plainly right for self-defence, and it is equally right to allow for the possibility of compensation in cases of necessity’.305 This clear distinction did not make its way into the final commentary, but the commentary does note that ‘[w]ithout the possibility of such recourse the State whose conduct would otherwise be unlawful might seek to shift the burden of the defence of its own interests or concerns on to an innocent third State’.306 The commentary also cites approvingly the statement of the International Court of Justice in Gabčíkovo–Nagymaros Project that ‘Hungary expressly acknowledges that, in any event, such a state of necessity would not exempt it from its duty to compensate its partner’.307

Force majeure falls somewhere between self-defence and necessity. In a case of self-defence, a State is not just excused from wrongfulness; its conduct is in fact lawful. In a case of necessity, the act is actually wrongful and deliberately performed, but is excused in certain circumstances.308 Force majeure lacks the element of volition that accompanies necessity. Nonetheless, as early as 1979 the Commission suggested that it would be unfair for damage arising from an instance of force majeure to be borne solely by the State that suffered the damages itself, or by its nationals.309 In later commentary, several States suggested limiting the possibility of compensation to cases of necessity.310 These suggestions were not adopted.

Tribunals, and even State respondents, have differed on the correct approach to compensation. In Gabčíkovo–Nagymaros Project, Hungary acknowledged that even the finding of a state of necessity ‘would not exempt it from its duty to compensate its partner’.311 In CMS, however, Argentina argued that, in the event the tribunal concluded that circumstances precluded the wrongfulness of its actions, compensation would be precluded also.312 The tribunal in CMS rejected that position: ‘the plea of necessity may preclude the wrongfulness of an act, but it does not exclude the duty to compensate the owner of the right which had to be sacrificed’.313 The CMS tribunal accepted that Article 27 of the ILC Articles reflected customary international law, and noted its primary concern should no compensation be awarded: ‘The Respondent’s argument [that no compensation would be owing] is tantamount to the assertion that a Party to this kind of treaty, or its subjects, are supposed to bear entirely the cost of the plea of the essential interests of the other Party’.314 Nonetheless, the CMS tribunal determined that the adverse consequences stemming from the crisis should be weighed when it considered compensation.315

Given its determination on the merits, the CMS tribunal’s position was obiter dicta. The CMS annulment committee stopped short of endorsing the CMS tribunal’s position, noting instead that the tribunal should first have considered the effect of a successful defence based on Article XI of the BIT. Because an Article XI defence would have precluded the finding of any breach of the substantive obligations of the BIT, it would have precluded the payment of any compensation during that period.316 Insofar as Article 27 of the ILC Articles was concerned, the CMS annulment committee noted only that it was a ‘without prejudice’ clause with respect to compensation, and that it does not specify under which circumstances compensation would be due.317

The Enron tribunal did not take a firm position on the matter, but seemed to suggest that compensation could still be due even should a respondent raise a successful necessity defence. Argentina had argued that a successful defence would preclude any requirement to pay compensation for damages accruing during the period of the emergency.318 The tribunal suggested that the ideal solution would be for the affected party and the respondent to agree on a negotiated settlement, which might indeed include payment for past events.319 In the absence of such a settlement, the tribunal would set the appropriate level of compensation.

The Sempra tribunal did not have the effect of Article 27 squarely in front of it as it had concluded that Argentina’s necessity defence failed. It made, however, several interesting observations on the topic. First, it appeared to endorse the approach that some damages for the time during which the state of necessity had prevailed might be due, but that the best way of handling the issue would be a negotiated settlement.320 Secondly, it did not rule out the possibility that some degree of compensation had been included already in the tariff renegotiation that had been concluded between Sempra and Argentina.321 Thirdly, while the tribunal rejected the notion that a crisis should result in the lowering of investment law standards in order to benefit the State, it stated that it would take into account the crisis conditions affecting Argentina when determining the compensation due.322 One should emphasize that the Sempra tribunal said this even though Argentina had failed to establish a situation of necessity.

The LG&E tribunal acknowledged the ambiguity in Article 27 of the ILC Articles, but concluded it need not resolve it because Article XI of the US–Argentina BIT provided the answer it sought. According to the LG&E tribunal, because the BIT established necessity as a ground for excluding the wrongfulness of the State’s acts, the State was exempted from liability.323 This exception would only be appropriate in emergency situations, and would only last until a certain degree of stability was restored, at which time the State should reassume its obligations.324 The result in LG&E was that Argentina was excused from paying damages arising during the period of necessity, which the tribunal established as lasting from 1 December 2001 to 26 April 2003.325

In calculating the damages owed, the LG&E tribunal first had to grapple with the difficult issue of assessing the amount of damages due for a violation of fair and equitable treatment. While most investment treaties include detailed provisions directing how claims of expropriation should be evaluated, the same is not true for violations of other treaty provisions.326 The tribunal first established that the appropriate reparation standard was that set out in the Chorzów Factory case: reparation must, insofar as is possible, ‘wipe out all the consequences of the illegal act and reestablish the situation which would, in all probability, have existed if that act had not been committed’.327 The tribunal rejected fair market value as the appropriate measure of compensation, which it described as the appropriate measure of damages for a legal expropriation, but not for an illegal expropriation or for breaches of other treaty provisions.328 The appropriate measure was to determine the actual loss suffered by the investor as a result of Argentina’s conduct. The tribunal thus styled the issue as one of causation: ‘what did the investor lose by reason of the unlawful acts?’329

LG&E’s investment was the partial ownership of three Argentinian companies. The tribunal rejected LG&E’s arguments that the losses included diminished capital value, noting that the investment had ‘rebounded’ after the crisis and that the measures taken in violation of the BIT had not had a permanent effect on the value of the claimants’ shares in the investment. It also refused to award lost profits. Because the measures did cause a significant decrease in the share values, the tribunal determined that the appropriate measure of damages was the amount of the dividends that the claimants would have received but for the measures.330

The effect of the state of necessity on the damages award thus resulted in a fairly simple calculation. The tribunal calculated damages for the period August 2000 to February 2005 (the tribunal’s cut-off date for damages). It then subtracted the loss suffered during the period of emergency, and awarded compound interest on the balance.331 The tribunal did not explain the method it used to attribute dividends to the period of emergency. The deductions ranged from 34.2 to 39.4 per cent of the calculated lost dividends.332

The cases to date thus reflect differences in approach, but few concrete examples of how those approaches would be applied in practice. The lack of clear direction in Article 27 and the potential for a different practice to develop in cases decided on the basis of exculpatory treaty provisions mean that it will be up to dispute settlement tribunals themselves to establish the appropriate approach.333 It may take some time for a consistent approach to develop. One can, however, identify likely possibilities.

One approach to the problem of compensation is to treat the language of the Articles literally and to determine that, in the event of a successful necessity defence, a State is excused from its obligation for the relevant time period and owes no compensation. The result of this determination would be, as noted by the CMS tribunal, to shift the costs of the default entirely to others. Indeed, the LG&E tribunal determined that the costs during the period of the emergency should indeed be borne by the investor.334

While this approach might be justified in some cases, it is not appropriate in all cases. As Professor Crawford’s report noted with respect to the Gabčíkovo–Nagymaros Project case, ‘It would have been unconscionable for Hungary to have sought to impose on Czechoslovakia the whole cost of the cancellation of a joint project, where the cancellation occurred for reasons which were not (or at least not only) attributable to Czechoslovakia’.335

A second approach is to treat the successful assertion of the defence as having temporarily suspended, rather than extinguished, a State’s obligation to compensate for its breach. This approach would be consistent with the language of the necessity defence itself, which supposes a suspension of obligations only as long as the state of necessity lasts. It is also supported by the ILC’s recognition that compensation may still be owed in circumstances of necessity or force majeure. Under this approach, a State would be temporarily relieved of its obligation. At some point, however, the obligation and duty to compensate for damages sustained during the suspension would be resuscitated.336

The second approach is arguably supported by language in Professor Crawford’s Second Report:

Rather [the predecessor to Article 27] is concerned with the question whether a State relying on a circumstance precluding wrongfulness should nonetheless be expected to make good any actual losses suffered by any State directly affected by that reliance. That is a perfectly proper condition, in principle, for allowing the former State to rely on a circumstance precluding wrongfulness…. Under the secondary rules of responsibility, which are the proper subject of the present draft articles, a State would normally be required to make full reparation to an injured State for conduct which … is not in compliance with its international obligations. If the draft articles define circumstances in which the putatively injured State is not so entitled, it is perfectly proper that they should do so subject to the proviso that any actual losses suffered by that State, and for which it is not itself responsible, should be met by the invoking State.

This approach does not eviscerate completely the efficacy of even a successful necessity defence. First, recognition of non-culpability is likely to be of some benefit. A State’s reputation for trustworthiness would be enhanced should circumstances be deemed to preclude the wrongfulness of its acts. A State’s access to credit from international or private institutions could be adversely affected by a ruling that the State had wrongfully violated its obligations, but could be affected favourably by a ruling that it actions were justified.

Secondly, the language in the report suggests that appropriate compensation might be something less than full reparation, but would be limited to actual losses.337 Full reparation would tend to make even a successful assertion of a necessity defence appear to be a hollow victory, notwithstanding the potential benefits to a State’s credit-rating or general reputation for reliability and stability. Limiting the compensation available suggests that there could be some benefit to a State in establishing a successful defence, but that the investor or her home State would not bear the entire burden of the damages flowing from the wrongful conduct. Moreover, one of the effects of a successful necessity plea could be the postponement, rather than the extinguishment, of a payment obligation. Such relief might be very welcome for a State in the grip of an economic crisis.

Many questions remain to be answered. The appropriate measure of compensation in any particular case will be heavily fact-dependent. Even then, one can think of other questions. Does a State owe interest on its debt for the period during which its obligation was suspended? Does it owe the compensation immediately, or does it have extra time to pay its arrears? Does interest accrue if it gets extra time to pay whatever compensation is owed?

(c) Sovereign Debt

Most of this discussion has focused on necessity in the context of investor–State dispute settlement, but the doctrine can be relevant in other contexts as well. Establishing a state of necessity could relieve a State of its debt obligations, whether those are owed to other individual or to other States.

Most sovereign States have liability in the form of debt. A certain amount of a State’s debt will usually be held by nationals of that State; however, bonds might also be held by other States, by citizens or nationals of other States, and by international institutions. Sovereign debt restructuring generally is the subject of a great deal of scholarship and commentary beyond the scope of this chapter.338 What is of interest for this study is the extent to which a State’s international legal obligations are implicated by its sovereign debt, and the extent to which it can raise defences, such as the existence of a state of necessity, to excuse its non-payment of debt.339

The Argentine financial crisis placed the status of sovereign debt owned by foreign bondholders squarely in focus. In Germany, for example, German bondholders sought in the German courts to recover their interests in bonds on which Argentina has defaulted.340 The bonds in question are subject to German law. Argentina raised the defence of necessity as a ground for denying its obligations to repay the bonds. In May 2007, the German Constitutional Court (the Bundesverfassungsgericht) handed down its decision on whether Argentina could raise such a defence in a case brought in the German courts by private bondholders.341 The Court concluded that, while necessity was recognized under customary international law as a defence that precluded the wrongfulness of a State’s conduct vis-à-vis other States, no similar defence existed when the State attempted to assert such a claim vis-à-vis private individuals.342 The Court distinguished the arbitral cases decided under Argentina’s bilateral investment treaties on the ground that, even though the claimants were private individuals, the law governing the disputes was international law.343 The Court considered whether a general principle of law recognizing a State’s right to invoke a necessity defence against private claimants could be derived from domestic legal orders, but concluded that domestic courts did not follow a uniform approach to the question.344 Finally, the German court noted that scholarly opinion differed on whether necessity is available as a defence in a dispute between private individuals and States.345 It thus concluded that Argentina could not invoke the defence against private bondholders in German courts.346

Judge Professor Dr Lübbe-Wolff filed a dissenting opinion in which she first rejected on procedural grounds the German court’s consideration of the issue.347 She also disagreed with the court on the merits of the case. She concluded that a necessity defence is available to a State as a general principle of law, regardless of the law governing the proceedings and regardless of the identity of the claimant.348 She emphasized that the case she reviewed suggested that the ‘object and purpose of necessity would not support that a debtor State would be less protected against its foreign private creditors as against another State’.349 Judge Lübbe-Wolff also suggested that enforcing a State’s payment obligations to foreign creditors would be contrary to human rights norms requiring the State to discharge elementary obligations it owes to its nationals.350

Further, Judge Lübbe-Wolff suggested that the majority’s conclusion was contravened by the ICSID decisions in which the claimants were effectively private individuals acting to protect their own rights.351 She also suggested that, if a State invokes a necessity defence in another State’s national court, it is essentially invoking the defence against the forum State, thereby giving rise to a conflict governed by public international law.352 She concluded, however, that although States can raise a defence of necessity, the court hearing the defence has the authority to scrutinize the defence carefully in determining whether it is valid.353

The German court decisions are unquestionably a matter of interest for public and private international law scholars. The decisions conflict in part because the majority and the dissent have divergent ideas about the appropriate way to establish general principles of law, as opposed to customary international law; about the relationship between international and German law in German court proceedings; and about whether an investor in an investor–State proceeding is acting in the stead of his home State in asserting a public international law claim or is acting in his own right.

In the investment context, the decisions are likely to have more limited effect, but they nonetheless raise a few points of interest. First, the German’s court’s conclusion suggests that investors may in some circumstance find it advantageous to seek relief in national courts rather than in international tribunals. As Mr Schill points out in his commentary, the German court decision suggests ‘a strict dualist perspective on the relationship between international and domestic law’.354 Thus, even though Argentina could raise a necessity defence under customary international law in a case brought before an investment treaty tribunal, such a defence would not necessarily be available in the domestic context.355 This conclusion depends, however, on whether a State finds Argentina amenable to suit in national court. Argentina waived its sovereign immunity when it issued the bonds on which it defaulted. The Italian Supreme Court of Cassation nonetheless held that Argentina enjoyed sovereign immunity for its default.356 Italian bondholders who did not settle their dispute with Argentina have thus filed ICSID claims.357 On the other hand, the US District Court hearing claims brought by US bondholders rejected that conclusion and also held that Argentina could not raise an act of State defence.358

Secondly, the decisions emphasize the uncertain position of the individual in the international legal order. The majority and the dissent have different views as to the role played by the individual claimants before ICSID tribunals. I have argued elsewhere that private investors are effectively third-party beneficiaries of investment treaties.359 As such, they have independent rights, but those rights are limited to what the contracting parties—the States—choose to confer on them. Following that argument to its logical conclusion, if the contracting parties to a treaty have chosen to preserve the possibility of raising a necessity defence, then the individual claimant’s rights are concomitantly limited. Insofar as that premise is accepted, it is not surprising that under an investment treaty an individual’s rights are not absolute, and might be subject to a State’s invocation of a defence such as necessity. Thus, the real question is what rights Argentina retained in its BIT negotiation, and what rights it waived. As discussed in Section 3 above, that question has not been definitely answered. It is arguable that the very purpose of an investment treaty is to protect individual claimants from such assertions of sovereign authority. If that is the case, one might conclude that the necessity defence ought to be unavailable to States defending BIT claims. Yet that conclusion does not answer the question that was before the German court: ought the customary international law defence of necessity to play a role in proceedings governed by municipal law that are asserted by private claimants?

CONCLUDING REMARKS

States may raise as defences to their international investment obligations the doctrines of necessity and force majeure. Both have been recognized as part of customary international law by international tribunals, and both are included in the ILC’s Articles on State Responsibility as circumstances precluding wrongfulness. In practice, however, the elements of a necessity defence are extraordinarily difficult to satisfy, particularly in the realm of foreign investment when economic crisis is likely to be the foundation for the claim. This is understandable because of the concern that too malleable a doctrine would enable a State to escape its obligations. Yet it is possible that as a practical matter a necessity defence is unavailable to a State because the standards in themselves are so high, and because they must be cumulatively satisfied. The recent decision in LG&E v Argentina, however, suggests that a tribunal could interpret the customary international law requirements flexibly enough to permit redress in grave situations.

Force majeure is potentially an easier standard to meet, in part because some of its elements are more readily established by objective measures. Force majeure involves an event that has already occurred, whereas necessity involves action to protect against a future event—a ‘grave and imminent’ peril. The mere fact of a State’s taking action may avert or alleviate the danger; at the least, its action will make it more difficult to assess what would have occurred in the absence of the action. Necessity involves the element of volition in that a State chooses not to comply with its obligation, albeit for good reason, whereas force majeure involves an inability to comply with the obligation.

It would be unwise, however, to conclude that a force majeure defence would be readily established. Force majeure, too, is available only in limited circumstances. First, there must be an irresistible force or an unforeseen event, and that force or event must be beyond the control of the State asserting the defence. Furthermore, performing the obligations must be ‘materially impossible’.

Investors have argued that States should be permitted to raise neither defence in an investment treaty case on the ground that the treaties do not permit respondent States to raise exculpatory defences that are not explicitly referred to in the treaty. The four tribunals to have addressed the matter to date have handled this argument in different ways. In two cases, CMS v The Argentine Republic and LG&E v The Argentine Republic, the tribunals assumed without deciding that the customary international law defence was available under the treaty. The Enron v The Argentine Republic and Sempra v The Argentina Republic tribunals were more specific in holding that the customary international law defence was imported into the tribunal by means of the essential security provision in the Argentina–US BIT; they did not address whether the defence would have been available in the absence of the importing provision.

The customary international law defences of force majeure and necessity may not be the only safeguards available for a State to invoke. The LG&E case suggested that the ‘essential security’ or ‘public order’ clause found in many investment treaties could form an independent basis for a State to justify suspending or even terminating its obligations. The CMS annulment committee determined in even stronger terms that the treaty-based defence is distinct from the customary international law defence. Given these two decisions, it is at least possible that the treaty-based defences will be construed to require a less stringent showing of threat to essential security or public order than do the customary international law defences.

All tribunals to date have determined that circumstances precluding wrongfulness under the ILC Articles are not self-judging. The four ICSID tribunals agree that the language of the US–Argentina BIT is also not self-judging, but different language in other treaties certainly could lead to a different conclusion.

Establishing a successful defence also requires that the tribunal determine the duration of the period during which wrongfulness is precluded, an exercise fraught with uncertainty and subjectivity. In addition, the issue of compensation owed in the event that a State is found to have faced such a circumstance precluding wrongfulness is unresolved. The tribunals that have considered the question have diverged on whether compensation would be owed regardless of the success of any defence raised. It may be that a successful invocation of the necessity defence does nothing more than postpone a State’s compensatory obligations. Another possible conclusion is that a successful necessity defence would result in a diminished recovery, perhaps limited to actual losses, than a claimant might recover otherwise. In certain circumstances this suspension or diminution of obligations might be very welcome; in the long run, however, it may mean that even the successful raising of a necessity defence confers little in the way of long-term economic benefit on the State in question.

Further clarification is likely to come in the decisions on the Argentine cases that should be issued over the coming months and years. Interpreting the standards in so stringent a manner as to make it unlikely that they will ever be met, and interpreting compensatory obligations in such a way as to make successful invocation of a defence of little benefit, might be self-defeating. Governments could determine that they were unable to act, even when necessary, because of the likely consequences. Conversely, they might act anyway, without regard to the limiting provisions found in the doctrines of necessity and force majeure, if they view compliance with either doctrine to be essentially empty.

At bottom is the question of risk allocation and determining who should bear the burden in situations of unforeseen events or economic crises. Investor–State cases may diverge from cases in which only States are the parties and their obligations to each other carry less direct pecuniary effects. One should remember that the ILC Articles were drafted to serve general purposes; they were not drafted to serve the interests of investor–State arbitration, or even of investment generally. These principles will need to be developed in the context of investment law, and in the context of individual investors bringing cases to protect their interests.
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(a) History and Presentation
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(e) Terms of Coverage

(f) Subrogation and Dispute Settlement

Concluding Remarks

MANY enterprises from capital-exporting countries are interested in investing in emerging markets and are willing to assume normal risks associated with such investment. Risk is part of any economic activity and is normally rewarded through the potential financial gains from such activities. But the costs resulting from risks associated with arbitrary decisions, unstable political environments, or other unforeseeable government actions—the non-commercial risks—make investment in certain countries hazardous.

In the view of many investors, this is especially the case in certain developing and transitional countries that do not always have a sufficiently stable political environment but do need investment to help them achieve their development goals. Many investment opportunities exist in emerging economies but for multinational companies and small and medium-sized businesses alike, concerns about uncertain policy environments and perceptions of political risk often inhibit investment. The paradox is that countries that need investment the most are more or less identical with those that are prone to facing an unstable political environment.

One very pragmatic answer to these preoccupations, or at least part of it, rests in investment insurance provided by investment guarantee schemes. The goal of this chapter is to revisit the principal developments of investment insurance at both national and international level and to describe the evolution of the concept over the last fifty years or so. We intend to look at the development of guarantees for investment from an historical perspective and then see how insurance mechanisms have evolved from purely national protection to an international protection system. We illustrate the concrete application of such mechanisms through a recent case involving foreign investors and different national guarantee systems.

We decided to focus on two national mechanisms: the US Overseas Private Investment Corporation and the Swiss Investment Risk Guarantee Agency. The first is chosen because of the importance of US capital in foreign investment, the second because it was one of the very first mechanisms of its kind when it was created in 1970 and because it is highly representative of this kind of mechanism in general. We then discuss a regional instrument, the Inter-Arab Investment Guarantee Corporation, that is considered to be the first international guarantee organization and that is one of the two existing regional schemes with the African Trade Insurance Agency (ATI).1 Finally, the last and most extended section of this chapter is devoted to the World Bank’s Multilateral Investment Guarantee Agency (MIGA), one of the most important initiatives in the domain of international investment2 along with the creation of the International Centre for Settlement of Investment Disputes (ICSID).3

(1) INTERNATIONAL INVESTMENT: THE NEED FOR PROTECTION

In the eighteenth, nineteenth, and part of the twentieth century, investment abroad was undertaken mostly in a colonial context. Important colonial nations protected the investment of their nationals in foreign countries through their kingly and military powers as the territory of those colonies was considered to be part of the nation. Legal systems were integrated and no additional protection was needed. And when needed outside the colonial sphere of influence, the use of force to settle investment disputes was frequent. Prior to the decolonization period of the twentieth century, only investment made mostly by US investors in neighbouring Latin America seemed to pose problems as Americans were seeking the first international standards in investment protection following the independence of Latin American nations during the early nineteenth century.4

Through the emergence of nationalism in colonies and the will expressed by these newly independent states to regain their entire sovereignty, the colonial system, including the system relating to foreign ownership of resources and production facilities, collapsed after World War II. The international scene was dominated at that time by the reconstruction of Europe and an unprecedented wave of self-determination movements. Newly independent states felt the need to recover their sovereignty in economical and political spheres alike. Natural resources were often their most important assets and this attitude is well reflected in the United Nations General Assembly’s resolution on Permanent Sovereignty over Natural Resources in 1962:

International co-operation for the economic development of developing countries, whether in the form of public or private capital investments, exchange of goods and services, technical assistance, or exchange of scientific information, shall be such as to further their independent national development and shall be based upon respect for their sovereignty over their natural wealth and resources.5

The need for a New International Economic Order (NIEO)6 emerged and a Charter of Economic Rights and Duties of States was subsequently adopted. The Charter reaffirmed the right of every state freely to exercise its full and permanent sovereignty over its natural resources and economic activities, including the right to ‘regulate and exercise authority over foreign investment within its national jurisdiction in accordance with its laws and regulations and in conformity with its national objectives and priorities’.7 This right includes the possibility to ‘nationalize, expropriate or transfer ownership of foreign property’ provided that an appropriate compensation is paid by the state adopting such measures.8 The Charter is less ambitious in this regard than was the resolution on Permanent Sovereignty over Natural Resources:

Nationalization, expropriation or requisitioning shall be based on grounds or reasons of public utility, security or the national interest which are recognized as overriding purely individual or private interests, both domestic and foreign. In such cases the owner shall be paid appropriate compensation, in accordance with the rules in force in the State taking such measures in the exercise of its sovereignty and in accordance with international law.9

In the name of sovereignty, many developing countries expropriated or nationalized foreign investment and a ‘confidence crisis’10 ensued in the 1960s and 1970s. Foreign direct investment in emerging markets was jeopardized, as investors were reluctant to commit themselves in unpredictable political environments. Developing countries were no less in want of foreign investment to ensure the expansion of their economies and the growth of their markets, economic benefits that could influence positively the political climate on a long-term basis. On the other hand, potential investors could not carry out business as usual without a certain level of protection for their investment. The main goal of the development of international investment was to reinstate a favourable climate in the North–South relationship.

Instruments able to rebuild investors’ lost confidence in foreign markets were indispensable. As both the Resolution on Permanent Sovereignty over Natural Resources and the Charter of Economic Rights and Duties of States reaffirmed the right of every state freely to exercise its full sovereignty over its economic activities, and thus confirming the right of every state to regulate foreign investment within its national border, governments were also free to guarantee a positive environment to foreign investors. Accordingly, several countries decided to act locally and introduced legislation to instil a feeling of confidence in investors, consequently encouraging foreign direct investment.11 These laws, frequently called investment codes, protected both domestic and foreign investment.12 Unilaterally enacted, however, such measures could easily be unilaterally revoked. Hence, investors generally did not appreciate having to rely only on local remedies perceived as limited and uncertain regarding their final results.

Consequently, many developed nations keen to encourage their investors to develop their activities outside their frontiers negotiated bilateral investment treaties (BITs) with developing countries, mostly between 1960 and 1990. Guarantees for compensation in the case of expropriation, freedom to transfer capital and earnings outside the host country, and dispute settlements provisions form the core of investment protection treaties.13 Those treaties were concluded on a reciprocal basis and were aimed at defining principles and rules governing the treatment and protection of investors of one party by another state party. Even though we are talking about ‘reciprocity’, those treaties were traditionally meant to foster investment flows from developed countries to developing countries.14 The first investment protection treaties were negotiated, in 1959, by the Federal Republic of Germany with Pakistan, and by Switzerland, in 1961, with Tunisia.15 The USA signed their first Agreement in 1982, with Panama. Although separated by twenty years, both Swiss and US treaties contain similar provisions regarding national treatment16 that remain today at the heart of foreign investment.

Before entering into detailed explanations of the provisions of investment guarantee schemes, we briefly introduce an example of an actual investment made by a company originating from a developed country into a developing country and guaranteed by different investment guarantee systems. India’s needs for investments in the power generation domain are a good example of an investment made possible by an adequate guarantee. India’s per capita power generation capacity was amongst the lowest in the world in the early 1990s. The development of electricity production facilities was undeniably needed if forecast demand was to be met. Historically, the government of India built, owned, and controlled the country’s power generation. However, it became increasingly clear that foreign funds would be needed in order to build power facilities. Various national laws were passed—laws similar to those discussed above—to permit foreign investments in the power sector while the government sought to attract international investors. And it did.

Enron Power Corporation, Bechtel, and General Electric were ready to make vital investments in India and sought a guarantee before committing to invest important sums in the country. In 1992, they formed the Dabhol Power Company (DPC) for the development of a two-phase project for building a power plant. The project was to be located in the Indian state of Maharashtra, the second largest state in terms of population. The state presented a healthy economy, a favourable geography for the construction of the project, and a stable government controlled by the centrist Congress Party since India gained independence.

The DPC was established under Indian law to develop, construct, and operate a 695 MW power-generating facility, a liquid natural gas regasification facility, and associated port facilities near the village of Dabhol in the state of Maharashtra. The investment was insured against political risk by the US Overseas Private Investment Corporation (OPIC). DPC also entered into a guarantee and a state support agreement with the government of Maharashtra and into a counter-guarantee with the government of India.

The only customer for the produced electricity was the Maharashtra State Electricity Board (MSEB) which was bound by an agreement, the Power Purchase Agreement, with the newly formed company. The agreement compelled DPC to generate power sufficient to meet MSEB’s demand, and MSEB to purchase power from DPC at rates specifically established. Disputes arising under the agreement were to be resolved by international arbitration. The agreement could be terminated upon MSEB’s non-performance of its obligations and, in that case, MSEB would be required to purchase the project for a sum known as the ‘transfer amount’.

Beginning in October 2000, MSEB failed to make timely payments for power which the Board had to buy according to the agreement and stopped payment altogether in early 2001. At that time, DPC decided to begin the process of terminating the agreement. On 29 May 2001, MSEB announced it would cease purchasing power from DPC. After trying to exercise their rights under the government of Maharashtra’s guarantee and state support agreement and under the Government of India’s counter-guarantee, the equity owners of the Dabhol Power Company, namely Capital India Power Mauritius I, Bechtel Enterprises International (Bermuda) Ltd, and Ben Dabhol Holdings Ltd, filed notices of claim with OPIC requesting payment under policies for expropriation.

Claimants eventually learned that OPIC had no intention of paying their insurance claims and filed demands for arbitration with the American Arbitration Association in October 2002 to resolve their disputes with OPIC regarding the interpretation of the insurance policy. A panel of three arbitrators, chaired by retired US Federal Judge Charles Renfrew, awarded more than US$57 million17 to the claimants. The panel found that the ‘expropriatory events described above were the sole and direct consequence of political decisions and competing political forces within Maharashtra and India’.18

Neither the details of the case nor the legal aspects of the arbitral decision are very important here. The example is set forth solely to illustrate the investment guarantee mechanism. The goal is to show readers a tangible application of the mechanisms discussed in the next two sections, showing how it works concretely. Many other procedures were engaged in by the different parties involved in this complicated case. Among them, the government of the USA made a request for arbitration, on 4 November 2004, to the government of India to be compensated for the sums paid by OPIC, its agency, pursuant to the investment incentive agreement19 signed between the two governments. More recently, an agreement20 was reached between the promoters of the Dabhol project and the state and national governments of India to withdraw all legal proceedings before a London arbitration panel.

(2) NATIONAL AND REGIONAL MECHANISMS

The USA, Switzerland, and other major capital-exporting countries put in place national investment insurance programmes, which were later supplemented by private political risk insurance systems. These national and private mechanisms, essentially instruments belonging to the most advanced countries created to favour their national enterprises on the world market-place, were subsequently complemented by regional and international schemes. The protection of investment has indeed become a prerequisite and a sine qua non condition for the promotion of international investment.21

National investment guarantee mechanisms were implemented as an answer to the fear of enterprises about committing themselves to spending large amounts of money on investing in regions of the world that were not always stable. We identified two interesting examples of such mechanisms, the Overseas Private Investment Corporation, created by the US government, and the Investment Risk Guarantee Agency, formed by the government of the Swiss Confederation. We present them briefly in the first part of this section, as they are rather typical of the instruments in existence today in a multitude of countries.22

At regional level, initiatives were taken—or were considered—to limit investors’ non-commercial risks in the same manner. The African, Caribbean, and Pacific Group of States and the European Economic Community (ECC) formed the intention of developing such a mechanism in the third convention23 signed between the two parties, but it did not materialize in the subsequent agreement.24 Considered to be the first international guarantee organization, the Inter-Arab Investment Guarantee Corporation was created in 1971. In the context of this short overview, we concentrate primarily on the objectives and functions of the Arab institution, leaving aside most of its organizational structures.

(a) The US Overseas Private Investment Corporation

The Overseas Private Investment Corporation (OPIC) was created in 1971 by the Foreign Assistance Act of 1969,25 as successor to the Agency for International Development.26 Based in Washington, DC,27 the Corporation comprises a Board of Directors, which consists of fifteen directors. The President and the Executive Vice President of the Board shall both be appointed by the President of the United States.28 The Agency is under the policy guidance of the Secretary of State.29

OPIC’s main goal is to foster and facilitate the participation of US businesses in investment overseas, especially in less developed countries and countries in transition from non-market to market economies, thus complementing the development assistance objectives of the USA.30 The Agency’s programme encourages economic and social development in new and emerging markets, which in return ‘can encourage political stability and free market reforms’.31 Insurance coverage is limited to ‘less developed friendly countr[ies]’, which have an agreement with the USA concerning the institution of a programme for insurance, guarantees, or reinsurance.32

Projects submitted for OPIC’s attention must be economically and financially sound, and promote private initiative and competition in countries where the government is receptive to private entrepreneurship and prepared to discourage monopolistic practices. Projects must also adhere to international environmental standards (such as the protection of natural resources, tropical forests, or endangered species), must not pose unreasonable health or safety hazards, and must respect human rights, notably workers’ rights. The US Agency cannot commit itself to projects that may cause investors significantly to reduce the number of their employees or their production capacity in the USA—what are commonly called ‘runaway plants’. It should, in other words, support investment having positive trade benefits for the US.33

Investment supported by OPIC includes ‘any contribution or commitment of funds, commodities, services, patents, processes, or techniques’ whether in the form of a loan, a purchase of a share of ownership, a participation in royalties, earnings, or profits or the furnishing of commodities or services.34 A guarantee is available for new investment, privatization, and expansion and modernization of existing facilities, provided that in certain cases the investor first obtains the host government’s approval.35 Eligible investors–US citizens or corporations, partnerships, or other associations including non-profit associations, created under the laws of the USA and substantially owned by US citizens36—are required to confirm that they have considered private sector political risk insurance before applying.37

OPIC issues insurance protecting against inability to convert foreign currencies into dollars, expropriation or confiscation—including ‘creeping expropriation’38—and loss due to war, revolution, insurrection, or civil strife.39 Actions undertaken primarily to achieve labour or student objectives are not covered,40 but stand-alone terrorism insurance is available.41 The Agency can insure up to 90 per cent of an eligible investment—to a limit set at $250 million per project42—while the investor bears the risk of losses for the remaining 10 per cent.43 The guarantee cannot be issued for a period exceeding twenty years.44

(b) The Swiss National Mechanism: The Investment Risk Guarantee Agency

Located in Zurich, the Investment Risk Guarantee Agency (IRG) is an organization of the Swiss Confederation formed in 1970 to facilitate investment projects in developing countries by Swiss nationals, natural, and juridical persons. As a general rule, guarantees under the IRG scheme are limited to investment made in emerging markets and must contribute to the promotion of economic development of host countries while keeping close ties with the Swiss economy. The supported investment cannot go against the general interests of the Confederation. The success of an application may depend on the existence of a bilateral investment treaty (BIT) between the host government and Switzerland.45

Investment may take the form of equity investment (direct participation or injection of capital or goods) or lending capital (credits or loans).46 The guarantee’s beneficiary must be of Swiss nationality, for a natural person, and must be domiciled in Switzerland. Legal entities must be controlled by Swiss nationals and have their seat in Switzerland. Exceptionally, persons fulfilling only one of the two requested criteria may be eligible if they have a close relationship with the Swiss economy.47

The investment guarantee offered by the IRG covers nationalization and other forms of expropriation, including confiscation of investment over a period of at least two years. It insures against risks relating to war and similar events, such as revolution and civil disturbance. It can also deal with the inability to transfer, within two years, compensation paid by the host government for war damage or transaction proceeds resulting from a forced sale required by the government where the investment has been made.48 The guarantee is limited to up to 70 per cent of the investment capital or the loan amount49 for a period not exceeding fifteen years.50 The investor may terminate the policy at the end of each contracting year or ask for the reduction of the guarantee.51

Requests for IRG guarantees have to be submitted prior to the realization of the investment, that is before the transfer of funds abroad,52 and the investment must normally be made in the year that follows the conclusion of the contract.53 One interesting provision of the Swiss law states that the investor has the obligation to mitigate his prejudice54 according to all the rules of prudent management (‘gestion prudente’).55 Before an indemnity can be paid, an investor must prove that he made all legally admissible efforts to recover his property and to obtain compensation by other means. The payment of an indemnity can also be subordinated to the condition that the investor subrogates all his rights regarding the insured investment to the Swiss Confederation.56

(c) A Regional Mechanism: The Inter-Arab Investment Guarantee Corporation

The eventuality of setting up a multilateral Arab corporation for guaranteeing Arab and foreign investment was first considered at the Arab countries Industrial Development Conference held in Kuwait in March 1966. The Kuwaiti Fund for Economic Development, in cooperation with the Kuwaiti Ministry of Foreign Affairs, took upon itself the task of exploring the opportunity of creating such an agency. The Inter-Arab Investment Guarantee Corporation (IAIGC) was established through the adoption of the Convention Establishing the Inter-Arab Investment Guarantee Corporation,57 which was opened for signature in May 1971 and came into force in April 1974.

As explained in the preamble to the Convention, the signatories desired to strengthen their economic relations and ‘to promote the flow of capital between their territories in order to finance their development efforts’. The pan-Arab regional organization, open solely to Arab countries,58 has its seat in Kuwait City.59 The IAIGC possesses juridical personality and enjoys administrative and financial independence60 but must refrain from intervening in the political affairs of member countries.61 The Corporation comprises a Council of Corporation, responsible for the formulation of the general policy of the IAIGC,62 a Supervisory Committee, which oversees the activities of the IAIGC,63 a Director-General who is in charge of the administration of the IAIGC,64 and a Deputy Director-General who assists the Director-General.65

The IAIGC offers two different kinds of insurance coverage for Arab businessmen, investors, exporters, contractors, and financiers. The first is an investment guarantee programme that encourages Arab investors to locate their projects in Arab countries. The second, which we will not discuss here, is a related export credit guarantee programme66 designed to encourage and support the Arab exporters’ efforts to enhance their exports to Arab markets and accordingly increase the volume of inter-Arab trade.

All types of investment in the territory of a contracting state are eligible for the IAIGC’s guarantees, whether they are direct investment, portfolio investment, loans with terms exceeding three years, and irrespective of whether the investment is contracted for as a new investment project or as a reinvestment of earnings accrued from a previous investment. A preliminary guarantee application must be filled out before the beginning of the project under consideration. The investor must also obtain the prior approval of the competent official authority in the host country.67 The Corporation will give priority to investment which promotes economic cooperation among members and, in particular, joint Arab projects and other projects that promote Arab economic integration, and to projects proved to be effective in the development of the productive capacities of the economy of the host country.68

A potential party to an insurance contract with the IAIGC must, if a natural person, be a national of a contracting country. If the investor is a juridical person, its stocks or shares must be substantially owned by one or more of the contracting countries or by their nationals, and its main seat is to be located in one of these countries. In both cases, the nationality of the investor must differ from that of the host country.69 The Corporation provides to those potential investors insurance coverage against three non-commercial risks: expropriation and nationalization, inconvertibility, and wars and civil disturbances.70 Investors may obtain coverage for one or more of the three risks after paying various compulsory fees and the requested premiums. The IAIGC compensates 90 per cent of losses in case of the realization of the inconvertibility risk, and 85 per cent for all other risks.71

An expropriation or nationalization occurs when an investor is deprived of their rights regarding their investment by a measure taken by the public authorities of the host government. It comprises confiscation, compulsory seizure, or deprivation of a creditor’s rights. The protection against inconvertibility can be invoked when public authorities of a host government introduce new measures which prevent the investor from repatriating the principal of their investment or the remittance of their earnings. It also includes unreasonable delays in approving the transfer of funds, or the imposition of a rate of exchange which clearly discriminates against the investor. It excludes currency devaluation or depreciation. Insurance against wars and other civil disturbances must be interpreted in the light of a military action which directly affects the tangible assets of the investor, and additional public civil disturbances, such as revolutions, coups d’état, or insurrections.

Any disagreement concerning the interpretation of the Convention shall be arbitrated by the Council of Corporation,72 while disputes that may arise between the Corporation and investors shall be settled according to the provisions stipulated in the insurance contract.73 Disputes between contracting countries and the Corporation relating to an investment insured in pursuance of the Convention must be resolved in accordance with the provisions set out in the annex, that is, through the classical modes of international dispute settlement, namely negotiation, conciliation, and, ultimately, arbitration.74

(3) AN INTERNATIONAL MECHANISM: THE MIGA

(a) History and Presentation

The establishment of a multilateral investment insurance system under the auspices of the World Bank was first discussed as early as 1948. Other proposals were examined throughout the 1950s and the 1960s, such as a project of the Organization for Economic Cooperation and Development (OECD),75 but none came to fruition. A new initiative of the World Bank was considered years later. It was approved at the annual assembly of the Bank’s Board of Governors, in Seoul,76 on 11 October 1985. The Multilateral Investment Guarantee Agency (MIGA) became a reality on 12 April 1988 when the Convention77 establishing it entered into force.78

The creation of the Agency was motivated mainly by the apparent decline of capital flow to emerging countries. The signatories of the Convention recognized ‘the need to strengthen international cooperation for economic development and to foster the contribution to such development of foreign investment in general and private foreign investment in particular’, as set forth in the preamble. Thus, the drafters of the Convention assigned to MIGA the specific mission of encouraging ‘the flow of investments for productive purposes among member countries, and in particular to developing member countries’.79 Investment may be guaranteed under the Convention on the explicit condition of being made in the territory of a developing member country.80 In brief, as mentioned in MIGA’s corporate brochure, the role of the Agency ‘is to help emerging economies on the road to stable, sustainable, and equitable growth, ensuring that businesses and the people of these countries benefit along the way’.81

Member states acknowledged ‘that the flow of foreign investment to developing countries would be facilitated and further encouraged by alleviating concerns related to non-commercial risks’.82 They chose to create an international agency responsible for investment guarantees that would not overlap with national mechanisms previously put in place. Members wished to add an additional mechanism to existing national and regional investment guarantee programmes and schemes offered by private insurers of non-commercial risk. In that regard, the provisions of the Convention attach great importance to cooperation with national and regional agencies such as OPIC and IAIGC:

The Agency shall cooperate with, and seek to complement the operations of, national entities of members and regional entities the majority of whose capital is owned by members, which carry out activities similar to those of the Agency, with a view to maximizing both the efficiency of their respective services and their contribution to increased flows of foreign investment.83

(b) Organization

Located in Washington,84 MIGA is a member of the World Bank Group. It supplements the activities of the International Bank for Reconstruction and Development, the International Finance Corporation, and other international development finance institutions.85 It possesses full juridical personality86 and was expressly given the privileges and immunities normally associated in public international law with international organizations.87

The Agency comprises a Council of Governors, a Board of Directors, and a President.88 The Council of Governors, which has one delegate and one alternate appointed by each member country,89 exercises all the powers of the Agency.90 It may delegate to the Board of Directors the exercise of any of its powers, except certain ones like the power to admit new members91 or to suspend a member,92 to designate a member as a developing member country,93 and to amend the Convention, its annexes or its schedules.94 The Board of Directors, which should number at least twelve members,95 is responsible for the general operations of the Agency.96 The President, who chairs the Board of Directors, conducts the ordinary business of the Agency under the general control of the Board.97

The structure of the Agency is completed, of course, by its members.98 Any one of them may withdraw from the Convention after the expiration of three years following the date upon which the Convention has entered into force with respect to that particular member.99 If a member fails to fulfil any of its obligations under the Convention, its membership may be suspended by a vote of the Council of Governors.100 While under suspension, a member loses all its rights—except the right of withdrawal—but remains fully subjected to its obligations.101

(c) Eligible Investment and Investors

The MIGA Convention does not define eligible investment as such but a definition may be deduced from certain of its provisions. Article 2 reveals that the Agency may ‘issue guarantees, including coinsurance and reinsurance, against non-commercial risks in respect of investment in a member country which flow from other member countries’.102 One must remember that only investment made on the territory of a developing member country is eligible for insurance under the Convention, as stated earlier.103 The host country and the applicant’s country must both have signed and ratified the Convention. An applicant who is a natural person must have the nationality of a member other than the host country. A legal entity, whether or not privately owned, providing it operates on a commercial basis, must be incorporated and must have its principal place of business in a member other than the country in which the investment is to be made.104

Eligible forms of investment include equity interests, shareholder loans, as well as loan guarantees issued by equity holders, provided the loans and loan guarantees have terms of at least three years.105 The Board of Directors may extend eligibility to any other medium- or long-term form of investment.106 Such investment may include transfer of foreign exchange made to modernize, expand, or develop an existing investment and the use of earnings from existing investment.107 Guarantees are restricted to ‘new investment’, that is, investment implemented after the registration of the application for the guarantee.108

Upon an application for a guarantee, the Agency must examine the economic soundness of the venture, its contribution to the development of the host country, and its environmental impacts.109 It must satisfy itself about the compliance of the investment with the host country’s laws and regulations and the consistency of the investment with the declared development objectives and priorities of the host country. Like any other insurer who wants to minimize its risks, the Agency must investigate the investment conditions in the host country, including the availability of fair and equitable treatment and legal protection for the investment.110 According to Professor Chatterjee, ‘this last point clearly reiterates the importance of maintaining the principle of state responsibility including the international minimum standard to be shown by host countries towards aliens and their property abroad’.111 In any case, the host government must approve the investment before MIGA issues insurance coverage.112

As already mentioned, the signatories of the Convention wished to integrate the new mechanism into existing regional and national mechanisms. They included a provision giving MIGA the possibility to cooperate with public and private political risk insurers through coinsurance and reinsurance arrangements for joint coverage of projects. The Agency may therefore reinsure ‘a specific investment against a loss resulting from one or more of the non-commercial risks underwritten by a member or agency thereof or by a regional investment guarantee agency the majority of whose capital is owned by members’.113 The interaction between MIGA and private insurers in member countries was also specifically secured.114

(d) Covered Risks

MIGA insures eligible investment, as previously defined, against losses resulting from four distinct non-commercial risks: currency inconvertibility and transfer restriction, expropriation and similar measures, breach of contract, and war and civil disturbance. The guarantee may be extended by the Board of Directors to other specific non-commercial risks upon the joint application of the investor and the host country.115 The risk of devaluation or depreciation of currency cannot be insured.116 Losses resulting from host government action or omission to which an investor has agreed, or for which he or she has been responsible, and host government actions, or omissions, or any other event occurring before the conclusion of the contract, cannot be covered.117

MIGA’s insurance covers risks associated with restrictions, attributable to the host government, on the transfer, outside the host country, of its currency (capital, interests, principal, profits, royalties, and other remittances) into a freely usable currency or another currency acceptable to the investor. In other words, it covers losses resulting from the investor’s inability to convert local currency and transfer it outside the country where the investment is made. The guarantee extends to the failure of the host government to act within a reasonable period of time on an application for such transfer.118 Risks of devaluation and depreciation of currency are excluded from the policy because they are considered normal business risks associated with investment, as noted above.

The results of a legislative or an administrative action—or an omission—attributable to the host government, which has the effect of depriving the sponsor of his ownership or control of, or a substantial benefit from, his investment is also insured under the MIGA scheme.119 In addition to obvious nationalization and confiscation, ‘creeping expropriation’—a series of acts that over time have a similar effect to expropriation—is also covered.120 The guarantee does not extend to ‘non-discriminatory measures of general application’121 taken by governments with a view to regulating economic activity. Unfortunately, this exclusion may allow governments to enact legislation that has de facto the effect of expropriating an investment. In this context, the problem lies in the difficult task of drawing a line between a lawful regulation pursuing legitimate objectives and an unlawful one masking an expropriation, a problem widely discussed in recent years in investment arbitrations under NAFTA and other specific investment protection agreements.122

MIGA’s policy protects against any repudiation or breach of a contract by the host government if certain conditions are met. In the event of an alleged breach or repudiation, the investor must be able to invoke a dispute settlement mechanism set out in the disputed contract or have access to local jurisdiction. The guarantee will come into play only if the sponsor does not have access to local courts or to an arbitral forum ‘which is independent from the executive branch of the Host Government, acts judicially and is authorized to make a final and binding decision’.123 If no decision is rendered within a reasonable period of time, or if a decision is effectively rendered but cannot be enforced, the guarantee will also be honoured.124

The non-commercial risk covered by the guarantee extends to military action or civil disturbance in any territory of the host country125 to which MIGA’s Convention is applicable.126 The guarantee protects against losses ‘from, damage to, or the destruction or disappearance of, tangible assets caused by politically motivated acts of war or civil disturbance in the host country, including revolution, insurrection, coups d’état, sabotage, and terrorism’.127 It does not normally extend to acts ‘undertaken to further labor, student or other specific interests and acts of terrorism, kidnapping or similar acts directed against the Guarantee Holder’128 because they cannot qualify as ‘civil disturbances’. If they are politically motivated, the Board of Directors may decide to qualify them as ‘other non-commercial risks’ and issue specific coverage for such acts.129

(e) Terms of Coverage

Applicants seeking MIGA coverage have to clear a two-step procedure.130 They should first submit a confidential preliminary application before the investment is committed. There is no fee charged at this stage.131 Once investment and financing plans are established, applicants submit a definitive and complete application and pay the applicable fees and premiums.132 MIGA’s premiums and fees should be established by the Agency ‘in accordance with sound business and prudent financial management practices’.133

The Agency offers coverage for up to fifteen years and, if justified by the nature of the project, this can be extended to twenty years. The minimum duration of the contract is three years, as the guarantee holder may cancel coverage on any contract anniversary date starting from the third anniversary. The contract should specify cases in which either party may terminate, adjust, or request the renegotiation of the contract terms. MIGA cannot terminate the contract except if the investor fails to fulfil its contractual obligations, essentially if he or she fails to pay his premiums or if he or she has made untrue statements in the application request.134

The Agency cannot cover the total loss of the guaranteed investment according to the MIGA Convention135 and it cannot cover investment over a certain percentage depending on the covered types of investment. For equity investment, MIGA may guarantee up to 90 per cent of the investment; for loans and loan guarantees, the agency generally offers up to 95 per cent of the principal; for technical assistance contracts and other contractual agreements, MIGA may insure up to 90 per cent of the total value of payments due under the insured agreement.136

(f) Subrogation and Dispute Settlement

The President, under the direction of the Board of Directors, decides on the payment of claims.137 MIGA will pay the net book value of the insured investment if a total expropriation of equity investment has occurred. For expropriation of funds, the Agency will compensate for the insured portion of the blocked funds. In the case of loans and loan guarantees, it may insure the outstanding principal and any accrued and unpaid interest.138

Claimants must have exhausted administrative remedies readily available to them under the laws of the host country before seeking payment by the Agency.139 The formulation ‘such administrative remedies as may be appropriate under the circumstances’, of Article 17 seems to be more restrictive than the usual ‘exhaustion of local remedies’ rule in public international law. The contract may contain a provision requiring the investor to seek ‘administrative, judicial, or other remedies readily available to him under the law of the host country’140 in case of an imminent event that might give rise to a covered loss, but no such obligations exist for an event that has already occurred. In that case, the MIGA Operational Regulations say nothing about remedies other than administrative ones that can be included in a contract between the Agency and an investor.141 Upon payment or agreement to pay compensation to a holder of a guarantee, the Agency is subrogated to the investor’s rights.142 It is a classical provision encountered in most insurance contracts throughout the world.

Eventual disputes may be settled according to four different mechanisms:143

(1) A question of interpretation or application of the provisions of the Convention arising between any member and the Agency or among members is submitted to the Board of Directors.144 The decision of the Board may then be referred to the Council of Governors, whose decision is final.145

(2) Disputes, other than those mentioned in point 1 and 3, between the Agency and a member or the Agency and a member’s institution are to be settled according to the procedure set out in Annex II.146 According to the annex, the parties must attempt to resolve their conflict by negotiation before seeking conciliation or arbitration.147 The mechanism extends to disputes between the Agency and a country—or its institutions—which has ceased to be a member.148

(3) The third possibility involves the Agency acting as a subrogee of an investor. Disputes can be settled through the procedure set out in Annex II or by an agreement between the Agency and the member concerned on an alternative method of dispute settlement.149 Unless the Agency and the member have concluded such an agreement, the parties have to follow the procedure set forth in the Operational Regulations.150

(4) Finally, a dispute arising under a contract of guarantee or reinsurance between an investor and the Agency has to be submitted to arbitration for final determination. The rules of arbitration are to be provided in the contract of guarantee or reinsurance.151

With a large membership—most countries of the world are shareholders of the Agency152—MIGA provides ‘an umbrella of deterrence against government actions that could disrupt investments, and allows it to influence the resolution of potential disputes’.153 The Agency’s special mission ‘to encourage the amicable settlement of disputes between investors and host countries’154 is another way to promote the flow of investment from capital-exporting countries to emerging markets. The Convention did not provide any mechanism to settle such disputes as they are outside of its immediate scope, but MIGA can use its experience to assist the parties in seeking a resolution of their disputes. It is consequently a supplementary guarantee that can help emerging countries attract private investment, since investors have an increased confidence in the system.

CONCLUDING REMARKS

As seen in this chapter, the situation regarding investment guarantees evolved from a complete absence of mechanisms to the coexistence of an important number of mechanisms at the national, regional, and international level—not to mention private initiatives. One may ask how the various solutions offered to investors are related and how they interact. A clear answer to this question could only be given after undertaking a vast survey of all the insurance transactions that had taken place in recent years between investors willing to invest in an emerging market and agencies providing investment guarantees. This was not the goal of this chapter. We mainly looked at how each mechanism works and set aside concrete transactions, except for the example given in Section 1.

At the institutional level, we noticed that most of the mechanisms foresee the possibility of interaction with other systems. As mentioned above, the MIGA Convention contemplates possible cooperation with both national and regional agencies.155 The resources of the international agency may not be sufficient to guarantee non-commercial risks alone, it thus needs to act as a complement to services offered by other types of agencies, as rightly pointed out by Professor Chatterjee.156 At the regional level, this also holds true for the Inter-Arab Investment Guarantee Corporation, which has a similar provision in its charter: ‘The Corporation shall, within the limits of the scope of its activities as set forth in this Convention, cooperate with public organisations of national or international character engaged in the fields of development and insurance’.157 The national agency of the US, the Overseas Private Investment Corporation, interacts with its international counterparts especially through coinsurance and reinsurance schemes.158 At first glance, we must therefore conclude that these national, regional, and international mechanisms are not necessarily in competition with each other. On the contrary, their founding texts enunciate the importance of cooperation between them.

The example set forth in the first part of this chapter showed clearly how different national mechanisms were involved in the Bechtel Enterprises International case. India wanted to expand her power-generating capacity and was willing to facilitate investment in that sector. Investors from capital-exporting countries were interested in providing the vital funds needed for a specific project in the state of Maharashtra and were confident about the investment environment and the political stability of the region. Still, they wanted to make sure that political intervention would not interfere with the project. They chose to seek a guarantee from the US national agency, backed up by Indian national and regional guaranties. The policies issued by OPIC and its Indian counterparts allowed the project to go on instilling confidence in its investors and promoters. The mechanism played its role in fostering investment in an emerging country. Even though the investment led to multiple problems and procedures, it is a good example of how different investment guarantee systems can interact to make a reality of a complex project in an emerging market.
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CHAPTER 14
STATE RESPONSIBILITY AND ATTRIBUTION

KAJ HOBÉR

(1) Applicability of the ILC Articles

(2) General Rules of Attribution

(3) Attribution and Federal States

(4) Attribution and Umbrella Clauses—The ‘It’ Problem

Concluding Remarks

IT is perhaps restating the obvious to say that public international law plays an important role in investment arbitration. When states and state entities are involved in arbitrations, public international law, by definition, plays a role. The importance of it will of course vary depending on the facts of the individual case. When, for example, expropriation and/or expropriatory measures are the focus of a dispute, the rules and principles of international law relating to the protection of foreign investment will automatically play a central role. Likewise, in arbitrations based on treaties—For example, bilateral investment protection treaties (BITS) or other investment treaties—the rules and principles of international law relating to the interpretation of treaties will often be decisive. In this context, the Vienna Convention on the Law of Treaties is of primary importance.

There is yet another aspect of public international law which is crucially important in investment arbitration, namely, the law of state responsibility. It is generally accepted that the rules on state responsibility form part of customary international law. The law of state responsibility is, to a large part, reflected in the work of the International Law Commission (ILC) of the United Nations. At its fifty-third session in 2001, the ILC adopted its final version of the ILC Articles on Responsibility of States for Internationally Wrongful Acts (hereinafter the ‘ILC Articles’).1 Commentators seem to agree that this is currently the most authoritative document on the law of state responsibility. The ILC Articles are intended to cover all aspects of state responsibility under international law. Not all aspects thereof are, however, of immediate importance to investment arbitration.

In the new era of investment arbitration there is one particular aspect of the law of state responsibility which has become increasingly important, namely, the attribution of conduct to states. The rules and principles pertaining to the attribution of conduct to states have come to play an important role, partly because states and their representatives often seem to be unaware of their existence. States are surprised when an opposing party invokes the rules so as to hold the state responsible for certain conduct.

State responsibility plays a fundamental role in public international law. It is, therefore, no surprise that this topic in general, and the different versions of the ILC Articles in particular, have generated an overwhelming amount of literature. In previous drafts, for example, the concept of ‘international crimes’ played a central role, also gave rise to conceptual difficulties, as well as to much scholarly contemplation and controversy, but eventually leading to its deletion from the ILC Articles. Within the framework of this contribution it is not possible, nor necessary, to discuss all relevant aspects of the law of state responsibility. The ambition is rather to highlight one important aspect of the ILC Articles, namely, the rules of attribution of conduct to states.

Proceeding from the ILC Articles, the law of state responsibility can be summarized as follows. The starting point is that the state must be under an international obligation, for example, flowing from customary international law, or as a result of a treaty. Another key concept in the ILC Articles is that of an internationally wrongful act. Article2 of the ILC Articles defines such an act as conduct, both action and omission, which is attributable to the state under international law and constitutes a breach of an international obligation of the state. Article 12 then goes on to define ‘breach of an international obligation’. Such a breach exists when an act of a state is not in conformity with what is required of it by that international obligation, regardless of its origin and character.

It is important to emphasize that the characterization of an act as internationally wrongful is made on the basis of international law, irrespective of how such an act is characterized by municipal law. One obvious consequence of this fundamental rule is that even though a particular act is lawful under municipal legislation, it may nevertheless constitute a violation of an international obligation of the state in question.2

The basic rule of attribution is set forth in Article 4 of the ILC Articles. It addresses conduct of organs of a state. This provision stipulates that the conduct of any state organ, whether exercising a legislative, executive, judicial, or other function shall be considered an act of that state under international law. This applies irrespective of the position the organ in question holds in the organization of the state, its characterization as an organ of the central government or as an organ of a territorial unit of the state.

The ILC Articles also regulate the conduct of persons or entities which are not an organ of the state, but which are empowered by municipal legislation to exercise elements of governmental authority.3 The conduct of such organs or entities is also considered as an act of the state and thus attributable to it under international law, provided the person, or entity, is acting in such a capacity in the particular situation. Similar rules are laid down with respect to persons, or groups of persons which de facto act on the instructions of, or under the direction or control of the state in carrying out the conduct in question.4

Generally speaking, all conduct of state organs, as well as persons, or groups of persons acting on behalf of the state, or exercising state powers, are attributed to the state and may thus give rise to state responsibility under international law. Against this background, the de facto or de iure autonomy of the organ, person or group of persons under municipal law is irrelevant.

Another important element of state responsibility must be pointed out by way of introduction. Even if a state organ, a person, or entity, authorized to exercise governmental authority, exceeds its authority or contravenes instructions, the conduct of such organs, persons, and entities will be considered an act of the state in question under international law.5 This fundamental rule of state responsibility is of great practical significance in investment arbitration where ultra vires objections are frequently raised.

This very brief overview of the basic rules of attribution laid down in the ILC Articles gives a clear idea of the extent to which a state may be held responsible under international law for the conduct of state organs and others who exercise governmental authority. As mentioned above, this sometimes comes as a surprise to states involved in investment arbitrations. Admittedly, the rules are far-reaching. However, as the Romans said: dura lex, sed lex.

Finally, it must be emphasized that the rules of attribution are separate and distinct from determining the standard of responsibility of a state. The mere fact that conduct is attributable to the state does not automatically mean that the state is legally responsible for such conduct. A crucial element of the law of state responsibility is to determine if responsibility is to be based on negligence, strict liability, or some other standard. This is not the function, however, of the rules of attribution. As mentioned above, this chapter deals only with the rules of attribution and recent arbitral awards applying them.

(1) APPLICABILITY OF THE ILC ARTICLES

In investment arbitrations the argument is not infrequently made by respondent states that the ILC Articles cannot be applied, since—the argument runs—the ILC Articles only address state responsibility as between states. Therefore, the argument continues, the ILC Articles cannot be relied on in investment arbitration where at least one of the parties is a non-state entity. As will be explained, and illustrated, below, however, there is no doubt but that the ILC Articles play a very important role in investment arbitration.

Part 1 of the ILC Articles applies to all cases where a state may have committed an internationally wrongful act. The commentary to Article 1 clarifies that the ILC Articles cover all international obligations of the state, including those owed not only to states, but also to other parties.6 Thus, state responsibility extends to human rights violations and other breaches of international law, where the beneficiary of the obligation breached is not a state, but an individual, or a legal entity.7 Consequently, there is no doubt that the ILC Articles may also be relevant with respect to non-state parties. The universal application of the ILC Articles is confirmed by Article 2, which defines an internationally wrongful act. The second part of the definition refers to a breach of an ‘international obligation of the State’. It is important to note that it covers both treaty and non-treaty obligations.8 In the same vein, Article 12 defines a breach of an international obligation by referring to an obligation, ‘regardless of its origin or character’. As the quoted language indicates, the ILC Articles are of general application. As a matter of principle, they apply to all international obligations of a state, regardless of whether they are based on treaties or customary international law or derive from a general principle applicable within the international legal order. States may also assume international obligations by unilateral acts.9 It follows from the foregoing that the ILC Articles are ‘applicable’ to investment arbitrations. From a strictly formalistic point of view, they cannot be ‘applicable’ since they are not articles in a treaty which is in force. It is submitted, however, that there is general consensus that the ILC Articles accurately reflect customary international law on state responsibility.

It is important to note that the ILC Articles have also been relied on in cases where a foreign state is a contractual party. One example is the enforcement of an arbitral award rendered in Stockholm against the government of the Russian Federation. Compagnie Noga D’Importation et D’Exportation SA, a Swiss company, entered into loan agreements with the Government of the Russian Federation at the beginning of the 1990s. Since the loans were not repaid, Noga initiated arbitration in Stockholm pursuant to the arbitration clauses in the loan agreements. In the arbitral award, the government of the Russian Federation was ordered to pay a certain amount to Noga. When payment was not forthcoming, Noga sought enforcement of the award against property of the Russian Federation in several countries, including the USA.10 One of the jurisdictional objections raised by the Russian Federation was that the proper party to the proceedings was the government of the Russian Federation rather than the Russian Federation itself. It was argued that the Russian Federation was a separate entity from the government and that the Russian Federation had not been a party to the arbitration in Stockholm. In reversing the decision of the US District Court, which distinguished between acts of a sovereign and acts of one of its governmental organs, the US Court of Appeal had no difficulty in finding that there is no support for such a distinction in international law. In so doing, the Court of Appeal relied on the ILC Articles, in particular Article 4 thereof.11 In addition, the Court of Appeal, referring to other cases, stated that the ‘maxim that the acts of an organ of a sovereign’s government are attributable to the sovereign have also been regularly applied in international courts and arbitrations’.12 The foregoing shows, it is submitted, that the ILC Articles are widely accepted as guidelines for purposes of attribution in situations where the activities of state organs are being reviewed.13

(2) GENERAL RULES OF ATTRIBUTION

Since states are abstract legal persons, they can act only through their agencies, institutions, officials, and employees. These are collectively referred to as state organs. As a matter of principle, the acts of all state organs are attributable to the state and may, therefore, engage the responsibility of the state. As mentioned above, the central provision in the ILC Articles with respect to attribution is Article 4, which reads:

Conduct of organs of a State

1. The conduct of any State organ shall be considered an act of that State under international law, whether the organ exercises legislative, executive, judicial or any other functions, whatever position it holds in the organization of the State, and whatever its character as an organ of the central government or of a territorial unit of the State.

2. An organ includes any person or entity which has that status in accordance with the internal law of the State.

Article 4 confirms the well-established principle of international law that the state is responsible for the acts of its own organs acting in the capacity of the state. This means that the acts, as well as omissions, of all its organs are regarded as acts and omissions of the state for purposes of state responsibility. It is clear from the language of the provision that the term ‘state organ’ is to be understood in the more general sense.

Article 4 covers organs whether they exercise ‘legislative, executive, judicial or any other functions’. It is perhaps worthwhile noting that even the actions of the courts of a state are attributable to the state, as illustrated, inter alia, by the Loewen case.14 The language of Article 4 also clarifies that the exercise of ‘any other functions’ of a state organ is attributable to the state. It does not matter, for purposes of attribution, whether the activities may be classified as commercial. The breach of a contract by a state does not automatically and necessarily constitute a breach of international law, but may well do so depending on the circumstances of the individual case. This notwithstanding, the entering into or the breach of a contract by a state organ is an act of the state for purposes of attribution.15

Furthermore, it is noteworthy that no distinction is made between the acts of superior or subordinate officials provided they act in their official capacity. This follows from the language ‘whatever position it holds in the organization of the State’, in Article 4:1.16 Even though paragraph 2 of Article 4 refers to the internal law of the state for purposes of identifying an organ of the state, it is clear that it is not sufficient to look at the internal law of the state to determine the status of a state organ. A state cannot avoid responsibility for the activities of one of its organs simply by denying it such status under its own law. This is a fundamental principle of international law which has found its expression in, inter alia, Article 27 of the Vienna Convention on the Law of Treaties, which reads: ‘A party may not invoke the provisions of its internal law as justification for its failure to perform a treaty. This rule is without prejudice to Article46’.

Needless to say, to allow a state to rely on its internal law to evade international responsibility would have a completely nullifying effect on the rules and principles of international law. This fundamental principle of the law of state responsibility is confirmed in Article 7 of the ILC Articles. This provision stipulates that even if a state organ, or person or entity empowered to exercise governmental authority, exceeds its authority or contravenes instructions, the conduct in question is attributable to the state. Such ultra vires conduct must not, however, be confused with the private actions or omissions of individuals who happen to be representatives of the state. Only ultra vires ‘official’ conduct is attributable to the state. Article 7 of the ILC Articles is the international law equivalent of the private law concept of apparent authority.

Given the fact that Article 4 of the ILC Articles is the basic principle of attribution, it is perhaps somewhat surprising that it does not provide a definition of ‘state organ’. The explanation is probably that it is very difficult, if not impossible, to provide a definition which would be acceptable and reasonable in all situations. Generally speaking, there would seem to be two possible approaches. One approach would be to analyse the structural position of the entity in question, that is what is the position of the entity in the governmental structure of the state. The other possibility would be to look at the functions of the entity.

Paragraph 2 of Article 4 does, however, provide some guidance by stating that if the internal law of a state characterizes the organ as a state organ, it is a state organ for purposes of attribution. On the other hand, it will not always be sufficient to refer to the internal law of the state. It may well be, for example, that the internal law is silent on the issue, or that the term ‘state organ’ has a very narrow meaning, as opposed to the broad meaning used in Article 4:1. In such situations, it would seem necessary to resort to a functional test to the effect that all bodies and entities that in fact exercise governmental authority are classified as state organs for purposes of attribution. This approach ultimately rests on the generally accepted tenet that a state cannot avoid responsibility under international law by referring to its internal law. In other words, just because a particular body is not characterized as a ‘state organ’ under internal law, this fact does not mean that it is not a state organ for purposes of attribution.17

The functional test is clearly spelt out in Article 5 of the ILC Articles. Article 5 reads:

Conduct of persons or entities exercising elements of governmental authority

The conduct of a person or entity which is not an organ of the State under article 4 but which is empowered by the law of that State to exercise elements of the governmental authority shall be considered an act of the State under international law, provided the person or entity is acting in that capacity in the particular instance.

Article 5 deals with the conduct of persons or entities which are not de jure state organs pursuant to Article 4, but which are empowered to exercise governmental authority. Such conduct is attributable to the state, provided the person or entity was acting in that capacity. Article 5 clarifies that the ultimate test is the function carried out by the person or entity, irrespective of its organizational or structural status. As long as, and to the extent that, governmental authority is exercised, the conduct in question is attributable to the state. This still leaves open, however, the question of how to define ‘governmental authority’. Article 5 does not provide a definition. Generally speaking, however, any exercise of state authority is to be characterized as ‘governmental authority’ for the purposes of attribution. As pointed out in the Commentary to the ILC Articles, the precise and detailed definition will depend on the history and tradition of the state in question.18 Other factors to be taken into account include the way in which governmental authority has been conferred on the entity, the purpose of exercising state authority, and the extent to which the entity is accountable to the government.19 Consequently, beyond certain self-evident candidates, the characterization of activities as the exercise of state authority will depend on the circumstances of the individual case.

Mention must also be made of Article 8 of the ILC Articles. This article reads:

Conduct directed or controlled by a State

The conduct of a person or group of persons shall be considered an act of a State under international law if the person or group of persons is in fact acting on the instructions of, or under the direction or control of, that State in carrying out the conduct.

This provision thus deals with conduct directed or controlled by a state. As a general rule under international law, the conduct of private persons or entities is not attributable to the state. However, if a private person or entity acts on the instructions of the state, such conduct is attributable to the state. It should be noted that in this situation it does not matter whether the conduct involves governmental activity. Once the conduct is authorized by the state, it will be attributable to the state. The other situation dealt with in Article 8 is where conduct has been carried out ‘under the direction or control of’ the state. This raises important and difficult issues with respect to the conduct of state-owned entities. The mere fact that a state establishes a corporate entity is not a sufficient basis for the attribution of subsequent conduct of the entity. However, if the entity exercises governmental authority, or elements thereof, as defined in Article 5 of the ILC Articles, such conduct is indeed attributable to the state, even if the entity is a separate legal person. It is true, of course, that international law does, as a matter of principle, acknowledge and accept the separateness of corporate entities at the municipal law level. On the other hand, it is equally well established that the corporate veil must be pierced when the separateness is used to evade obligations, abuse rights, or for other fraudulent purposes.20

In Maffezini v Kingdom of Spain,21 issues of attribution arose with respect to the Spanish legal entity SODIGA (Sociedad para el Desarollo Industrial de Galicia). Mr Emilio Augustin Maffezini, a citizen of Argentina, decided to make investments in the Spanish chemical products industry. He did so by establishing EAMSA (Emilio A Maffezini SA) together with SODIGA. After experiencing a number of difficulties, the investment and the project ultimately failed. Maffezini claimed that the failure was because of wrong advice given by SODIGA concerning the costs of the project and because SODIGA in his view had caused additional cost by making the investment prior to the conclusion of an environmental evaluation report.

On 25 January 2000, the tribunal rendered a decision on jurisdiction. The respondent challenged the jurisdiction of the tribunal on the ground that the dispute was not between the Kingdom of Spain and the claimant, but between the latter and a private corporation, that is SODIGA. In addressing this objection, the tribunal concluded that in fact two issues were involved: (i) is SODIGA a state entity for purposes of determining the jurisdiction of ICSID and the tribunal, and (ii) are the actions and omissions imputable to the state? The tribunal stated that the second issue could be dealt with together with the merits of the case, whereas the first was addressed in the jurisdictional decision.22 In addressing this issue, the tribunal applied both a structural and functional test. It came to the following conclusion: ‘In view of the fact that SODIGA meets both the structural test of State creating and capital ownership and the functional test of performing activities of a public nature, the tribunal concludes that the Claimant has made out a prima facie case that SODIGA is a State entity acting on behalf of the Kingdom of Spain’.23

As far as the structural test is concerned, the tribunal noted that SODIGA was created by a decree of the Ministry of Industry, that the National Institute for Industry—a national state agency—initially owned 51 per cent of the capital and that by the end of 1990 the percentage of government owned capital had increased to 88 per cent.24 With respect to the functional test, the tribunal noted that the fact that SODIGA had been established by the Ministry of Industry and approved by the Ministry of Finance as well as by the Council of Ministers indicated that SODIGA was established to carry out governmental functions.25

The tribunal also referred to the functions of SODIGA which included the undertaking of studies for the introduction of new industries, seeking and soliciting such new industries, processing loan applications with respect to public sources of financing, and providing guarantees for such loans. The tribunal concluded: ‘Many of these objectives and functions are by their very nature typically governmental tasks, not usually carried out by private entities, and, therefore, cannot normally be considered to have a commercial nature’.26

It follows from the foregoing that the tribunal did in fact rule on the question of attribution already in the jurisdictional decision, notwithstanding its statement that it would deal with that issue together with the merits.

When the tribunal reached the merits of the case, the status of SODIGA was again addressed. Maffezini argued that all acts and omissions of SODIGA were attributable to Spain, since SODIGA was a public entity. Spain rejected this argument, saying that SODIGA was a private company whose activities were not attributable to the Spanish state. Spain essentially relied on a structural test claiming that SODIGA was a financial company created as a private corporation and was therefore not part of the Spanish public administration.

The tribunal concluded, however, that the structural test is but one element to be taken into account.27 Other important factors included the control of the company by the state, or state entities, and the objectives and functions for which the company was established. The tribunal then went on to perform a fairly detailed functional test with respect to the specific acts, or omissions, allegedly committed by SODIGA to determine whether they were commercial or governmental in nature. In the view of the tribunal, only the latter could be attributed to the state, whereas commercial measures/omissions could not.28 It should be noted in this context that the tribunal seems to have performed the functional test not only for purposes of attribution, but also in determining the responsibility of the state.29 As an intermediate conclusion, the tribunal stated30 that, at the relevant time, SODIGA’s functions were a combination of both commercial and governmental activities. The tribunal, therefore, proceeded to examine each of the alleged measures/omissions to determine their nature.

With respect to the first claim on the merits made by Maffezini—that is, that SODIGA had provided faulty advice concerning the cost of the project—the tribunal concluded without difficulty that SODIGA was not discharging any public function in providing such advice. Therefore, that particular activity could not be attributed to the state.31 The second main claim made by SODIGA concerned the additional costs resulting from the environmental evaluation. The essence of Maffezini’s argument in this respect was that he was put under political pressure to go ahead with the investment, in particular construction of the factory, before all approvals had been obtained. This caused additional costs at a later stage of the investment process. The tribunal found, however, that Maffezini, an experienced businessman, had taken his own independent decision, being supported by his own experts and advisers. The state could not be held responsible for such actions; they were not governmental in nature.32

The third main claim concerned the transfer of funds from Maffezini’s personal bank account to EAMSA as a loan. Spain took the position that Maffezini had consented to the loan, had authorized the transfer of the funds and had mandated Luis Soto Baños, SODIGA’s representative in EAMSA, to carry out the transfer. Spain also argued that Soto Baños acted in a personal capacity as the representative of Maffezini and that his acts could not, therefore, be attributed to SODIGA or the state. The tribunal, however, found that Soto Baños was not acting as the personal representative of Maffezini, but as an official of SODIGA.33 This conclusion seems to have been based primarily on the fact that Soto Baños discussed the transfer with the President of SODIGA, who authorized him to proceed as he thought best. The acts of Soto Baños were, therefore, attributable to SODIGA.

The next step was for the tribunal to determine whether the acts of Soto Baños, that is SODIGA, were commercial or governmental in character. The tribunal concluded that they were governmental in nature. First of all, the tribunal noted that SODIGA, being charged with certain public functions performed a number of functions, not normally performed by commercial companies. One such function was to handle the bank accounts of EAMSA, as one of the shareholders of SODIGA. In the view of the tribunal, the conduct of the private banks with respect to the loan was in large measure explained by the public functions that SODIGA fulfilled. Secondly, the tribunal emphasized that although the transfer of the funds was labelled a loan, it was in fact a decision taken by SODIGA rather than by Maffezini to increase the investment. This decision constituted an exercise of governmental authority.34

The Maffezini case is a good illustration of the application of Article 5 of the ILC Articles. As is plain from the language of the article, it deals with bodies which are not state organs. Even though SODIGA performed public functions, the tribunal never sought to characterize it as a state organ. The ultimate test is whether the body in question in fact exercised governmental authority. Only to the extent that it has done so will its acts be attributed to the state. Other activities of such a body, whether private and/or commercial, cannot be attributed to the state. As mentioned above, Article 5 does not define what is to be understood by ‘governmental authority’, probably in recognition of the fact that it would be very difficult, if not impossible, to find a general definition suitable for all states.35 This explains why the tribunal analyses in such detail the role and status of SODIGA in different respects.

In the Salini Case—Salini Costruttori SpA and Italstrade SPA v Kingdom of Morocco36—another aspect of attribution was addressed, namely, the role and functions of a minister. The claimants successfully bid for a highway project in Morocco. A contract was subsequently signed with the Société Nationale des Autoroutes du Maroc (ADM). Upon completion of the contractual works, the claimants filed certain claims for additional payment, first with ADM’s Head Engineer and later with the Minister of Infrastructure. The claims were rejected. Approximately a year later, at the beginning of May 2000, the claimants initiated arbitration against the Kingdom of Morocco at ICSID. The claims in the arbitration were based on the BIT between the Kingdom of Morocco and Italy. One of the objections raised by Morocco was that the six-month cooling-off period provided for in Article 8 of the BIT had not been observed by the claimants. Morocco alleged that the claimants had sent their claims to the Head Engineer of ADM, that is, not to a representative of the Kingdom, and that the Minister of Infrastructure had received the claims in his capacity as President of ADM and not as Minister. Consequently, no claims had been submitted to the Kingdom and the six-month period had not started to run. The request for arbitration was thus premature, in the view of the Kingdom.

It seems to have been an undisputed fact that the Minister of Infrastructure was also the President of ADM and that the Minister had de facto received the claims filed by the claimants. The question for the tribunal to answer in this context was whether receipt by the Minister/the President of ADM could be attributed to the state so as to trigger the commencement of the six-month notice period. The tribunal answered the question in the affirmative. It refused to accept the idea that what the Minister is aware of in one capacity, he can be unaware of in another, particularly when there was confusion concerning the positions held by the Minister, due to the way in which Moroccan authorities organized matters concerning highways.37

The tribunal was also required to address the question of whether ADM was a state entity in order to determine its jurisdiction. In addressing this issue, the tribunal applied a structural as well as a functional test. From a structural point of view, the tribunal noted that ADM was a separate legal entity (limited liability company) in which the Treasury and other public entities in Morocco held at least 89 per cent of the shares. As a result of its majority stake in ADM, the state also held a majority of the seats of the Board of Directors. Pursuant to the Articles of Association of ADM, the Board of Directors had far-reaching powers to control and direct the activities of ADM. Moreover, the Minister of Infrastructure seems to have been the ex officio Chairman of the Board of Directors. All these factors led the tribunal to conclude, without difficulty, that from a structural point of view, ADM was indeed a state entity.38 The tribunal reached the same conclusion after having applied the functional test. Pursuant to its Articles of Association, ADM’s main activity was ‘the construction, maintenance and operation of the highways and communication routes of a large dimension, granted by the State’.39 Thus, it was clear to the tribunal that the functions of ADM were under state control and direction. Where both the structural and functional tests showed that ADM was a state entity, the tribunal concluded that the mere fact that ADM was a separate legal entity could not prevent it from being a state entity acting in the name of the state.40

Similar issues arose in Tokios Tokelès v Ukraine,41 where the tribunal rendered a decision on jurisdiction in April of 2004. The claimant, Tokios Tokelès, a Lithuanian company which had made investments in the Ukraine, established a wholly owned subsidiary under the laws of Ukraine, Taki Spravi, which was in the business of advertising, publishing and printing. During 1994–2002 Tokios Tokelès stated that it invested more than US$6.5 million in the Ukrainian subsidiary. The claimant argued that, beginning in February 2002, the respondent engaged in a series of unreasonable and unjustified actions against Taki Spravi adversely affecting the claimant’s investment and violating the BIT between Lithuania and the Ukraine. The claimant eventually initiated arbitration against the respondent under the BIT. The respondent raised several jurisdictional objections. One of them concerned Article 8.1 of the BIT, which reads: ‘Any dispute between an investor of one contracting Party and the other Contracting Party in connection with an investment in the territory of that other Contracting Party shall be subject to negotiations between the parties in dispute’.

The respondent argued that to the extent that any negotiations had taken place, they included Taki Spravi and local governmental authorities in Kiev, not the claimant and respondent themselves. It also argued that the governmental authorities in Kiev did not have the authority to negotiate on behalf of the Ukraine. The claimant explained that it had in fact negotiated with federal officials. This was accepted by the tribunal and the tribunal was, therefore, not required to consider the issue of the activities of municipal authorities. However, referring to the ILC Articles, the tribunal did state that actions of municipal authorities are attributable to the central government. The tribunal further stated that whether the President of the Ukraine had authorized any of the negotiations with municipal authorities was irrelevant, and referred to the well-established principle of international law that a state cannot plead the principles and rules of its municipal law, including the constitution, as a defence against an international claim.42

Another interesting, but luckily rather unusual, aspect of attribution was addressed in the Tradex Case,43 namely, the alleged occupation of land by villagers. Tradex made certain investments in Albania, especially in the agricultural sector. Tradex and a state-owned company, TB Torovitsa, entered into a joint venture in January of 1992. TB Torovitsa was the owner of farmland, and the object of the joint venture was the commercial and agricultural use of this farmland. Following certain events and problems, the parties agreed to dissolve the joint venture in April of 1993. Eventually, Tradex filed an arbitration against the Republic of Albania, alleging that its investment had been expropriated. One category of measures alleged to constitute expropriation was the seizure and occupation of the farmland by villagers, which made it impossible for Tradex staff to enter the farm. There were several alleged ‘invasions’ by the villagers of the farmland. With respect to most of them, the tribunal concluded that Tradex had not fulfilled its burden of proving that the invasions had in fact taken place.

With respect to one such alleged event, however, the tribunal did find that an occupation by villagers had taken place. The tribunal then had to decide if the activities of the villagers could be attributed to the state. Since Tradex had not been able to prove that any state authority had permitted the occupation, nor refused to grant protection after having been asked to do so by Tradex or the joint venture, the activities of the villagers could not be attributed to the state. The mere fact that the villagers themselves had stated that ‘today the land is ours because it was given to us by the Prefecture and the Commune of Balldren’44 was not sufficient for attribution purposes. The subjective view of the villagers could not be decisive in this respect. The conduct of private persons or entities is not as a general principle attributable to the state under international law. It follows from Article 8 of ILC Articles, however, that if private persons act on the instructions of the state, or under the control or direction of the state, such conduct is attributable to the state. If a person acts on the instructions of the state, it does not matter whether such conduct involves governmental activities. The situation becomes more complex, however, if conduct is alleged to be under ‘the direction or control of’ the state.45 As illustrated by the Tradex case, Article 8 situations require the claimant to prove the existence, extent, and relevance of any instructions as well as of any direction or control.

In the Salini v Jordan case,46 the tribunal indirectly touched upon issues relating to attribution. Salini and Italstrade SpA signed a contract with the ‘Ministry of Water and Irrigation—Jordan Valley Authority’ for the construction of a dam in Jordan. Salini eventually filed a claim against the Kingdom of Jordan under the BIT between Italy and Jordan. The tribunal’s decision on jurisdiction dealt primarily with the distinction between contractual and treaty claims. One of the jurisdictional objections raised by Jordan was based on Article 9(2) of the BIT, which provided that if ‘the investor and an entity of the Contracting Party have stipulated an Investment Agreement, the procedure foreseen in such investment agreement shall apply’.47

Jordan argued that the contract had been entered into with an entity of the state, rather than with the Kingdom, and that, therefore, the dispute settlement mechanism in the Construction Contract had to apply and not the corresponding provisions of the BIT. The tribunal analysed the status of the Jordan Valley Authority (the JVA) with a view to determining whether it was an ‘entity of the Contracting Party’ and therefore covered by Article 9(2) of the BIT. This analysis was done on the basis of Jordanian law and led to the conclusion that the JVA was indeed an entity of the Jordanian State. The tribunal said the following:

In conclusion, it appears that although the Government exercises a strict control of the JVA, this Authority is an autonomous corporate body distinct legally and financially from the State of Jordan. It must be considered as an ‘entity’ of the Kingdom of Jordan within the meaning of Article 9 (2).48

The tribunal then went on to analyse whether the contract in question had been concluded with the Kingdom of Jordan or with the JVA. The tribunal explained that ‘notwithstanding the fact that the tenders were issued by the Ministry of Public Works and Housing—Government Tenders Directorate, and were decided upon by a central committee for tenders, it appears that the Contract was signed by the Minister and the Secretary General of the JVA, both acting on behalf of the JVA’.49

The tribunal concluded on the basis of the foregoing that Article 9(2) did not deprive it of jurisdiction with respect to treaty claims.50 The next issue addressed by the tribunal was whether Articles 9(1) and 9(3) were broad enough to cover contract claims as well as treaty claims. Its conclusion was in the negative. The tribunal said the following:

In fact, Article 9(2) of the BIT makes it obligatory to refer such disputes [ie contractual disputes] to the dispute settlement mechanisms provided for in the contracts and, where such disputes are concerned, excludes recourse to the procedure set forth in Article 9(3) for such disputes.51

The claimant also relied on Article 2(4) of the BIT—which in its view was a so-called umbrella clause—in support of jurisdiction.52 The tribunal did not accept, however, that Article 2(4) had the effect alleged by the claimant.53

Nykomb v Latvia was the first arbitral award rendered under the Energy Charter Treaty (the ECT).54 In that case, issues of attribution played an important role, at least initially. The issue in dispute was whether the activities of Latvenergo, Latvia’s state-owned enterprise, were attributable to the state. The arbitral tribunal found that this was the case. The background was the following.55 A Swedish company, Nykomb Synergetics Technology Holding AB (Nykomb) made investments in the electricity market in the Republic of Latvia. Nykomb was the sole shareholder of a joint stock company, SIA Windau (Windau), established under the laws of Latvia. Windau operated a power plant in Latvia. At the beginning of the 1990s, Latvia sought to reduce its imports of electricity and increase its domestic power-generating capacity. To do so, it had to attract foreign investors to the country. Latvia thus introduced a legal framework which entitled investors to an increased tariff for electricity sold to Latvenergo, which was the state electricity monopoly. The tariff was an incentive, necessary to attract private investors to the strongly regulated electricity sector in Latvia. Nykomb’s investments in the electricity market, that is, its shareholding in Windau, were based on the increased tariff.

In 1997, Latvenergo, the state-owned enterprise and Windau, the local company owned by Nykomb, entered into several agreements for the construction of power plants in Latvia. Pursuant to the agreements, Latvenergo undertook to purchase the surplus electric power (ie, electricity not used for its own consumption) from Windau for a period of eight years, at a tariff which was twice the average electric power sale tariff approved by the Public Utilities Commission of the Republic (the ‘double tariff’). The plant in question was ready for operation on 17 September 1999, but Latvenergo refused to purchase the surplus electric power from the plant at the double tariff. Due to Latvenergo’s refusal, Windau was unable to start its production until 28 February 2000. From that date, Latvenergo purchased surplus electric power from Windau at 75 per cent of the average tariff (ie, at a price lower than the average tariff).

The claimant, Nykomb, asserted that the refusal by Latvenergo to pay the double tariff was in breach of the ECT in the following respects: it amounted to a breach of the obligation to ‘observe commitments entered into’;56 a violation of the obligation to provide fair and equitable treatment of investors;57 it constituted treatment less favourable than required by international law, including treaty obligations;58 it constituted an unreasonable or discriminatory measure;59 and it constituted a measure having an effect equivalent to expropriation.60

One of the contested issues was whether there should be full attribution in the sense that the state was responsible for the non-compliance of the double tariff agreement between the investor’s domestic subsidiary, Windau, and the state electricity monopoly, Latvenergo. The claimant argued that Article 22(1) was an attribution norm, which provided for a guarantee by the state of compliance by a state enterprise with the Part III obligations of the ECT and that Article 22 was not a ‘primary’ new obligation located in Part III.61 The claimant further argued that Article 22(1) was both ‘clarificatory’ of and ‘progressively developing’ customary international law. The respondent opposed this argument. The respondent advocated a restrictive interpretation of both Articles 22 and 10(1), particularly the last sentence of the latter, the umbrella/pacta sunt servanda clause. The respondent relied primarily on the explicit limitation of the arbitration clause in Article 26 to an ‘alleged breach of an obligation …. under Part III’.

It is clear from the award that the tribunal did not find the interpretation of Articles 22(1) and 26(1) essential to the resolution of the dispute. The tribunal could have made a trail-blazing decision on Article 22(1) and its role in relation to Article 26(1). It preferred, however, to avoid such a thorny issue and applied attribution principles under customary international law, influenced, perhaps, by Articles 5 and 8 of the ILC Articles. The tribunal ultimately had no difficulty concluding that the relevant conduct of the state-owned company was attributable to the state. The claimant had argued that any conduct that was not ‘merely commercial’, but had a significant element of governmental function, should result in attribution. The claimant relied expressly on the fact that the state-owned company did not negotiate commercially, but was under a legislative and government obligation to enter into the double tariff contracts; that it was a nationwide monopoly on which every supplier and purchaser of electricity depended, and that it operated in a heavily regulated market. Other factors may have played a role as well, such as the fact that the state-owned company emerged out of a former Soviet government department; that there was a close political interconnection between the company and the political process; and that the public service functions had been assigned to the electricity monopoly by the state.

A number of questions, relevant from a doctrinal as a well as precedential point of view, were thus left open. If there is attribution, by virtue of customary international law or Article 22(1), or perhaps a combination of both, is the state directly responsible for contracts involving governmental functions concluded by a state enterprise? Or, does the attribution decision lead to a second-level examination of specific state obligations which the state enterprise is under an obligation to respect and observe? Consequently, the meaning and function of Article 22 of the ECT remains an open question for subsequent tribunals to address. Perhaps Article 22 is not necessary for the purposes of attribution and does not have a wider field of application than Article 8 of the ILC Articles. The significance of Article 22 is maybe rather in determining the standard of responsibility of the state.

One of many interesting aspects of the so-called Lauder cases was the fact that the concept of joint tortfeasors was relied upon, probably for the first time in investment arbitration.62 On 13 September 2001 an arbitral tribunal sitting in Stockholm rendered an award against the Czech Republic. In the award, the Czech Republic was found to have expropriated the investments of the Claimant—CME Czech Republic BV, a Dutch company (CME)—in the Czech Republic. The expropriation was said to have been brought about by the actions and inactions of the Czech Media Council, a regulatory body for mass media in the Czech Republic. CME brought its case against the Republic on the basis of the BIT between Holland and the Czech Republic.

Shortly before the award was rendered in Stockholm, another tribunal, sitting in London, rendered an award between Ronald S Lauder, of the United States, the ultimate owner of CME, and the Czech Republic. The factual pattern in this dispute was identical to the one resolved in Stockholm. The London case was tried on the basis of the BIT between the USA and the Czech Republic. The relevant provisions of the two BITs are, if not identical, at least very similar. This notwithstanding, the tribunal sitting in London came to the opposite conclusion, that is, that no expropriation had occurred.

CME entered into an agreement with a Czech company, CET 21 Spol sro (CET 21) in 1993 to form a Czech joint venture company, Czeska Nezavisla Televizni Spolecnost, spol sro (CNTS) for the purpose of operating the first nationwide private television station in the Czech Republic. In agreement with the Czech Media Council, the joint venture was structured in such a way that CET 21 was granted a broadcasting licence by the Media Council and CET 21 contributed to CNTS the exclusive right to use the licence. By virtue of a series of measures undertaken by the Media Council between 1996 and 1999 in cooperation with a certain Dr Zelezny, general director and chief executive of CNTS and general director of CET 21, CNTS lost its exclusive right to use the broadcasting licence, thereby effectively destroying the value of CME’s investments in CNTS.

The question arose as to whether the actions of the Media Council and Zelezny could be attributed to the Czech Republic. The respondent accepted responsibility for the actions of the Media Council,63 but argued that since no harm would have come to CME’s investments without the actions of Zelezny, the Media Council and the Czech Republic were absolved of responsibility for the fate of CME’s investment.64

The London tribunal found that no expropriation had taken place. This conclusion was in part based on the assessment of Zelezny’s activities. To the London tribunal it was not the Media Council that caused interference with the claimant’s property rights, but rather CET 21’s decision to terminate the Service Agreement entered into between CNTS and CET 21. Zelezny was the general director of CET 21. The termination of the agreement was seen as a purely commercial measure taken by one private entity in relation to another private entity, thus without any interference by the state.65

As mentioned above, a state cannot, as a matter of principle, be held responsible for the conduct of private individuals. By virtue of Article 8 of the ILC Articles, however, private conduct may be attributed to the state under certain conditions. The conditions are that the individual in question is acting on the instructions of, or under the direction or control of, the state. The London tribunal apparently found that this was not the case with respect to Zelezny.66 In this context, mention must also be made of Article 11 of the ILC Articles.67 This article covers situations where the conduct of a private individual may be acknowledged and adopted by the state ex post facto. It follows from the plain language of the provision that the state must both acknowledge and adopt the private conduct as its own. In addition the acknowledgement and adoption ‘must be clear and unequivocal’.68 For the London tribunal, Article 11 does not seem to have been a problem: it was not even mentioned in the award.

The Stockholm tribunal came to a different conclusion. Referring to ILC’s Commentary on state responsibility,69 the Stockholm tribunal found that ‘a State may be held responsible for injury to an alien investor where it is not the sole cause of the injury; the State is not absolved because of the participation of other tortfeasors in the infliction of injury’.70 The tribunal noted that the ILC in its Commentary referred to numerous cases, in which the injury was caused by a combination of factors, only one of which could be ascribed to the responsible state. With reference to the Corfu Channel case,71 the tribunal went on to state that ‘international practice and the decisions of international tribunals do not support the reduction or attenuation of reparation of concurrent causes, except in cases of contributory fault.’72

The tribunal found this approach to be consistent with the way in which the liability of joint tortfeasors is generally dealt with in international law and state practice, that is, that either the tortfeasor is liable to pay for all harm caused, notwithstanding the fact that there was a concurrent cause of the harm and that another party was responsible for that cause.73 The tribunal characterized the actions of the Media in Council depriving CNTS of its exclusive use of the broadcasting licence as being similar to actions in tort. The principles on joint liability of tortfeasors were, therefore, in the opinion of the tribunal, applicable and CME was entitled to collect the full amount of its damage from the Czech Republic despite Zelezny being a concurrent cause of the damage to CME’s investment.74

It would seem that the Stockholm tribunal reached its conclusions based on an analysis of causation, joint tortfeasors, and joint and several liability under public international law, but without analysing, at least not directly, the various attribution issues involved. As mentioned above, a state is not responsible for conduct unless the conduct in question is attributable to it. This means that a state is not responsible for the conduct of other states or of private individuals. In the latter respect, it is not quite clear how the Stockholm tribunal arrived at the conclusion that the conduct of Zelezny was to be attributed to the state. As mentioned in the foregoing, Article 8 of the ILC Articles provides for the possibility of attributing the conduct of a private individual to a state, but only under certain circumstances.

In Eureko BV v Republic of Poland75 the issue of attribution was raised by the tribunal ex officio, neither of the parties having considered the question in its written or oral pleadings. Having begun its deliberations on the case, the tribunal wrote to the parties and requested additional submissions on the question of whether or not the actions of the State Treasury of the Polish Republic, or the State Treasury Minister of the Polish Republic, were attributable to the respondent. The case concerned the privatization of the wholly state-owned Polish insurance company, Powszechny Zaklad Ubezpieczen SA (PZU). The claimant, a Dutch company, purchased 20 per cent of the shares in PZU and sought damages for a number of alleged interferences by the state with its investment. The seller of the shares under the Sale and Purchase Agreement was ‘the State Treasury of the Polish Republic represented by the State Treasury Minister of the Polish Republic’.76

Under the Polish Civil Code, the State Treasury is accorded legal personality and, in civil law relationships, is considered the subject of rights and duties which pertain to state property.77 Recognizing that the status of the State Treasury under the Polish Civil Code could be construed as support for an argument that the State Treasury Minister, as a statutory representative of the State Treasury, in concluding the Sale and Purchase Agreement with Eureko, entered into a pure civil law relationship which did not engage the responsibility of the Republic of Poland, the tribunal raised the question of attribution with the parties.

Not surprisingly, the respondent submitted that the Sale and Purchase Agreement constituted a civil law agreement between two business partners falling exclusively within the sphere of the exercise of civil law rights and not at all connected with the exercise by the State Treasury of governmental powers. The tribunal rejected this argument and, with reference to Article 4 of the ILC Articles, stated that it is now a well-settled principle in international law that ‘the conduct of any State organ is considered an act of that State and that an organ includes any person or entity which has that status in accordance with the internal law of the State’.78 The tribunal quoted with approval the view of a Polish scholar relied on by the claimant:

In the prevailing view, the State Treasury is not a legal entity separate from the State. The State Treasury is the State. However, in accordance with the established tradition, we use the term ‘State’ if we deal with the taking of sovereign actions (imperum), while we apply the term ‘State Treasury’ if we refer to the State’s exercise of its ownership rights (dominium).79

The tribunal also referred to the Commentary on the ILC Articles where it is stated that a state is responsible for the acts of its organs regardless of ‘whether or not they have separate legal personality under its internal laws’80 and furthermore that ‘[i]t is irrelevant for the purposes of attribution that the conduct of a state organ may be classified as “commercial” or as “acta jure gestionis”.’81

Regardless of the status of the State Treasury under Polish law, the tribunal held that under international law, the Republic of Poland was responsible to the claimant for the actions of the State Treasury.82 In support of its analysis, the tribunal noted in particular the fact that the Minister of the State Treasury, in selling the shares in PZU to the claimant, was acting pursuant to clear authority conferred on him by the decision of the Council of Ministers of the government of Poland in conformity with the officially approved privatization policy of the government and concluded: ‘As such, the Minister of the State Treasury engaged the responsibility of the Republic of Poland.’83

(3) ATTRIBUTION AND FEDERAL STATES

One issue which has arisen in a number of recent cases is that of state responsibility and federal states. In particular, the issue has focused on the extent to which the central government, as the representative of the state, is and/or should be responsible for measures taken by regional and local governments. Rules of attribution with respect to federal states are found in Article 4 of the ILC Articles. The last sentence of paragraph 1 clearly states that the conduct of any state organ ‘whatever its character as an organ of the central government or of a territorial unit of the state’ is attributable to the state. For the purposes of attribution, the state is thus viewed as one unity.

In one of the early NAFTA cases—Metalclad Corporation v The United Mexican States84—the arbitral tribunal was required to address this issue, essentially as a preliminary matter. The dispute arose out of the activities of Metalclad in the Mexican Municipality of Guadalcázar, located in the Mexican State of San Luis Potosi. Metalclad argued that Mexico (the United Mexican States), through its local governments of San Luis Potosi and Guadalcázar, had interfered with the development and operation of a hazardous waste fill by Metalclad, and that such interference violated the investment provisions in Chapter 11 of NAFTA. The landfill was located in La Pedrera, a valley in Guadalcázar. In fact, Mexico did not plead that the acts of Guadalcázar were not covered by NAFTA. The question was rather one of treaty interpretation. Due to the wording of Article 105 NAFTA, the question arose as to whether all Chapter 11 obligations applied to a local government. Article 105 expressly extends NAFTA’s obligations to state and provincial governments. Furthermore, Article 201 in Chapter 2 of NAFTA (General Definitions) stipulates that a reference to state or province ‘includes local government of that state or province.’ The question was whether only those obligations in Chapter 11 which expressly referred to a state or a province also applied to a municipality, or whether all the obligations of Chapter 11 applied. In short, the tribunal concluded that all of the obligations in Chapter 11 also applied to local governments, unless expressly specified to the contrary.85 It is worth noting that Mexico had explained that it accepted that ‘the normal rule of state responsibility applies; that is, that the Respondent can be internationally responsible for the acts of state organs at all three levels of government’.86

When the award was rendered, the ILC Articles had not yet been adopted, so the tribunal referred to Article 10 of the 1975 ILC Articles, which the tribunal characterized as ‘an accurate restatement of the present law’. The rules laid down in Article 10 are now to be found in the last sentence of Article 4:1 of the ILC Articles. Attribution to a state organ includes ‘an organ of the central government, or of a territorial unit of the State’.

For the purposes of Article 4:1 of the ILC Articles, it does not matter whether the territorial unit forms part of a federal state, or is an autonomous area or region. Nor does it matter whether, under the municipal law of the state, the federal parliament has the authority to compel the territorial unit to comply with the state’s international obligations.87 That the international responsibility of states is ‘strict’ in this sense is hardly surprising, particularly given the fact that the structure and power of federal states vary significantly and that most units of a federal state lack legal personality and treaty-making power under international law.

Another case raising issues concerning federal states is the Vivendi case.88 The decisions of the tribunal and the annulment committee focus primarily on the distinction between contractual claims and treaty claims and the consequences that may follow as a result of such distinction. There are, however, some statements which are of a general interest for purposes of attribution. The dispute arose from a 1995 Concession Contract that Compagnie Générale des Eaux (later renamed Vivendi) and its Argentine subsidiary entered into with Tucumán, a province of Argentina. The Republic of Argentina was not a party to the Concession Contract, nor to the negotiations which led to the contract. The claimant, Vivendi, did not allege that the Republic itself had interfered with its investment in Tucumán. Rather, Vivendi argued that the Republic had failed to prevent the Province of Tucumán from taking certain measures with respect to the Concession Contract that infringed Vivendi’s rights under the BIT between Argentina and France. Vivendi maintained that the actions of the Tucumán Province and its officials were attributable to the Argentine Republic under international law and that those actions constituted breaches of the Republic’s obligations under the BIT.

Much of the discussion in the decisions of both the tribunal and the Committee centred on Article 16.4 of the Concession Contract, which provided for the resolution of contract disputes by the administrative courts of Tucumán. The tribunal took the view that claims arising from Tucumán’s alleged acts relating directly to its performance under the Concession Contract had to be pursued in the administrative courts as stipulated in Article 16.4, and thus did not fall under the jurisdiction of the tribunal. With respect to other claims, resulting from actions of the Province, arguably independent of the Concession Contract, the tribunal concluded ‘that the evidence presented in these proceedings did not establish the grounds for finding violation by the Argentine Republic of its legal obligations under the BIT either through its own acts or omission or through attribution to it of acts of the Tucumán authorities’.89 At the same time the tribunal found that ‘the acts of organs of both the central government and provincial authorities are attributable to the state—in this case the Argentine Republic—with the result that Argentina cannot rely on its federal structure as a means of limiting its treaty obligations’.90 Further on in the award, the tribunal concluded that ‘the record … does not establish a factual basis for attributing liability to the Argentine Republic under the BIT for the alleged actions of officials of Tucumán’.91

As pointed out by the annulment committee in its decision, it is not clear what the tribunal wanted to say in this respect.92 In fact, it would seem that it has confused attribution with responsibility. Under international law, all international claims against a state are based on attribution. Indeed, attribution always takes place—and automatically—assuming the requisite conditions are therefore met. The question of a state’s responsibility, strict or otherwise, is a different and separate manner. Again, as pointed out by the annulment committee, this terminological confusion does not, however, seem to have influenced the decision-making of the tribunal.93 The actual and/or legal structure of the federal state in question is irrelevant in this context, as are the powers of the central/federal government and/or parliament in relation to its political subdivision. Accordingly, the Vivendi case and the decision of the annulment committee by and large confirm the generally accepted position of customary international law in this respect.94

Despite this clear position under international law, it happens not infrequently that respondents raise, as a defence, the argument that the measures complained of were taken by local and/or regional authorities over whom the state had no control or influence. This was the case, for example, in an arbitration involving an American investor and one of the former republics of the Soviet Union.95 In its award, the tribunal explained that the fact that the measure in question—revocation of a land use permit—was taken by a regional, rather than federal, authority could not relieve the state of responsibility under the BIT in question, ‘since in international law a state is responsible for the acts of its authorities at various levels. Moreover, in respect of a treaty on investment protection, it would hardly be consistent with its purpose if a state party could escape liability by transferring authority to regional or local organs.’96

It seems to be unusual for BITs to have provisions dealing with the component parts of federal states.97 Interestingly enough, however, Article 33 of the ECT addresses this issue. Paragraph 1 of Article 23 stipulates that each contracting party ‘shall take such reasonable measures as may be available to it to ensure such observance [ie observance of all provisions of the Treaty] by regional and local governments and authorities within its area’. Paragraph 2 goes on to say that the dispute settlement mechanisms in the Treaty, including Part V dealing with investment disputes, are available with respect to measures taken by regional and local governments and authorities. It is unlikely that the drafters of the ECT intended to create, or thought that they were creating, new law. Article 23 of the ECT is rather to be seen as confirmation of the position of customary international law.

(4) ATTRIBUTION AND UMBRELLA CLAUSES—THE ‘IT’ PROBLEM

Although so-called umbrella clauses have existed in investment protection treaties since the 1950s,98 it was not until the SGS v Pakistan and SGS v Philippines cases that arbitral tribunals actually had to rule on them. Since then, umbrella clauses have attracted considerable interest and generated debate among members of arbitral tribunals, counsel, and scholars. Umbrella clauses are not included in every investment protection treaty, but seem to be a fairly frequent provision in such treaties. Stated in general terms, the purpose of such clauses is to ensure that the parties to the treaty in question will respect specific undertakings made towards nationals of each other. It has been stated that the umbrella clause is important because it protects the investors’ contractual rights against any interferences, for example, in the form of breach of contract and/or administrative and legislative acts.99 It has also been suggested that the provisions are referred to as umbrella clauses because they put contractual rights under the ‘protective umbrella’ of the investment treaty.100 Consequently, on this view a violation of a contract covered by an umbrella clause becomes a violation of the investment treaty. In other words, contractual claims are transformed into treaty claims. Even though there are different views on the extent of such transformation,101 it is not necessary, for purposes of attribution in the context of state responsibility, to resolve that issue. It must be emphasized that umbrella clauses may be, and are, worded differently and are indeed understood, interpreted, and applied differently. The exact meaning and effect of an umbrella clause is thus dependent on the wording and interpretation of the particular clause in question.

Examples of umbrella clauses include Article 2 of the 1967 OECD Draft Convention on the Protection of Foreign Property: ‘Each Party shall at all times ensure the observance of undertakings given by it in relation to property of nationals of any Party’.102 A more recent, but very similar provision is found in the final sentence of Article 10(1) of the Energy Charter Treaty. It reads: ‘Each Contracting Party shall observe any obligations it has entered into with an Investor or an Investment of an Investor of any other Contracting Party’.

Many, if not most, umbrella clauses seem to be worded in a similar way. For purposes of attribution in the context of state responsibility, the interesting question is how to determine and/or define ‘it’, to which reference is made in most umbrella clauses. The reference clearly includes the state itself. ‘Each Party’ and ‘Each Contracting Party’ refers to the signatories of the treaties in question. But how do you define the ‘state’? Does it include governmental bodies—which may or may not be separate legal entities—and state-owned enterprises? Which principles and rules are to be applied to find answers to these questions? Is it possible and/or appropriate to apply international law principles of attribution to these questions, or should other rules and/or principles be applied?

The arbitral tribunal in Impregilo SpA. v Islamic Republic of Pakistan103 had to address these problems. This was done in the context of distinguishing between contractual claims and treaty claims for purposes of ruling on the tribunal’s jurisdiction. The starting point for any such discussion is that a tribunal constituted on the basis of a BIT has jurisdiction only to hear claims based on that treaty. The question then is if the umbrella clause can transform contractual claims into treaty claims. The Impregilo case was brought on the basis of the 1997 BIT between Italy and Pakistan. The BIT did not have an umbrella clause, but Italy relied on the most-favoured-nation clause in the treaty to reach the Swiss–Pakistani BIT which did have an umbrella clause. Article 11 of that BIT required each party to ‘constantly guarantee the observance of the commitments it has entered into with respect to the investments of the investors of the other Contracting Party’. The dispute concerned the construction of hydroelectric power facilities in Pakistan. Impregilo was the leader of a joint venture which signed two contracts with the Pakistan Water and Power Development Authority (WAPDA). Impregilo brought a number of claims against Pakistan based on the two contracts. It argued that the arbitration clause in the BIT between Italy and Pakistan was broad enough to cover contractual claims. Article 9(1) of the BIT reads:

… any disputes arising between a Contracting Party and the investors of the other, including disputes relating to compensation for expropriation, nationalization, requisition or similar measures, and disputes relating to the amount of the relevant payment shall be settled amicably as far as possible.

Impregilo raised claims concerning alleged acts and omissions by WAPDA itself. It brought such complaints against the state of Pakistan on the basis that WAPDA was an instrumentality or organ of the government of Pakistan, whose actions and omissions were attributable to Pakistan in international law.104 Impregilo also relied on the umbrella clause in the Swiss–Pakistani BIT.105 Pakistan objected that WAPDA is a separate legal entity distinct from the State of Pakistan and that Pakistan could not be held responsible for breaches of contracts concluded by WAPDA.

In resolving this issue, the tribunal first analysed the status of WAPDA. It did so on the basis of Pakistani law and came to the conclusion that WAPDA is ‘an autonomous corporate body, legally and financially distinct from Pakistan’,106 despite the fact the tribunal acknowledged that ‘the Government of Pakistan exercises a strict control on WAPDA’.107 The tribunal went on to say that a clear distinction must be made between the responsibility of a state for the conduct of an entity that violates international law and the responsibility of a state for the conduct of an entity that breaches a municipal law contract. In its view the international law rules of attribution applied only to the former situation.108

The tribunal came to the conclusion that jurisdiction based on the BIT could not extend to breaches of a contract to which an entity other than the state was a named party, that is, WAPDA.109 Impregilo’s reliance on the umbrella clause did not change the view of the tribunal, ‘given that the contracts were concluded by Impregilo with WAPDA and not with Pakistan’.110 It is thus clear that the tribunal in Impregilo did not find it possible to apply international law rules of attribution to solve the ‘it’ problem. Based on Pakistani law, the tribunal found that WAPDA was a separate legal entity—and that was the end of the discussion of this issue for the tribunal.

As mentioned above,111 the tribunal in Salini v Jordan addressed the claimant’s argument that Article 2(4) of the BIT was an umbrella clause and that the tribunal therefore had jurisdiction to try its contractual claims. Article 2(4) of the BIT reads as follows:

Each Contracting Party shall create and maintain in its territory a legal framework apt to guarantee to investors the continuity of legal treatment, including the compliance, in good faith, of all undertakings assumed with regard to each specific investor.112

It is noteworthy that Article 2(4) is different from the typical umbrella clause, in that it does not mention any commitment to ‘observe’ any ‘obligation’ undertaken with respect to specific investments of investors of the other contracting state. Nor does Article 2(4) refer to any guarantee to observe commitments entered into. Also, the provision does not refer to ‘it’. The only undertaking set forth in the provision is to create and maintain a legal framework apt to guarantee to investors a certain level of treatment.

Against this background, the tribunal concluded that any contractual obligations of Jordan ‘remain purely contractual in nature and any disputes regarding the said obligations must be resolved in accordance with the dispute settlement procedures foreseen in the contract’.113 Because of the wording of Article 2(4), the tribunal thus never had to address the ‘it’ problem.

The arbitral tribunal in Noble Ventures Inc v the Republic of Romania,114 however, did address the ‘it’ problem. The dispute arose out of a privatization agreement entered into between Noble Ventures Inc (Noble) and the Romanian State Ownership Fund (the Fund), a body in charge of the privatization of Romanian state-owned enterprises. The privatization agreement also included a share purchase agreement (collectively referred to as the Privatization Agreement). The Privatization Agreement was completed on 16 August 2000 when Noble paid the initial instalment of the purchase price and the Fund transferred its shareholding in Combinatul Siderugic Resita (CSR), a steel mill located in Resita, Romania. At the time of conclusion of the Privatization Agreement, the Romanian government strongly supported the privatization of state-owned enterprises. At the time of Noble’s acquisition of CSR’s shares, CSR had a significant amount of debt owing to other governmental entities. Some creditors had liens on some of CSR’s accounts. Six months after the privatization of CSR, political control changed to a new Romanian government. The change of government was, inter alia, reflected in the replacement of the Fund by the Authority for the Privatization and Management of State Ownership (APAPS).

The claimant argued that Romania had expropriated its investment in two ways, namely, (i) by taking de facto control of CSR through the commencement and carrying out of judicial reorganization proceedings of CSR, and (ii) by taking de jure control through the respondent’s subsequent dilution of claimant’s majority interest in CSR. In the view of the claimant, these two measures constituted expropriation and therefore violated the 1992 BIT between Romania and the USA.115 Noble also argued that Romania had violated the BIT by failing to provide international law standards of treatment, including good faith, fair and equitable treatment, and full protection and security.116 Of particular interest in this context is that Noble argued that Romania had violated the BIT by failing to observe its contractual obligations with the investor.117 The claimant argued that violations had been committed by the Fund, or APAPS, and that Romania was responsible for these since both entities acted as organs of the Romanian state.118 The claimant further argued that the Fund/APAPS had both the structure and the function of a state organ. With respect to the contractual obligations undertaken by the Fund/APAPS, the claimant argued that just as the Fund’s actions were attributable to Romania, so too were its contractual obligations for the purpose of determining Romania’s liability under international law.119

Romania argued that the Fund/APAPS must be distinguished from the state, because under Romanian law it is a separate legal entity, and a state does not assume the contractual obligations of a subordinate.120 Romania took the position that the international law rules of attribution did not apply, because such rules are only concerned with determining if conduct may be a basis for a state’s responsibility under international law. The rules of attribution could not, however, change the nature of obligations undertaken by a state organ. Given that the Fund and the state were, as a matter of Romanian law, separate legal entities, and as the state had not undertaken any contractual obligations, it could not be held liable for them. In the alternative, Romania argued that since the Fund had acted in a commercial capacity when signing the share purchase agreement, such conduct could not be attributed to it, whereas governmental conduct might have been.121

Referring to Article 4 of the ILC Articles, the tribunal concluded that the Fund/APAPS was not a de jure state organ, since it was a separate legal entity under Romanian law.122 The tribunal went on to consider whether the Fund/APAPS was an entity which had been empowered by the state to exercise governmental authority, in which case its acts and omissions would fall under Article 5 of the ILC Articles. Its acts and omissions would then be attributable to the state. The tribunal analysed the relevant provisions of Romanian law—primarily Romanian privatization legislation—and came to the conclusion that the Fund/APAPS had been empowered to represent the state and ‘did so in all of their actions and omissions’.123 The tribunal consequently found that all alleged violations of the BIT were attributable to the state. The tribunal did not accept the distinction suggested by Romania between governmental and commercial conduct. In the view of the tribunal, there was no reason to make such distinction in the context of state responsibility.124

The tribunal then addressed the umbrella clause in the BIT. It started out by saying that a breach of a contract which the state has entered into with an investor does not necessarily constitute a breach of international law. It continued:

But that does not mean that breaches of a contract cannot, under certain circumstances, give rise to liability on the part of a State. On the contrary, where the acts of a government agency are to be attributed to the State for purposes of applying an umbrella clause, such as Art. II (2) (c) of the BIT, breaches of a contract which the State has entered into are capable of constituting a breach of international law by virtue of the breach of the umbrella clause.125

The tribunal concluded that the contracts entered into by the Fund/APAPS were concluded on behalf of Romania and were therefore attributable to it for the purposes of the umbrella clause.126

It is thus clear that the tribunal in Noble Ventures, as opposed to the tribunal in the Impregilo case, applied the international law rules of attribution as reflected in the ILC Articles to solve the ‘it’ problem. The tribunal in Eureko v Poland127 seems to have taken the same approach when discussing the umbrella clause. The umbrella clause of the Netherlands–Poland BIT—Article 3.5—provides that each contracting party ‘shall observe any obligations it may have entered into with regard to investments of investors of the other Contracting Party’. In its reasons, the tribunal focused on how to interpret and understand the substantive contents of the umbrella clause. The tribunal framed the issue before it thus:

The question accordingly arises, quite apart from the Government of Poland being in breach of Articles 3.1 and 5 of the Treaty on the grounds stated above, is it in further breach of Article 3.5? In the view of the tribunal, the answer to that question must be in the affirmative, for the reasons that follow.128

The tribunal then went on to discuss the interpretation of the umbrella clause. It did not, however, address the question of attribution in this context. Previously in the award, the tribunal dealt with the question of attribution in some detail on the basis of the ILC Articles.129 Since the tribunal does not again address the issue of attribution when discussing the umbrella clause, it is reasonable to assume that it proceeded on the basis of its previous conclusions, that is, that the Sale and Purchase Agreement was to be attributed to the state. The tribunal thus applied, albeit implicitly, the international law rules of attribution to define ‘it’ in the umbrella clause.

The same approach seems also to have been taken by the tribunal in the Nykomb case.130 One of the arguments relied upon by the respondent was that the contract between Latvenergo and Windau, which in its view formed the basis of Nykomb’s claims, was a commercial contract and as such not protected by the ECT. The claimant relied on the umbrella clause of the ECT—Article 10(1), last sentence—in this respect.131 In its reasons, the tribunal did not deal with this provision in any detail.132 The tribunal did, however, conclude ‘that in the circumstances of this case, the Republic must be considered responsible for Latvenergo’s actions under the rules of attribution in international law’.133 It would thus seem clear that the tribunal used the rules of attribution in international law—as opposed to any rules of attribution in municipal law—to determine the relationship between Latvenergo and the Republic of Latvia for purposes of state responsibility.

In Azurix Corp v The Argentine Republic,134 the umbrella clause in the Argentine–US BIT was relied upon by the claimant. Article II (2) (c) of the BIT reads: ‘Each Party shall observe any obligation it may have entered into with regard to investments’. The dispute concerned a concession agreement with respect to water services. The Azurix Group won the tender for the water service concession. The investment was carried out through a local Argentinean company, Azurix Buenos Aires SA (ABA) which was incorporated to act as the concessionaire. The tribunal did not address the ‘it’ problem, because it concluded that ‘[e]ven if for argument’s sake, it would be possible under Article II(2)(c) to hold Argentina responsible for the alleged breaches of the Concession Agreement by the Province, it was ABA and not Azurix which was the party to this Agreement’.135

The discussion above has illustrated that arbitral tribunals have taken different approaches to the ‘it’ problem in umbrella clauses, partly due to the different wordings of such clauses. Without suggesting a definitive solution to this issue, several important aspects must be emphasized. First, the ‘it’ problem, as defined here, deals with attribution for purposes of state responsibility. On the assumption that the state makes some form of undertaking by virtue of the umbrella clauses, breaches of such undertakings give rise to issues of state responsibility. If one takes the view that an umbrella clause covers every type of breach of contract,136 such breach would at the same time constitute a violation of the treaty. Such an approach does not run counter to the generally accepted rule of international law that it accepts the separateness of legal entities created at the national level, that is on the basis of municipal law, unless they are established for fraudulent purposes or otherwise to avoid legal obligations.137

Secondly, if a contract covered by an umbrella clause is attributed to the state, this fact does not change in any way the nature of the contract in question. The law chosen by the parties to the contract will continue to apply. Consequently, whether the contract has been breached by the state party will be determined on the basis of the law applicable to the contract. Thirdly, if a de jure state organ under Article 4 of the ILC Articles enters into a contract, the state is automatically a party to that contract. In practice, therefore, the ‘it’ problem will arise only in relation to situations addressed in Articles 5 and 8 of the ILC Articles. Fourthly, if the ‘it’ problem were to be solved by applying only municipal law—and not the rules of attribution of international law—it would seem that this would allow states to do precisely what the rules of state responsibility were intended to prevent, namely, to avoid responsibility by delegating responsibilities, to allow states to ‘contract out’ of state responsibility.

CONCLUDING REMARKS

As pointed out above, rules of attribution play a central role in the law of state responsibility. Investment arbitration is not an exception. This is well illustrated by the arbitral awards discussed above. It is generally accepted that the ILC Articles constitute the most authoritative statement of the law on state responsibility. In many respects, the rules and principles laid down therein are quite far-reaching. When it comes to attribution, as a matter of principle, all activities of the state, in whatever form it chooses to act, are attributable to the state. For the purposes of attribution, the state is viewed as a unity, including federal states with varying forms of administrative and political subdivisions.

Conduct of persons and/or entities which are not state organs is attributable to the state, provided the conduct in question constitutes the exercise of governmental authority.

Arbitral awards in investment disputes have become a ‘testing ground’ for the ILC Articles. The number of awards dealing in detail with the question of attribution is still relatively modest. Even though this number will grow, the application of the ILC Articles must be characterized as being in its formative stages. As time goes by, we will gain more clarity—hopefully. Based on the discussion above, it is reasonable to assume that most difficulties will arise in relation to Articles 5 and 8 of the ILC Articles and probably also with respect to umbrella clauses.
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CORRUPTION is omnipresent. It takes place in all countries, neither being a specific problem of developing economies nor restricted to authoritarian or transitional societies.1 To take the country of the authors, Germany, for example, since the 1990s a public perception has arisen that many decisions on major public procurement contracts, on economic policy, or on important investments may involve illicit payments, or at least the attempt to make them. First, the public was confronted with the Opel and Mannesmann scandals and later learned that even high-level officials, like the former German State Secretary of Defence Holger Pfahls, or members of the national parliament, were involved in corrupt practices. Aside from this inglorious news from the so-called developed world, the serious effects that corruption causes to developing and transitional societies cannot be ignored.2 To mention only the economic effects, it has been estimated that in the construction sector, depending on the country and the project, bribes can amount to from5 per cent to 30 per cent of the project costs. These sums are not available for use in other projects where the country may urgently need them.3

Corruption is also not a recent problem.4 However, during the 1990s the extent of real and perceived corruption rose significantly throughout the world,5 becoming, according to some scholars, even a problem ‘of global revolutionary force’.6 This development occurred because of the globalization of capital flows and a new attitude towards foreign investment in the developing world. The problem of international corruption in the context of international investment is one that is closely related to business ethics.

The following study examines the legal effects of corruption on international investment contracts. It proposes solutions for contracts and dispute resolution and aims at a balance between anti-corruption values and the economic rationality of contracts, in particular the mutual responsibilities of the parties and the specifics of complex long-term projects. The introduction gives an overview of the definitions of key terms, the legal scope of the Chapter, and the legal instruments regulating corruption in foreign investment. Some general characteristics of corruption cases and some systematic remarks on the types of problems and cases are provided in Section 2. There the Chapter examines problems related to the main contract, which is the contractual relationship between the investor and the host state or other investors. It goes on to consider problems of dispute settlement related to the main contract. The Chapter then deals with problems of agency agreements, which are contracts between investors and intermediaries, mostly consultancy firms, and the dispute settlement problems related to these agency agreements.

(1) THE NOTION OF CORRUPTION AND THE NOTION OF INTERNATIONAL INVESTMENT

The study draws on an analysis of 36 cases from arbitration and litigation from the last three decades.7 The sample includes arbitrations before the ICC, ICSID, UNCITRAL, NAFTA, and ad hoc tribunals. These were selected using the following notions of investment and corruption:

(a) The term investment shall refer for present purposes to foreign direct investment (FDI). According to a common definition used by the OECD and the EC, foreign direct investments are those made by non-residents to establish lasting economic ties with a foreign enterprise, which allow the investor to exercise effective influence in the management of that enterprise.8 The criterion of influence helps distinguish direct from portfolio investment.9 The concept of foreign direct investment covers not only ‘greenfield investment’ (creation of a new enterprise) and the 100 per cent purchase of an existing enterprise by mergers and acquisitions. The partial purchase of an existing enterprise can also be a foreign direct investment, as long as it guarantees to the investor influence on the management, which is assumed when he or she holds a share of more than 10 per cent of the market value.10 In addition, since the development of the ‘new forms of investment’, the concept of FDI also includes ‘turn-key’ projects, ‘product in hand’, ‘BOT’ (‘Build, Operate, and Transfer’) projects, and ‘buy-back’ agreements between companies or with the host states’ governments.11

(b) Article 1.1 of the OECD Convention on Combating Bribery of Foreign Public Officials in International Business Transactions, defines corruption as, ‘intentionally to offer, promise or give any undue pecuniary or other advantage, whether directly or through intermediaries, to a foreign public official, for that official or for a third party, in order that the official act or refrain from acting in relation to the performance of official duties, in order to obtain or retain business or other improper advantage in the conduct of international business’. This definition refers to the so-called ‘hard’ corruption to public officials.

For the purposes of this chapter, a notion of corruption is used that is broader in two senses. First, in contrast to ‘hard corruption’ the concept of ‘influence peddling’ (‘trading in influence’ or ‘trafic d’influence’) will also be included. Influence peddling is the offering, giving, or promising of an undue advantage to a person like an expert or consultant who then sells their influence to the government. The reason why this is not covered by the OECD definition is that there was no international consensus over whether or not influence peddling should be established as a criminal offence. Today, a universal consensus on disapproval of these activities seems to be easier to achieve.12 In an international investment context, influence peddling is a very frequent phenomenon and will therefore be included in the notion of corruption in this chapter.

Secondly, the OECD definition covers only the bribing of public officials. For the purposes of this study, the bribing of decision-makers in the business world will also be included as it is in several international documents.13 Most international arbitrations deal with the bribing of public officials in their position as decision-makers.14 With the privatization of public functions, these cases will probably become of greater importance in the future.

(c) Corruption in the context of international direct investment touches on many aspects of the legal system. The debate on corruption in the foreign investment context as a criminal offence started in the USA in the highly moral post-Watergate atmosphere. Until then, corruption had been a criminal offence exclusively in the domestic context, due to the principle of territoriality and the idea that every country should be responsible for the integrity of its own officials.15 When the US Congress passed the Foreign Corrupt Practices Act (FCPA) in 1977, the USA was the first country in the world to impose serious criminal consequences for the bribing of foreign officials. Domestic pressure by the American business community not only caused several amendments to the FCPA,16 but also induced the US government to press for an international anti-corruption agreement in the UN and OECD. However, only after the end of the Cold War and amidst a growing anti-corruption climate in Europe, did the international community give up its resistance,17 which had been nurtured by the fear of a hidden trade agenda,18 the wish for own business advantages and by lack of interest.19 In the 1990s, several international conventions had been concluded that obliged the signatory states to make the bribery of foreign decision-makers a criminal offence. The FCPA and the criminal laws passed since then in most countries20 have, however, remained an issue of controversy.21

The treatment of transnational bribery in tax law has developed very similarly to that in criminal law. Home states that accept the tax deductibility of bribes to foreign officials provide an incentive for illicit practices. Abolishing the tax deductibility of foreign bribes was therefore the next important task of the OECD, whose Council consented in 1996 to the Recommendation on the Tax Deductibility of Bribes to Foreign Public Officials. One of the last countries to give up tax deductibility was Germany.22

Foreign investment frequently takes place in the context of international investment protection and multilateral investment guarantee agencies. If corruption occurs, it may be asked whether the illicit background of the whole investment affects the insurance protection given by multilateral agencies. Corruption also increases the costs of international investments, so some organizations have begun to ask about the possibilities and benefits of corruption insurance.23

In the follow-up procedures after the OECD Convention 1996, the laws on unfair competition were strengthened as a means to combat corruption. Corrupt practices are held to violate fair competition laws. Some countries, such as Japan, considered extending their laws on unfair competition in implementing the OECD Convention.24

Corruption in the international investment context may have effects on decisions based on public law, rendering them void or voidable, as well as perhaps not influencing their validity. Examples are public procurement decisions, or decisions based on public law related to the realization of investment, such as planning permissions or concessions based on environmental law.

Today investments are typically structured by one or several contracts between investors and the host states—in addition to, or even rather than by, concessions and other decisions of public law.25 If the investor has bribed officials of the host state during the negotiation of these contracts, the host state may claim the invalidity of the main contract. If the investor did not commit the offence but used intermediaries (eg a consultancy firm) for the negotiations, disputes may arise between the intermediary and the investor about the legality and the validity of their agreement. These disputes may include claims for restitution or for damages arising from the corrupt practices.

In any of these disputes where corruption is an issue, problems may arise as to the adequate form of dispute settlement in arbitration and litigation. While the problems of criminal, tax, insurance, and unfair competition law depend on the domestic legal context, contractual relationships between foreign investors, host states, and intermediaries tend to be solved in an international setting, mostly using international arbitration as a mechanism for dispute resolution. This chapter will deal with contractual relations and with the possibilities for dispute settlement in relation to foreign investment. It will exclude the issues of criminal, tax, insurance, and unfair competition law and will touch on public law only where necessary.

(d) The international community has adopted a series of multilateral instruments since its efforts to address the problem of corruption in the 1990s. The earliest of these were signed in the OECD context: The OECD Recommendation on Combating Bribery in International Business Transactions in 1994, the OECD Recommendation of the Council on the Tax Deductibility of Bribes to Foreign Public Officials in 1996, and the OECD Convention on Combating Bribery of Foreign Officials in International Business Transactions. Regional efforts led to the Inter-American Convention against Corruption, adopted by the OAS in 1996, and the African Union Convention on Preventing and Combating Corruption of 2003. The European Union has adopted the Convention on the Fight against Corruption involving Officials of the European Communities or Officials of Member States of 1997 and launched several initiatives on criminal law enforcement.26 The Council of Europe passed the Criminal Law Convention on Corruption and the Civil Law Convention on Corruption in 1999. Some international bodies addressed the problem of prevention, and passed Model Codes of Conduct, among these the Council of Europe in its Recommendation on Codes of Conduct for Public Officials (2000) and the International Chamber of Commerce—ICC—in its Rules of Conduct for Corporate Self-Regulation of 1996. The most recent and most comprehensive multilateral instrument is the United Nations Convention against Corruption of 2003 (entry into force: 2005).

These multilateral instruments typically do not deal with the consequences of corruption in private law. The OECD Conventions and Recommendations concentrate on criminal law, tax law, and law enforcement,27 the Inter-American, African, and European Instruments on prevention and on criminal law. Codes of Conduct aim exclusively at prevention. The only instrument that deals with private law in detail is the Civil Law Convention of the Council of Europe. It addresses loss caused by corruption (Arts 3–7), contracts (Art 8), evidence, and court procedures (Arts 9–12).

The same situation is prevalent in bilateral and national instruments. Bilateral Investment Treaties (BITs), which address investment protection in situations of political uncertainty, regulate the admission, treatment, expropriation, and dispute settlement in the context of international investment rather than questions of related contracts.28 The recent national laws mentioned above address foreign bribery from the point of view of criminal law. The legal consequences of bribery in a foreign investment context therefore have to be solved by general national regulations of contract law in home and host states, the conflict rules of international private law, and by customary international law.

(2) CHARACTERISTICS OF CORRUPTION CASES IN FOREIGN INVESTMENT

Although corruption takes place in an infinite variety of constellations, all known cases dealt with in arbitration or litigation have had some features in common. A brief overview of these general characteristics seems to be appropriate, followed by the two principal types into which they can be divided. In the first category, the parties involved are arbitration or litigation the investor and the host state or a state-owned and governed entity. In the second category, the investor has undertaken the business through an agent/intermediary and has an arbitration or litigation with the latter.

International arbitration dealt with the issue of corruption as early as the 1960s, and some doctrines that are still valid today were developed at that time. Nevertheless, the ‘corruption eruption’ of the 1990s has led to an increased number of international arbitrations on the issue during the 1990s. Arbitrations now cover cases involving the highest-ranking officials of a state, such as its president or members of the cabinet, as well as the corruption of lower grades in the hierarchy, though, particularly in infrastructure projects of national importance, the involvement of higher grades may be more probable.29

The most striking similarity within the group of cases analysed is their relation to a rather limited area of foreign investments. By far the majority of cases deal with infrastructure projects, like energy plants, telecommunication systems, or waste landfills.30 The value of an investment project may be billions of US dollars. The next group in size terms concerns the purchase of armaments and the construction of military training facilities,31 followed by the exploitation of natural resources.32 Cases with no connection with relation to public procurement are relatively rare, the few known examples relating to privately run petrochemical projects, tourism, and a cotton-spinning factory.33

Geographically, although corruption occurs around the world and capital flows do not only move towards the developing world but also between developed countries34 and from oil- and gas-producing countries to all others, most arbitrations where corruption was an issue related to investments in South Asia and the Middle East.

Investors hardly ever commit illicit activities themselves. In the majority of the cases, they contract intermediaries, often agents or consultants, to act on their behalf. The advantages for the investor are obvious: he does not have to lose face to anyone, and leaves the ‘dirty work’ to others. In addition, the agent or consultant often has their seat of business in the host country, or is even a national of it. Thus, he or she is culturally and geographically closer to the officials of the host country and knows more about their culture, including the habits governing corrupt practices.

From a systematic point of view, most cases where corruption has been an issue in arbitration fit into one of the following two types.35 In the first category, the parties involved are the investor and the host state or a state-owned and governed entity. They have entered into an investment agreement, for example a joint venture, BOT, or turn-key contract. During or after realization of the investment, a dispute has arisen between the parties about some conditions of the agreement. Typically, the host state has not honoured its contractual obligations, forcing the investor to initiate arbitration. Often an important reason for the dispute results from the internal politics of the host state: a new government has recently come to power and is reviewing critically the acts of its predecessor government. It highlights the fact that the contract with the investor was not concluded in a correct fashion but was based on the bribery of previous government members. It therefore contests the obligation of the host state to fulfil the contract. Economically, this is the most important type of dispute which, because of its frequent occurrence in relation to infrastructure projects, may involve billions of US dollars. From a legal point of view, it poses complex legal problems. From the36 cases studied, 11 cases fall into this category.

The remaining 25 cases studied belong to agency agreements. The parties—investor and agent/intermediary—have concluded an agency agreement. The agreement usually obliges the agent to develop intermediary activities (such as legal and fiscal advice or consultancy) to help the investor to obtain a certain public procurement or infrastructure contract. The investor is to pay the agent a commission in the event of success, in other words, if the investor gains the contract with the host state or one of its public entities. The commission is determined as a percentage of the main contract’s volume: percentages may vary widely between 1.5 per cent and 33.33 per cent (both in ICC case no. 6497).36 After the host state has awarded the contract to the investor, there is usually a characteristic pattern: the investor refuses to pay the agent the commission due to him or her under the agency agreement. The agent then initiates arbitration. The investor then contests that the agency agreement was invalid ab initio for its illegal content. He or she alleges that the real objective of the agreement was to bribe foreign officials in the host state, and that only part of the commission was to serve as remuneration for the service provided by the agent, the greater part of the commission being due to be passed as bribes into the hands of the state’s officials in their capacity as decision-makers.

(a) Type 1: The Main Contract

What are the legal problems related to the main contract between the investor and the host state, once the host state has raised allegations of corruption and therefore considers the contract to be invalid or unenforceable? This is a much-disputed area. However, sound solutions are required because of the immense economic impact foreign infrastructure projects may have on the host state as well as on the investor.

An arbitral tribunal may find the main contract to be valid and enforceable, even if tainted by corruption. The modification and adaptation of the contract by the arbitral tribunal allows for flexible and economically adequate solutions. It will be examined whether or not the legal transactions that typically accompany the main contract share its fate. Questions of restitution are often raised in these cases. Less frequently, claims for damages occur. Each issue will now be considered in turn.

(i) Reasons for Holding the Main Contract to be Invalid or Unenforceable

The most obvious legal function of alleged corruption in a dispute between investor and host state on the main contract seems to be to support the attempt of the host state to be relieved from its contractual obligations. Some host states simply held the main contract to be invalid because of corruption37 while others considered it unenforceable.38 At first sight, it seems indeed natural that a contract obtained by illegal means like corruption is void. By analysing the arguments offered by host states in arbitrations related to main contracts, one can distinguish three reasons, each one leading to invalidity or unenforceability of the contract as a legal consequence of corruption.

First, national laws may contain mandatory rules providing for corruption itself as a primary reason for nullity.39 Then a contract concluded under the influence of corruption is ipso iure and ab initio null and void. This position is based on the idea that corruption is illegal and/or immoral and so courts or arbitral tribunals should not lend their jurisdictional power to enforce contracts infected by it (nemo auditur suam turpitudinem allegans). In such situations, the host state simply deems a contract ‘without consideration, unauthorized, illegal and fraudulent (to be) ineffective in law’,40 for ‘where a contract has been obtained by bribes, it shall not be enforced’.41 Here corruption itself is regarded as sufficient reason to render a contract void or unenforceable. In a recent case, an ICSID arbitral tribunal held the main contract unenforceable for corruption under English law and the law of the host state, Kenya.42

However, the main contract between host state and investor in most cases is subject to the substantive laws of a neutral third country like Switzerland. This choice of law by the parties made prior to concluding the main contract specifically excludes the application of mandatory laws of the host state by the arbitral tribunal. It is therefore consequent that the Swiss Federal Court in such circumstances has held the main contract to be neither illegal in terms of breaking Swiss anti-corruption laws, nor immoral by Swiss standards or in consideration of foreign mandatory anti-corruption laws.43

Secondly, the invocation of invalidity of the main contract may be based not on the national law of the host state, but on international anti-corruption policy.44 The arbitrator is obliged to render an internationally enforceable award and has to comply with international public policy (cf Art 5 § 2 b New York Convention). In recent years, the international community achieved a far-reaching anti-bribery consensus, as can be seen from the multilateral activities on combating corruption. Anti-corruption has become part not only of international but transnational public policy just like combating terrorism, drug trafficking, or smuggling.45

However, there is no transnational consensus on the legal consequences of corruption as far as the invalidity of the main contract is concerned. On the contrary, one of the recent multilateral instruments gives a strong indication that the international community does not support ipso iure nullity. The parties to the Civil Law Convention on Corruption of the Council of Europe agreed on a solution that leaves the contract valid and only gives the parties the right to have the contract declared void by a national court.46 One may therefore conclude that the rule of ipso iure and ab initio nullity does not belong to the shared legal and moral values of contemporary states and that international public policy does not contain this rule.

A third argument for invalidity is that corruption causes a defect of consent to the respondent state. The state is not subject to any contractual obligation concluded by its corrupt official because it was not able freely to exercise its choice. Several international documents support this point of view. Article 50 of the Vienna Convention on the Law on Treaties deals with the case that the consent of a state was caused by bribery to one of its officials, treating this as a defect of consent.47 Article 8(2) Civil Law Convention of the Council of Europe is based on the same idea, referring to the state ‘whose consent has been undermined by an act of corruption’. However, the consequence of these provisions is not ipso iure invalidity of the contract but its avoidance on request of the party suffering from the defect.

(ii) Reasons for Holding that the Main Contract Remains Valid and Enforceable

One may conclude that unless the applicable national law provides a rule of ipso iure nullity, corruption does not render the main contract invalid or unenforceable. On the contrary, there are reasons that strongly support the validity of the main contract, particularly if high-ranking officials of the host state are involved, like members of the cabinet, their deputies, or even the prime minister or president of that state.

International law contains the fundamental principle of state responsibility,48 referring to ‘the accountability of states for violation of international law, and the requirement that states make reparation for such violations’.49 With the growing international consensus on anti-corruption, and the signing of multilateral anti-corruption conventions, hard corruption is to be considered as a violation of international law. Accountability means in this context that states have to bear the consequences of corruption and assume full responsibility for the actions of their organs. This is obvious if the highest-ranking hierarchy, such as heads of state or the prime minister, is involved in the corrupt acts. It is not different if the state is represented by corrupt lower-ranking officials, like heads or deputy heads of departments.50

State responsibility includes contractual responsibility, which means that the state must in general meet its obligations as a contractual party in spite of the corrupt activities of its officials.51 The economic argument for this principle is simple: if the state could easily avoid any obligation resulting from a contract tainted by corruption, it could profit from its own violation of international law. Various scenarios underline this argument. If corruption has the force to render a contract automatically invalid, states could withdraw from their obligations merely by presenting an incident of bribery, which, in a world of omnipresent corruption, would not be too difficult to find. In a situation where a government simply seeks to avoid contractual obligations because it may have developed a liquidity problem, or because the price of the relevant goods produced under the main contract has changed, the state would have an easy instrument to do so. The host state could break the contract and, when the investor seeks compensation, argue that the contract is invalid. This would favour the host state in an unjustified way in relation to the investor and lead to irrational and unjustified terminations of contracts. Anti-corruption policy protects not the parties to the dispute but the citizens and consumers who pay for corruption through higher prices and taxes. However, this is not an argument for the invalidation of the contract.52 Invalidating the contract may lead to the economic destruction of the investment. This may have serious effects on the economy of the host state, including its infrastructure. Moreover, it contradicts the host state’s obligation of investment protection. Finally, if investors cannot trust in the state’s responsibility towards its contractual obligations, this will have a negative effect on the investment climate and on the state’s attractiveness to foreign investors.

The doctrine of state responsibility does not lead to the nullity of the contract on grounds of immorality, but rather points in the direction of the continuing validity of the contract in spite of corruption. International arbitration has so far not taken a clear position between these two possibilities. Although states as respondents have frequently claimed invalidity, only recently have arbitrators decided a case relying on this issue. The Supreme Court of Pakistan in the HUBCO case decided on jurisdiction only and not on the merits of the case, and the dispute was later settled outside arbitration by adaptation of the contract.53 In Himpurna v PLN, Oil Fields of Texas v Iran, and American Bell v Iran, the arbitral tribunals found that there was insufficient evidence of corruption.54 In Wena Hotels v Egypt, the arbitral tribunal held that the validity of the contract was irrelevant for the existence of the damages claimed and so did not decide on the legal consequences of corruption.55 The arbitral tribunal in the Himpurna case emitted a serious warning about the economic effects of the theory of invalidity of contracts,56 while the arbitral tribunal in World Duty Free v Republic of Kenya held the main contract to be unenforceable, according to international public policy and national law.57 It seems too early to find a consolidated position of arbitral tribunals, although there seems to be at least a certain degree of reservation.

(iii) Modification and Adaptation of the Main Contract

If the main contract remains valid and enforceable, this does not mean that corruption has no effect on it. It is obvious and essential that an arbitral tribunal divides the legal consequences of corruption reasonably between the parties. The party that initiates an arbitration may seek settlement of a dispute about its contractual duties and performance in the past but it may also look for a decision related to its future rights and duties. This is particularly so in the context of investment arbitration. In this context, the term ‘modification’ will be used for the changing of rights or obligations related to the past.58 If contractual provisions need to be changed or amended, with effect for the future, this will be referred to as adaptation of the contract.59

Contract adaptation is commonly used to deal with unforeseen developments after the contract has been concluded, especially in situations of force majeure and the appearance of special risks. Corruption, however, is a problem inherent in the contract from its beginning. It leads to a situation that has much in common with one calling for contract adaptation. It is only discovered, or at least made public, at a stage after the conclusion of the contract. The parties will then have to deal with a situation that in reality is unbalanced but was intended to appear to others to be fair and reasonable.

Modification or adaptation of a contract by an arbitrator, although at first sight practicable and helpful, is a sensitive process touching the heart of party autonomy. As the basis of all commercial activity, the parties’ autonomy and freedom of choice find their clearest expression in the contract. Intervening in the result of their negotiations without the consent of the parties by an arbitral tribunal can only be accepted in extreme situations.

Corruption is one of those extreme situations. It may require the modification of a contract leading to its partial invalidation. In long-term contracts on goods or services, the price for each unit may contain a kick-back element, as was allegedly present in the Hubco environment. There, the price of deliveries, already performed in the past, may be reduced ex post to a fair market price and the part of the price containing the corrupt kick-back element may be invalidated. This may lead to a claim for partial restitution on behalf of the state as buyer of goods or services. It will be discussed below whether such a claim should succeed.

Adaptation of a contract by an arbitral tribunal with effect for the future is a more difficult problem. The arbitrator, in adapting the contract for the future, does not act in his or her normal function that aims to produce an enforceable award. National laws provide different provisions as to whether the arbitrator is able to do so.60 A general rule is missing,61 and the matter has been hotly disputed.62 In any case, the arbitrator has to take the will of the parties into consideration. His or her authority is limited by the request for relief. A party may only seek a decision for monetary claims brought before the arbitrator and prefer to renegotiate its contractual relationship outside the arbitration proceedings or take recourse to non-binding conciliation processes as offered by ICC and UNCITRAL. The arbitrator is thus not allowed to exceed his or her power by adapting the contract for the future. A party may ask for a declaratory judgment that its contract with the state is valid in spite of alleged or even proven corruption. It may request the arbitral tribunal to determine the fair market price for goods and services it is to deliver to the state in the future. A state may request the arbitral tribunal to redraft certain clauses of the contract as set out in its request for relief, should the arbitral tribunal not hold the contract to be invalid in toto because of the elements of corruption present in its past relationship with the foreign investor. It is also possible that the parties seek mere guidelines for their ‘complex future cooperation’ from the arbitral tribunal,63 and this may be a reasonable way to deal with the situation.

The criteria for modification and adaptation have to be taken from the whole of the contractual and economic relationship between the parties. The starting point has to be the will of the parties at the moment when they concluded the contract. The arbitral tribunal must also consider the role both parties have played in the corrupt activity. It has to ensure that they do not benefit from their corrupt behaviour. Where market prices for goods or services are taken into consideration, they must be those that were in force at the time the contract was concluded, and not those at the time of the decision. Where public tendering processes have taken place, the cheapest offer within the tendering process can be taken into account.

An important element is the status of the contractual relationship at the time arbitration is initiated by one party. If the investor has not yet started to perform its obligations, or where performance is only at the beginning, it may be a fair solution to declare the whole contract void because of corruption. However, nullity of the contract may no longer be fair and reasonable, once the investor has performed a major part of its obligations. Corruption is no justification for expropriating the investor without any fair and reasonable compensation by declaring the contract to be null and void at such a late and advanced stage of the relationship between the parties.

(iv) Related Legal Transactions Containing the Investment

Any substantial foreign investment like a BOT project consists not only of one agreement, but normally of several related legal transactions between different entities or persons. Normally the act of corruption takes place by way of a separate contract, where visible links between the corruption and the investment project are not always easy to detect.

The specific contract of tacit understanding between the investor (or his or her intermediary) and the deciding official of the host state (or his or her intermediary), containing the favour the official is to receive as ‘remuneration’ for the business opportunities granted by the state to the investor, relates to the inner core of corruption. This contract or understanding is the actual corruption agreement. This agreement is invalid ab initio due to the illegality of its content. The illegality of the transaction may result from national contract laws, like Articles 19 and 20 Swiss OR or § 134 German Civil Code—BGB—from national criminal anti-corruption laws, or from international anti-corruption policy. Its illegality is part of a transnational public order as best expressed in the International Law Association’s resolution passed at its Delhi conference in 2002. The invalidity of the corruption agreement is not disputed. If the official has not yet received his promised remuneration for his corrupt activities, any claim for such remuneration must be dismissed by a court or arbitral tribunal. Neither can the investor, in case the official has already received his remuneration as an advance payment, but has not yet ‘performed’ what was expected of him, sue successfully for performance or request his money back.

Secondly, complex infrastructure projects are frequently based on a multitude of interdependent but individual contracts. Individual contracts of this type may contain in addition to the ‘main contract’, regulations about financing, corporate structures, or insurance. They are to be treated independently, according to the same rules as the main contract. If they were affected by corrupt means separately, they can be separately modified.

Thirdly, related actions of public law are to be taken into account. In some countries or situations, investors need concessions for the investment itself. Nearly always, they have to apply for administrative acts, such as planning permissions or mining concessions, for the realization of the investment. These actions are subject to national public law. In German administrative law, public decisions affected by corruption are not invalid but can be revoked easily by the deciding public entity.64 The question of whether the fate of the act of public law has any consequences for the main contract has to be decided according to the law applicable to the main contract.

(v) Remedies

One of the reasons why arbitral tribunals have been restrictive in invalidating main contracts may be that invalidity leads to very unpleasant results in restitution. Should the host state really have to give back the whole investment, the nuclear power plant, the petrochemical project or the cotton factory? This does not correspond to the will of the parties, nor to their mutual economic interests. Investors cannot simply ‘take back’ complex long-term projects and reinstall them in a new environment without significant loss. Accordingly, recovery problems may be solved as follows.

The substance of the investment—for example, the power plant, the factory or the construction—stays with the host state. Generally, the main contract remains a valid causa for the investment.

The corruption agreement is null and void and is therefore not a causa for the bribe. However, the rule nemo auditur suam turpitudinem allegans hinders the parties to an illegal contract in recovering any payment if they have already performed what was expected under the agreement. This rule is usually applied very restrictively because it favours the recipient of the illegal payment, and it is too inflexible to solve complex conflicts.65 However, in the case of the already paid bribe the result does not seem unjust, because court protection of a claim on an illegal ground must be refused.

In a case where the bribe has already been paid, and the official has already ‘performed’ what was expected of him or her under the agreement whether in part or in full, there will be no restitution between the investor and the official(s) involved. The investor will not get the bribe back or its equivalent in monetary terms. On the contrary, the official will have to pass the monetary equivalent of the bribe he or she has received from the investor on to the state.

If the arbitrator is to adapt a contract, he or she may declare some of its conditions unacceptable and therefore invalid because of corruption. To recall the easiest case, the marking up of prices, if he or she changes the price provisions, this would in effect declare the exorbitant price as unacceptable and the market price as valid. The payments performed in order to fulfil the exorbitant price would have been paid without causa. If they can be identified as a quid pro quo for the bribe, the rule nemo auditur suam turpitudinem allegans applies, and the payments cannot be recovered. This is not unjust because the loss of restitution can be seen as equivalent to the loss of restitution of the bribe and even more as a deterrent for the bribe-payer. In more complex cases, in which the quid pro quo character cannot be determined clearly, recovery is not excluded.66

In several situations, instead of or in addition to claims for restitution, the parties may claim damages. The Civil Law Convention on Corruption of the Council of Europe contains some relevant regulations. These establish the obligation of the states’ parties to provide for effective compensation mechanisms for all persons who have suffered damage because of corruption (Art 3). The conditions are that the respondent has committed, authorized, or failed to prevent the act of corruption, the plaintiff has suffered damage, and there is a causal link between the act of corruption and the damage (Art 4). Each state has to bear responsibility for its officials (Art 5); the compensation has to be reduced if the plaintiff contributed to the damage (Art 6); and the damage has to be claimed within a limitation period of not less than three years (Art 7). Except for the strict limitation period in the last provision, those are general principles of many national laws. However, in arbitration, claims for damages have not yet become an issue.67

(vi) Dispute Settlement

Some respondents argue that corruption cases are generally not subject to arbitration because they include problems of public law and policy and issues of criminal law.68 Some national courts have confirmed this position, for example, the Supreme Court of Pakistan in its three–two majority judgment in the HUBCO case, which found that corruption cases required a ‘finding about alleged criminality’ and therefore were ‘not referable to arbitration’.69 In SGS v Pakistan,70 the Supreme Court of Pakistan held that in arbitration proceedings the Republic of Pakistan was restricted to ‘the claims based on the terms and conditions of the agreement in question’, which meant that corruption issues should not be discussed.71 According to this idea, a corruption case is ‘not a commercial dispute arising from an undisputed legally valid contract, or relatable to such a contract’.72 One reason for such decisions may be that host states prefer that corruption committed by their officials is not an issue discussed in the forum of international arbitration.

This position is not convincing. Claims out of contracts remain contractual claims even when preliminary questions may refer to different fields such as tax, criminal, and public law. A contract tainted by corruption remains a commercial contract and is therefore referable to arbitration.73 This is also the arbitral practice, which deals with contractual cases as commercial disputes even if corruption is involved.74 ICC No. 6474 was a case where the respondent alleged the arbitration agreement itself to be specifically ‘induced by corruption or fraud, or … tainted by illegality’.75 The arbitral tribunal rejected this argument for lack of evidence. However, in an obiter dictum, it made it explicitly clear that a claim on the non-performance of a contract is always a pecuniary claim.76

Courts of the respondent states may decide differently. In the HUBCO judgment, the Pakistan Supreme Court did not even insist on evidence of corruption but considered prima facie allegations of corruption as sufficient to exclude the arbitrability of the contractual relationship.77 If, according to this judgment, even an allegation of corruption could render an issue non-arbitrable, arbitration in a world of almost omnipresent corruption, particularly in the foreign investment context, would become close to impossible.78 This means that the arbitrator has to consider criminal anti-corruption laws as part of the applicable mandatory law. When corruption is alleged by one of the parties, he or she has to apply the criminal law of the lex contractus. In addition, he or she may apply the relevant provisions of the international anti-corruption instruments which show that anti-corruption is part of transnational public policy.79 However, none of this abolishes the arbitrator’s power to decide on the merits of the case.

After the issue of arbitrability, the standard of proof is one of the most contentious problems of corruption cases in arbitral practice. Usually, arbitrators consider a fact as proven if there is a ‘preponderance of evidence’. This means that the existence of a fact is more probable than its opposite or its non-existence.80 However, for evidence of corruption, some arbitral tribunals have demanded a higher standard of proof.81 The tribunal in the Westinghouse case, considering bribery in private law cases a species of fraud, required ‘a clear preponderance of the evidence’.82 In ICC No.5622(Hilmarton), the tribunal required evidence ‘beyond doubt’, and in the Claude Reymond award from 1995 ‘further and direct evidence’.83 In the first final award of 1999 in the Himpurna case, the arbitrators required ‘clear and convincing proof’.84

The reasons for an elevated standard of proof are diverse. In the Westinghouse case, the tribunal argued that there is a general rule of international law that ‘fraud is never lightly to be presumed’.85 However, it remains doubtful where such a rule can be found. If the idea behind this is that corruption and fraud are something startling and improbable,86 this does not seem adequate in today’s world of omnipresent corruption.

In the Himpurna case, the tribunal held that ‘there is a presumption in favour of the validity of contracts; that this presumption is healthy; that it is strengthened when contracts have provided the basis upon which many persons have acted over time, and that a finding of illegality or other invalidity must not be made lightly, but must be supported by clear and convincing proof’.87 The tribunal, by raising the standard of proof, did not actually deal with problems of evidence as such. It tried to evade the consequences of ipso iure invalidity of the main contract. Leaving the contract valid and open to modification (unless national laws provide for invalidity) is a methodologically more transparent and more flexible solution.

A second group of tribunals take into account the difficulties of the alleging party in proving corruption and therefore make the evidentiary burden easier for that party, requiring only ‘serious indices’88 or a situation where ‘no reasonable doubts remain’.89 The tribunal in ICC No. 649790 even considered shifting the burden of proof for circumstances that belonged to the sphere of the claimant.91 In the end, it did not do so because the respondent’s main witness refused to tell the names of alleged beneficiaries of the bribes in question. So, more than with the standard or burden of evidence, this case dealt with the refusal of both parties to cooperate fully with the procedure,92 the tribunal having to apply general rules.

For the principle of equality of the parties, the usual standard and burden of proof should be applied, as was done by a third group of tribunals.93 A higher or lower standard of proof is unjust because it leads to inequality of the parties. Corruption is normally invoked by the respondent party, who wants to evade its obligations, and therefore bears the burden of proof. If a higher standard of proof were required for allegations of corruption, this would typically give the claimant an unjust advantage. For the same reasons, lower standards of proof should not be applied.

A final set of issues arising out of dispute settlement under main contracts concerns public policy values in setting aside and enforcement procedures. An internationally recognized principle supports the finality of awards. National courts may only refuse the enforcement of an award, obtained in an international commercial arbitration, or set it aside, for issues of public policy (Art 5, § 2 b United Nations New York Convention),94 a notion which should refer to the national concept of international public policy but not to domestic public policy.95 Corruption cases are to be treated by applying these general rules. This means that there should be no re-opening of the facts and law unless a violation of international public policy is involved.96 Anti-corruption values relating to hard corruption are considered as part of international public policy, whereas the banning of influence peddling is sometimes not yet considered a part of such policy.97

After the enforcement proceedings in the Soleimany v Soleimany case in England, some confusion appears to have arisen about the finality of awards. The ad hoc tribunal in this case, the Beth Din, a body that applied Jewish law, had considered the contract as illegal due to violation of Iranian export laws, but illegality was without effect under the applicable Jewish law. The Court of Appeal refused enforcement because an English court would not ‘enforce a contract governed by the law of a foreign and friendly state … if performance is illegal by the law of such country’.98 The Court pointed out that ‘an enforcement judge, if there is prima facie evidence from one side that the award is based on an illegal contract, should inquire further to some extent’. The Court should conduct a summary examination into the facts and law, including into the way the arbitral tribunal conducted the proceedings.

However, the Soleimany decision concerned an exceptional situation. It dealt with a case of open illegality, where ‘it was apparent from the face of the award that the arbitrator was dealing with an illicit enterprise’,99 but without any legal response in the arbitral proceedings. Normally illegality based on corruption is not obvious but disputed by one party. In such cases, where the arbitral tribunal had dutifully examined but not accepted illegality, any re-opening of the facts and law in the setting aside or enforcement proceeding is to be rejected.100

(b) Type 2: The Agency Agreement

Two types of anti-corruption laws can influence the contractual relation between investor and intermediary: laws that prohibit intermediaries and/or laws that criminalize corruption. If the agreement is invalid and the parties have already performed, restitution problems can also arise.

(i) The Prohibition of Intermediaries

Many countries have anti-corruption laws that forbid the activity of intermediaries in public procurement matters. Some of them ban the activities of intermediaries completely;101 some restrict them to registered consultant firms,102 or to domestic citizens.103 These laws have a preventive anti-corruption background and are mostly part of the legal systems of investment-importing countries. They are based on the idea that the work of intermediaries is a typical instrument for disguising corrupt activities. Although they have their explicit sanction in the field of criminal law, a state that considers these practices as illegal will not be willing to enforce contracts dealing with them. Consequently, agency agreements are likely to be held invalid within the legal order of the host state.

Agents and investors frequently seek to evade these provisions by agreeing on a choice-of-law clause in favour of a neutral law that allows for intermediaries.104 For example, the parties in the Hilmarton case concluded an agency agreement on legal and fiscal advice in the context of a tendering process for public works in Algeria. In Algeria, this kind of intermediary activity is illegal. The parties therefore agreed to apply Swiss law.

Such a choice of law is valid and supported by the principle of party autonomy (Art 3 of the Rome Convention of 1980).105 The only limits to the contractual freedom of the parties are norms that call for universal application and invalidate any choice-of-law clause that seeks to evade them (international imperative rules or a priori limits).106 However, banning intermediation in public procurement is not an imperative international rule. On the contrary, many countries, typically the capital-exporting or home countries of investors, do not even disapprove of the intermediary’s activities.107

This finding is supported by the stance of the ‘validation requirement’, which means that ‘from two legal solutions, the judge will choose the one which favours the validity of an agreement’ (favor negotii).108 In ICC No. 4145, the agency agreement contained a choice-of-law clause in favour of ‘the laws of the Canton of Geneva, Switzerland or country X’. These two laws were contradictory in regard to the question of intermediaries. The respondent held the law of country X applicable, because it prohibits the activities of intermediaries. Under Swiss law, the agreement would have been a legal brokerage contract. The arbitrators based their decision in favour of Swiss law on the principle of favor negotii which calls for the application of a law that renders the agreement valid.109

The validity of such a choice-of-law clause does not suggest that prohibitions of intermediaries play no role whatsoever. Some national conflict rules, like Article 19 of the Swiss Private International Law Act, authorize the arbitral tribunal to apply a foreign mandatory law if the case has a close connection and there are preponderant and legitimate interests for its application.110 In scholarly debate, some want to apply foreign mandatory laws generally under similar conditions.111

The prohibition of intermediaries is, however, not a law which has preponderant and legitimate interests for its applications. The Swiss Tribunal Fédéral considers only those laws of preponderant interest that aim at the protection of ‘fundamental interests of the individual or of the human community’.112 The prohibition of intermediaries serves primarily the domestic (social, economic) interests of the host state, and is therefore not to be applied.113

The anti-corruption background of these laws does not lead to a different result. The objective of a law alone cannot lead to its application in a foreign context. Most mandatory laws relate to domestic public policy values. Applying them on this basis would lead to a general direct application of foreign mandatory laws and so cause an unacceptable limitation on party autonomy. Considering that the prohibition of intermediaries is not an international policy value, the violation of foreign laws prohibiting intermediaries as such remains without effect, if the parties have chosen the laws of a neutral third country to govern their contract.

(ii) The Agency Agreement as an Agreement on Illicit Activities

It is undisputed that an agreement, whose objective is to bribe foreign officials, has an illegal objective and is null and void.114 In the frequent cases governed under Swiss law, invalidity follows from Article 20 OR. German law provides nullity for illegality in § 134 BGB. Article 8 (1) of the Civil Law Convention on Corruption obliges the signing states to provide for regulations of nullity.115 According to whichever law is applicable, the arbitral tribunal may require that both parties116 or only one party117 has the intention to act illegally. An agency agreement aiming at corruption is invalid because it violates international public policy. The general rule nemo auditur suam turpitudinem allegans provides that no arbitral tribunal should hold such agreement to be valid. Any award to the contrary should be unenforceable.

In cases where the parties’ conduct is not considered as illegal according to the applicable national law, the contract may still be considered null and void on grounds of immorality. The German Federal Supreme Court so decided even before foreign bribery was declared a criminal offence.118 The arbitral tribunal in the first Hilmarton award considered an agency agreement aiming at ‘influence peddling’ to be invalid because of immorality under Swiss law.119 States that have ratified the relevant international anti-corruption conventions are obliged to combat bribery and therefore cannot enforce such awards.120

Contracts may be invalidated in part only, if the major part of the obligation is legal, the minor part being illegal. An agency agreement may oblige the consultant to further the opportunities of the investor in any legal way possible and to use bribery only as a last resort. In such a case, the agency agreement does not exclusively aim at bribery. It must then be determined whether the objectives of the contract can be separated into a legal and an illegal part. If this is not possible, the whole agreement must be considered invalid.121 If the consultant did not employ any illicit means during his or her services on behalf of the principal, he or she deserves their fees. If he or she did bribe officials, they do not, the contract being void.

(iii) Remedies

Payments to fulfil an invalid contract are performed without causa. However, the principle of exclusion of recovery also applies here. If the investor has already paid the commission, the agent may keep it without being obliged to render the illegal service. He or she may even keep the share that was determined for the foreign official if this part is not claimed by the foreign government. Only in this way can it be ensured that the arbitral tribunal does not lend its discretionary power to the refunding of payments under an illegal or immoral contract.

However, this consequence only appears legitimate if both parties consented with a corrupt intent and therefore the principal deserves the hard consequence of exclusion of recovery. Arbitral tribunals therefore frequently examine if both parties participated equally in the violation of public policy. Only then is it ensured that ‘one party is not thereby enabled to reap the fruits of his own dishonest conduct by enriching himself at the expense of the other’.122

(iv) Dispute Settlement

A number of specific dispute settlement problems arise in relation to the agency agreement. If the agency agreement is per se null and void, it has to be examined whether the related arbitration agreement is itself invalid or if it is independent of the agency agreement. Agency agreements never expressly contain consent to corrupt activities, so special issues of evidence arise in arbitral proceedings. Finally, the rule of anti-corruption policy values in setting aside and enforcement procedures shall be considered.

The severability (or separability) doctrine implies that the arbitration agreement remains binding in spite of the invalidity, unenforceability, or termination of the underlying contract.123 This is laid down in Article 16(1) of the UNCITRAL Model Law on Arbitration and most of the institutional arbitration rules like Article 6(4) ICC Rules.124 In a much discussed award of 1963 (ICC No. 1110), Judge Lagergren held that the separability doctrine does not apply where corruption is at stake.125 A contract that violated morality and international public policy should not be subject to an arbitral award that could be enforced under the New York Convention.126 The arbitrator should therefore deny his jurisdiction from the beginning.

Since the 1980s, however, there has been consensus within arbitral practice that the severability doctrine also applies to corruption cases.127 This change reflects a growing confidence in international arbitration as an instrument to protect international public policy.128 Indeed, the general reasons for the severability doctrine apply fully to the needs of corruption cases. If the arbitration agreement were dependent on the underlying contract, the arbitral tribunal would first have to examine in extenso the validity of the agency agreement, which in many cases will be the main problem of the dispute. If it concluded that the agreement was a contract on bribery and therefore invalid, the tribunal could not use this result to judge the merits of the case, but should immediately dismiss the claim for lack of arbitrability. Until then, the examination of the contract would have taken place before an arbitral tribunal that did not even have the competence to examine the contract. Party autonomy is much better served if the arbitrator accepts the case and decides that the contract is null and void.129 If he or she gets it wrong, the award will be set aside or rendered unenforceable.

As to the standard of proof, the same principles apply as discussed above for the main contract, which means that the general standard of ‘preponderance of probability’ should be applied. In cases of agency agreements, an additional problem arises. The circumstances that determine the reason for their invalidity are not external facts. It is, for example, irrelevant whether or not the intermediary indeed offered bribes to public officials, and whether or not they accepted. The only fact that decides on the validity of such contracts is whether the agreement (expressly or silently) contemplated the bribing of foreign officials or not. However, the parties almost never document such consensus in a written agreement. Witnesses who can speak about the real intentions of the parties are rare.130 To determine the ‘real’ objective and content of these contracts, arbitral practice has therefore developed some indications that are useful as circumstantial evidence.131

First, arbitrators look at the nature of the services that the agent really performed. If it can be established that he or she later spent a large part of the commission in bribing foreign officials, this can be an indication that this is what the agent was supposed to do.132 On the other hand, the real and tangible performance of lawful consultancy services was judged to be an indication that the contract did not have illegal objectives.133 One tribunal accepted a very short-term appointment (2.5 months) between a consultant and an investor as one indication among others.134 However, the simple lack of any rendered services cannot be used as an indication that the real objective of the contract was bribery,135 but on the other hand, if the agent claims that he or she had performed legal activities but does not have any documentation of them, this can be an indication that their activities were illegal.136

Similar indications arise from the circumstances of a decision by the public authority in favour of the principal. If it can be established that the decision was taken due to bribery of officials by the agent, this is an indication that the parties to the agency agreement had planned to achieve the decision in this way.137 Arbitral tribunals have, in particular, discussed situations where the final public procurement price had increased without legitimate reason.138

If the parties have agreed on an exorbitant commission, this can be an indication that the commission is not due to stay with the agent but contains a part that is to be used as a bribe. However, as the parties are free to agree on a commission beyond the market price, such a fee is only a weak indication.139 Finally, the identity, status, and structure of the agent can be used as circumstantial evidence. This has been accepted, in particular, if the agent is a former official of the host state.140

Turning to anti-corruption as a policy value in setting aside and enforcement procedures, the principles mentioned earlier—holding that corruption should be treated in enforcement proceedings like other allegations and should not allow for easy re-opening of examinations—apply also in cases involving agency agreements. Agency agreements aiming at corruption violate international public policy and an award relating to such an agreement would be barred from enforcement. However, setting aside an award for corruption will only be practical in exceptional circumstances. A situation such as the Soleimany case, where the tribunal did not take into account international policy because the party acted legally under the applicable law, is hardly imagineable in a case dealing with hard corruption. On the other hand, if the alleging party presents new allegations of corruption before the setting aside or enforcement court, and has a valid excuse why it could not present these earlier to the arbitral tribunal in spite of its best efforts, international policy on anti-corruption would lead to the nullity or unenforceability of the award. In such rare situations, courts should be free to re-examine the award.141

CONCLUDING REMARKS

From the above discussion, the following conclusions can be drawn. As regards main contracts, where corruption is involved the flexible treatment of main (investment) contracts should be preferred, taking the principle of state responsibility into account.

The main contract remains per se valid (unless invalidity follows from the chosen applicable law), but can be modified, adapted, or declared void by an arbitral tribunal in its award. In that way, the investment remains where it is and keeps fulfilling its economic function, the investment contract continuing to be its causa. Related contracts, surrounding the main contract, such as financing or insurance contracts, and related acts of public law, are independent of the main contract and have to be examined separately. In addition, arbitral tribunals should judge allegations of corruption on the facts, applying the usual standard of proof, including circumstantial evidence. In setting aside and enforcement procedures, anti-corruption as an international public policy value should not lead to stricter national control of arbitral awards and to easier re-opening of examination than is the normal standard applied by courts in international arbitration.

In relation to agency agreements, the presence of intermediaries between the investor and the host state is one of the most typical features of corruption in international investment, but should not automatically point to corruption in a dispute between principal and agent. Agency agreements between investors and intermediaries, containing an understanding about the bribing of foreign officials, are invalid. They are not affected by the prohibition of intermediaries that exist in many national laws, but their invalidity is a consequence of the illegality of their objective. Consequently, what has been paid in performance of such an agreement is excluded from restitution. Where corruption is alleged, agency agreements remain arbitrable because of the principle of severability. In this area, arbitral practice has developed a series of indications that may be used to determine whether or not the objective of the agency contract is corruption. Awards that enforce agency agreements aiming at corruption are contrary to international public policy and therefore void.
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CHAPTER 16
REGULATORY TRANSPARENCY

AKIRA KOTERA*

(1) Significance of Transparency

(2) The Expansion of Transparency Obligations in IIAs

(3) Transparency and ‘Fair and Equitable Treatment’

Concluding Remarks

NOWADAYS it is understood that transparency should be observed in numerous types of organizations, including in particular governments and other public bodies. In the contemporary field of international investment, transparency has begun to be characterized as a fundamental principle. Initially required of the host country, it may also come to be required of the home (investing) country and the investor (investing corporation), according to research conducted by the United Nations Conference on Trade and Development (UNCTAD).1 The Declaration of the Doha Development Agenda of the World Trade Organization (WTO), which sought to draft a multilateral investment agreement in the section entitled ‘Relationship between trade and investment’, indicated that transparency would be one of the basic elements of future WTO Investment Rules. It stipulates as follows: ‘In the period until the Fifth Session, further work in the Working Group on the Relationship Between Trade and Investment will focus on the clarification of: scope and definition; transparency; and non-discrimination …’.2

However, early bilateral investment treaties (BITs) concluded in the late 1950s to 1960s did not contain a provision for transparency. Articles on transparency first appeared in the early US BITs, which were concluded in the 1980s. Furthermore, even recent books on investment treaties have neither a chapter on transparency nor do they include transparency as a term in the index.3

Furthermore, with respect to the international economic field, transparency is argued for not only in the area of investment but also in trade. As transparency is to be required widely in relation to the organization in general, it is natural that transparency is required in respect of the importing countries as the main addressee of obligations in the trade field.4 Transparency is widely discussed, so we need to take its particular meaning into account in the context of investment.

The present chapter will offer an overview of transparency issues as follows. It begins with a discussion of the significance of the concept in the investment field, asking why transparency is being increasingly characterized as a fundamental principle and considering why it was neglected for a long time, bearing in mind early investment treaty practice. It then goes on to review the development of specialized transparency obligations in more recent international investment agreements (IIAs), highlighting their principal features. Thirdly, the chapter will analyse the interrelationship between the transparency obligations of the state and the principle of fair and equitable treatment, taking into account developments in international investment arbitrations in this regard. Finally, the chapter will conclude by considering the role that transparency has to play in investment protection more generally. The chapter does not cover issues of corporate transparency through disclosure rules, which is done elsewhere in this volume.5

(1) SIGNIFICANCE OF TRANSPARENCY

Transparency is covered in many WTO agreements and in the General Agreement on Trade in Services (GATS) is ranked as a basic principle alongside the principle of most-favoured-nation treatment.6 One reason why transparency has obtained the position of a fundamental principle in the international economic field, including international investments, was the impact of its treatment in GATS. Transparency within the GATS treaty is covered in the preambles as follows.

Wishing to establish a multilateral framework of principles and rules for trade in services with a view to the expansion of such trade under conditions of transparency and progressive liberalization and as a means of promoting the economic growth of all trading partners and the development of developing countries …. (Emphasis added)

In the text of GATS, transparency, which is stated as its main purpose in the preamble, is defined as a ‘basic principle’.7 The main obligations contained in Article 3 are as follows: (1) the obligation to make publicly available all relevant measures of general application, that are all relevant national laws, such as by their publication; (2) the obligation promptly to inform the Council for Trade in Services of the introduction of any new, or any changes to existing, laws and other regulations; (3) the obligation to respond promptly to all requests by other members for specific information on a member’s measures of general application or international agreements and to establish enquiry points to provide specific information to other members.

Article 3 of GATS indicates that the core element of transparency is that all relevant measures of general application be made publicly available. To ensure this availability, importing countries need to meet the three obligations as stated above. It should be noted that this requirement of public availability does not always require the publication of these measures. Publication is one means by which the measures of relevant laws may be made publicly available. Furthermore, with respect to the exchange of information as the means of securing the public availability of all relevant laws, only the obligations to inform the Council for Trade in Services and to respond to all requests by other countries are included. The obligation to respond is not placed on any individual entity but only on countries themselves. The scope of information which is exchanged is more restricted than that which is to be publicly available.

Other WTO agreements in addition to the GATS emphasize transparency. For example in the following, though transparency is not designated as a basic principle, it is still addressed:

• Article 10 of GATT;

• Article 7 of the Agriculture Agreement;

• Article 7 of the SPS Agreement;

• Articles 2, 5 and 15 of the TBT Agreement;

• Article 6 of the TRIM Agreement;

• Article 12 of the Customs Evaluation Agreement;

• Article 2 of the Agreement on Preshipment Inspection;

• Articles 2(g) and 3(e) of the Agreement on Rules of Origin;

• Appendices 2 and 3 of the Understanding on Rules and Procedures Governing the Settlement of Disputes;

• Sections B and D of the Trade Policy Review Mechanism;

• Article 9 of the Agreement on Trade in Civil Aircraft; and

• Article 17 of the Agreement on Government Procurement.

The inclusion of transparency obligations in the WTO Agreements carries on the precedent set by the General Agreement on Tariffs and Trade (GATT) 1947. The ensuring of public availability of all relevant national laws applied as the basic element of transparency came into existence in Article 10 of the GATT, which provides obligations for the publication of laws, regulations, judicial decisions, and administrative rulings of general application. Article 10 of GATT does not include the obligation of information exchange which nowadays is one of the means of realizing transparency.8 On the other hand, Article 3 includes other obligations which are not included in Article 3 of GATS. Those obligations are: (1) the obligation not to enforce a measure before such a measure has been officially published, (2) the obligation to administer in a uniform, impartial, and reasonable manner all its laws etc, as stated above (fair administration), (3) the obligation to maintain or institute independent judicial, arbitral, or administrative tribunals or procedures (independent tribunals). These last two obligations are common to the contemporary US criteria of transparency as stated below.

But it was not recognized that Article 10 of GATT included transparency as it was viewed only as a technical provision.9 This means that this article was not considered important in the GATT. Therefore Article 10 cannot be characterized as the origin of the transparency obligation in current international economic regulations, although it might appear so on the surface when we compare Article 10 with the present provisions. Article 10 of GATT is only a forerunner to these present manifestations of transparency.

The concept of transparency came into existence in the GATT Tokyo Round codes. The Preamble to the Government Procurement Agreement reads, ‘Recognizing that it is desirable to provide transparency of laws, regulations, procedures and practices regarding government procurement; …’. On the other hand, in the text of the Agreement there is no article specifically entitled ‘transparency’. Article 6, ‘Information and Review’, includes only the obligation to publish any law and procedure regarding government procurement but does not include the obligation of information exchange. We can presume that transparency in the preamble is used in connection with Article 6, but it is not clear whether or not it can be considered to be limited to the content contained in Article 6. However, in order to achieve national treatment and non-discrimination as the main purposes of the agreement on government procurement, open tendering procedures, as well as regulations of technical specifications, are stressed. The emphasis on open tendering procedures indicates the importance of transparency in this area.10 In the history of the WTO and GATT, we have to realize that the concept of transparency emerged as an important principle at the time of the Tokyo Round and finds its most developed contemporary expression in the GATS.

In the field of trade, the importance of the general availability of relevant laws was formerly recognized, but it is only in recent times that it has been viewed as important from the standpoint of transparency. The initial practice of BITs did not include a specific transparency provision. The first BIT was between West Germany and Pakistan in 1959 and certain Western European countries followed this practice. The purpose of BITs at that time was to secure prompt, adequate, and effective compensation provided against expropriation by states. At that time, the notable case where the issue of expropriation and compensation emerged was the expropriation of natural resources-related investments in developing states. Developing states strongly argued that natural resources should be entirely controlled based upon the state in which they were located under the title of ‘permanent sovereignty over natural resources’, and the means of compensating for expropriation should be decided entirely by the states themselves. The initial BITs were in response to such a situation and were called ‘investment protection agreements’. Such BITs did not include the principle of transparency, neither mentioning the word ‘transparency’ nor containing any provision concerning the general availability of laws of the countries concerned. Such agreements continue even today. One example is the most recent UK BIT with Vanuatu in 2004.11 Thus, this type of investment protection attaches no importance to transparency.

On the other hand, in the late 1970s the prevailing opinion in the USA was that the conventional programme of freedom of commerce and navigation treaties (FCN) had not responded to the needs of investors and traders. First, as GATT regulations widely covered trade, the significance of disciplines imposed by FCN treaties was weakened. Secondly, with respect to international investment, it was recognized that FCN rules were not sufficient to respond to the needs of that time. The conventional FCN treaty did not include a clause covering issues such as the prohibition of performance requirements or the free entry of key foreign personnel in connection with the establishment and operation of an investment. Thirdly, as the FCN programme was built on the premise that partners were advanced states, it was difficult for developing states to commit to obligations that were capable of full compliance only for advanced states. Given this situation, much attention was paid by the USA to the European practice of concluding BITs and, in due course from the early 1980s, the US government constructed a BIT programme to conclude such treaties with developing countries.

The purpose and structure of the US BIT programme was, however, different from its European counterpart. Although the main purpose of European BITs was to guarantee adequate, prompt, and effective compensation against expropriation, the US government set as its main aims the improvement of the investment environments of host states as well as investment protection. The improvement of the investment environment in host countries enabled the acquisition of national treatment or most-favoured-nation treatment. The securing of transparency was one form of treatment of investment for which improvement was sought.

Article 2 (Treatment of Investments), paragraph 9 of the first US Model BIT, drafted in 1983, states,

Each Party and its political subdivisions shall make public all laws, regulations, administrative practices and procedures, and adjudicatory decisions that pertain to or affect investments in its territory of nationals or companies of the other Party.12

This includes securing the public availability of relevant laws in the treatment of investments. The US BITs with Bangladesh and Haiti from the 1980s adopted this model to make publicly available the relevant laws of host states. Furthermore, the BITs with Turkey, Grenada, and Congo adopted the model of the 1984 or 1987 draft. (The BIT with Panama did not contain such a provision because in this case, in the view of the US Department of State, such public availability of relevant laws had already been realized.13) At that time, the US BIT included only the obligation of public availability of relevant laws of host states and did not use the concept of transparency. This obligation was characterized as one of the treatment of investment standards.

After the end of the Cold War, the USA began to conclude BITs with Eastern European countries. On the one hand, this was for the purpose of maintaining a market economy system after the collapse of the former socialist regimes and on the other hand it indicated to the wider world the change of economic regimes of the former socialist countries. One such pioneering agreement was the Treaty with Poland Concerning Business and Economic Relations, a comprehensive agreement that included not only investment but also trade. At that time, Poland was not a member of GATT. By Article VIII of that agreement,

Exchange of Information and Transparency

1. Each Party acknowledges the desirability of facilitating the collection and exchange of all non-confidential, non-proprietary information relating to investments and commercial activities within its territory.

2. Each Party shall make publicly available all non-confidential, non-proprietary information which may be useful in connection with investment and commercial activities. In addition, each Party shall promptly make public all laws, regulations, administrative practices and procedures, and adjudicatory decisions having general application that pertain to or affect commercial activities or investments.

3. The Parties shall disseminate to their respective business communities such information made available under paragraph 2 which will assist their nationals and companies in pursuing the most expeditious and equitable settlement of any dispute affecting them which may arise under this Treaty. Such information may be related to timeliness of decisions and vindication of rights under the Treaty.14

In this article, the word ‘transparency’ is applied clearly, which means securing the public availability of all laws with the added obligation to make information public and for information exchange. In this sense, this provision appears similar to Article 3 of GATS. However, the obligation to make information public was not specifically equated with publication as in GATS. With respect to information exchange, it mentions only its desirability. On this point, the obligations are less strict than those in GATS.

The Treaty on Business and Economic Relations with Poland had the political and economic functions of showing the transition of the former socialist regime beyond the mere improvement of investment environments through legal forms.15 Such a document was highly symbolic of the functions of the concept of transparency. Transparency was viewed as an inevitable requirement of a free market economy. From the historical viewpoint, transparency that ensured the public availability of relevant laws as its basic element was definitely born at that moment, and led to GATS.

(2) THE EXPANSION OF TRANSPARENCY OBLIGATIONS IN IIAS

NAFTA realized the next stage of transparency. The aim of NAFTA is included in Article 102, paragraph 1 as follows: ‘The objectives of this Agreement, as elaborated more specifically through its principles and rules, including national treatment, most-favored-nation treatment and transparency, are to …’. Herein transparency is positioned as a basic principle and rule on a par with national treatment and most-favoured-nation treatment. As the concrete definition of transparency, Chapter 18, ‘Publication, Notification and Administration of Laws’, stipulates its core meaning as securing the public availability of relevant information on laws. The structure of Chapter 18 is as follows: Article 1801: Contact Points; Article 1802: Publication; Article 1803: Notification and Provision of Information; Article 1804: Administrative Proceedings; Article 1805: Review and Appeal. Chapter 18 of NAFTA stipulates the involvement of related parties in administrative procedures and obligations to establish an impartial review agent, such as a court, in addition to the public availability of information on relevant laws. However, it is not indicated in the text that transparency is to be secured by these articles. This point has been clearly demonstrated in US practice in the 21st century.

The new US Model BIT of 2004 includes the following transparency-related articles: Article 10, entitled ‘Publication of Laws and Decisions Respecting Investment’ and Article 11 entitled ‘Transparency’.16

The concept of transparency was greatly expanded in the US Model BIT of 2004. First, the publication of laws and other regulations is separated from the principle of transparency itself. The term transparency covers the following items: (1) to make contact points for facilitation of communications; (2) to publish in advance any relevant measure that a Contracting Party proposes to adopt and to provide the opportunity to comment on proposed measures; (3) to respond to questions pertaining to any actual proposed measure; (4) to institute administrative proceedings; (5) to establish or maintain administrative tribunals or procedures for the purpose of the prompt review.

Transparency was expanded to include the institution of a prior comment upon the proposed laws and administrative decisions as stipulated in (1), that is, a commitment concerning the enactment of laws and administrative decisions beyond the mere provision of information of relevant laws to be publicly available and the review of the related administrative decisions by an impartial agent such as a court. Such broad transparency appeared in the US–Uruguay BIT.17 In more recent US Free Trade Agreements with investment provisions, a commitment to transparency in administrative proceedings has been introduced.18 In addition, in a number of other BITs a general right for any interested person to have available to them information on relevant laws, regulations, and procedures can be found, as well as permission to comment on proposed measures.19

Transparency was expanded in this way because its purpose had shifted from mere improvement of investment environments to public control of policy- making or of the implementation and dispute settlement process of host states. A new philosophy has emerged that transparency is to ensure the accountability of host states with a view to good and effective governance.20 Transparency from the standpoint of accountability is compatible with that of the improvement of investment environments. Investors not only obtain merit from the public availability of information on relevant laws, but this can also reinforce the accountability of host states. Furthermore, the realization of such accountability guarantees good and effective governance in host states as a means of improving their investment environment.

Deep analysis of the purpose of transparency leads to an increase in the number of actors for which transparency would be requested. The research on BITs by UNCTAD which positioned transparency as an emerging principle in international investment law examines transparency not only towards host countries but also towards home countries and investors themselves.21 The basic philosophy of UNCTAD’s research is that BITs should be desirable for all relevant actors, including host states, home states, and investors, and that home countries as well as investors should be requested to release relevant information on request. In practice, BITs have demanded transparency from neither home states nor investors. But it is important that such an idea on transparency has emerged. Currently, the basic purpose of transparency has been shifting from mere improvement of investment environments to pursuit of the accountability of all actors concerned.

This new philosophy on BITs, in practice, has been adopted only by the US government, which further has only applied such transparency to host states’ measures. Governments other than the USA have not requested such transparency in making BITs.22 Taking this situation into account, one may conclude that the currently prevailing idea is that transparency should be viewed only as securing public availability of information on relevant laws by their open release and information exchange in order to improve the investment environment. The transparency provided in the BITs and Economic Partnership Agreements concluded by Japan belong to such a category.23 But it is necessary to pay attention to the new philosophy of transparency and the gradual increase in the number of its supporters.24

(3) TRANSPARENCY AND ‘FAIR AND EQUITABLE TREATMENT’

Since around 1980 the number of BITs that include the obligation of fair and equitable treatment of investors by host states has been increasing. The purpose of this provision is to ensure a certain level of treatment of investors and investments by host states. The concept of fair and equitable treatment has not been clearly defined and the abstract views on the topic have been divided into two main factions. The first view is that it means the minimum standard that should be given to foreign investors under international customary law and the second is that it means a degree above the minimum standard.25 We may suppose that transparency could be included in fair and equitable treatment, so such an idea should be discussed.

Whether such a relationship exists between fair and equitable treatment and transparency has been considered in a number of recent investment arbitrations. One of the most important legal grounds of claim alleged by investors in such cases has been a breach of the obligation of fair and equitable. As a result, the definition of fair and equitable treatment has come to attract attention.26 In this process, arbitral awards have emerged where the relationship between fair and equitable treatment and transparency was the most controversial issue. The Metalclad case, based on NAFTA Chapter 11 (chapter on Investment), was the first of these recent cases in which fair and equitable treatment came into contact with issues of transparency.

In the Metalclad case,27 the Metalclad Corporation had planned to operate a waste disposal facility in Mexico on the invitation of the Mexican government, but, faced with the opposition of local government authorities in Mexico, Metalclad abandoned its plan. In response, it brought the case to arbitration to pursue the responsibility of the Mexican government to provide compensation for the loss of investment. The arbitration tribunal considered that the Mexican government had not provided fair and equitable treatment to Metalclad, contrary to Article 1105 of NAFTA. The arbitration award states:

An underlying objective of NAFTA is to promote and increase cross-border investment opportunities and ensure the successful implementation of investment initiatives … Prominent in the statement of principles and rules that introduces the Agreement is the reference to ‘transparency’ (NAFTA Article 102(1)). The Tribunal understands this to include the idea that all relevant legal requirements for the purpose of initiating, completing and successfully operating investments made, or intended to be made, under the Agreement should be capable of being readily known to all affected investors of another Party …. Once the authorities of the central government of any Party (whose international responsibility in such matters has been identified in the preceding section) become aware of any scope for misunderstanding or confusion in this connection, it is their duty to ensure that the correct position is promptly determined and clearly stated so that investors can proceed with all appropriate expedition in the confident belief that they are acting in accordance with all relevant laws.28

The Mexican government’s denial of a municipal construction permit was considered improper. Metalclad, relying on representations by Mexican government officials, acted in good faith and fully expected to be granted the permit. Therefore,

Mexico failed to ensure a transparent and predictable framework for Metalclad’s business planning and investment. The totality of these circumstances demonstrates a lack of orderly process and timely disposition in relation to an investor of a Party acting in the expectation that it would be treated fairly and justly in accordance with the NAFTA.29

In the view of the arbitral tribunal, the policies of the Mexican Federal Government and local governments were not clearly made known to Metalclad, which created confusion and therefore the lack of transparency created Metalclad’s hardships. The tribunal acknowledged the responsibility of the Mexican government.

Mexico sought judicial review of this award before the courts of Canada as the designated place of arbitration in this case.30 With respect to the issue of fair and equitable treatment, the arbitration award was nullified by the judgment of the Supreme Court of British Columbia31 on the grounds that the tribunal had read transparency into fair and equitable treatment:

In its reasoning the Tribunal discussed the concept of transparency after quoting Article 1105 and making reference to Article 102. It set out its understanding of transparency and it then reviewed the relevant facts. After discussing the facts and concluding that the Municipality’s denial of the construction permit was improper, the Tribunal stated its conclusion which formed the basis of its finding of a breach of Article 1105; namely, Mexico had failed to ensure a transparent and predictable framework for Metalclad’s business planning and investment. Hence, the Tribunal made its decision on the basis of transparency. This was a matter beyond the scope of the submission to arbitration because there are no transparency obligations contained in Chapter 11.32

It seems that the tribunal read transparency (Art 102 NAFTA) into fair and equitable treatment and made the award. In the view of the Supreme Court, the issues an investor can bring to arbitration were limited to Chapter 11 under NAFTA. Therefore, it was beyond the scope of NAFTA’s authority for the tribunal to make a decision based on Article 102.

From the viewpoint of the arbitration tribunal, it can be argued that it did not have the intention of directly applying Article 102. Indeed, the tribunal acknowledged that the Mexican government lacked transparency and affirmed the responsibility of the Mexican side. Yet in the view of the tribunal, the investor suffered damages from the measures of the Mexican government which were contrary to the obligation of fair and equitable treatment. To define the measures of the Mexican government which lacked fair and equitable treatment in precise terms, the tribunal argued there was a lack of transparency. Article 102, which includes transparency, covers myriad fields, including investment, but is not found in Chapter 11 of NAFTA, which the arbitration between investors and states covers. To interpret the arbitral award in such a way is in effect to exclude any transparency obligation from the fair and equitable treatment standard in Article 1105 of NAFTA, which is what the decision of the Supreme Court of British Columbia did.

Such a narrow approach to the fair and equitable treatment standard was not accepted in the subsequent Tecmed case, where a different approach to interpretation was taken not involving Article 102 of NAFTA. In the Tecmed case,33 the tribunal considered that the fair and equitable treatment provision in the BIT between Spain and Mexico was an element of good faith recognized under international law and stated:

(T)his provision of the Agreement, in light of the good faith principle established by international law, requires the Contracting Parties to provide to international investments treatment that does not affect the basic expectations that were taken into account by the foreign investor to make the investment.

The foreign investor expects the host State to act in a consistent manner, free from ambiguity and totally transparently in its relations with the foreign investor, so that it may know beforehand any and all rules and regulations that will govern its investments, as well as the goals of the relevant policies and administrative practices or directives, to be able to plan its investment and comply with such regulations …. The foreign investor also expects the host State to act consistently, i.e. without arbitrarily revoking any preexisting decisions or permits issued by the State that were relied upon by the investor to assume its commitments as well as to plan and launch its commercial and business activities.34

The view of the tribunal was that investors held a certain expectation in concluding the BIT and that this led the definition of fair and equitable treatment to be one that ensures the protection of such investor expectations. The expectation held by investors, according to the tribunal, was that host states should act in a consistent manner, free from ambiguity and totally transparent in its relations with the foreign investor. This tribunal rephrased fair and equitable treatment in accordance with the principle of good faith and read transparency into it. Such an approach was also followed in the Saluka case.

The Saluka case35 developed and clarified the Tecmed decision. In the Saluka case, the actions of the Czech government were the object of the complaint by Saluka Investments BV, a Netherlands-registered affiliate of the Japanese financial group Nomura. In the case, whether the actions taken by the Czech government violated the ‘fair and equitable treatment’ standard became an important issue. To interpret the ‘fair and equitable treatment’ standard, the tribunal examined first its ordinary meaning; secondly, the context, and finally, the object and purpose of the Czech Republic–Netherlands BIT. With regard to the ordinary meaning, the tribunal, quoting the SD Myers decision,36 stated that ‘the infringement of the standard requires treatment in such an unjust or arbitrary manner that the treatment rises to the level that is unacceptable from the international perspective’.37 Regarding the context, this tribunal said that ‘the “fair and equitable treatment” standard is linked directly to the stimulation of foreign investment and to the economic development of both Contracting Parties’.38 Concerning the object and purpose, its overall aim is considered to be to encourage foreign investment, and extend and intensify the parties’ economic relations. Based on these interpretations, the tribunal considered that the ‘fair and equitable treatment’ standard requires the host state to assume an obligation ‘to treat foreign investors so as to avoid the frustration of investors’ legitimate and reasonable expectations’.39 Theoretically, a foreign investor may expect that the government’s conduct does not manifestly violate the requirements of transparency as well as those of consistency, even-handedness, and non-discrimination as this tribunal said. Thus the tribunal connects the ‘fair and equitable treatment’ standard with transparency.40

Thus, transparency has been considered as an element of fair and equitable treatment in recent arbitration awards. Is this view compatible with the concept of fair and equitable treatment? With regard to fair and equitable treatment, there has been controversy over whether it would mean the minimum standard under customary international law or beyond the minimum, as stated above. Such controversy is related to the argument as to why transparency should be read into fair and equitable treatment standard in any case. Taking into account the current situation of developing states, and the prevailing view that each country is required to provide treatment for foreign investors that is equivalent to that for nationals,41 it is difficult to say that transparency, even the public availability of information of relevant laws, should be a minimum standard towards foreign investors under customary international law.

The arbitral tribunal of Metalclad assumed that an underlying objective of NAFTA is to promote and increase cross-border investment opportunities and interpreted the fair and equitable treatment not as a standard of international law but as a standard of NAFTA. The tribunal in the Pope and Talbot case42 clearly stated that fair and equitable treatment should be a NAFTA standard beyond the minimum under customary international law in the language, ‘[a]nother possible interpretation of the presence of the fairness elements in Article 1105 is that they are additive to the requirements of international law. That is investors under NAFTA are entitled to the international law minimum plus the fairness elements’.43 Such interpretations of fair and equitable treatment as a NAFTA standard exclude the idea that it should be a standard under customary international law. However, in later arbitration awards under NAFTA, the tribunals considered that fair and equitable treatment does not mean anything other than the minimum standard under international law and in fact dismissed the Pope and Talbot interpretation. The implication of this may be that transparency might not be an additional element to fair and equitable treatment in NAFTA as it goes beyond the minimum standard under customary international law.

On the other hand, the interpretation of the Tecmed tribunal uses a very subtle expression as follows: ‘(T)he commitment of fair and equitable treatment included in Article 4(1) of the Agreement is an expression and part of the bona fide principle recognized in international law’.44 How should we interpret this expression? If fair and equitable treatment indicates the standard under customary international law, the fair and equitable treatment clause in a BIT has little significance as this obligation would be complied with by countries without the clause.

First, we should be reminded that fair and equitable treatment clauses differ from agreement to agreement. Accordingly, the purpose and interpretation of this clause will be different in each agreement. For example, Article 1105 of NAFTA provides as follows:

Each Party shall accord to investments of investors of another Party treatment in accordance with international law, including fair and equitable treatment and full protection and security.

Article 3.1 of the Czech Republic–Netherlands BIT, upon which Saluka’s claim was brought, provides as follows:

Each Contracting Party shall ensure fair and equitable treatment to the investments of investors of the other Contracting Party ….

Comparing these two clauses, their styles are completely different. On the one hand, it might be appropriate for the fair and equitable standard of NAFTA to be interpreted under customary international law as it explicitly mentions international law. On the other hand, it might be reasonable that Article 3.1 of the Czech Republic–Netherlands BIT, which does not mention international law, should be interpreted as an autonomous standard as in the Saluka decision.

We have to note that as the same concept of fair and equitable treatment has been applied to different BITs, it is important to seek a common element in this concept. From this perspective, the MTD Equity case45 gives us helpful guidance. In that case the tribunal states that it follows the Tecmed decision on this issue,46 and borrows Professor Schwebel’s words to indicate the meaning of fair and equitable treatment as ‘a broad and widely-accepted standard encompassing such fundamental standards as good faith, due process, nondiscrimination, and proportionality’.47 The tribunal then paraphrases, ‘In their ordinary meaning, the terms “fair” and “equitable” used in Article 3(1) of the BIT mean “just”, “even-handed”, “unbiased”, “legitimate” ’.48 The tribunal, upon such an assumption, concludes that the host state’s approval of an investment which was clearly against its own urban development policy is a breach of the obligation of fair and equitable treatment. Thus ‘minimum’ is the common element of fair and equitable treatment and includes good faith, due process, nondiscrimination, and proportionality. The Tecmed and Saluka decisions have added transparency to this list of good governance criteria.

As the above-mentioned arbitration awards show, the common meaning of fair and equitable treatment is the minimum standard to act in good faith under customary international law or under each BIT. Its concrete meaning should be adapted according to both the contents of each BIT, such as the purpose of the BIT, and the political and economic situations of the host states to which it applies.49 Based on applicable situations, transparent action might be required as a principle of good faith. In other words, even if a BIT does not contain a provision for transparency, the core element of transparency might emerge if a clause on the fair and equitable treatment obligation resides within it and its application calls for such a reading. Yet, we cannot define the concrete meaning of transparency as an element of fair and equitable treatment in each BIT by understanding the specific contents of the BIT and investment environments, although the obligation of public availability of information on relevant laws could be included in the meaning.

CONCLUDING REMARKS

As stated above, transparency originated in the concept of the improvement of the investment environment, but it is not clear what relationship transparency should have with investment protection. One could presume that the obligation of transparency has no relation to the protection of investments. But to read transparency into fair and equitable treatment gives a basis for compensation towards investments that have suffered injuries, such as where an investor was led into making a bad decision to invest due to lack of information on relevant laws. Thus, transparency might have a significant bearing on the aspect of investment protection in this sense. Transparency may require the host state not only to secure the public availability of relevant laws but also to compensate investors who have suffered because of the lack of transparency by host states.50 Indeed, depending on the particular interpretation that a tribunal might place on the precise meaning of fair and equitable treatment in a given case, transparency may be regarded as an element of fair and equitable treatment and so require a degree of accountability by host states.

In the 1980s, transparency came to be known as the securing of the public availability of information on relevant laws. This trend was followed by the WTO Agreements, which ranked transparency as a basic principle. Furthermore, transparency has developed in US BITs as a tool to pursue the accountability of host states and to charge host states with corresponding obligations so as to establish an impartial review mechanism. From the same viewpoint, it has come to be argued that accountability should also be required of investors and host states in BITs. This proposal indicates a change in the theoretical basis not only of transparency but also of the fundamental functions of BITs. Until now, BITs have been treaties that lay out obligations concerning areas such as investment protection or improvements in investment environments in host states in favour of investors and investments. But the new argument could intend to shift the obligations upon both investors and home states in favour of host states. In this sense, this argument proposes changing the paradigm of what BITs should be.
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CHAPTER 17
CORPORATE SOCIAL RESPONSIBILITY

PETER MUCHLINSKI*

(1) The Investor Responsibilities Debate

(2) Defining ‘International Corporate Social Responsibility’

(3) Developments in Substantive Standards

(a) Labour Rights

(b) Human Rights

(c) Environmental Issues

(4) Monitoring and Enforcement

Concluding Remarks

THE majority of the contributions to this volume concentrate, quite rightly, on the issues of investor/investment protection on the substantive and procedural planes. As such, they represent the most significant aspects of international investment law which have been developed over the last century or so. However, if this volume were to rest on these issues alone, it would be incomplete. Indeed, it could be said to display an anachronistic perception of the subject as one born out of historical circumstances that are no longer the principal features of the globalizing economy and society that we are now experiencing. For, in the most recent years, not only have the concerns of investors over the protection and promotion of a clear, transparent, and predictable investment environment become more focused, new concerns about the very effects of investor activities have also arisen. These have led to increased calls for a new, more balanced, regime in international investment law, one that responds to the concerns not only of investors but also of the wider communities in which they operate. Thus, not only investor rights should be the focus of international investment law but also investor responsibilities. In addition, home countries may have responsibilities to oversee investors based in their jurisdictions to ensure that they operate their foreign investments in accordance with wider social and public interests in mind and that those investors are given opportunities and incentives to engage in investments that promote the sustainable development of less developed host countries in particular.1

Accordingly, this chapter seeks to consider what are the legal implications arising out of such calls for ‘international corporate social responsibility’. It begins with a brief overview of the reasons why investor responsibilities have become a major strand in the debates on the future development of international investment law. It then considers what is meant by the term ‘international corporate social responsibility’ (ICSR). Thirdly, the major legal developments to date in the field of standard setting for corporate responsibilities will be considered, followed by a brief overview of monitoring and enforcement issues. The chapter will conclude by considering what the implications of these developments might be for the evolution of international investment agreements (IIAs).

(1) THE INVESTOR RESPONSIBILITIES DEBATE

To date, the predominant concern of international investment law has been the development of rules and procedures to promote and protect foreign investment by both individuals and corporations. It grew out of the belief that uncontrolled state power was a potential obstacle to the security of such investments, which could not always be adequately protected by national laws and procedures. This was particularly the case in newly independent post-colonial states, emerging from foreign control and administration during the decades after World War II. In such states, an understandable hostility to foreign domination, a necessary spur to the independence struggle, might be combined with highly state-centric policy instruments and practices, inspired by the model of the Soviet Union and its satellites, to create an administrative climate that was heedless of notions of respect for contractual obligations, or private property rights, when faced with the immediate needs of national reconstruction and development. Such policy responses took place in the context of the Cold War between the East and West, exacerbating the perception that foreign investors and their investments were not safe in the wider post-war world.2 As noted throughout this work, such fears were not without substance, especially when major nationalizations of foreign-owned and controlled assets occurred.3

Yet the post-colonial states offered major investment opportunities whether as sources of natural resources or potential new markets for goods and services. In order to seek a solution to the confidence problem that investing in these states had created, Western governments responded by introducing bilateral investment protection and promotion treaties (BITs). Their contents have provided a mechanism for the protection of vital proprietary interests against arbitrary state interference, thereby contributing to the reduction of investment risk in newly independent countries. The model for such agreements followed closely these concerns, with the protection of investors’ property and assets against expropriation being central to the structure of the agreement.4 More recently, as mass nationalizations of foreign-owned assets has become a less serious problem,5 the standards of nondiscrimination and fair and equitable treatment have become a major source of concern for investors. This shift reflects the fact that host countries are far more willing than before to encourage and admit foreign investment and to seek benefits from it. Thus, the major problem arising under BITs is no longer the termination of an investment through expropriation as such, but the undermining of its economic value through administrative measures that violate these standards. Such action could also amount to a de facto expropriation should the administrative action in question nullify any economic value of the investment to the investor.6

It has been argued elsewhere in this volume that these changed causes of action have given rise to an interpretation of BITs in arbitral decisions as containing one overarching protection standard based on the investor’s legitimate expectations.7 If so, then this indicates an entry point for reconsideration of the nature and content of existing BITs. The protection of the investor’s legitimate expectations requires an understanding of what those expectations are and how they come about. Clearly, such expectations will be conditioned by a number of factors. These will include, most obviously, the need for a stable and predictable investment environment free from arbitrary and capricious decision-making by the host state and its agencies. Thus far, existing BITs can serve to provide a useful function in protecting this class of expectations. However, the investor’s expectations are not only tied up with preferences for certain types of governmental conduct. They arise out of the wider environment in which the investment is being made. They cannot, therefore, arise in some asocial context.

Investors cannot enter a country as if there was no society or community there, upon which their activities will impact, whether for good or ill.8 Equally, the security and profitability of the investment will be closely linked with the investor’s assessment of its feasibility within the context of the society that it enters. Good investment decisions are made in this light. It is also a major motivation behind increasing corporate concern about the social impact of their investments. The long-term stability of an investment will be enhanced if it is able to bring tangible benefits to the society in which it is located. Accordingly, corporations may build in a social responsibility component into their project plans to further this goal.9 Equally, they will not be surprised by, or seek to change, regulatory regimes that can ensure a good social return on the investment.10 The consequences of not doing so may be too costly in the changing environment of global business activity, set as it is in a new order of social and political expectations of business. Whether BITs in their current form can respond to these aspects of investor expectations is open to discussion. This issue will be revisited at the end of the chapter. For now, the reasons behind the new expectations of business conduct will be briefly examined.

The ‘international corporate social responsibility’ of multinational enterprises (MNEs), as the main type of foreign investor, can be seen as a response to popular perceptions concerning the loss of corporate accountability as an effect of economic globalization.11 It may be said to rest on the obligations that corporations owe to the societies in which they operate. This may be justified philosophically by appeals to a ‘social contract’ and to the need of all actors, including non-state actors, to observe the preservation of human dignity through adherence to fundamental human rights.12 There remains a great deal of disagreement over the precise extent of this issue. Indeed, there are equally strong voices arguing that the whole question of ICSR is much exaggerated and may well lead to policies that will harm the beneficial effects of international business activity.13

This movement appears to be new, an expression of dissatisfaction with the social ills of contemporary globalization. That would be to misconstrue the situation. Calls for corporate responsibility are as old as business itself. Indeed when one thinks of the campaign to emancipate slaves in the 18th and 19th centuries, is this not a call for the social and moral responsibility of commercial actors?14 Equally, calls for ICSR can be viewed as no more than the extension, to the international arena, of standards of regulation that are well known and highly entrenched in national laws, regulations, and practices. They are the result of centuries of reform towards a more civilized performance of commercial activities and a recognition that, in the absence of regulation, human nature can direct itself to the commission of evil for personal gain.15

The principal movers for reform at the international level are non-governmental organizations (NGOs) campaigning for the increased regulation of foreign investors, mainly from an environmental and developmental perspective, with observance of human rights also becoming an increasingly important topic. Their impact in the investment field was first strongly felt in the course of the negotiations for the Multilateral Agreement on Investment (MAI), where they sought to highlight the absence of any social responsibility provisions for MNEs, leading them to the view that the draft MAI was too one-sided and cared only for the protection of investors. Indeed, the MAI went further than many existing IIAs in that it not only covered post-entry treatment of investors and their investments but gave positive rights of non-discriminatory entry to them, as well as rights to delocalize disputes and take them to international arbitration.16 As a result, the NGOs succeeded in placing environmental protection and labour rights issues into the draft negotiating text, though this was never adopted as the negotiations broke down in 1998. In addition, NGO campaigning has highlighted numerous cases of abuse of human rights by or with the complicity of corporations. Perhaps the most important example has been the sustained campaign against the use of baby milk substitutes in developing countries, which has resulted in international codes of conduct,17 and the campaigns for justice for the victims of the Bhopal accident18 as well as more recent human rights campaigns in a range of areas.19

(2) DEFINING ‘INTERNATIONAL CORPORATE SOCIAL RESPONSIBILITY’20

As argued above, ICSR obligations may be seen as the quid pro quo for the protection of investors and investments under international investment protection agreements and international economic rules such as those of the WTO.21 Such obligations can be drawn rather widely.22 For example, the OECD Guidelines for Multinational Enterprises contain a section on ‘General Policies’ which is worth reproducing in full as it offers what appears to be an emerging consensus on the social obligations of MNEs:23

‘Enterprises should take fully into account established policies in the countries in which they operate, and consider the views of other stakeholders. In this regard, enterprises should:

1. Contribute to economic, social and environmental progress with a view to achieving sustainable development.

2. Respect the human rights of those affected by their activities consistent with the host government’s international obligations and commitments.

3. Encourage local capacity building through close co-operation with the local community, including business interests, as well as developing the enterprise’s activities in domestic and foreign markets, consistent with the need for sound commercial practice.

4. Encourage human capital formation, in particular by creating employment opportunities and facilitating training opportunities for employees.

5. Refrain from seeking or accepting exemptions not contemplated in the statutory or regulatory framework related to environmental, health, safety, labour, taxation, financial incentives, or other issues.

6. Support and uphold good corporate governance principles and develop and apply good corporate governance practices.

7. Develop and apply effective self-regulatory practices and management systems that foster a relationship of confidence and mutual trust between enterprises and the societies in which they operate.

8. Promote employee awareness of, and compliance with, company policies through appropriate dissemination of these policies, including through training programmes.

9. Refrain from discriminatory or disciplinary action against employees who make bona fide reports to management or, as appropriate, to the competent authorities, on practices that contravene the law, the Guidelines or the enterprise’s policies.

10. Encourage, where practicable, business partners, including suppliers and subcontractors, to apply principles of corporate conduct compatible with the Guidelines.

11. Abstain from any improper involvement in local political activities’.24

As may be apparent from this wide-ranging list of issues, the precise classification of ICSR standards is difficult as, potentially, the phrase could cover all aspects of corporate regulation. By contrast, the UN Global Compact contains a more specific set of standards. The Ten Principles on which the Global Compact is founded concern the areas of human rights, labour, the environment, and anti-corruption. These are said to enjoy universal consensus and are derived from a number of significant international instruments.25 From the above, it is clear that social responsibility may take both an economic, social, and ethical dimension in that MNEs are expected to conduct their economic affairs in good faith and in accordance with proper standards of economic activity, while also observing fundamental principles of good social and ethical conduct.

Finally, ICSR should be distinguished from corporate governance as a concept. The latter is a specific term of art used to denote the organization of ownership, participation, disclosure, and decision-making in corporations rather than a general term that concerns the conduct of wider relationships between the corporation and various social actors. That said, the interaction of the two concepts is significant from the perspective of putting ICSR aims into operation. For example, one way to ensure corporate responsibility in the field of employment rights or health and safety might be to ensure adequate worker participation and consultation within the firm. Thus the law may require the setting up of works councils or the placing of worker representatives on the company board. In this way, the ICSR goal of observance of workers’ rights is given real force through corporate governance laws.26 Equally, the observance of human rights by the firm might entail the institution of a human rights impact assessment system within the managerial decision-making structure of the firm.27

(3) DEVELOPMENTS IN SUBSTANTIVE STANDARDS

In the introductory chapter to this volume it was said that three areas in particular stand out as being central to the substantive content of ICSR, namely, labour rights, human rights, and environmental issues. Of these, labour rights have the oldest pedigree, with environmental and human rights issues being of more recent concern. That said, other issue areas could also figure in this list. For example, the UN Global Compact has added anti-corruption as a further matter for corporations to consider in their responsibilities as members of this scheme. Equally, as pointed out in Chapter 1, the contribution of MNEs to the development policies of the countries in which they operate could also be seen as an issue of corporate responsibility and of ‘good corporate citizenship’.28 Another possible element concerns corporate transparency and disclosure, which would bring an element of corporate governance into the wider ambit of ICSR. As noted in Chapter 1, the range of issues that could be included is potentially vast. For present purposes, this section will concentrate on developments in the three main areas recognized as covering the core of ICSR. Consideration of corporate disclosure will be included in the next section on monitoring and enforcement, while anti-corruption issues are the subject of Chapter 15 above.

(a) Labour Rights29

This class of issues is the oldest to emerge in the international arena, in that the first international labour standards were established in the form of International Labour Conventions adopted by the International Labour Organization (ILO) since its inception in 1919 under the Treaty of Versailles.30 The ILO is a tripartite organization with representatives of governments, business, and labour having access to its decision-making organs as members of national delegations.31 For these reasons, it was natural for the ILO to be used as the vehicle for the development of new principles applicable to MNEs.

The ILO became involved in the formulation of a code of conduct in response to demands from labour representatives and developing countries that had been made since the 1960s.32 In the early 1970s, the developing countries pressed for an ILO conference which could adopt a binding international code for MNEs. This was resisted by the employers’ representatives who favoured the adoption of a voluntary code. In 1972, the negotiating process started with the first ‘Tripartite Meeting on the Relationship between Multinational Enterprises and Social Policy’. The Meeting set up a series of research studies that were carried out between 1972 and 1976. These resulted in a recommendation that a non-binding tripartite declaration of principles concerning multinational enterprises and social policy should be drafted. The ILO Declaration was finally adopted on 16 November 1977 (the ILO Declaration).33 This has been supplemented by the ILO Declaration on Fundamental Principles and Rights at Work of 1998 (the 1998 Declaration).34 This provides what can be termed an international ‘floor of fundamental labour rights’ in Article 2, which states:

… all Members, even if they have not ratified the Conventions in question, have an obligation arising from the very fact of their membership of the [ILO], to respect, to promote and to realize, in good faith and in accordance with the Constitution, the principles concerning the fundamental rights which are the subject of those Conventions, namely:

(a) freedom of association and the effective recognition of the right to collective bargaining;

(b) the elimination of all forms of forced or compulsory labour;

(c) the effective abolition of child labour; and

(d) the elimination of discrimination in respect of employment and occupation.35

The ILO has a fairly restrictive definition of corporate social responsibility. In its In Focus Initiative on CSR, the ILO states:

Corporate Social Responsibility (CSR) is a way in which enterprises give consideration to the impact of their operations on society and affirm their principles and values both in their own internal methods and processes and in their interaction with other actors. CSR is a voluntary, enterprise-driven initiative and refers to activities that are considered to exceed compliance with the law.36

In this, the ILO definition echoes industry-based definitions in that it excludes mandatory regulation.37 Rather, the ILO’s CSR initiatives will be based on the ILO Declaration which is described as ‘the only universal instrument addressed, among others, at enterprises which has been agreed to by governments, employers’ and workers’ organizations’.38 This Initiative builds on and complements the ILO’s role in respect of governments of member states, setting, implementing, and supervising labour standards, promoting social dialogue and assisting countries to implement good policies in this regard.39 It will do so by,

developing knowledge on the different aspects of CSR; facilitating dialogue in the ILO to clarify issues and share views on what constitutes good CSR practice; developing and providing training to support the constituents and other actors to give effect to the [ILO] Declaration; developing models of good practice on how enterprises, including within their supply chain architecture, are giving effect to the [ILO] Declaration in a particular country context through their CSR activities; collecting and disseminating information by upgrading the business and social initiatives database (BASI), publishing working papers and case studies, and supporting the activities of the ILO constituents; building dialogue with international intergovernmental organizations and engaging with other international initiatives related to CSR.40

As to the content of the ILO Declaration, this covers a wide range of matters involving employment issues, the training of workers, conditions of work and life, and industrial relations.41 Under the heading of employment issues, the ILO Declaration deals with three specific matters: employment promotion, equality of opportunity and treatment, and security of employment. In relation to equality of opportunity the ILO Declaration states that,

all governments should pursue policies designed to promote equality of opportunity and treatment in employment, with a view to eliminating any discrimination based on race, colour, sex, religion, political opinion, national extraction or social origin.42

MNEs should be guided by the same principles throughout their operations but without prejudice to preferential treatment for host country employees or to governmental policies designed to correct historical patterns of discrimination.43 Equally, governments should never encourage MNEs to pursue discriminatory policies.44

The ILO Declaration recommends that governments study the impact of MNEs on employment and develop suitable policies to deal with the employment and labour market impacts of MNE operations.45 In their turn, MNEs and national enterprises should, through active manpower planning, ‘endeavour to provide stable employment for their employees and should observe freely negotiated obligations concerning employment stability and social security’.46 Furthermore, MNEs, because of the flexibility they are assumed to have, are exhorted to assume a leading role in promoting security of employment, particularly in countries where the discontinuation of operations is likely to accentuate long-term unemployment.47 The Declaration further states that arbitrary dismissal procedures should be avoided,48 and that governments in cooperation with MNEs and national enterprises should provide some form of income protection for workers whose employment has been terminated.49 The ILO Declaration accepts that MNEs are free to change their operations, even if this results in major employment effects, as in the case of the closure of an entity involving collective lay-offs or dismissals, or in a merger, takeover, or transfer of production which results in employment rationalization.50

In a world economy characterized by increased industrial restructuring, training issues acquire an importance far greater than before. The ILO Declaration encourages governments to develop national policies for vocational training and guidance, closely linked with employment.51 MNEs are encouraged to ensure that relevant training is provided for all levels of employees in the host country to meet the needs of the enterprise as well as the development policies of the country. This should develop generally useful skills and promote career opportunities.52 Furthermore, in developing countries, MNEs should participate in special programmes aimed at encouraging skill formation and development.53

The ILO Declaration divides the issues arising under the heading ‘Conditions of Work and Life’ between wages, benefits and conditions of work, minimum age, and safety and health matters. It applies the national treatment standard to these matters. Thus: ‘Wages, benefits and conditions of work offered by multinational enterprises should be not less favourable to the workers than those offered by comparable employers in the country concerned’.54

When operating in developing countries, where comparable employers may not exist, MNEs should provide the, ‘best possible wages, benefits and conditions of work, within the framework of government policies’.55 These should be related to the, ‘economic position of the enterprise, but should be at least adequate to satisfy basic needs of the workers and their families’.56 Where MNEs provide workers with basic amenities such as housing, medical care, or food, these should be of a good standard.57 Finally, the Declaration exhorts governments, especially in developing countries, to endeavour to adopt suitable measures to ensure that lower income groups and less developed areas benefit as much as possible from the activities of MNEs.58 Thus, the ILO Declaration does not prevent MNEs from moving their operations to lower wage areas if they so choose. It preserves the ability of MNEs to scan investment locations for lower cost operating bases. All that is required is that the firm does not fall below the national treatment standard in the host state.

A new section was added to ILO Declaration by the 2000 revision so as to incorporate ILO Conventions No 138 on Minimum Age and No 182, the Convention on the Prohibition and Immediate Elimination of the Worst Forms of Child Labour.59 The ILO Declaration asserts that, ‘[m]ultinational enterprises, as well as national enterprises, should respect the minimum age for admission to employment or work in order to secure the effective abolition of child labour’.60 In relation to safety and health, the ILO Declaration urges governments that have not already done so to ratify ILO Conventions in this field,61 while MNEs are required to maintain the ‘highest standards of safety and health, in conformity with national requirements, bearing in mind their relevant experience within the enterprise as a whole, including any knowledge of special hazards’.62 Furthermore, MNEs should make available information on safety and health standards relevant to their local operations which they observe in other countries, to workers’ representatives in the enterprise and, upon request, to the competent authorities and to workers’ and employers’ organizations in the countries in which they operate.63 In particular, special hazards and related protective measures associated with new products and processes should be made known to those concerned.64 This part of the ILO Declaration ends with exhortations to MNEs to cooperate in the work of international organizations in the preparation of international safety and health standards,65 and with national authorities, representatives of workers’ organizations, and specialist safety and health organizations.66 Where appropriate, matters relating to safety and health should be incorporated into agreements with workers’ representatives and their organizations.67

The ILO Declaration deals with five issues under the heading of ‘Industrial Relations’: freedom of association and the right to organize, collective bargaining, consultation, examination of grievances, and the settlement of industrial disputes. Each area is subject to the overriding general principle of national treatment in that ‘multinational enterprises should observe standards of industrial relations not less favourable than those observed by comparable employers in the country concerned’.68 National treatment leaves much to the discretion of the host government in the conduct of its industrial relations policy. Although recommended to observe the standards in the ILO Declaration, there is no legally binding international sanction should the host state fail to do so.69 This considerably weakens the standard-setting function of the Declaration. In accordance with the most central guiding policy of the ILO, the ILO Declaration recognizes the right of workers to establish and to join organizations of their own choosing without previous authorization, and to enjoy adequate protection against anti-union discrimination in respect of their employment.70

The ILO Declaration asserts that the employees of MNEs should have the right, in accordance with national law and practice, to have representative organizations of their own choosing recognized for the purpose of collective bargaining.71 What constitutes collective bargaining is a matter for interpretation in the context of different national situations. The ILO Declaration may offer some harmonization in this regard in that it recommends the taking of measures appropriate to national conditions for the encouragement and promotion of negotiations through collective agreements in accordance with ILO Convention No 98 Article 4.72

Regarding workers’ grievances, the following principle is recommended to MNEs: ‘that any worker who, acting individually or jointly with other workers, considers that he has grounds for a grievance should have the right to submit such grievance without suffering any prejudice whatsoever as a result, and to have such grievance examined pursuant to an appropriate procedure’.73 This is seen as particularly important where the MNE operates in a country that does not abide by the principles of ILO Conventions relating to freedom of association, the right to organize and bargain collectively, and to forced labour.74 The ILO Declaration ends with a recommendation that MNEs should seek to establish, with the representatives and organizations of the workers whom they employ, voluntary conciliation machinery to assist in the prevention and settlement of industrial disputes. This machinery should include equal representation for employers and workers, and it should be appropriate to national conditions. It may include provisions for voluntary arbitration.75

The ILO Declaration represents one of the most comprehensive codes of practice for MNEs to follow in their social responsibility actions. However, it is not a strong instrument. This is so for three reasons. First, it is a non-binding code of conduct addressed to member states and MNEs. It carries only the moral persuasive force of a ‘soft law’ instrument which, as was noted in the introductory chapter, tends to be the form that international instruments covering corporate responsibility standards take. Secondly, the enforcement machinery is rather weak. In 1980, the Governing Body of the ILO established a Committee on Multinational Enterprises (the Committee).76 States are to make periodic reports on the implementation of the Declaration on the basis of questionnaires sent through governments to unions and business organizations. In addition, the dispute settlement procedure is rather limited. The Committee is empowered to interpret the Declaration through a disputes procedure. This was revised in 1986.77 Requests for interpretation are submitted to the Committee by governments and by national or international organizations of employers or workers. Workers’ requests will be received only if they are not able to have these submitted through a national government. Requests are admissible if they do not conflict with or duplicate appropriate procedures at national level, in the case of issues involving national laws, and with the ILO’s international procedures under ILO Conventions, in the case of Convention-based issues. If the request is receivable, the International Labour Office will prepare a draft reply which is considered by the Committee. The reply is then submitted for approval by the Governing Body and, if approved, is published in the ILO Official Bulletin.78 This procedure is not judicial in nature. It serves merely to clarify the standards contained in the Declaration. However, the Committee can only do so in the context of an ‘actual situation’.79 Thus, the procedure may involve the ascertainment of certain facts but not a resolution of disputes over facts and laws.

The third major weakness in the ILO Declaration is its adherence to the national treatment principle. The ILO Declaration states:

All the parties concerned by this Declaration should respect the sovereign rights of States, obey the national laws and regulations, give due consideration to local practices and respect relevant international standards.80

The primacy of national law is reinforced by the requirement that the above-mentioned disputes procedure cannot be used to determine issues arising out of national law. The reference to the primacy of national law tends to weaken the effectiveness of the ILO code as it preserves the right of each state to determine the nature, scope, and effect of its national labour laws. Consequently, the ILO Declaration can do little to prevent competition between states over the reduction of labour standards as a means of reducing the cost of investment in their respective territories. This may be contrasted with ‘no lowering of standards’ clauses concerning labour rights in US BITs.81

In this regard, the ILO Declaration contains certain additional provisions of a general nature. Thus, governments which have not yet done so are urged to ratify the core ILO Conventions as listed in paragraph 9 of the ILO Declaration.82 Furthermore, MNEs are expected to take full account of the general policy objectives of the countries in which they operate, especially the development priorities and social aims and structures of these countries. To this end, consultations should be held between the firm and the government and employers’ and workers’ organizations in these countries.83 Moreover, governments of home countries are urged to promote good social practice in accordance with the ILO Declaration, having regard to the social and labour law, regulations, and practices in host countries as well as to relevant international standards. Both home and host countries are encouraged to have consultations with each other on these matters.84 This provision urges home states to ensure that home-based corporations observe good practice in their overseas operations, and at all times observe host states’ laws. It therefore reinforces the territorial nature of labour regulation, in that this provision does not envisage the extraterritorial application of superior home country standards to employees in host states. This suggests that bilateral arrangements may offer a way forward in ensuring the observance of higher standards throughout the network of countries in which an MNE operates. Such efforts could be conducted under the auspices of the ILO itself.85

(b) Human Rights86

In recent times, it has been asserted with increasing frequency that MNEs should be required to observe fundamental human rights standards and, possibly, to be liable for their violation. Increased concern in this area may be attributed to a number of factors including increased unease at the seemingly unaccountable operations of private capital in a globalizing economy, the perception that the ability of the nation-state to act in the public interest has been weakened by the effects of economic globalization, and as a result of the greater ease of communicating cases of corporate misconduct through the media, wherever this may occur.87 Indeed, the increased vigilance of NGOs that are concerned with such misconduct has led to greater awareness of this issue.88 Cases of misconduct appear to be focused in a number of specific industries, which, by their characteristics and location, may be more likely to encounter human rights-related problems. In particular, light manufacture depending on cheap labour (such as the apparel and footwear industries) and natural resource extraction industries that may operate in less developed and more remote locations, and in politically destabilized countries or regions, seem prominent in the documented cases. There are also a number of cases involving major infrastructure projects that may have serious health and environmental implications, such as dams and oil and gas pipeline projects.89

There has been an extensive philosophical debate upon whether MNEs can be the subject of human rights responsibilities. At a moral level, it would appear that there exists a widening consensus that MNEs should observe fundamental human rights standards. This can be supported by reference to the fundamental need to protect from assaults against human dignity regardless of whether their perpetrators are state or non-state actors.90 Equally it is often said that ‘human rights is good for business’ in that a poor human rights record can adversely affect the public image of a firm and weaken its market power as consumers boycott its products or services. Though this may be open to question on an empirical basis,91 the recent history of corporate embarrassment over allegations of complicity in human rights abuses, and the adoption of human rights impact assessments by firms and industry groups, suggests that this is a matter taken increasingly seriously by business.92

On the other hand, as the UN Special Representative on the issue of human rights and transnational corporations and other business enterprises has pointed out, given the lack of international legal personality of corporate actors, that they cannot directly be bound by international law as such, and that, apart from certain narrowly drawn responsibilities in the field of international criminal law, corporations have no existing international obligations in the field of human rights as most codes are voluntary in nature and are addressed to states.93 Accordingly, from a legal perspective, corporate actors can only be bound by human rights norms to the extent that these are incorporated into national laws and regulations that are directly applicable to non-state actors, or where they are subjected to direct treaty-based responsibilities. This narrow view leaves the question of human rights responsibilities for foreign investors in a legal twilight.94

Notwithstanding this view, much has been written to show that responsibilities for compliance with human rights standards can emerge from within international law.95 Historically, the observance of human rights standards has been an obligation of the state alone. Accordingly, the first step in the evolution of substantive standards for MNEs and other business entities requires the assertion of a direct link between the obligations of states, and of non-state actors, to promote universal respect for, and observance of, human rights and fundamental freedoms. An express reference to such a link can be found in the Universal Declaration of Human Rights (UDHR). This instrument is addressed both to governments and to ‘other organs of society’. Following this provision, the third recital of the Preamble to the UN Norms on the Responsibilities of Transnational Corporations and Other Business Enterprises with Regard to Human Rights (the UN Norms) recognizes that, ‘even though States have the primary responsibility to promote, secure the fulfilment of, respect, ensure respect of and protect human rights, transnational corporations and other business enterprises, as organs of society, are also responsible for promoting and securing the human rights set forth in the Universal Declaration of Human Rights’ (emphasis added).96 This is a clear acceptance of the view that corporate entities do have human rights responsibilities on the basis of their social existence. However, the legal status of the UDHR remains that of a non-binding declaration, and so this reference to the UDHR wording in the UN Norms may be no more than a statement of an ethical duty at best, reinforced by the fact that the UN Commission on Human Rights (now the Council on Human Rights) regards the UN Norms as a draft proposal that has no legal standing.97 That said, the UN Norms are an example of ‘modelling’ in the development of law.98 They exist as a non-binding example of how a future set of binding principles might look. Thus, their value as an object of study, discussion, and influence should not be underestimated. Indeed, they form a useful framework to guide corporate human rights impact assessments.99 Accordingly, they will be briefly analysed here.

The first question raised by the UN Norms is their scope of coverage. They are said to apply to ‘transnational corporations’ (TNCs) and ‘other business enterprises’. The definition given of what constitutes a ‘transnational corporation’ is rather vague. The UN Norms state that this term ‘refers to an economic entity operating in more than one country or a cluster of economic entities operating in two or more countries—whatever their legal form, whether in their home country or country of activity, and whether taken individually or collectively’.100 Unlike other commonly used definitions of TNCs (or MNEs), this definition does not refer to control, influence or co-ordination of activities as a key element in determining whether the entity is indeed a TNC.101 This element must be inferred from the reference to economic entity. Its absence would render the instrument applicable to any type of business relationship that crosses borders. Perhaps that is the intention, given the continued reference to ‘other business enterprise’ which is defined as including ‘any business entity, regardless of the international or domestic nature of its activities, including a transnational corporation, contractor, subcontractor, supplier, licensee or distributor; the corporate, partnership or other legal form used to establish the business entity; and the nature of the ownership of the entity’.102 This definition continues by presuming that the instrument will apply, as a matter of practice, if the business enterprise has any relation with a TNC, the impact of its activities is not entirely local, or the activities involve violations of the right to security of persons as defined in the text of the instrument at paragraphs 3 and 4. Taking the definitions of both ‘TNC’ and ‘other business entity’ together, the UN Norms are capable of covering a wide ‘sphere of influence’ that the activities of a corporate network, whatever its actual form, help to create.103

Turning to the substantive content of the UN Norms, at least five different types of provisions can be identified. First, there are those which cover ‘traditional’ civil and political human rights issues, namely: the right to equal treatment;104 the right of security of persons as concerns business engagement in, or benefit from, ‘war crimes, crimes against humanity, genocide, torture, forced disappearance, forced or compulsory labour, hostage-taking, extrajudicial, summary or arbitrary executions, other violations of humanitarian law and other international crimes against the human person as defined by international law’;105 rights of workers dealing, in particular, with those rights listed in Article 2 of the ILO Declaration on Fundamental Principles and Rights at Work 1998, namely, the prohibition on forced or compulsory labour,106 the rights of children to be protected against economic exploitation,107 and freedom of association.108 In addition, the UN Norms require respect for other civil and political rights, such as privacy, education, freedom of thought, conscience, and religion, and freedom of opinion and expression.109 Secondly, following the contents, in the main, of the ILO Tripartite Declaration of Principles Concerning Multinational Enterprises and Social Policy,110 the UN Norms contain provisions reflecting the main economic social and cultural rights, including the provision of a safe and healthy working environment;111 compensation of workers with remuneration that ensures ‘an adequate standard of living for them and their families’;112 protection of collective bargaining;113 respect for the social, economic, and cultural policies of the countries in which companies operate;114 respect for the rights to health, adequate food, and adequate housing, and other economic social and cultural rights such as rights to ‘adequate food and drinking water; the highest attainable standard of physical and mental health, adequate housing, … and refrain from actions which obstruct the realisation of those rights’.115 No distinction is made in the UN Norms as to the relative importance of these so-called ‘first’ and ‘second’ generation human rights. Indeed, as the Preamble explains, the UN Norms are based on the ‘universality, indivisibility, interdependence and interrelatedness of human rights including the right to development …’.116 This approach also covers the so-called ‘third generation’ rights of collective solidarity, as expressed through the inclusion, in the UN Norms, of the right of development117 and the obligation on TNCs and other business enterprises to promote, respect, and protect the rights and interests of indigenous peoples and other vulnerable groups.118

A fourth group of provisions deals with the special problems created by the operations of TNCs for the realization of the types of rights listed above. Thus, the UN Norms cover the operation of security arrangements for companies. Such arrangements ‘shall observe international human rights norms as well as the laws and professional standards of the country or countries in which they operate’.119 This general principle is further elaborated in the Commentary to the Norms, which requires companies to observe the emerging best practices evolving in this field through various codes of conduct, particularly the UN Principles on the Use of Force and Firearms by Law Enforcement Officials, the UN Code of Conduct for Law Enforcement Officers, the UN Convention Against Torture, and the Rome Statute of the International Criminal Court. Business enterprises and TNCs are further urged not to supplant the state military and law enforcement services, but only provide for their own preventive or defensive services, and not to hire individuals known to have been responsible for human rights or humanitarian law violations.120 Other provisions that can be added to this category are: the duty to recognize and respect applicable norms of international law, national laws and regulations, administrative practices and the rule of law,121 and the final saving provision which makes clear that ‘nothing in these Norms shall be construed as diminishing, restricting, or adversely affecting the human rights obligations of States under national and international law, nor shall they be construed as diminishing, restricting, or adversely affecting more protective human rights norms’.122 Not only does this provision offer a rule of interpretation favourable to the effective protection of human rights, but it also emphasizes that the operations of business enterprises can observe higher standards than the minimum standards required by the UN Norms.

A fifth, and final, group of substantive provisions goes beyond a conventional human rights-based agenda and belongs more to a general corporate social responsibility code. This reflects the fact that many of the sources, referred to as contributing to the UN Norms,123 constitute more general codes of business ethics, which, by their nature, will deal with social issues not usually described as human rights issues. Thus, for example, the UN Norms require that TNCs and other business enterprises shall act ‘in accordance with fair business, marketing and advertising practices and shall take all necessary steps to ensure the safety and quality of the goods and services they provide, including observance of the precautionary principle. Nor shall they produce, distribute, market or advertise harmful or potentially harmful products for use by consumers’.124 This introduces general consumer protection standards into the instrument. Other such social responsibility provisions include a prohibition against bribery125 and obligations with regard to environmental protection.126 Whether these are truly ‘human rights’ issues is open to debate. On the other hand, as the Preamble to the UN Norms notes, ‘new international human rights issues and concerns are continually emerging and that transnational corporations and other business enterprises often are involved in these issues and concerns, such that further standard-setting and implementation are required at this time and in the future’. In this light, it may well be that consumer and environmental protection are emergent human rights issues. It has been argued, for example, that a right to a clean and healthy environment is a human right, though this has been disputed.127 Whether consumer protection is a human right seems rather more tenuous, as it is hard to see how elevating such issues to the status of quasi-constitutional rights makes such protection more effective. In any case, other established human rights could be sufficient. For example, death or serious injury caused by unsafe products or processes could come within the right to life and the right to personal security under Article 3 of the Universal Declaration on Human Rights and Articles 6 and 9 of the International Civil and Political Rights Covenant. Loss of livelihood, due to disability, could be covered by Article 25 of the Declaration. As for the prohibition against bribery, a human rights approach seems ill-conceived, as it is not entirely clear whether there is an identifiable human victim. This is an area in which the wider social undesirability of such practices is at issue, rather than any significant adverse effects on any one individual. It would thus be better dealt with as a regulatory matter under national law and specialized international conventions than a human rights-oriented instrument.128

The precise content of the human rights obligations of MNEs is open to considerable speculation.129 However, it is clear that corporate actors will not carry the same responsibilities as states. Some state responsibilities are simply impossible for MNEs and other business enterprises to carry out. Examples include: protecting rights of asylum, the right to take part in government, rights to nationality, and provision of rights of due process. Equally, states, as public actors, do not themselves enjoy human rights protection, while, as noted above, MNEs, as private actors, can possess rights that may need to be balanced against those of other non-state actors.130 Against this background, the development of substantive obligations will require some adaptation of existing human rights standards. In addition, it may require a wider conception of what obligations may count as human rights obligations for private corporate actors, given their influence over the development of economic and social welfare in the societies in which they operate. The UN Norms offer a valuable illustration of how this can be achieved, notwithstanding their obvious limitations as sources of binding legal obligations.

(c) Environmental Issues131

The globalization of production and services provision by MNEs has created a heightened sense of awareness concerning the potential for transnational environmental harm that the activities of such firms might create. On the other hand, MNEs may also be seen as the main repositories of modern, environmentally friendly, technology, and as the most advanced experts on environmentally sound management practices.132 Thus, this emerging area of concern covers not only issues of control and regulation that seek to prevent environmental harm from arising out of the activities of MNEs, but also issues of how MNEs might be encouraged to use the best technologies and managerial practices that will enhance the ability of host countries to develop their economies and societies in an environmentally friendly manner. This is also an area where a strong element of self-regulation has been used alongside more traditional ‘command and control’ strategies.133

In the context of international investment law and ICSR a number of specific issues arise. The first concerns the substantive content of environmental obligations for MNEs under international agreements and customary international law. The second concerns the interaction of IIAs with national regulatory discretion over environmentally sensitive activities of foreign investors.

As to substantive obligations, at present there are no detailed international rules, or procedures, for the environmental regulation of MNEs. Therefore, MNEs cannot be held liable for environmental harm under international law as such, only under applicable national laws. On the other hand, there exist a number of international instruments that create non-binding commitments for MNEs in this field, coupled with certain mandatory provisions of Multilateral Environmental Agreements (MEAs) which, though addressed to the state contracting parties, have regulatory consequences for MNEs.134 In addition, the possible effects of customary international law on the environmental regulation of MNEs should be considered. One feature of the international environmental protection field that should be noted at the outset is the extent to which it has become an area of contestation and lobbying by both business and civil society groups. Indeed, it is arguable that MNEs have used such influence to help construct a more benign set of standards than might otherwise have been adopted.135

Turning to the substantive content of international instruments covering MNE responsibilities in the environmental field, two voluntary codes are particularly important. These are, first, the Rio Declaration on Environment and Development and its Agenda 21, the Programme of Action for Sustainable Development, whose continuing importance in this area was reaffirmed at the World Summit on Sustainable Development (WSSD) in Johannesburg in 2002,136 and, secondly, the OECD Guidelines on Multinational Enterprises.137 Both instruments emphasize, in essence, the furtherance of sustainable development through the transfer of environmentally sound technology and management practices.138

Under Agenda 21, MNEs are seen as playing a major role in the development of environmentally sound technologies and in their transfer.139 Following from this, Agenda 21 offers certain general commitments for both governments and MNEs in furthering a cooperative vision of sustainable development through technological improvement and transfer. In particular, governments and MNEs are urged to strengthen partnerships that will promote the use of cleaner technologies and develop new methods for internalizing environmental costs into accounting and pricing, while MNEs are urged to report annually on their environmental records, adopt codes of conduct reflecting best environmental practice, incorporate cleaner technologies into their production processes, and cooperate with workers and trade unions and with other businesses for the development of knowledge and skills in the environmental field.140 Furthermore, MNEs are specifically urged to establish worldwide policies on sustainable development, arrange for environmentally sound technologies to be made available to their affiliates in developing countries without extra charge, and to modify local practices in line with local ecological needs.141 Moreover, the transfer of environmentally useful technology to developing countries is to be encouraged.142 Such measures should be taken to avoid abuse of intellectual property rights.143

Agenda 21 introduces some specific principles of regulation into the field of environmentally sustainable action. First, regulatory controls are seen as going hand in hand with market controls over environmental action involving full environmental costing through the ‘polluter pays’ and ‘natural resource user pays’ principles.144 MNEs are to be consulted over such matters.145 Secondly, a programme to develop systems for integrated environmental and economic accounting should be set up.146 Thirdly, trade in environmentally damaging products, chemicals, toxic substances, and hazardous wastes can be lawfully banned.147 Furthermore, MNEs, wherever they operate, are specifically urged to introduce policies, commitments, and standards of operation in relation to hazardous waste generation and disposal that are equivalent to or no less stringent than those in the country of origin.148

In 1991, a new Guideline on environmental protection was introduced into the non-binding OECD Guidelines on Multinational Enterprises.149 The Guideline seeks to reflect the principles and objectives laid down in Agenda 21 and in the Aarhus Convention,150 as well as in the ISO Standard on Environmental Management Systems.151 It recommends that enterprises should take due account of the need to protect the environment, public health and safety, and generally to conduct their activities in a manner contributing to the wider goal of sustainable development within the framework of laws, regulations, and administrative practices in the countries in which they operate and in consideration of relevant international agreements, principles, objectives, and standards. The Guideline goes on to specify particular duties to be observed by enterprises in relation to the establishment and maintenance of a system of environmental management appropriate to the enterprise, the provision of adequate and timely information to the public and employees as to the environmental impact of enterprise activities, and consideration of environmental impacts in decision-making and the preparation of appropriate environmental impact assessments. Enterprises are urged to apply the precautionary principle, consistent with scientific understanding of risks and cost-effectiveness of measures, and to maintain contingency plans for preventing, mitigating, and controlling serious environmental and health damage arising out of their operations. They are also expected to adopt the best available environmental technologies, develop products and services that are safe, have no undue environmental impacts, are energy efficient and recyclable. Finally, enterprises are urged to develop adequate education and training programmes and to contribute to the development of public policy, including through partnerships or initiatives that will enhance environmental awareness and participation.

Apart from such ‘soft’ responsibilities, MNEs may find themselves subjected to ‘hard’ obligations arising out of the contents of MEAs, as a result of the implementation of international obligations by the states that are parties to these agreements. Certain key examples need to be briefly mentioned. Perhaps the most significant is the Clean Development Mechanism (CDM) established by Article 12 of the Kyoto Protocol to the United Nations Framework Convention on Climate Change.152 The CDM allows for developed countries (Annex I parties) to enter into investments aimed at reducing carbon emissions in developing countries (Annex II parties) and credit these to their emission limitation and reduction commitments under Article 3 of the Protocol. Article 12(9) makes clear that participation in CDM projects may involve private and/or public entities and is to be subject to ‘whatever guidance may be provided by the executive board of the clean development mechanism’. Thus MNEs may be directly involved in such activities and will find themselves subject to the regulatory control of the home and host country, as parties to the Protocol. In addition to the CDM, other MEAs have established civil liability rules that apply directly to private actors involved in the conduct of a potentially harmful environmental activity. Thus, the 1999 Protocol to the Basel Convention on Liability and Compensation for Damage resulting from Transboundary Movements of Waste and their Disposal provides a comprehensive regime for liability and compensation placed upon any person who is in operational control of the waste. It is yet to enter into force.153 A further example arises out of the various conventions dealing with civil liability for oil pollution that set direct liabilities upon shipowners, subject to limits on recovery, establish funds from which compensation can be paid, and which require owners to carry adequate insurance.154 Such government-led initiatives have been shadowed by industry-based agreements establishing compensation schemes.155 Indeed, the use of multilateral funds to further environmental policy and technology transfer in developing countries, or to establish pools of resources from which compensation can be paid to victims of environmental harm, may be a valuable additional approach to dealing with the costs associated with the environmental operations of MNEs as well as governments.156

While obligations can arise for MNEs out of treaty provisions, the implications of customary international law on the regulation of the environmental activities of MNEs are less clear. Should any standard of environmental regulation amount to a principle of customary international law, then the regulating state would be bound to apply it in its legal order, and supranational systems of regulation would also have to comply. In addition, breach of such a principle might found the basis of a claim against the state for failure to regulate corporate activity. The corporate actor could also be directly liable in a legal system that recognizes its susceptibility to actions based on violations of international law. To date, the evidence for such a basis of action is weak. Although the principle of sustainable development has been held to be a principle of international law,157 this is not a uniformly held view, given the complexity and vagueness of the concept.158 Indeed, other concepts, such as the polluter pays and the precautionary principle, have also been doubted as rules of customary international law.159 For example, in the US case of Beneal v Freeport-McMoran the plaintiffs argued that the defendant mining corporation had inter alia violated the Alien Tort Claims Act by reason of its violation of principles of international environmental law that had become part of customary international law and could, therefore, found an action under this legislation.160

In particular, they alleged that Freeport’s mining operations in Iriyan Jaya, Indonesia, had led to environmental damage that it was obliged to compensate for under the polluter pays, precautionary, and proximity principles. Judge Duval noted that environmental torts based on these principles had not acquired the status of customary law.161 Even if they had, the judge doubted whether they could apply to a non-state corporation in the absence of a treaty provision to that effect. Equally, the precautionary principle was not accepted as a general principle of international law that could bind a WTO Panel or Appellate Body in the EC—Beef Hormones case.162 The WTO Appellate Body held that this principle did not override the requirements of Articles 5.1 and 5.2 of the WTO Agreement on Sanitary and Phytosanitary Measures, which applied a cost-benefit risk assessment analysis, and a test of reasonable scientific knowledge, to the evaluation of whether the EC ban on the importation of hormone-treated beef into the EU from the US infringed the GATT.

On the other hand, it is well established that a country is liable under international law for harm caused by the transboundary escape of airborne pollutants originating in privately owned facilities within its borders.163 This may offer a cause of action where it is not possible to sue the corporation that caused the harm directly.164 The host country acts as an ‘insurer of last resort’ in such cases. In addition, the host country, and any neighbouring countries that are affected by the airborne pollution, may seek to arrive at a cooperative solution to the underlying problem, bearing in mind not only the harm to those affected by the pollution, but also the social and economic interests associated with the polluting operation in the host country. Furthermore, the risk of responsibility may encourage the host country to undertake preventive measures which may include the passing of necessary legislation and other legal or administrative action, and international cooperation with other governments and international organizations.165

A further issue arising specifically in relation to the environmental regulation of MNEs is the effect of IIAs on national policy space in this area. Limitations on national regulatory discretion may arise in a number of ways. First, where the host country has concluded an investment protection agreement that extends to both pre-and post-entry treatment,166 the application of environmental laws at the pre-entry stage may require that any controls over entry and establishment conform to the protection standards contained in the agreement. Thus, any screening or licensing requirement, or environmental impact assessment, made at this stage must be nondiscriminatory and should comply with notions of fair and equitable treatment, as defined in the agreement. However, such obligations may need to be interpreted in the light of legitimate rights to regulate for environmental purposes, which may be most efficiently done at the point of entry in the case of FDI projects.167

It is at this point, too, that host countries may impose environmental performance requirements as a condition of entry. Such requirements may be prohibited under applicable IIAs. For example, NAFTA prohibits the imposition of performance requirements as a condition of entry and establishment, including a requirement for technology transfer in paragraph (1)(f). However, Article 1106(2) of NAFTA provides that ‘a measure that requires an investment to use a technology to meet generally applicable health, safety or environmental requirements shall not be construed to be inconsistent with paragraph (1) (f)’. This approach is further developed in the most recent US BITs, where the imposition of performance requirements, including environmental measures, necessary to protect human, animal, or plant life or health, or related to the conservation of living or non-living exhaustible natural resources, is permitted provided such measures are not applied in an arbitrary or unjustifiable manner and that they do not constitute a disguised restriction on international trade or investment.168 This provision follows the pattern of the general exception clause in GATT Article XX. Assuming that the US BIT provision is to be interpreted in line with this WTO provision,169 it subjects national discretion to a number of tests. In relation to the protection of human, animal, or plant life or health, the measure applied must be ‘necessary’, which has been interpreted in WTO jurisprudence to mean that a country should take the least GATT-inconsistent measure that is reasonably available, given the objective to be sought. In other words, the measure must be both reasonably necessary for the purpose of the environmental policy being pursued and proportionate to that aim.170 In relation to the conservation of living and non-living exhaustible natural resources the measure must be ‘related to’ these objectives, that is, it must have such conservation as its primary aim and is again subject to a test of proportionality.171 In addition, both types of exception must come within the requirements of application in a non-arbitrary and justifiable manner and not as a disguised restriction on trade or investment. These have been interpreted to require a balancing process between the right of a country to invoke the exception and its obligation to respect the rights of other countries under the agreement. It introduces an element of good faith in the decision to rely on the exception.172 This determination will be made on a case-by-case basis and will involve consideration of whether the measure in question has been applied without discrimination or arbitrariness as to both its substantive and procedural aspects.173

A second restriction arising out of the terms of IIAs concerns the use of a ‘no lowering of standards’ clause to combat the risk of host countries lowering their environmental standards as an inducement to investment. Such provisions are a response to the ‘pollution haven’ hypothesis, whereby a host country will seek to attract environmentally damaging foreign investment by reason of lax regulatory standards. Such clauses may take a non-binding ‘best efforts’ approach, as does NAFTA Article 1114(2), which recognizes that it is ‘inappropriate to encourage investment by relaxing domestic health, safety or environmental laws’.174 Alternatively, a clause may place the obligation in mandatory language.175 However, to date, no such clause has been linked up to dispute settlement provisions, possibly due to the difficulties of litigating a claim. The intent element in particular might be very problematic to prove.176 As an alternative, the NAFTA Side Agreement on Environmental Co-operation has established institutional machinery that oversees national legal and policy developments in the environmental field, aiming at high overall standards and providing for a complaints procedure concerning alleged failure by a contracting party to enforce its environmental law.177 Finally, it should be noted that, in this connection, the OECD Guidelines on Multinational Enterprises assert that MNEs should refrain from seeking or accepting exemptions from environmental measures that are not contemplated in the statutory or regulatory framework.178

Notwithstanding the above-mentioned restrictions on host country discretion, the right of a country to regulate on environmental matters may be protected by the terms of an IIA. This can be achieved through a provision that ensures that nothing shall prevent a party from regulating on environmental matters as it deems appropriate, and in a manner consistent with the agreement.179 In addition, as noted in relation to performance requirements, IIAs could ensure the preservation of host country discretion in environmental matters through suitably worded general exception clauses.180 Furthermore, MEA provisions may override the terms of IIAs, and place environmental obligations above investment protection obligations, where this is necessary to achieve the objectives of the MEA in question. Thus, NAFTA Article 104 states that MEA obligations, listed in that provision, ‘shall prevail’ provided that where there is a choice of policy options to fulfil the obligation, that party chooses the least NAFTA-inconsistent option. In addition, an IIA could make clear that ordinary environmental regulation based on MEA standards will not constitute a regulatory taking, building on general provisions of this kind already in existence in certain BITs. These refer only to non-discriminatory regulatory actions applied to protect legitimate public welfare objectives such as environmental protection.181 It can be said that where an MEA requires discriminatory action, this may be compatible with such a provision as this might not amount to a case of ‘like circumstances’ between domestic and foreign investors. The environmental threat in question may require differences in treatment between various foreign investors and/or between foreign and domestic investors.182

(4) MONITORING AND ENFORCEMENT

The preceding discussion has concentrated on the substantive standards that MNEs may be required to observe as part of their ICSR obligations. The focus has been on the three most significant issue areas. In this section, the issue of how to monitor and enforce such standards will be briefly considered. The choices are between national and international mechanisms of regulation. At the national level, both standard setting, through new laws and regulations, and public interest litigation, taken against firms alleged to have broken their ICSR obligations, may be used. The latter raises the further question of whether the courts of the home country of the MNE should act as ‘watchdogs’ over their firms’ overseas activities. As will be seen below, the courts of the USA are already being used in this manner under the Alien Tort Claims Act (ATCA). At the international level, there arises the possibility that intergovernmental organizations (IGOs) have a monitoring role that can supplement such national initiatives, in particular, by requiring states to comply with certain obligations to ensure that their domestic regulatory structures adequately reflect the emergent norms in this area and by providing adequate and effective remedies for those who allege that they have been harmed by the failure of firms to observe fundamental ICSR standards.

At the national level, there are extensive laws and regulations in many countries dealing with labour standards and environmental protection. By contrast, there has, to date, been relatively little progress on standard setting through new laws or regulations embodying human rights standards.183 The most significant examples in this regard may be the US and EU initiatives to link labour rights protection to the extension of trade preferences, or the UK Ethical Trading Initiative.184 However, specialized legislation on MNEs and human rights is virtually non-existent. One example of what might be possible arose in Australia where the draft Corporate Code of Conduct Bill contained a provision that subjected the overseas subsidiaries of Australian companies to a general obligation to observe human rights and the principle of non-discrimination.185 That Bill was never adopted. Similar proposals in the USA and the UK have also met with little success.186

On the other hand, at the level of US national law, a degree of direct responsibility for human rights violations on the part of MNEs is being recognized through litigation brought by private claimants against the parent companies of affiliates operating in the claimants’ countries.187 Thus in the US District Court case of Doe v Unocal,188 it was held, for the first time, that MNEs could, in principle, be directly liable for gross violations of human rights under the ATCA.189 This case can be used to illustrate the conceptual problems involved in the bringing of a human rights claim against a corporation.190 The key difficulty is to show that the corporation was in some way implicated in human rights violations. This raises the question whether there has to be evidence of direct involvement or whether some lesser degree of involvement is sufficient. In its decision of 31 August 2000, the US District Court in the Unocal case awarded a summary judgment to Unocal on the ground that although there was evidence that Unocal knew about, and benefited from, forced labour on the pipeline project in Burma in which it was a joint venture partner, it was not directly involved in the alleged abuses. These were the responsibility of the Burmese authorities alone. However, the principle that a private non-state actor can be sued before the US courts for alleged violations of human rights was not questioned.191 The summary judgment was overturned in part on appeal to the US Court of Appeal for the Ninth Circuit.192 The USCA held that there were genuine issues of material fact to be determined as regards the possible liability of Unocal for the alleged acts of forced labour, for aiding and abetting the Myanmar military in subjecting the plaintiffs to forced labour, and for aiding and abetting the Myanmar military in subjecting the plaintiffs to murder and rape occurring in furtherance of forced labour. On the other hand, there were insufficient facts to justify an examination of the allegations of liability on the part of Unocal for torture.

The affirmation of the applicability of the law relating to aiding and abetting an offence to crimes or torts involving alleged violations of fundamental human rights under ATCA is of great significance.193 This allows for a finding that a corporation may be liable even if it has not directly taken part in the alleged violations, but has given practical assistance and encouragement to the commission of the crime or tort in question (the actus reus of aiding and abetting) and has actual or constructive knowledge that its actions will assist the perpetrator in the commission of the crime or tort (the mens rea of aiding and abetting). Thus the USCA accepts that a corporate actor can be complicit in a human rights violation even where there is no direct involvement. Accordingly, different levels of complicity, both direct and indirect, can be invoked as the basis of a corporate liability claim.194

A further significant issue arising under national laws concerns the transparency of corporate action based on compliance with national disclosure laws.195 The concern over MNE accountability and disclosure has many diverse sources. Apart from the traditional recipients of corporate information, namely its finance providers (the shareholders, bankers, lenders, and creditors), those interested in disclosure and accountability now include employees, trade unions, consumers, governments, and the general public. This has resulted in calls for a wider conception of disclosure than that needed by the financiers of the corporation.196 Responding to such demands, international organizations have produced recommendations that widen the elements which may have to be included in a firm’s annual report and in supplementary statements.197 The general approach is well illustrated by the OECD Guideline on Disclosure which deserves quotation in full:

1. Enterprises should ensure that timely, regular, reliable and relevant information is disclosed regarding their activities, structure, financial situation and performance. This information should be disclosed by the enterprise as a whole and, where appropriate, along business and geographic areas. Disclosure policies of enterprises should be tailored to the nature, size and location of the enterprise, with due regard taken of costs, business confidentiality and other competitive concerns.

2. Enterprises should apply high quality standards for disclosure, accounting and audit. Enterprises are also encouraged to apply high quality standards for nonfinancial information including environmental and social reporting where they exist. The standards or policies under which both financial and non-financial information are complied should be reported.

3. Enterprises should disclose basic information showing their name, location and structure, the name, address and telephone number of the parent enterprise and its main affiliates, its percentage ownership, direct and indirect in these affiliates, including shareholdings between them.

4. Enterprises should also disclose material information on:

a) The financial and operating results of the company.

b) Company objectives.

c) Major share ownership and voting rights.

d) Members of the board and key executives, and their remuneration.

e) Material foreseeable risk factors.

f) Material issues regarding employees and other stakeholders.

g) Governance structures and policies.

5. Enterprises are encouraged to communicate additional information that could include:

a) Value statements or statements of business conduct intended for public disclosure including information on the social, ethical and environmental policies of the enterprise and other codes of conduct to which the company subscribes. In addition, the date of adoption, the countries and entities to which such statements apply and its performance in relation to these statements may be communicated.

b) Information on systems of managing risks and complying with laws, and on statements or codes of business conduct.

c) Information on relationships with employees and other stakeholders.198

The Guideline offers a summary of responses to the various concerns underlying MNE disclosure. It should be read alongside the OECD Principles of Corporate Governance which offer more detailed analysis of the terms used in the Disclosure Guideline.199 The basic starting point for disclosure in the Corporate Governance Principles is that ‘the corporate governance framework should ensure that timely and accurate disclosure is made on all material matters regarding the corporation, including the financial situation, performance, ownership and governance of the company’.200 This is deemed central to shareholders’ ability to exercise their ownership rights on an informed basis and thus to allow capital markets to operate efficiently. In this regard, the financial and operating results of the company must give the ‘whole picture’ and, where transactions relate to the performance of the group as a whole, the accounts must include information based on the highest international accounting standards and give full information about contingent liabilities and off-balance sheet transactions.201 Apart from shareholder interests, the Disclosure Guideline and the Corporate Governance Principles both stress the need for a broad disclosure of company objectives. These cover not only commercial objectives but also policies relating to business ethics, the environment, and other public policy commitments, with the aim of better evaluating the relationship between companies and the communities in which they operate and the steps they have taken to implement their objectives.202 The requirement to disclose major ownership and voting rights will assist not only shareholders, in having full knowledge of the structure of the group of companies and intra-group relations, but also regulators, who will need such information to identify potential conflicts of interest or insider trading. Similarly, the information on key board members and their remuneration will assist in identifying conflicts of interest and monitoring the effects of remuneration schemes such as stock options and their relationship to company performance.203

The Corporate Governance Principles go on to consider the issue of related party transactions in greater detail than the rather basic requirements of paragraph 3 of the Disclosure Guideline. Full disclosure of such transactions is necessary to ensure that the company is being run with due regard to the interests of all its investors. This should be done on an individual or grouped basis, indicating whether the transactions in question have been made at arm’s length and on normal market terms. Related parties include ‘entities that control or are under common control with the company, significant shareholders including members of their families and key management personnel’.204 The inclusion of foreseeable risk factors relates to industry- or area-specific risks, financial market risks, risks related to derivatives and off balance sheet transactions (which were a key factor in the Enron scandal), and environmental liability risks.205 The two final items for disclosure, employee and other stakeholder issues and corporate governance structures and polices, are a response to the fact that companies are now encouraged, if not actually obliged by law, in some countries, to provide information on these matters. In relation to employees, this includes any issue that may materially affect the performance of the company, including relations with creditors, suppliers, and local communities. As regards corporate governance policies, this is a response to the growing requirements for companies to set down a code of corporate governance and to report on why they may have departed from such standards on a ‘comply or explain’ basis.206

From the foregoing, it is clear that the OECD approach to disclosure seeks to encourage greater openness and transparency by MNEs for public policy purposes, alongside their existing national disclosure requirements, as a means of creating a more informed environment for policy responses to be formulated. In this, the OECD approach goes beyond disclosure aimed at mere investor protection, the traditional concern of corporate disclosure laws. On the other hand, the OECD Disclosure Guideline also shows sensitivity to the concerns of corporate managers, specifically mentioning confidentiality and cost as factors to be considered when contemplating the form and extent of the recommended disclosure. Finally, it should be noted that the Guideline has only persuasive and not legal force. The ultimate arbiter of disclosure requirements still remains the law of the OECD member country in which the MNE operates.

Turning to monitoring by IGOs, the procedure under the ILO Declaration has already been described above. It is a relatively weak procedure which cannot make binding decisions on existing disputes concerning alleged infringements of labour rights by MNEs. It is firmly rooted in the culture of member country reporting, and of institutional interpreting of international standards, which pervades intergovernmental social standard setting instruments. In this regard, the UN Norms have sought to provide a more exacting mechanism.207 The UN Norms require TNCs and other business enterprises to adopt, disseminate, and implement internal rules of operation in compliance with the Norms. In addition, they must incorporate the principles contained in the UN Norms in their contracts or other arrangements and dealings with contractors, sub-contractors, suppliers, and licensees in order to ensure their implementation and respect.208 This represents a significant advance on the earlier drafts, which did not contain express provisions on the use of such legal measures to give force to their contents, though such measures were recommended in commentaries on those earlier drafts.209 The UN Norms also require that TNCs and other business enterprises shall monitor and verify their compliance in an independent and transparent manner that includes input from relevant stakeholders.210 This may be done by national, international, governmental, and/or non-governmental mechanisms in addition to internal review procedures.211 Earlier drafts of the UN Norms focused on corporate implementation. However, the current UN Norms suggest that other actors could use the Norms to assess business practice and performance in the area of human rights responsibilities. For example, they could form the basis of industry monitoring; unions could use them as a benchmark for their expectations of company conduct, as could NGOs; and the UN’s human rights treaty bodies could apply the UN Norms to create additional reporting requirements about corporate compliance with this instrument.212 In addition, TNCs must ensure that outside stakeholders have access to information about human rights remediation efforts by firms and that workers have proper avenues by which to make complaints with regard to the violation of the Norms.213

In addition, the draft presented to the 54th Session of the UN Sub-commission on Human Rights in 2002 introduced, for the first time, a provision requiring TNCs and other business enterprises to provide compensation for violations of the UN Norms.214 The final version reads:

Transnational corporations and other business enterprises shall provide prompt, effective and adequate reparation to those persons, entities, and communities that have been adversely affected by failures to comply with these Norms through, inter alia, reparations, restitution, compensation and rehabilitation for any damage done or property taken.215

The UN Norms have also introduced some clarification of where such reparation is to be determined. In the words of paragraph 18 of the UN Norms: ‘In connection with determining damages, in regard to criminal sanctions, and in all other respects, these Norms shall be applied by national courts and/or international tribunals, pursuant to national and international law’. By taking this approach, the UN Norms envisage a binding enforcement mechanism, centred on national courts and/or international tribunals, which offers directly effective rights of reparation for the individuals or groups affected as a consequence of a violation of the instrument. This presupposes a legally binding document that is effective within the national laws of the UN member states that adopt it. Such an effect could not be presumed from a non-binding declaration or recommendation of the UN, neither of which normally have the force of positive international law nor as sources of directly effective individual rights that can be invoked before national tribunals. Arguably, the UN Norms, as an instrument that contains many binding norms of international human rights law, may be enforceable by that fact alone. However, as argued above, not all the norms contained in its provisions are uncontroversial in this respect. Some of the rights that are included may not have such a legal status.216 Therefore, if the reparation mechanism is to be real and effective, it requires the adoption of an instrument that has the force of law within the legal orders of the signatory states, and which recognizes the legal effectiveness of all the norms that it contains. This would need to be something akin to an international convention, which contains an obligation to implement its contents and enforcement mechanisms into the municipal law of the signatory state. This is a far cry from a ‘soft law’ instrument of the kind usually adopted in this field. Equally, it is unlikely that a UN framework could enforce binding rules and norms relating to the activities of TNCs.217 In the light of these matters, there is a significant need for further clarification as to what legal form this enforcement mechanism will take and on how it is expected to work. However, given the uncertainty surrounding the status and future importance of the UN Norms in the work of the UN Human Rights Council and of the Special Representative appointed to oversee the issue of human rights and TNCs, a clear answer to this question is unlikely in the near future.218

CONCLUDING REMARKS

The present chapter has sought to offer an overview of the substantive content and monitoring and enforcement issues arising out of calls for greater ICSR for MNEs and other business entities. As such, it has described what may be fairly called a ‘work in progress’ rather than an established and fully functioning system of international regulation of private corporate conduct. This leads to a final issue relevant to the purposes of this volume. What is the impact of these developments for the future evolution of IIAs and BITs in particular?

At present, there are few signs that host country responsibilities will be balanced out by the introduction of corporate responsibilities in such agreements. Indeed, there are a number of major obstacles that need to be cleared for such a development to occur. First, and most obviously, it is hard to see where the political will for such a development will come from. The major capital-exporting states are happy to retain the first generation BITs, with their exclusive emphasis on investor and investment protection, which serve well the need for protection and promotion of investments in the manner discussed in Chapter 1 of this work. Although there is some evidence of a ‘backlash’ against BITs among some host states, such as for example the decision of Bolivia to leave the ICSID Convention, this is as yet not a significant trend.219 Equally, newer bilateral and regional agreements are taking an even more strongly protective approach, with commitments to pre-entry protection and internationalized dispute settlement becoming more frequent, but with little to offer in relation to development concerns.220 Thirdly, the introduction of ICSR responsibilities could create major drafting and negotiating problems, including the choice of which standards to include, how detailed those standards should be, whether they could be couched in mandatory or merely hortatory language, and whether they would represent an international minimum standard or something more.

In this regard, the relationship between treaty-based standards and national regulatory standards would need to be addressed. In particular, the issue of whether development concerns should allow for a lower standard of commitment to ICSR norms on the part of the host country would need to be considered, as would the need for technical assistance and the provision of resources to the least developed countries so that they could meet higher CSR standards. In addition, the effect of international standards on national regulatory environments would need to be clarified. Should the signatory country only have to comply with international minimum standards, this could encourage a lowering of higher national standards to the international base-line. It may, perversely, reduce national CSR obligations rather than raise them. In addition, where, as in the ILO Declaration, the national treatment approach is followed, a very wide discretion may be given to the investor not to apply best practices but only local practices, which may be inadequate to ensure compliance with ‘best practice’ standards. Thus, clear duties of compliance with international standards will be required in the case of countries where lower standards apply, and international agreements would need to build in commitments not to lower existing standards as per the types of clauses noted above in relation to labour and environmental standards. Furthermore, progressive improvement of standards would need to be catered for by way of periodic reviews.

Notwithstanding these obstacles, the eventual inclusion of certain commitments to ICSR in future IIAs cannot be ruled out. As noted in Chapter 1, the experience of the MAI shows that engaged NGOs, and other civil society groups and affected communities, may create an atmosphere in which it would be hard to ignore calls for greater corporate accountability and increasing recognition of emerging international standards of good corporate practice in key issue areas. The continued legitimacy of IIAs may require the eventual recognition of the responsibilities of investors as well as host states, not to mention home countries as well.221 Of the various areas that could come within the rubric of ICSR, the four areas of labour rights, human rights, environmental protection and anti-corruption seem to offer the first major contributions to the substantive content of ICSR. They are already being ‘codified’ in non-binding and, in certain cases, binding international instruments. At the very least, future IIAs may need to ensure that they refer to the major instruments in these areas as a source of important standards by which the balance of rights and obligations of investors can be interpreted.

That such an interpretation may be increasingly called for cannot be doubted. Indeed, it may be an integral issue in many investor–state disputes. For example, where the investor claims the breach of an IIA protective standard by the respondent state, the latter may respond by referring to the investors’ corporate conduct as a justification for its regulatory reaction which leads to the investor’s claim. In such cases, some arbitral tribunals do take into account investor conduct where this is deemed relevant in determining the nature of the respondent state’s actions, or where the actual cause of the loss to the investor is in issue.222 Arguments based on breaches of ICSR standards may well become a part of this litigation process, especially if reforms concerning greater openness and accountability of international arbitration come about, permitting a wider group of amici curiae to make themselves heard. Indeed, one may conclude by saying that the future may require not only transparency and accountability of the host country but also that of the investor, and of the dispute settlement system charged with the resolution of differences between them. Otherwise, that system itself may prove to be the greatest brake on the development of a true international law of ICSR.

There is a real danger that arbitral tribunals, seeing themselves bound by the limits of the treaties upon which their jurisdiction is based, will feel understandably compelled to give a very narrow interpretation of the nature and scope of IIA obligations to the exclusion of interests other than those of the investor as an alleged victim of regulatory malpractice. If they do not offer a creative interpretation of IIA obligations, which allows for the balancing of investor expectations with those of the wider society in which they operate and which, as argued above, must act as a formative influence on investor expectations, then arbitral tribunals risk being perceived as upholding an increasingly unjust and biased system of existing pro-investor BITs and other IIAs. It may be said that this creative approach is itself an illegitimate abuse of arbitral power. Arbitral bodies are not the right place to determine major issues of economic and social policy through creative interpretation of treaty texts. However, it would be naïve to believe that, by emphasizing only a narrow, asocial, perception of investors’ legitimate expectations concentrated on the conduct of the host country alone, arbitral tribunals are not already making such major policy determinations. We see at present arbitral tribunals taking on functions which, in a truly accountable system of governance, would only be undertaken by transparent and publicly accountable courts, whether national or international.223 The countries that signed up to BITs appear not to have understood the actual power of the international investor–state tribunals to which they gave their consent until the current wave of arbitrations came about. However, unless and until an international investment court is established and we continue to be faced with this imperfect system, it would be the lesser of two evils if arbitral tribunals were more generally able and willing to take account of corporate conduct where it is of relevance in determining the legitimacy or otherwise of governmental action. Failure to do so may well result in strong ‘backlash’ and an end to BITs as such, a result that may not necessarily be in the interests of the countries and communities in which foreign investors operate. In particular, such an outcome might prevent an evolution of existing BITs and other IIAs into a new generation of more development- and socially friendly arrangements, responsive not only to the needs of investors for protection against maladministration, but also to the calls for greater responsibility among investors and home countries for the proper conduct of investments.
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Concluding Remarks

WHILE commercial disputes between private parties are usually settled before national courts or arbitral panels, contentious matters between States may fall under the jurisdiction of the International Court of Justice or other (specialized or regional) judicial dispute settlement systems. As to mixed disputes, that is, disputes between States and private parties, in particular those relating to investments, in the past, these were mostly settled either before national courts or through ad hoc arbitration. Individual claimants had very little chance of success if they intended to bring claims against States or State entities. A State could espouse a claim of one of its nationals, but—short of this right of diplomatic protection — there was no direct right of recourse by foreign nationals against States for violations of their rights and no appropriate forum seemed to be generally available for this type of disputes.

Matters changed significantly with the adoption of the ICSID Convention in 1965.1 Through the system created by the ICSID Convention, private investors can now escape the traditional scheme of diplomatic protection, avoid national jurisdictions, and act directly against a State where an investment was made. It was one of the main purposes of the ICSID Convention to close this gap in available procedures.

Dispute settlement through ICSID arbitration may well be the most appropriate method for investment disputes. The system has known tremendous success, particularly over the last ten years, and is likely to grow further due to the increase in the number of Bilateral Investment Treaties (‘BITs’) all over the world. However, in spite of ICSID’s achievements, it would be inaccurate to disregard other methods of settlement of investment disputes, including national and international courts and other (non-ICSID) arbitration or conciliation. In fact, a substantial jurisdictional overlap between these competing jurisdictions potentially exists, that is, situations where one and the same dispute may be settled by different fora.

With such a variety of dispute settlement mechanisms potentially available to claimants in the case of investment disputes, it is not surprising that confusions may arise in practice. The situation is not improved by the fact that States can be deliberately vague in consenting to dispute settlement. It is indeed quite common for national investment legislation or BITs—through which States can make a valid offer to consent to ICSID arbitration under Article 25 of the ICSID Convention—contemplate domestic courts, ICC, UNCITRAL, or ad hoc arbitration as alternatives to ICSID dispute settlement, without making a clear choice.

The wide range of different dispute settlement methods is reflected in the so-called multi-tiered dispute settlement clauses, that is, provisions that refer to ICSID as only one of several dispute resolution possibilities, and which may require the agreement of the parties to select a particular procedure. This is the case with the most recent model BIT adopted by the USA which provides for a period of six months before a claim can be submitted to arbitration and states that the claimant can submit its claim to arbitration under the ICSID Convention or under the UNCITRAL Arbitration Rules2 or to any other institution, provided that both parties agree. Article 24 paragraph3 of the US Model BIT provides:

Provided that six months have elapsed since the events giving rise to the claim, a claimant may submit a claim referred to in paragraph 1:

(a) under the ICSID Convention and the ICSID Rules of Procedure for Arbitration Proceedings, provided that both the respondent and the non-disputing Party are parties to the ICSID Convention;

(b) under the ICSID Additional Facility Rules, provided that either the respondent or the non-disputing Party is a party to the ICSID Convention;

(c) under the UNCITRAL Arbitration Rules; or

(d) if the claimant and respondent agree, to any other arbitration institution or under any other arbitration rules.3

In this kind of provision, when a dispute settlement forum is selected, this choice is made to the exclusion of any other (electa una via, non datur recursus ad alteram).

An important aspect of the efficiency of any dispute settlement system lies in its ability to avoid uncertainties concerning the appropriate jurisdiction which will be competent to hear a particular dispute. Thus, when a dispute resolution clause is ambiguously drafted, or when it foresees a duplication or multiplication of available fora for dispute settlement purposes, the inevitable result would be that parties will raise jurisdictional objections before the merits of a dispute are even touched. As a consequence, more often than not, ICSID tribunals and the parties appearing before them are involved in protracted discussions over jurisdictional issues. Although the majority of these disputes do not directly concern choice-of-forum issues, it is unquestionable that dispute settlement clauses should offer precise and clear alternatives in that respect in order to avoid time-consuming differences between the parties.

Obviously, any uncertainties as to the choice of forum may be avoided to the extent that parties expressly designate only one specific jurisdiction competent for the settlement of their disputes. Ideally, such a choice of forum should form part of the initial investment agreement but it can also be included in a subsequent agreement. This chapter reviews the different options available for the settlement of investment disputes, describing their main advantages and disadvantages.

(1) NATIONAL COURTS

In the absence of a specific agreement, investment disputes between States and private parties would normally fall under the jurisdiction of national courts,4 most likely those of the host State where an investment is made. The ICSID Convention does not rule out access to national courts per se. In other words, States parties and nationals of States parties to the Convention are not automatically prevented from litigating before their own or foreign national courts. However, once the parties have consented to ICSID arbitration, such consent, in principle, excludes any other remedy, including the resort to domestic courts.

Article 26 first sentence of the ICSID Convention provides:

Consent of the parties to arbitration under this Convention shall, unless otherwise stated, be deemed consent to such arbitration to the exclusion of any other remedy.

A limited exception may apply in cases where the State has given its consent to arbitration under the condition of the prior exhaustion of local remedies, as provided for by the second sentence of Article 26 of the ICSID Convention, which reads as follows:

A Contracting State may require the exhaustion of local administrative or judicial remedies as a condition of its consent to arbitration under this Convention.

Only a few States have conditioned their consent to ICSID jurisdiction on the prior exhaustion of local remedies. A relatively small number of bilateral investment treaties and a few investment agreements with investors contain such a condition.5

Ordinarily, in the absence of any specific choice-of-forum clauses in investor–State agreements or of dispute settlement provisions in BITs or multilateral investment treaties, national courts will be competent to decide investment disputes. However, even where there are no explicit provisions concerning the role of domestic courts, cases of jurisdictional overlap between national courts and international investment dispute settlement mechanisms may occur.6

The potential, and actual, overlap between national courts and ICSID tribunals became apparent in the two SGS cases. They arose from similar pre-shipment inspection agreements with Pakistan and the Philippines, according to which the Swiss company SGS would have performed various services in connection with the classification and verification of imported goods. Since the investor in both cases alleged that these agreements had been unlawfully terminated/breached by the respective host States and had instituted ICSID arbitrations, the issue to be addressed was whether and to what extent contractual claims may be adjudicated by ICSID tribunals, an issue that involved the dichotomy between ‘contract claims’ and ‘treaty claims’.7 In SGS v Pakistan,8 an ICSID tribunal held that it lacked jurisdiction to adjudicate on mere contract claims, although it based its decision on a BIT which broadly provided for settlement of ‘disputes with respect to investments between a Contracting Party and an investor of the other Contracting Party’.9 In the tribunal’s view, that phrase:

… while descriptive of the factual subject matter of the disputes, does not relate to the legal basis of the claims, or the cause of action asserted in the claims. In other words, from that description alone, without more, we believe that no implication necessarily arises that both BIT and purely contract claims are intended to be covered by the Contracting Parties in Article 9.10

This reasoning was openly rejected by another ICSID tribunal in SGS v Philippines.11 The dispute settlement provision in the Swiss–Philippines BIT, equally applicable to ‘disputes with respect to investments’, was interpreted as comprising both treaty and contractual claims.12 The panel contrasted this broad language with the narrower dispute settlement provisions contained in other BITs referring to ‘disputes regarding the interpretation or application of the provisions of this Agreement’ which—in the tribunal’s view—would limit ‘arbitration to claims concerning breaches of the substantive standards contained in the BIT’.13

In SGS v Pakistan, the matter was further complicated by the fact that, before resorting to ICSID arbitration, SGS had already instituted proceedings against Pakistan before Swiss courts for unlawful termination of contract. These law-suits failed as a result of the defendant’s sovereign immunity.14 Subsequently, the Supreme Court of Pakistan issued an order restraining SGS to pursue ICSID arbitration and referred the parties to arbitration according to the Pakistani Arbitration Act as was provided for in the pre-shipment inspection agreement.15

Because of the specific nature of investment relations between a private party and a State, it is likely that these relations will be held to have their closest connection to the State where the investment is made, that is, the host State. Thus, most applicable jurisdictional rules will point to the domestic courts of the host State as the competent forum for the settlement of any disputes arising from an investment. Such a forum will usually entail a number of specific consequences that will be viewed differently by the parties involved.

As far as the applicable law is concerned, the courts of the host States—like any domestic jurisdiction—will be guided by their own rules of private international law/conflict of laws. In any event, even if national courts—as a general principle—respect the parties’ choice of law, if the parties have expressly indicated that a specific law will apply to their dispute, they will demand the application of mandatory norms under the law of the host State, which may, in particular, relate to the law of foreign investments. Further, depending on the host State’s legal approach towards the incorporation of international law into its domestic legal order, national courts may give automatic preference to the application of national over international law, even if the former clearly contradicts the latter.

In addition to these objective technical difficulties, other factors preventing parties from litigating on an equal footing include: actual or perceived partiality, prejudice, the impact of public opinion and various other political implications and/or the lack of expertise on the part of national judges. These aspects often make national courts an unattractive option for investors.

The courts of host countries may be avoided by express choice-of-forum clauses or agreements opting for other national courts, such as the courts in the home State of the investors or courts in third States. Naturally, the former is unlikely to be accepted by the host State in the case of traditional investment agreements. However, it is not infrequent in the case of loan contracts. The latter option is common in international commercial dispute settlement, for example, a sales contract between a US buyer and an Indian seller providing for the jurisdiction of Swiss courts.

Dispute settlement before the courts of home States of investors or of third States may be impracticable because it involves sovereign States in an area where they frequently act not only commercially (jure gestionis), but also in the exercise of their sovereignty (jure imperii). Thus, even in jurisdictions which endorse a restrictive concept of sovereign immunity, actions brought by private parties against host States may face major procedural hurdles, and ultimately carry the risk that national courts would dismiss the case. This is especially true in the event of outright expropriations or regulatory activities which may amount to an expropriation (‘constructive takings’ or ‘de facto expropriations’).16 As a consequence, parties considering a stipulation according to which the courts of the home State of investors or of a third State should be competent to decide any future investment dispute between them should be aware of the risk of inadmissibility of litigation as a result of sovereign immunity and might have to take the necessary precautionary steps, for example, by including an express waiver of immunity. One should be aware, however, that such precautions do not eliminate the risk that some national courts, in particular those following the Anglo-American act-of-State doctrine, may abstain from questioning the legality of sovereign acts of the host State taken within the territory of that State.17 Moreover, in certain domestic jurisdictions, any waiver of immunity may represent a violation of public policy rules and, as such, may not be enforceable.

The justiciability of investment disputes may also be questionable in some domestic legal systems. The legality of expropriations or the validity of national legislation affecting foreign investments will frequently give rise to questions of a political nature and therefore be considered inappropriate for judicial dispute settlement. The US Supreme Court’s Judgment in the Sabbatino18 case is one of the leading precedents on the act-of-State doctrine.19 On its face, the dispute between the Cuban National Bank and a court-appointed receiver of a US-owned company which had been expropriated by the Castro government concerned the entitlement to the proceeds of sugar sales on the US market. In essence, however, the dispute concerned the legality of the Cuban expropriations that occurred in the early 1960s. On appeal, the US Supreme Court held that:

… the Judicial Branch will not examine the validity of a taking of property within its own territory of a foreign sovereign government, … even if the complaint alleges that the taking violates customary international law.20

As a result, the US Supreme Court upheld the effectiveness of the Cuban expropriations, irrespective of their legality under international law, as acts carried out by ‘a foreign sovereign government’ on its own territory.21

The 1971 nationalization measures of the Allende Government in Chile equally led to litigation in foreign domestic courts. One of the affected US companies brought actions in French and German courts asserting its continuing property rights in imported Chilean copper. The US company argued that the Chilean expropriations were illegal because they were discriminatory and not accompanied by compensation and should thus not be recognized in France or Germany. Two separate domestic jurisdictions, a court in Paris22 and one in Hamburg,23 rejected the immunity defence raised by a Chilean State-owned export/import enterprise because of the ‘commercial activity’ of its trading business. However, on the merits, both national courts—while expressing severe doubts as to whether the nationalizations were in conformity with the requirements of public international law—refused to rule on the validity of the Chilean expropriation measures on rather technical grounds. Both the French and German courts reasoned that, under the ‘territoriality principle’, expropriations which do not cover property located outside the borders of the expropriating State ‘must in principle be recognized as formally valid’. In addition, the Hamburg court stated that a ‘de-recognition’ of the Chilean expropriation measures—as a result of being contrary to the German ‘ordre public’—was only possible ‘if the German legal system [were] substantially affected by the violation of public policy and thus a close relationship between what [had] been done and German interests [were] created’.24

(2) THE ICSID SYSTEM

(a) ICSID Arbitration

The ICSID Convention provides the benefit of a fixed set of rules and the support of an experienced arbitral institution, coupled with the flexibility and autonomy usually associated with the advantages of arbitration.

In 1965, the Washington Convention established the International Centre for Settlement of Investment Disputes (‘ICSID’ or ‘the Centre’) endowed with separate international legal personality.25 However, it is not the Centre itself which engages in arbitration. Rather, the Centre ‘provides facilities’ for the arbitration of investment disputes26 which include: keeping lists (‘panels’) of possible arbitrators;27 screening and registering arbitration requests;28 assisting in the constitution of arbitral tribunals and the conduct of proceedings;29 adopting rules and regulations;30 and drafting model clauses for investment agreements.

ICSID arbitration is not compulsory for States and investors from other States merely because both States are contracting parties to the Convention. Arbitration becomes binding only upon the written consent of the parties contained either in an investment agreement or otherwise.31 The last paragraph of the Preamble to the ICSID Convention provides the following:

Declaring that no Contracting State shall by the mere fact of its ratification, acceptance or approval of this Convention and without its consent be deemed to be under any obligation to submit any particular dispute to conciliation or arbitration, …

ICSID arbitration is designed to prevent a potential danger inherent in many arbitration systems, that is, the risk that one party having previously consented to arbitration obstructs the arbitration proceedings by its refusal to cooperate. With this overriding purpose in mind, the Convention provides that consent, once given, may not be unilaterally withdrawn,32 that arbitral tribunals have the exclusive competence to decide on their own jurisdiction,33 that awards are binding and enforceable,34 and may not be disregarded or challenged on the ground of nullity except under the Convention’s own annulment procedure.35 The Convention also attempts to foreclose unilateral attempts of obstruction during the proceedings. It specifically provides for the appointment of arbitrators by the Centre in case a party fails to do so.36 Generally, it assures that lack of cooperation by any party will not prevent continuation of the proceedings.37

Not all investment disputes may be brought before ICSID arbitration panels. Rather, access to ICSID arbitration depends upon the fulfilment of the jurisdictional requirements provided for in Article 25 of the Convention. These requirements relate both to the nature of the dispute (ratione materiae) and to the parties of the dispute (ratione personae). According to Article 25 of the Convention, the subject-matter jurisdiction of the Centre is limited to ‘legal disputes’ arising ‘directly’ out of an ‘investment’. The Centre’s jurisdiction ratione personae extends over ‘Contracting States (or any constituent subdivision or agency of a Contracting State designated to the Centre by that State)’, on the one hand, and ‘nationals of another Contracting State’, on the other.

These are objective jurisdictional requirements which cannot be replaced by an agreement between the parties. In other words, even if parties to an investment agreement expressly gave their consent to ICSID arbitration, any arbitral panel would have to satisfy itself of the fact that the dispute directly arose from an investment, was of a legal nature, and that both the home State of the investor and the host State of the investment were contracting parties of the ICSID Convention.38 This limit to the jurisdiction of ICSID was one of the main reasons for creating the Additional Facility granting access to the Centre’s arbitration even in situations where the ICSID Convention’s objective jurisdictional requirements are not wholly met.

Another special feature of ICSID arbitration is its relative insulation from interference and review by national courts. According to Article 54 paragraph 1 of the ICSID Convention, ICSID awards are final and binding and have to be recognized in all contracting State parties to the Convention like final judgments of their domestic courts. This treaty provision largely excludes the danger of setting aside or nonrecognition proceedings before national courts known in ordinary commercial arbitration as well as in investment arbitration governed by the UN Convention on the Recognition and Enforcement of Foreign Arbitral Awards (‘New York Convention’).39

Instead of the residual supervisory powers of national courts under their national arbitration laws and permitted by the New York Convention, the ICSID Convention offers a unique control feature by providing for a special annulment procedure. ICSID awards may be set aside by an ad hoc committee if the tribunal was not properly constituted; the tribunal manifestly exceeded its powers; there was corruption on the part of a member of the tribunal; there was a serious departure from a fundamental rule of procedure; or the award failed to state the reasons on which it was based.40 The rather broad scope of review exercised by the first two ad hoc committees41 provoked substantial criticism.42 It has been narrowed down, however, in subsequent cases.43 Nevertheless, the increased number of ICSID cases since the late 1990s has led to new annulment proceedings.44 In 2004–5 there were also discussions aimed at introducing a true appellate system within ICSID, possibly similar to the one available under the WTO Dispute Settlement Understanding. However, it currently appears unlikely that these plans will be further pursued.45

ICSID arbitration offers a number of advantages to investors which can be summarized as follows:

• It provides investors with direct access to a form of settlement of a dispute they may have with a host State.

• It extends the possibility of dispute settlement beyond the realm of national courts in the host State.

• Investors do not depend upon the willingness of their home States to exercise diplomatic protection on their behalf.

• The enforcement provisions of the ICSID Convention make it highly probable that final ICSID awards will be effectively enforceable.

Host States may also benefit in various ways from the availability of ICSID arbitration, such as:

• Legal security for investors attracts investment; it creates a ‘favourable investment climate’. In this respect the mere availability of an effective remedy and not necessarily its ultimate use is likely to be crucial for increasing the respect of investment rules.

• Consent to ICSID arbitration excludes the ‘harassment’ potential of diplomatic protection exercised by the home State of investors against host States.

However, even investors from a contracting party of the ICSID Convention in their agreements with host States that are equally contracting parties of the Convention are not obligated to submit to ICSID arbitration. The ‘exclusive jurisdiction’ requirement contained in Article 26 of the Convention attaches only once the parties have consented to ICSID arbitration. With the exercise of such consent, however, the parties lose their right to avail themselves of other—international or national—fora since they have consented to ICSID arbitration ‘to the exclusion of any other remedy’. The decision in Attorney-General v Mobil Oil NZ Ltd46 provides an example of a domestic court respecting the Centre‘s exclusive right to determine its own jurisdiction. In this case, the New Zealand government instituted parallel proceedings before its own domestic courts in order to obtain an interim injunction seeking to restrain Mobil Oil from continuing the proceedings before ICSID. Basing its decision, inter alia, on Article 26 of the ICSID Convention, the New Zealand High Court, however, stayed the proceedings until the ICSID Tribunal had determined its jurisdiction in Mobil Oil v New Zealand.47 Also in the protracted litigation of MINE against Guinea, Belgian48 and Swiss49 courts refused to exercise their jurisdiction to provide interim remedies on the basis of Article 26 of the ICSID Convention because ICSID proceedings were pending. The ICSID Tribunal in Maritime International Nominees Establishment (MINE)v Guinea50 strongly affirmed the exclusivity of ICSID arbitration vis-à-vis national court proceedings. These national cases contrast with the Supreme Court of Pakistan’s approach in the SGS case, ordering the investor to refrain from pursuing ICSID arbitration.51

(b) ICSID Conciliation

Of the two mechanisms established under the aegis of ICSID, conciliation and arbitration,52 the former has been relatively infrequently resorted to53 while the latter has become an increasingly significant and successful method of settling international investment disputes.

It should be noted that Article 25 of the ICSID Convention refers to the ‘jurisdiction of the Centre’ and does not differentiate between arbitration and conciliation as separate dispute settlement techniques. This could lead to serious problems since an unspecified or ambiguous submission regarding the Centre’s jurisdiction may result in differences between the parties as to the appropriate method of dispute settlement and lead to inevitable procedural delays. Past practice, however, has not proven very contentious in this respect. Clauses providing for the submission under the jurisdiction of the Centre cumulatively or alternatively envisaging conciliation and/or arbitration have generally been treated as leaving the choice to the party instituting proceedings. This view was most clearly expressed by the ICSID Tribunal in SPP v Egypt, where jurisdiction was based on Article 8 of Egypt’s Law No. 43 of 1974, which provided for the settlement of disputes ‘within the framework of the Convention’, without specifying the preferred dispute settlement method. The Tribunal held that the ICSID Convention does not require that:

… consent to the Centre’s jurisdiction must specify whether the consent is for purposes of arbitration or conciliation. Once consent has been given ‘to the jurisdiction of the Centre’, the Convention and its implementing regulations afford the means for making the choice between the two methods of dispute settlement. The Convention leaves that choice to the party instituting the proceedings.54

An indeterminate submission to the jurisdiction of the Centre may nonetheless lead to problems if one party opts for conciliation since in such a case the other party is prevented from instituting arbitral proceedings unless it is clearly provided that unsuccessful conciliation may be followed by arbitration at some stage. It is thus advisable to specify in advance whether the parties’ consent relates to conciliation or arbitration or—if both methods remain available—to spell out clearly which party may choose and whether conciliation should be followed, if necessary, by arbitration.55

Like other forms of conciliation, ICSID conciliation is a highly flexible and informal method of dispute settlement involving a third neutral party that assists the parties in reaching an agreed settlement. Whereas arbitration—like adjudication—follows an adversarial procedure leading to a binding decision by a third party, the outcome of conciliation ultimately requires the agreement of both parties and leads to a non-binding result. A conciliator or conciliation commission may suggest a solution56 to the parties in order to ‘bring about agreement between them upon mutually acceptable terms’.57 Such a solution can never be imposed on the parties against their will. Conciliation is generally considered to be less expensive than arbitration. Further, the fact that ultimately any settlement remains in the hands of the parties prevents excessive antagonisms. Given its consensual nature, conciliation may be particularly useful in case of disputes where the parties have ongoing business relations or intend to continue their investment cooperation. Recently, ICSID has started to remind parties of the availability of the conciliation mechanism, particularly for long-term projects, involving significant costs, such as oil and gas exploration projects.58

As with conciliation in general, ICSID conciliation does not stand for independent third-party dispute settlement resolution. Thus, a certain degree of cooperation between the parties is an important element of a successful conciliation, since either party to the dispute can always block a solution at any given moment. This is probably also the main weakness of conciliation.

(c) ICSID Additional Facility

As mentioned above, access to ICSID conciliation and arbitration does not only depend upon the consent of the parties involved, but it also has to meet certain objective jurisdictional requirements, most important among them the requirement that both the host State and the home State of the investor must be contracting parties of the ICSID Convention. Consequently, a number of investment (or investment-related) disputes between investors and host States may not be brought before the Centre even if both parties were willing to do so. This situation was—at least partially—remedied by the adoption of the Additional Facility Rules in 197859 which opened access to the Centre in a number of additional cases. These are laid down in Article 2 of the Additional Facility Rules and can be categorized into three groups:

• Conciliation or arbitration of investment disputes where only one side is either a party to the ICSID Convention or a national of a party to the ICSID Convention.

• Conciliation or arbitration of legal disputes which do not directly arise out of an of an investment provided that at least one side is either a party to the ICSID Convention or a national of a party to the ICSID Convention.

• Fact-finding proceedings between a State and a national of another State.

Article 2 paragraph (b) of the Additional Facility Rules extends the ICSID Convention’s rather limited subject-matter jurisdiction over ‘investment disputes’ to disputes ‘not directly aris[ing] out of an investment’. This provision must be read in conjunction with Article 4 paragraph 3 of the Additional Facility Rules, which makes Additional Facility dispute settlement conditional on the fact ‘that the underlying transaction has features which distinguish it from an ordinary commercial transaction’. If one reads the ‘not directly aris[ing] out of an investment’ phrase of Article 2 paragraph (b) of the Additional Facility Rules as requiring that such disputes do at least ‘indirectly’ arise out of an investment, then this implies that a certain ‘investment nexus’ remains a precondition for Additional Facility dispute settlement. Interestingly, the Centre appears to follow an even broader approach in practice—not even requiring an ‘indirect’ link to an investment—by stressing that the underlying transaction only has to be distinguishable from an ordinary commercial transaction.60 So far only the first group of cases, where either the host State or the home State of an investor is not a party to the ICSID Convention, has been practically relevant. Additional Facility arbitration has become very important in the context of NAFTA (North American Free Trade Agreement)61 since only the USA is a party to the ICSID Convention and both Canada and Mexico are not.62

Article 1120 in NAFTA’s Chapter 11 on Investments provides:

1. Except as provided in Annex 1120.1, and provided that six months have elapsed since the events giving rise to a claim, a disputing investor may submit the claim to arbitration under: the ICSID Convention, provided that both the disputing Party and the

(a) the ICSID Convention, provided that both the disputing Party and the Party of the investor are parties to the Convention;

(b) the Additional Facility Rules of ICSID, provided that either the disputing Party or the Party of the investor, but not both, is a party to the ICSID Convention; or

(b) the UNCITRAL Arbitration Rules.

Further, Article 1122 provides, in relevant part:

1. Each Party consents to the submission of a claim to arbitration in accordance with the procedures set out in this Agreement.

2. The consent given by paragraph 1 and the submission by a disputing investor of a claim to arbitration shall satisfy the requirement of:

(a) Chapter II of the ICSID Convention (Jurisdiction of the Centre) and the Additional Facility Rules for written consent of the parties; …

As long as Canada and Mexico are not parties to the ICSID Convention, the NAFTA will not operate to confer jurisdiction under the Convention. Since the USA is a party to the Convention, ICSID Additional Facility arbitration is available between US investors and Canada or Mexico and between Canadian or Mexican investors and the USA, though it is also possible to opt for UNCITRAL arbitration. In disputes between Canadian investors and Mexico or Mexican investors and Canada, not even the ICSID Additional Facility may be used. In disputes of the latter kind, only UNCITRAL arbitration is available.

Since the entry into force of the NAFTA, a number of cases have been decided pursuant to the Additional Facility Rules.63 One of the more controversial NAFTA investment cases rendered under the Additional Facility is Metalclad v Mexico,64 which raised considerable concern among environmentalists. This Additional Facility award held that Mexico, through actions of a local municipality, had effectively expropriated a US investor which had previously obtained all required (federal) permits to operate a hazardous waste facility.

The 1994 Free Trade Agreement between Mexico, Colombia and Venezuela offers yet another example of consent to ICSID or Additional Facility dispute settlement by multilateral agreement. Under Articles 17–18, the investor is given the option to institute ICSID arbitration, Additional Facility arbitration, or UNCITRAL arbitration, depending on the state of ratification of the ICSID Convention by the three States.

Since dispute settlement initiated under the Additional Facility is neither ICSID conciliation nor arbitration, it falls by definition outside the jurisdiction of the Centre. This means that—although such proceedings may be administered by the Secretariat of the Centre and thus benefit from the institutional support and expertise provided by the Centre—the ICSID Convention does not apply to proceedings, recommendations, awards, or reports under the Additional Facility.65 This implies, in particular, that the ICSID Convention’s rules on recognition and enforcement of arbitral awards are not applicable to awards rendered under the Additional Facility. In order to secure the effectiveness of such awards, Article 20 of the Arbitration (Additional Facility) Rules provides that arbitral proceedings must be held only in States that are parties of the 1958 New York Convention. In Metalclad v Mexico,66 the Additional Facility arbitral tribunal determined the place of arbitration to be Vancouver, Canada, in order to comply with this requirement, which is also expressed in Article 1130 NAFTA. Accordingly, Canadian courts were also competent to decide challenges to such Additional Facility awards.67

It should be stressed that, even though Additional Facility conciliation or arbitration may be used as an alternative to dispute settlement before national courts, ad hoc arbitration, or diplomatic protection, it is not available when the Centre has jurisdiction under Article 25 of the ICSID Convention.68 In Waste Management v Mexico,69 an Additional Facility arbitral panel has held that it lacked jurisdiction to decide a dispute under Chapter XI of NAFTA where the waiver required by Article 1121 NAFTA as a condition precedent to submitting a claim was not sufficiently unambiguous. Article 1121 paragraph 1, subsection (b) NAFTA provides as follows:

A disputing investor may submit a claim under Article 1116 to arbitration only if:

…

(b) the investor … waive[s] [his] 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 referred to in Article 1116, 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.

Waste Management qualified its waiver by exempting dispute settlement involving claims based on the municipal law of Mexico and instituted proceedings before Mexican courts. The Additional Facility tribunal justified its denial of jurisdiction by stating that:

[i]t is possible to consider that proceedings instituted in a national forum may exist which do not relate to those measures alleged to be in violation of the NAFTA by a member state of the NAFTA, in which case it would be feasible that such proceedings could coexist simultaneously with an arbitration proceeding under the NAFTA. However, when both legal actions have a legal basis derived from the same measures, they can no longer continue simultaneously in light of the imminent risk that the Claimant may obtain the double benefit in its claim for damages. This is precisely what NAFTA Article 1121 seeks to avoid.70

(3) OTHER INSTITUTIONAL AND AD HOC ARBITRATION

Like commercial disputes, investment disputes may be settled by either institutional or ad hoc arbitration. The specific nature of one of the parties as a State or State agency, instrumentality, or other State-related entity, is no obstacle to arbitration. Such arbitration may but does not need to be ‘mixed’ dispute settlement and can also include State-to-State arbitration.71

(a) Institutionally Supported Arbitration other than ICSID or Additional Facility

All the main arbitration institutions, such as the International Court of Arbitration of the International Chamber of Commerce (ICC) established in 1923, the London Court of International Arbitration (LCIA) set up in 1892, or the American Arbitration Association (AAA) founded in 1926, have their main focus on international commercial arbitration, that is, the settlement of business disputes between private parties by arbitration. Like ICSID, these arbitral institutions do not arbitrate disputes themselves but supervise and monitor the arbitral procedures conducted under their auspices. This is done in practice through the rendering of various administrative services, such as providing lists of arbitrators or participating in the process of their appointment, calculating fees, etc. In addition, both the ICC International Court of Arbitration and the LCIA do not decide cases, but ensure the application of the relevant institutional rules. All these arbitral facilities are also well equipped to administer investment disputes and parties are free to submit this kind of dispute to these institutions.

In SPP v Egypt, the foreign investor had already secured an ICC arbitral award before turning to ICSID arbitration. However, a tribunal constituted under the ICSID Rules did not exercise jurisdiction until the previous ICC award had been annulled. The tribunal reasoned:

When the jurisdictions of two unrelated and independent tribunals extend to the same dispute, there is no rule of international law which prevents either tribunal from exercising its jurisdiction. However, in the interest of international judicial order, either of the tribunals may, in its discretion and as a matter of comity, decide to stay the exercise of its jurisdiction pending a decision by the other tribunal.72

In Deutsche Schachtbau,73 a dispute arising under an oil concession agreement between a foreign investor and a host State was arbitrated according to the ICC Arbitration Rules.74 Recently, a number of investment arbitrations have taken place under the auspices of the LCIA. A well-known example is the Occidental case75 which has been unsuccessfully challenged before English courts.76 Like the EnCana case,77 the arbitration was administered by the LCIA, which served as registrar. However, the arbitral proceedings were not conducted according to the LCIA Rules,78 but rather pursuant to the UNCITRAL Arbitration Rules. Also the Arbitration Rules of the Stockholm Chamber of Commerce79—expressly mentioned in the Energy Charter Treaty80 and in many BITs signed by successor States of the Former Soviet Union—have been used in some recent investment disputes. The Petrobart81 and the Nykomb cases82 are examples of such arbitral proceedings.

(b) The Permanent Court of Arbitration

The Permanent Court of Arbitration (‘PCA’), established by the Hague Conventions for the Pacific Settlement of Disputes adopted in 1899 and 1907, has the express task of ‘facilitating an immediate recourse to arbitration for international differences’ where diplomacy has failed.83 As it is known, the PCA is not a judicial body, but a list of potential arbitrators and an institution administering arbitration, conciliation, and fact-finding. Each contracting State has the right to nominate four persons to the list of ‘Members of the Court’ from which arbitrators are chosen in case of disputes between States.

The Hague Convention also set up an International Bureau which serves as the registry for the PCA. In addition, it offers registry and supportive services to ad hoc tribunals. The PCA is frequently chosen as appointing authority in dispute settlement provisions of BITs and may administer investment arbitrations under the UNCITRAL Rules.84

While the PCA system had a tentative start, with a mere 20 cases from its creation until 1932, it has experienced a significant growth in its case-load in the 1990s, with the International Bureau acting as Registrar in a number of important cases, mainly State-to-State arbitrations. Following this renaissance, the PCA has modernized its Optional Rules for Arbitrating Disputes between Two States85 between 1992 and 1996. In 1993, the PCA replaced its 1962 Rules of Arbitration and Conciliation for the Settlement of International Disputes between Two Parties of Which Only One is a State.86 Parties can either choose any of the sets of rules adopted by the PCA, opt for UNCITRAL Conciliation or Arbitration Rules, or ad hoc rules tailored to the specific needs of a given case.87 As to the logistical aspects of arbitrations, the PCA can administer investor–State arbitrations and lend its staff and facilities in The Hague to both private parties and States.88

(c) Ad hoc Arbitration

In the context of investment disputes, ad hoc arbitration represents a potential fall-back option if ICSID or Additional Facility dispute settlement is not available. This may be the case where neither the host State nor the home State of the investor is a party to the ICSID Convention. Thus, under NAFTA’s Chapter 11 on Investments only ad hoc arbitration according to the UNCITRAL Rules is currently available in investment disputes between Canadian investors and Mexico and Mexican investors and Canada.89 But also in cases involving the USA, which is a party to the ICSID Convention and thus where Additional Facility Rules could apply, parties sometimes opt for arbitration according to UNCITRAL Rules.90 Ad hoc arbitration is also a settlement option for disputes not of a ‘mixed’ character, for example, between the host State and the home State of an investor or between a private investor and another private entity. Furthermore, recourse to ad hoc arbitration may provide a subsidiary remedy in cases otherwise falling under the jurisdiction of ICSID when the private party has been indemnified by a public insurance scheme offered by its home State to which the investor’s claim has been subrogated.91 More generally speaking, ad hoc arbitration is desirable when claimants do not wish to resort to institutionalized arbitration and apply a fixed set of rules, but prefer to adopt procedural rules tailored to their specific needs.

Ad hoc arbitration has the advantage of offering a certain procedural flexibility, as it may take place according to existing rules, such as the UNCITRAL Arbitration Rules which are most widely used in ad hoc investment arbitration,92 it may be conducted according to rules agreed upon by the parties to the dispute, or established by the arbitral tribunal in consultation with the parties. To give an example of the latter type of situation, in accordance with the ad hoc arbitration agreement between the US oil company Aminoil and Kuwait, the arbitral tribunal in the Aminoil case93 adopted its own rules of procedure ‘on the basis of natural justice and of such principles of transnational arbitration procedure as it may find applicable’. Though this sometimes time-consuming practice has been applied less frequently in the more recent past, there are a few investment cases where arbitral tribunals had to establish their own rules of procedure.94

The parties may choose to designate the Secretary-General of ICSID as appointing authority and adopt procedural rules by reference to the ICSID Convention and its Rules and Regulations. Although in such a situation the Convention and, in particular, its provisions governing enforcement of arbitral awards do not apply, the actual arbitral process would largely resemble ICSID arbitration.95 In contrast to ICSID arbitration, ad hoc arbitration lacks the support of an administrative organization and is equally deprived of a strong enforcement mechanism. Nonetheless, enforcement of awards rendered by ad hoc arbitration tribunals is greatly facilitated by the application of the New York Convention on the Recognition and Enforcement of Foreign Arbitral Awards.96

A number of major investment disputes were settled through ad hoc arbitration in the past, among them the Libyan expropriation cases, British Petroleum v Libya,97 Liamco v Libya,98 Texaco/Calasiatic v Libya.99 Also some of the older mixed arbitrations were conducted according to arbitral rules set up ad hoc, such as in the Lena Goldfields Arbitration,100 Saudi Arabia v Aramco,101 and the Sapphire case.102 More recently, there appears to be a tendency by companies and States to increasingly include in their contracts a reference to the ICSID regime, rather than organize the settlement of future disputes on an ad hoc basis.

(4) DIPLOMATIC PROTECTION

As noted above, diplomatic protection is the traditional technique for settling international disputes originating from disagreements between States and private parties. In the past, a number of expropriation and compensation claims, which typically are core aspects of investment disputes, were settled by this method.

Diplomatic protection does not require any advance agreement between disputing parties and thus has the advantage of being an easily available method of resolving disputes involving State parties. It is in principle always within the discretion of the home State of a natural or legal person to take up this private party’s claim (‘espousal of claims’) and to make it the home State’s own against the State allegedly having harmed its national.103 The only procedural preconditions under customary international law are the continuous nationality of the injured private party (‘continuity of claims’) and the exhaustion of local remedies.

International law conceives of diplomatic protection as a right of the home State, not of its national. This implies that investors are wholly dependent upon the willingness of their home States to ‘espouse’ their claims, that is, to take up the individual’s claims as their own. It is, however, possible, albeit rare, that national laws provide for such a right of the investor vis-à-vis his or her own home State. The willingness of home States of investors to exercise the right of diplomatic protection may depend upon various political considerations and thus, ultimately, remains unpredictable. Further, States always have the possibility of waiving ‘espoused’ claims as a whole or in part. In the seminal Barcelona Traction case,104 the International Court of Justice characterized diplomatic protection in the following terms:

… within the limits prescribed by international law, a State may exercise diplomatic protection by whatever means and to whatever extent it thinks fit, for it is its own right that the State is asserting. Should the natural or legal persons on whose behalf it is acting consider that their rights are not adequately protected, they have no remedy in international law. All they can do is to resort to municipal law, if means are available, with a view to furthering their cause or obtaining redress.105

The Court continued by stating that:

The State must be viewed as the sole judge to decide whether its protection will be granted, to what extent it is granted, and when it will cease. It retains in this respect a discretionary power the exercise of which may be determined by considerations of a political or other nature, unrelated to the particular case.106

In case of widespread expropriations, for example, where entire industrial sectors are nationalized, the home States of affected investors have frequently been content to conclude lump-sum agreements with the expropriating State, by which they accept a portion of the total outstanding claims as a global settlement payment. Injured private parties have no entitlement under international law to receive the proceeds of such agreements from their home States. As a rule, however, national legislation will provide for the proportionate distribution of the lump-sum payment to them. Sometimes home States will set up national claims commissions, such as the US Foreign Claims Settlement Commission, with the express task of adjudicating individual claims.107

States are relatively free in their choice of means when exercising diplomatic protection. They may avail themselves of any lawful, but unfriendly measures (such as retorting or retaliation). They may also adopt certain otherwise wrongful measures as long as they may be justified as proportionate reprisals or countermeasures. Today, the customary international law prohibition of the use of force clearly limits the range of available reprisals/countermeasures. This principle has a prominent precursor in the 1907 Drago-Porter Convention108 which restricted the means available for the exercise of diplomatic protection on behalf of loan creditors vis-à-vis debtor States.

Parties to the ICSID Convention are not automatically prevented from exercising diplomatic protection over investment disputes involving their own nationals vis-à-vis other contracting parties. However, they are prevented from doing so in cases where the disputing parties have consented to or have actually initiated arbitration under the Convention. Article 27 of the ICSID Convention provides:

(1) No Contracting State shall give diplomatic protection, or bring an international claim, in respect of a dispute which one of its nationals and another Contracting State shall have submitted to arbitration under this Convention, unless such other Contracting State shall have failed to abide by and comply with the award rendered in such dispute.

(2) Diplomatic protection, for the purposes of paragraph (1), shall not include informal diplomatic exchanges for the sole purpose of facilitating a settlement of the dispute.

Since consent to ICSID arbitration need not be expressed in a single instrument, but may also result from an investor ‘accepting’ a host State’s ‘offer’ contained in national investment legislation or in a BIT by instituting proceedings,109 a private party retains its option to ask for diplomatic protection even where it could already demand arbitration.110 Further, even in situations covered by Article 27 of the ICSID Convention, the right to exercise diplomatic protection will revive if the host State fails to comply with an ICSID award.

(5) INTERNATIONAL COURTS AND TRIBUNALS

The fact that investment disputes are normally of a ‘mixed character’, that is, they involve a State and a private party, does not altogether exclude the possibility that they may either successively or concurrently turn into international disputes of an inter-State character. For instance, investment disputes between a State and a private party may become inter-State disputes if the home State of the private party ‘espouses’ the latter’s claim. In such a situation, the two States are in general free to use any peaceful means of dispute settlement. Independent of a potential ‘espousal’ of a private party’s claim, an investment dispute may also lead to an inter-State dispute if the State’s conduct does not only affect the private investor’s legal position but may be characterized as a breach of international law. This is regularly the case with regard to bilateral or multilateral investment protection treaties. In fact, many BITs contain arbitration clauses for the settlement of disputes between the States parties in addition to ICSID and other arbitration between the investor and the host State.

It should be recalled that, in any event, before resorting to arbitration or judicial settlement of disputes, ‘the continuance of which is likely to endanger the maintenance of international peace and security’, Article 33 paragraph 1 of the United Nations Charter offers States a series of alternatives, such as negotiation, enquiry, mediation and conciliation. In addition, States can also resort to ‘regional agencies or arrangements, or other peaceful means of their own choice’. Aside from these peaceful and non-binding arrangements, if States opt for the arbitral solution for the settlement of their disputes relating to investment issues, three main possible fora should be considered.

(a) The International Court of Justice

Among the permanently established international tribunals, the International Court of Justice is undoubtedly the most prominent option for settling investment disputes between States. While the Court’s competence ratione personae is expressly limited to States which have accepted its jurisdiction,111 its jurisdiction ratione materiae is very widely drawn to encompass any legal dispute over:

(a) the interpretation of a treaty;

(b) any question of international law;

(c) the existence of any fact which, if established, would constitute a breach of an international obligation;

(d) the nature or extent of the reparation to be made for the breach of an international obligation.’112

In the past, a number of investment disputes were brought via espousal of claims before the ICJ and its predecessor, the Permanent Court of International Justice (PCIJ).113 Many of these actions, however, did not reach the merits because the claimant States failed to overcome jurisdictional hurdles. The Anglo-Iranian Oil Co case114 arose from Iranian nationalization measures and the subsequent refusal of the Iranian government to proceed to arbitration in accordance with a 1933 concession agreement. British efforts to exercise diplomatic protection vis-à-vis Iran, ultimately by instituting proceedings before the ICJ, failed because the Court declined to exercise jurisdiction. The ICJ had to interpret an ambiguously worded unilateral declaration from 1932 by which Iran had accepted the Court’s jurisdiction according to Article 36 paragraph 2 of the PCIJ Statute.115 In a majority opinion, the ICJ held that this acceptance did not extend over disputes arising under treaties which had entered into force before the declaration was made. Since the treaties invoked by the UK dated from 1857 and 1903, the Court held that it had no jurisdiction.

The best-known investment dispute ever brought before the ICJ is the Barcelona Traction case,116 where the Court held that Belgium could not institute proceedings against Spain for injury caused to a corporation, incorporated and having its headquarters in Canada, although a majority of the shareholders were Belgian nationals. The dispute concerned the issue whether certain measures by Spanish authorities in the context of insolvency proceedings constituted expropriation. The Court, however, did not deal with this question because it found that Belgium did not have standing to exercise diplomatic protection. In this respect, the Court noted that:

[t]he traditional rule attributes the right to diplomatic protection of a corporate entity to the State under the laws of which it is incorporated and in whose territory it has its registered office. These two criteria have been confirmed by long practice and by numerous international instruments.117

The Court also accepted that some States require that a company has its actual seat (siège social) or management or centre of control within their territories or national ownership in order to exercise diplomatic protection. However, the Barcelona Traction judgment rejected ownership or control as sole connecting factors entitling a State to exercise diplomatic protection.

The Elettronica Sicula case118 is the most recent example of an investment dispute brought before the ICJ as the ultimate form of exercising diplomatic protection on behalf of an investor. In that case, the USA espoused the claim of two US corporations which together owned 100 per cent of the shares of the Italian company Elettronica Sicula (ELSI). The USA argued that a number of judicial and administrative measures taken in connection with insolvency proceedings before Italian courts had effectively deprived the US companies of their property in violation of a bilateral 1948 US–Italian Treaty of Friendship, Commerce, and Navigation (FCN Treaty). In this case, the USA successfully invoked the jurisdiction of the ICJ on the basis of the FCN Treaty. In addition, the ICJ rejected Italy’s jurisdictional challenge that local remedies had not been exhausted by holding that:

… the local remedies rule does not, indeed cannot, require that a claim be presented to the municipal courts in a form, and with arguments, suited to an international tribunal, applying different law to different parties: for an international claim to be admissible, it is sufficient if the essence of the claim has been brought before the competent tribunals and pursued as permitted by local law and procedures, and without success.119

On the merits, however, the USA failed to convince the majority on the Court that the Italian measures constituted an expropriation or other measure in violation of the FCN Treaty.

Jurisdiction over genuine investment disputes between States should not be confused with the ICJ’s jurisdiction over disputes concerning the interpretation or application of the ICSID Convention according to Article 64 of the Convention. No such case has been brought to the ICJ yet.120

(b) Iran–US Claims Tribunal

In the past, States have repeatedly resorted to quasi-institutionalized and semi-permanent arbitration by setting up bilateral ‘Mixed Claims Commissions’ to adjudicate claims by nationals of one State against the other State. The most innovative and recent example in this tradition is provided by the Iran–US Claims Tribunal, with its seat in The Hague, established by the so-called Algiers Accord in 1981121 with the express mandate to adjudicate disputes arising out of alleged property rights violations in the aftermath of the Iranian Revolution and the Tehran hostage crisis. During its over 20 years of existence, the Iran–US Claims Tribunal has considered around 4,000 cases and issued decisions in the field of, inter alia, expropriation and other measures affecting property rights, compensation, valuation, etc. Its decisions are public and thus represent major judicial authorities on some of the most important issues in investment arbitration. The Tribunal’s rules of procedure are based on a variation of the UNCITRAL Rules, modified and adapted to the type of complex and large cases the Tribunal typically handles. The Tribunal’s jurisdiction covers three categories of cases:

• claims by nationals against either State and related counter-claims;

• claims by the State parties against each other arising out of contractual arrangements between them for the purchase and sale of services, and

• cases concerning the interpretation and performance of the obligations set forth in the General Declaration or the Algiers Accords.

Perhaps one of the most interesting aspects of the procedure of the Iran–US Claims Tribunal for the purposes of the present chapter concerns the provisions of the Algiers Declaration regarding the applicable law. Article V of the Declaration reveals clearly the ‘mixed nature‘ of the Tribunal, when it stipulates that:

The Tribunal shall decide all cases on the basis of respect for law, applying such choice of law rules and principles of commercial and international law as the Tribunal determines to be applicable, taking into account relevant usages of the trade, contract provisions and changed circumstances.

(c) Inter-State Investment Arbitration

With the growth of opportunities for investors to bring disputes with host States directly before arbitral panels, resort to inter-State arbitration as the ultimate remedy in the exercise of diplomatic protection has become less frequent. The early 20th century witnessed, however, a number of investment disputes which were settled through inter-State arbitration as a result of investors’ claims being ‘espoused’ by their home States. A well-known case is the Norwegian Shipowners’Claims122 dispute which was triggered by a 1917 US wartime requisition order, allegedly constituting an expropriation of foreign property rights. It was ultimately adjudicated by an inter-State arbitral tribunal after Norway had taken up the cause of its nationals. In the Martini case, the Italian government espoused the claim of an Italian company which had been granted a coal mining concession in Venezuela. Ultimately, the two States entered into a compromis providing for the establishment of an arbitral tribunal to decide whether the Venezuelan measures negatively affecting the Italian company constituted a denial of justice or a violation of a bilateral commercial treaty.123

CONCLUDING REMARKS

Although ICSID arbitration has become the predominant method of settling investment disputes between investors and host States over the last decade, it clearly is not the exclusive one. Various other forms of mixed arbitration, as regularly provided for in many BITs, are equally used in order to arrive at binding third-party dispute settlement. The increased arbitral practice under the NAFTA, often leading to proceedings conducted pursuant to either the ICSID Additional Facility Rules or the UNCITRAL Arbitration Rules, bears witness to this development. The UNCITRAL Rules have also been applied with increased frequency in a number of recent ad hoc as well as institutionally supported arbitrations under the auspices of the PCA, the LCIA, the Stockholm Chamber of Commerce, and other arbitration institutions.

The alternatives to mixed dispute settlement by arbitration, such as recourse to diplomatic protection, including the institution of proceedings before the ICJ or other inter-State courts or arbitral tribunals, are less often used in recent practice. However, it can be argued that a special form of the exercise of diplomatic protection has ultimately led to the establishment of the Iran–US Claims Tribunal which has produced a vast body of case-law, much of which is highly relevant to investment law.

In general, arbitral awards in investment disputes are complied with. Nevertheless, parties sometimes try to challenge awards, mostly by seeking their annulment in the national courts of the place of the arbitration. Though most of these attempts have remained unsuccessful, the rising tendency of resorting to national courts which can be witnessed in non-ICSID arbitrations demonstrates that ICSID may be a preferable and more efficient solution to the settlement of investment disputes to the extent that it provides a ‘closed’ system depriving national courts of their supervisory functions and reserving any control power to an ICSID annulment procedure. Although the increase of ICSID proceedings has also led to more frequent attempts to have ICSID awards annulled, it seems that this option has not so far been used excessively.

It is unquestionable that—with the significant growth experienced by investment arbitration over the last two decades—a number of inconsistent and partially conflicting decisions have been produced. Nonetheless, there is reason to believe that in the long run the growing body of arbitral awards in this field will contribute to the progressive formation and harmonisation of investment law.
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INTERNATIONAL investment arbitration is one of the fastest growing areas of international law and international dispute settlement. Ten years ago there had been only a handful of investment arbitrations brought directly by investors against States arising under bilateral or multilateral investment treaties (‘International Investment Treaties’ or ‘IITs’), that is, treaties (including free trade agreements that contain investment provisions) that establish standards regarding the treatment of persons from one State investing in another State, as well as the settlement of disputes regarding these standards. At the time of writing (April 2007), however, there are 110 cases pending under the International Centre for the Settlement of Investment Disputes (ICSID) Convention alone.

Historically, there have been mixed arbitrations, involving private parties and States, but these typically arose either under an agreement between the private investor and the host government (such as the concession agreement in the Texaco–Libya arbitration) or State-to-State agreements to settle a particular set of claims (such as the arbitral cases brought by private investors against Iran in the Iran–US Claims Tribunal). Never before has there been such a large number of mixed arbitrations brought under IITs.

There are now approximately 2,500 IITs in force, many of which empower private investors to institute arbitral proceedings against the host State. These investment treaties have, generally speaking, adopted the well-established model of international commercial arbitration, which involves commercial disputes between private entities and is characterized by a high degree of confidentiality. Investment arbitrations, however, inevitably involve at least one State, which can raise democratic-governance concerns about transparency, public participation, and accountability. This is particularly true in cases which allege official wrongdoing by the State or a State agency. Moreover, the subject-matter of the disputes in investment arbitrations often raises important public policy issues. Examples of public policy measures contested under international investment rules include: Argentina’s response to its fiscal crisis several years ago (over 35 cases were filed with ICSID, claiming several billions of dollars); California’s ban on a gasoline additive that is contaminating its groundwater; Canada’s ban on exporting PCBs (a highly toxic substance); Chile’s marine fisheries allocation scheme; Cochabamba, Bolivia’s regulation of its drinking water system; and Mississippi’s requirements regarding appealing civil judgments. Cases such as these obviously penetrate deeply into domestic policy-making, particularly policies protecting health, safety, and the environment. Finally, some investment arbitrations raise public policy concerns simply by virtue of the amount of money involved. Many recent claims are for US$500 million or even US$1 billion, significant amounts for any investor and just as importantly, for any respondent State, many of which would struggle to pay even one award of US$500 million.

For these reasons, there is now a general consensus that the public has a legitimate and substantial interest in investment arbitrations involving States. At the same time, concerns have been expressed about the additional cost caused by increased transparency and public participation, as well as the possible disruption and delay to the proceedings and the disclosure of confidential business information or other secret information. While there have been some modifications to the traditional commercial arbitration model to ensure transparency and to provide opportunities for public participation, the general question of how the public’s interest in investment arbitrations involving States should be taken into account still remains. This chapter focuses on what sorts of transparency and public participation opportunities should be provided at each stage of the arbitral process to ensure that (a) the public is appropriately informed and (b) information, perspectives and arguments provided by the public can appropriately be considered by arbitral tribunals.

The structure of this chapter is as follows. Section 1 briefly describes: the increasing use of arbitration in investment disputes (both disputes between States and disputes between investors and States); the process of arbitration in the context of international investment; and the different arbitral rules and institutions typically used or available for investment arbitrations, including the institution’s rules and practices regarding transparency and public participation and including how these issues have been handled under the North American Free Trade Agreement (‘NAFTA’). Section 2 examines the issue of transparency in investment arbitrations, discussing: how the courts of several countries have dealt with the related issues of privacy and confidentiality in arbitration; the role of transparency in international investment arbitration disputes; various arbitral tribunals’ consideration of transparency; and the advantages and disadvantages of transparency at the different stages of the arbitration proceedings, drawing in part on the experience of trade dispute settlement mechanisms. Section 3 addresses the practical role of public participation in the proceedings by way of pleadings and other submissions from non-arbitrating parties and the tribunal’s obligation or discretion to accept such submissions, including consideration of the advantages and disadvantages of public participation and the means of improving public participation. Finally, the chapter presents very brief conclusions with respect to transparency and public participation in investment arbitrations.

(1) BACKGROUND

(a) History: Increasing Use of Arbitration in Investment Disputes

Until the last few decades, an individual or corporation investing in a State (the ‘host State’) could not bring a claim against that State in an international forum alleging a breach of international law unless that right was expressly granted by the host State to the investor, which was an extremely rare occurrence. The individual or corporation could only bring a claim before the national courts of the host State, if the national law provided for a claim. Alternatively, the individual or corporation had to rely on its own State (the ‘home State’) to bring (‘espouse’) a diplomatic protection claim against the host State under general principles of customary international law. In that event, the claim became that of the host State, which could press or settle the case (and dispose of any proceeds from it) as it wished.1

The 1907 Hague Convention on the Peaceful Resolution of International Disputes envisioned States entering into bilateral investment treaties that allowed a home State to commence diplomatic protection claims on behalf of an investor that had made investments in a State that was a party to such a treaty.2 However, these claims involved the home State’s right to bring a claim, not the right of the investor. An investor was completely dependent upon its home State being inclined or convinced to take up its claim, and was subjected to political struggles and other international or internal matters that might prevent the arbitration from progressing or even commencing.

The inclusion of arbitration provisions in some concession contracts and investment agreements between individual or corporate investors and the host State (‘Host–Government Agreements’, or ‘HGAs’) provided an avenue for claims to be brought by the foreign investor directly against the host State. The entity against whom the investor can bring an arbitration depends on the terms of the HGA and on its parties: as the host State is not always a party to the HGA, the arbitration is brought against the State entity or a State-owned or partly owned company that is a party to the HGA. The arbitration is restricted to claims for a breach of the HGA. Thus, the nature and the extent of the claim depends on the terms of the HGA. Many HGAs, such as those regarding the Baku–Tblisi–Ceyhan pipeline from the Caspian Sea to the Mediterranean Sea,3 contain very broad host State obligations, including an obligation not to expropriate the investment.

In 1965, the Convention on the Settlement of Investment Disputes (the ‘ICSID Convention’) was concluded. Other arbitration rules and institutions were already in place or soon would be, though they did not specifically focus on arbitrations by investors against States. The ICSID Convention provides investors with an avenue to initiate an arbitration against the State not only for a breach of contract, but for a breach of any legal instrument, including an HGA, treaty, or even national investment law, that provides for the resolution of investment disputes by arbitration under the Convention.

At about the same time, States began entering into International Investment Treaties (‘IITs’)—usually bilateral investment treaties (‘BITs’). These provided for State-to-State arbitrations though they are usually limited to issues of interpretation and application of the treaty. More importantly, these treaties also provided investors, for the first time, with the right to institute international arbitral proceedings against the host State. At first, BITs tended to be between developed and developing countries. Developed countries such as the USA created their own model BIT. In many circumstances, developing countries had very little bargaining power to alter the terms of the model BIT. After some time, investment and related arbitral provisions were also included in some free trade agreements, such as NAFTA.4 Chapter 11 of NAFTA provides for standards of protection to Canadian, Mexican, and US investors investing in one of these States and allows those investors to commence arbitration if they believe those standards are not respected. Some IITs provide that an investor may institute international arbitral proceedings against the host State with respect to claims that may arise under a contract with the State or a State entity, such as a claim under an HGA, even when the contract itself does not grant such a right to the investor. These so-called ‘umbrella clauses’ thus transmogrify a contract claim into a treaty claim.

(i) State-to-State

Diplomatic protection claims (as provided under the 1907 Hague Convention on the Peaceful Resolution of International Disputes or the general principles of customary international law) may still be brought by a State on behalf of its investor, though this is relatively uncommon.

Under the terms of most IITs, the home State of the investor may bring an arbitration against the host State relating to the interpretation and/or application of the IIT. Before reaching arbitration, the home State may negotiate or request formal consultations with the host State to agree upon the interpretation or application of the treaty. For example, the Czech Republic commenced formal negotiations with the Netherlands on the interpretation of the Czech–Dutch BIT, pursuant to the terms of the applicable BIT, following an interim award issued by the tribunal in CME Czech Republic BV v The Czech Republic. The Czech Republic and the Netherlands reached a common position on the interpretation of the BIT which was submitted to the tribunal for consideration in the remainder of the proceedings.5

Similarly, the NAFTA Free Trade Commission has issued a number of statements on the interpretation and application of Chapter 11, the investment chapter. Article 1131(2) provides that the Commission may issue binding interpretations of NAFTA provisions. The Commission’s statements have been considered and in some circumstances applied by NAFTA tribunals. Because of the forward-looking and sometimes unique ways in which the three NAFTA Parties (Canada, Mexico and the USA) have addressed transparency and public participation in NAFTA investment disputes, the NAFTA experience is described in section (1)(d) below.

There appear to have been few, if any, arbitrations between contracting States on the interpretation and/or application of an IIT.

(ii) Investor-to-State: Arising under International Investment Treaties (IITS)

As stated above, many IITs, such as NAFTA, the Energy Charter Treaty,6 and BITs,7 empower foreign investors to bring a claim in arbitration against a host State. In such a situation, the investor must satisfy the jurisdictional requirements specified in the IIT, such as qualifying as an ‘investor’ and having an ‘investment’ and an ‘investment dispute’ as defined under the applicable treaty. Due to the broad definitions of these terms in most IITs, investors usually meet these requirements. There may be a question as to whether the ‘investment’ is simply a trade of goods or services rather than an investment in the host State.8 There may also be a question as to whether a ‘claim’ is a breach of contract rather than a breach of a treaty, particularly if the IIT does not protect against breaches of contract. Further, the investor may need to first satisfy or waive9 local remedies before commencing arbitration under the IIT.

The tribunal may address jurisdictional issues separately, or at the same time as the merits of the dispute. Either way, the investor has an opportunity to persuade the tribunal that it is entitled to have its claim heard by the tribunal pursuant to the treaty; and the State has an opportunity to prove the converse.

As noted above, investor-to-State arbitrations (like State-to-State arbitrations) typically involve issues in which the public has an interest.

(iii) Investor-to-State: Arising under Host-Government Agreements (HGAs)

Similarly, an investor must satisfy any jurisdictional requirements in an HGA or under the applicable arbitral rules. HGAs typically do not require there to be an ‘investment’ or an ‘investment dispute’, only that the claimant be a party to the HGA and that the claim alleges a breach of the HGA. While arbitrations under HGAs deal with alleged breaches of the contract only, the HGA may require the application of international law, such as the principles of expropriation, if that is the law governing the contract.

Arbitrations arising under HGAs typically raise issues in which the public in the host State, and often in the home State, has legitimate and substantial interests. First, the public interest is implicated by claims arising under an HGA by virtue of the fact that the claim is usually against a State or a State agency. Secondly, the subject-matter of HGAs often involves matters of public concern. For example, HGAs often involve essential infrastructure or significant natural resources with the potential to have a significant positive impact on the economic and social development of the State (eg roads, railways, telecommunications) or to cause significant environmental or social harm (eg large dams, pipelines). Similarly, HGAs often deal with critical natural resources, such as oil and gas, other minerals, timber, fisheries, or water, with similar potential consequences. Thirdly, the typically large size of the HGAs raises the possibility of official corruption and its consequential effects. And fourthly, claims can be substantial in size, raising public interests about financial responsibility and integrity.

(b) The Arbitral Process in Investment Arbitrations

The arbitral process in investment arbitrations contains stages similar to those in a typical international commercial arbitration. The process involves the commencement of the arbitration, the constitution of the tribunal, the submission of pleadings and evidence, an oral hearing and further written submissions in some cases, possible settlement discussions, the issuance of an award, and, if necessary, challenge to or enforcement of the award.

There are, however, sometimes differences in this process depending upon the terms of the IIT or HGA. For example, an IIT may provide that before commencing arbitration, the parties must negotiate the issues in dispute in order to reach a settlement, known as the ‘cooling off period’. Arbitration may only be commenced three, six or even twelve months after the negotiations were commenced. The 2004 US Model BIT provides that the investor and the State should initially seek to resolve the dispute through consultation and negotiation.10 The investor must submit a notice of intent at least 90 days before commencing arbitration11 and cannot commence arbitration until six months have elapsed after the events giving rise to the claim.12 Similarly, the 2003 Indian Model BIT provides that an investor may submit a dispute that has not been amicably settled within six months to arbitration.13

Some IITs contain additional stages depending on the nature of the governmental measure being challenged. Article 2103 of NAFTA, for example, provides that a claim by an investor that a tax constitutes an expropriation must be submitted to both the home and host States for a period of six months to allow them to decide whether to allow the claim to proceed to arbitration.

A final stage in a few investment arbitrations is review or appellate proceedings. The ability to review or appeal an award depends upon the arbitral rules applicable to the arbitration and the law of the place of the arbitration. In general, an award can only be reviewed on limited grounds by the national courts of the place of the arbitration applying their own domestic law. Many national laws have adopted the 1985 UNCITRAL Model Law on International Commercial Arbitration (the ‘UNCITRAL Model Law’) which provides the following grounds for challenging an award:

(1) incapacity of the parties to enter into the arbitration agreement or invalidity of the arbitration agreement;

(2) lack of proper notice to a party or incapacity to present its case;

(3) inclusion in the award of matters outside the scope of submission;

(4) irregularities in the composition of the tribunal or the arbitral procedure;

(5) non-arbitrability of the subject-matter; and

(6) violation of domestic public policy.14

The New York Convention on the Recognition and Enforcement of Foreign Arbitral Awards (the ‘New York Convention’) provides for similar grounds for challenging the enforcement of an award.15

It is important to note that one of the grounds for review included in the UNCITRAL Model Law and the New York Convention is that the award is contrary to public policy.16

In contrast, awards rendered under the ICSID Convention may be reviewed17 or challenged18 within an internal mechanism provided for by the Convention, not by the national courts of the place of arbitration. Public policy is not a ground included for the review or annulment of an award.19 Permitting a national court to reject or set aside an arbitration decision could raise complications if the arbitration decision remains enforceable in another country.20 Some critics have proposed that new arbitration appeals mechanisms should be created to facilitate parties’ ability to address flawed arbitration decisions.21

(c) The Arbitral Rules and Institutions Available in Investment Arbitrations

Investment arbitrations may be brought under any arbitral rules and supervised by the relevant institution agreed to by the parties. The parties may also agree to bring an ad hoc arbitration using arbitral rules with no connecting institution, or no prescribed arbitral rules at all. Adhoc arbitration is less common than institutional arbitration.

IITs and HGAs usually specify either one set of arbitral rules to be applied in any arbitration brought under them, or two or more sets of arbitral rules from which the investor may choose. The rules of ICSID, the ICSID Additional Facility, or the United Nations Commission on International Trade Law (the ‘UNCITRAL Rules’) are the rules usually specified. The rules of the International Chamber of Commerce (‘ICC’) in Paris, the London Court of International Arbitration (‘LCIA’), the Stockholm Chamber of Commerce Institute of Arbitration (‘SCC’), and the American Arbitration Association (‘AAA’) may also be specified. IITs and HGAs may also provide that the arbitrating parties mutually agree to modify the specified rules or adopt ad hoc arbitral procedures. Some of these rules are associated with institutions that can facilitate arbitrations by acting as secretariats (eg ICSID); others are not (eg UNCITRAL). Investment arbitrations using UNCITRAL proceedings are usually ad hoc arbitrations but the parties may agree to use ICSID or another established arbitral institution as a secretariat to administer the proceedings.

To date most known investment arbitrations that are in the public domain have been brought under the ICSID Convention or the ICSID Additional Facility, which were specifically designed for this purpose. However, investment arbitrations have also been brought under the UNCITRAL Rules and the ICC Rules. Consideration of these rules and of their impact on transparency and public participation in an investment arbitration are set out below.

(i) International Centre for Settlement of Investment Disputes (ICSID)

The International Centre for the Settlement of Investment Disputes (‘ICSID’) was created in 1966 specifically to resolve investment disputes between governments and foreign investors. The ICSID Convention came into force on 14 October 1966, establishing the Centre, the Administrative Council, and a Secretariat to administer investment disputes referred to conciliation or arbitration under the Convention, all under the umbrella of the World Bank. The first investor-to-State arbitration in ICSID commenced in 1987. The number of ICSID arbitrations has increased exponentially in the last ten years or so, as foreign investors have increasingly invoked the arbitration clauses in HGAs or, more frequently, in BITs. ICSID arbitration is also an option to resolve disputes under the NAFTA, the Energy Charter Treaty, the Cartagena Free Trade Agreement,22 and the Colonia Investment Protocol of Mercosur.23

ICSID is the most transparent of the commonly used international arbitration institutions and rules. For example, the ICSID Secretariat maintains a register containing notices of intent to file an arbitral claim, notices of arbitration, and other important documents relating to disputes. The full register is not online, but can be accessed by contacting the Secretariat’s office directly. ICSID also posts the most recent development in each case on its website, regularly updating each case.

ICSID tribunals have increasingly recognized the need for transparency and public participation due to the public interest in investment arbitrations. The principles of confidentiality and privacy recognized in international commercial arbitration are recognized to some extent in the ICSID Convention. For example, Article 48(5) provides that the Centre will not publish awards without the parties’ consent, but that it may publish excerpts of the legal reasoning in the arbitration decisions. Many portions of ICSID arbitration documents are available in the ICSID reports or on the ICSID website. However, ICSID’s website only contains the most recent documents from each case. No case’s documents are published in their entirety.

An ICSID tribunal may decide the procedure of the arbitration within the limits of the ICSID Convention, Rules of Procedure and the agreement of the parties. Article 44 of the Convention states:

Any arbitration proceeding shall be conducted in accordance with the provisions of this Section and, except as the parties otherwise agree, in accordance with the Arbitration Rules in effect on the date on which the parties consented to arbitration. If any question of procedure arises which is not covered by this Section or the Arbitration Rules or any rules agreed by the parties, the Tribunal shall decide the question.

Thus, an ICSID tribunal has a residual power to make its own decisions on procedure, as recognized by the tribunal in the Suez–Vivendi case, the first ICSID tribunal to deal with amicus curiae submissions.24 The tribunal accepted that it accordingly had the power to accept amicus curiae briefs.25 Adopting an approach similar to the UNCITRAL tribunal in the Methanex case in interpreting Article 15(1) of the UNCITRAL Rules, which is similar to Article 44, the tribunal stated:

Moreover, like the Methanex tribunal, the Tribunal in the present case finds that acceptance of amicus submissions is a procedural question that does not affect a disputing party’s substantive rights since the parties’ rights remain the same both before and after the submission.26

Nonetheless, the tribunal also emphasized that it must respect the rules governing the procedure and the agreement of the parties. For example, the Rules of Procedure applicable at the time of that case did not expressly provide that hearings are in camera but they did state that the tribunal must decide, with the parties’ consent, who may attend the hearings. Rule 32(2) provided:

The Tribunal shall decide, with the consent of the parties, which other persons besides the parties, their agents, counsel and advocates, witnesses and experts during their testimony, and officers of the Tribunal may attend the hearings.27

In a subsequent request for participation as amicus curiae, the tribunal found that it could not open up the hearings to the petitioners without the parties’ consent:

Although the Tribunal, as the Petition asserts, does have certain inherent powers with respect to arbitral procedure, it has no authority to exercise such power in opposition to a clear directive in the Arbitration Rules, which both Claimants and Respondent have agreed will govern the procedure in this case. While the Methanex cases [sic] (a NAFTA cases [sic] under UNCITRAL Arbitration Rules) cited by Petitioners did indeed involve public hearings, both claimants and respondents in those cases [sic] specifically consented to allowing the public to attend the hearings. The crucial element of consent by both parties to the dispute is absent in this case.28

Subsequent to this case, the ICSID Secretariat suggested changes to the ICSID Rules and Regulations which would expressly provide for submissions by non-disputing parties.29 These and other changes were made to the ICSID Rules and Regulations in 2006. Rule 37 now provides:30

(2) After consulting both parties as far as possible, the Tribunal may allow a person or a State that is not a party to the dispute (hereafter called the ‘non-disputing party’) to file a written submission with the Tribunal. In determining whether to allow such a filing, the Tribunal shall consider, among other things, the extent to which:

(a) the non-disputing party submission would assist the Tribunal in the determination of a factual or legal issue related to the proceeding by bringing a perspective, particular knowledge or insight that is different from that of the disputing parties;

(b) the non-disputing party submission would address a matter within the scope of the dispute;

(c) the non-disputing party has a significant interest in the proceeding.

The Tribunal shall ensure that the non-disputing party submission does not disrupt the proceeding, unduly burden or unfairly prejudice either party, and that both parties are given an opportunity of presenting their observations on the non-disputing party submission.

Rule 32 was also changed to give more power to the tribunal to decide whether or not to open up the proceedings:31

(2) Unless either party objects, the Tribunal, after consultation with the Secretary-General, may allow other persons, besides the parties, their agents, counsel and advocates, witnesses and experts during their testimony, and officers of the Tribunal to attend or observe all or part of the hearings, subject to appropriate logistical arrangements. The Tribunal shall for such cases establish procedures for the protection of proprietary or privileged information.

In addition, Rule 48 which relates to the publication of the award was amended ‘to facilitate the prompt release of excerpts, by making their early publication mandatory, and clarify the wording of the provision’.32 Rule 48 now provides:

(4) The Centre shall not publish the award without the consent of the parties. The Centre shall, however, promptly include in its publications excerpts of the legal conclusions of the Tribunal.

Accordingly, it is evident that not only ICSID but also ICSID tribunals and the parties involved, particularly State parties, have recognized the need for transparency and public participation in investment arbitrations due to the nature of the disputes and the various public interests with which they may be concerned.

(ii) ICSID Additional Facility

The ICSID Additional Facility provides for arbitration in the circumstance where only the State of the investor or the respondent State is a party to the ICSID Convention. In those circumstances, the ICSID Convention and Rules do not apply but the Arbitration (Additional Facility) Rules do apply. The ICSID Arbitration (Additional Facility) Rules are very similar to the ICSID Rules of Procedure quoted above. For example, Rule 39(2) of the Arbitration (Additional Facility) Rules (as amended in 2006) is identical to Rule 32(2) of the ICSID Rules. According to these rules, the tribunal may allow other persons besides the parties to observe all or part of the hearings. Rule 41(3) of the Arbitration (Additional Facility) Rules and Rule 37(2) of the ICSID Arbitration Rules are also identical; both allow submissions from non-disputing parties. In addition, the relevant parts of Rule 53(3) of the Arbitration (Additional Facility) Rules and 48(4) of the ICSID Arbitration Rules are identical. Under these rules, both ICSID tribunals and Additional Facility tribunals may not publish the award rendered in a dispute without the consent of both of the parties.

The Arbitration (Additional Facility) Rules provide for registration of arbitration disputes in much the same way as the ICSID Arbitration Rules. According to Articles 3 and 4, a request for arbitration is made to the Secretariat, who then registers the request in the Arbitration (Additional Facility) Register and dispatches to the parties a notice of registration. This process is similar to the process laid out in the ICSID Arbitration Rules. Another similarity between the two sets of rules regards publication of case documents and awards, although practice under the rules varies. Neither set of rules calls for the publication of documents, but in both instances, some orders and awards are published. ICSID publishes case documents on its website of arbitrations under the Convention but not the Additional Facility. However, Additional Facility cases under NAFTA are published on other websites containing NAFTA information.

(iii) United Nations Commission on International Trade Law (UNCITRAL)

The UNCITRAL Rules were approved by the General Assembly of the United Nations in its Resolution of 15 December 1976. The Rules have been widely used in various forms of international commercial arbitrations and in investment arbitrations in recent years.

The UNICTRAL Rules were adopted by the Iran–US Claims Tribunal established under the Algiers Accords in 1981 to deal with the claims of US nationals against Iran, Iranian nationals against the USA, and claims of each State against the other, following the seizure of the American Embassy in Tehran in 1979 and the detention of American hostages. Thus, the Rules have been considered, interpreted and applied by the Iran–US Claims Tribunal and its various chambers in a number of cases.

The UNCITRAL Rules are also one of the two options available under NAFTA. Some NAFTA tribunals have been constituted under these Rules. An unknown number of BIT cases have also been governed by the UNCITRAL Rules, such as Lauder v the Czech Republic,33 CME Czech Republic BV v The Czech Republic,34 Link-Trading Joint Stock Company v Moldova,35 and Saluka BV v The Czech Republic.36

There is not necessarily an institution overseeing or administering an UNCITRAL arbitration, as is noted above. The parties to a dispute may or may not choose to have an established institution, such as ICSID, administer the arbitration according to the UNCITRAL Rules. Under Article 15 of the UNCITRAL Rules, a tribunal has the inherent power to conduct the arbitration in the manner it considers appropriate:

Subject to these Rules, the arbitral tribunal may conduct the arbitration in such manner as it considers appropriate, provided that the parties are treated with equality and that at any stage of the proceedings each party is given a full opportunity of presenting his case.

Article 15 has been adopted in Articles 18 and 19(2) of the UNCITRAL Model Law and is considered to be one of the essential ‘hallmarks’ of international arbitration according to the travaux préparatoires.37 As the Methanex tribunal acknowledged:

Article 15(1) of the UNCITRAL Arbitration Rules grants to the Tribunal a broad discretion as to the conduct of this arbitration, subject always to the requirements of procedural equality and fairness towards the Disputing Parties.38

The tribunal also stated:

Article 15(1) is intended to provide the broadest procedural flexibility within fundamental safeguards, to be applied by the arbitration tribunal to fit the particular needs of the particular arbitration.39

Similarly, the NAFTA tribunal in the UPS case described Article 15 as follows:

It does two critical things. First, it gives the arbitral tribunal power to conduct the arbitration in an appropriate manner. That power is essential to the very process of dispute settlement by way of arbitration and might be thought to be inherent even if not expressly stated. Secondly, in its two sets of limits it recognises both the fundamental procedural rights of the parties to a fair proceeding, natural justice or due process, and the other particular requirements of the rules.40

These two NAFTA tribunals recognized that the inherent power of the tribunal under Article 15 is wide enough to accept submissions from non-parties as amicus curiae (though both tribunals acknowledged that Article 15 did not give them the power to add non-disputing parties to the arbitration).41 As the UPS tribunal stated in relation to the powers of Article 15:

Those powers are limited to matters of procedure and they are constrained by other relevant rules and NAFTA provisions and by the principles of equality and fairness. They cannot be used to turn the dispute the subject of an arbitration into a different dispute, for instance by adding a new party to the arbitration. Rather, the powers are to be used to facilitate the Tribunal’s process of inquiry into, understanding of, and resolving, that very dispute which has been submitted to it in accordance with the consent of the disputing parties.42

After referring to the practice of the Iran–US Claims Tribunal, the World Trade Organization (‘WTO’), and the International Court of Justice (‘ICJ’), the Methanex tribunal found that Article 15(1) was broad enough for it to accept amicus submissions.43 Similarly, the UPS tribunal found:

Is it within the scope of article 15(1) for the Tribunal to receive submissions offered by third parties with the purpose of assisting the Tribunal in that process? The Tribunal considers that it is. It is part of its power to conduct the arbitration in such manner as it considers appropriate. As the Methanex Tribunal said, the receiving of such submissions from a third person is not equivalent to making that person a party to the arbitration. That person does not have any rights as a party or as a non-disputing NAFTA Party. It is not participating to vindicate its rights. Rather, the Tribunal has exercised its power to permit that person to make the submission. It is a matter of its power rather than of third party right. The rights of the disputing Parties are not altered (although in exercise of their procedural rights they will have the rights to respond to any submission) and the legal nature of the arbitration remains unchanged.44

The UPS tribunal emphasized that:

The power of the Tribunal to permit amicus submissions is not to be used in a way which is unduly burdensome for the parties or which unnecessarily complicates the Tribunal process.45

The tribunal then went on to identify some of the specific consequences of accepting amicus submissions, such as the limitation on the length of the submissions, the inability of third parties to call witnesses, such that disputing parties do not need to cross-examine them, and the ability of the disputing parties to respond to the amicus submissions.46

The Iran–US Claims Tribunal recognized that there might be a need for the State of the claimant or even other private parties to make submissions in an arbitration. Thus, the tribunal added a note to Article 15:

The arbitral tribunal may, having satisfied itself that the statement of one of the two Governments—or, under special circumstances, any other person—who is not an arbitrating party in a particular case is likely to assist the arbitral tribunal in carrying out its task, permit such Government or person to assist the arbitral tribunal by presenting oral or written submissions. (Note 5)

Both the Iranian and US governments applied to be joined as respondents or submitted amicus curiae briefs in cases before the Iran–US Claims Tribunal.47 Private parties in some cases, such as the United States v Iran Case A/17, applied to be permitted to participate; but reportedly there were few such applications and most were rejected.48 Other than these applications, this provision was not widely used before the tribunal with respect to written submissions.

The UNCITRAL Rules abide by the general rule that hearings are to be held in camera, unless the parties agree otherwise. Article 25(4) provides:

Hearings shall be held in camera unless the parties agree otherwise. The arbitral tribunal may require the retirement of any witness or witnesses during the testimony of other witnesses. The arbitral tribunal is free to determine the manner in which witnesses are examined.

Note 5 to Article 25 adopted by the Iran–US Claims Tribunal provides that:49

Notwithstanding the provisions of paragraph 4 of Article 25, the arbitral tribunal may at its discretion permit representatives of arbitrating parties in other cases which present similar issues of fact or law to be present to observe all or part of the hearing in a particular case, subject to the prior approval of the arbitrating parties in the particular case. The Agents of the two Governments are permitted to be present at pre-hearing conferences and hearings.

It was common for the agents of the non-disputing government to make oral statements to the tribunal.50 The Methanex tribunal confirmed that under Article 25 petitioners of amicus briefs could not attend the hearings unless the parties consented otherwise.51 In that case, the parties later gave their consent to public hearings.

The UNCITRAL Rules also incorporate the general principle in international commercial arbitration that information regarding the award be kept private. Article 32(5) provides: ‘The award may be made public only with the consent of both parties.’ This provision was amended by the Iran–US Claims Tribunal, because of the need for transparency due to the considerable importance of the tribunal’s work, the involvement of the governments of Iran and the United States, and the public interest. Note 5 to Article 32 provided:

All awards and other decisions shall be made available to the public, except that upon the request of one or more arbitrating parties, the arbitral tribunal may determine that it will not make the entire award or other decision public, but will make public only portions thereof from which the identity of the parties, other identifying facts and trade or military secrets have been deleted.

The parties thus may request a tribunal to keep the award confidential, as happened in some cases, usually where the award records a settlement on agreed terms; but such a request can also be rejected. A number of different reasons were provided by the tribunal or dissenting arbitrators, but the only consistent theme seemed to be the need for awards to be public in accordance with Note 5.52

In 2006, UNCITRAL decided that Working Group II (Arbitration) should give priority to revising the UNCITRAL Rules.53 This process was under way as this chapter went to press (April 2007), with two meetings of Working Group II having occurred. At the second of these meetings (February 2007), Working Group II agreed to consider the issues of transparency and public participation as they arise with respect to arbitrations to which States are parties, after the first reading of the rules.54

(iv) International Chamber of Commerce (ICC)

The International Chamber of Commerce (‘ICC’) is one of the oldest organizations conducting international commercial arbitration. The ICC was established in 1919 and the ICC International Court of Arbitration (‘ICC Court’) was established in 1923. The ICC Court administers arbitrations conducted under the ICC Rules, the current version of the Rules being applicable from 1 January 1998.

One of the main perceived advantages of ICC arbitration is that the proceedings before the tribunal and the ICC Court are confidential. As outlined below, hearings are not public and awards are not published. Although the ICC considered incorporating a provision that arbitrations are confidential, particularly given recent decisions in the US, Australian, and Swedish courts,55 it ultimately rejected this suggestion. The Working Party could not reach a consensus on the appropriate wording of the principle, finding that the previous acceptance of the principle was increasingly being questioned.56 Thus, the principle of confidentiality, although widely recognized as being a fundamental principle of ICC arbitration, is an implied principle only. The 1998 Rules did, however, add a provision protecting confidential information. Article 20(7) states that: ‘The Arbitral Tribunal may take measures for protecting trade secrets and confidential information’.

The ICC Rules incorporate the general principle that the tribunal has the power to conduct the arbitration in an appropriate manner and in accordance with due process. Article 15 provides:

1. The proceedings before the Arbitral Tribunal shall be governed by these Rules and, where these Rules are silent, by any rules which the parties or, failing them, the Arbitral Tribunal may settle on, whether or not reference is thereby made to the rules of procedure of a national law to be applied to the arbitration.

2. In all cases, the Arbitral Tribunal shall act fairly and impartially and ensure that each party has a reasonable opportunity to present its case.

The ICC Rules do provide that the hearings of the tribunal are to be private unless the tribunal and parties decide otherwise. Article 21 provides:

3. The Arbitral Tribunal shall be in full charge of the hearings, at which all the parties shall be entitled to be present. Save with the approval of the Arbitral Tribunal and the parties, persons not involved in the proceedings shall not be admitted.

It is generally accepted in ICC arbitrations that in order to maintain the privacy of the hearing, all documents prepared for or produced at the hearing must be kept confidential. The privacy of the arbitration is even considered to be the basis of the confidentiality of the entire arbitration proceedings. Thus, even though the ICC chose not expressly to provide for the confidentiality of ICC arbitrations, this principle is still considered to be one of the main advantages of ICC arbitration. As a former Secretary-General of the ICC has stated:

It became apparent to me very soon after taking up my responsibilities at the ICC that the users of international commercial arbitration, i.e. the companies, governments and individuals who are parties to such cases, place the highest value upon confidentiality as a fundamental characteristic of international commercial arbitration. When enquiring as to the features of international commercial arbitration which attracted parties to it as opposed to litigation, confidentiality of the proceedings and the fact that these proceedings and the resulting award would not enter into the public domain was almost invariably mentioned.57

Confidentiality in ICC arbitrations has been protected by the English courts, as described below, and to an even greater degree by the French courts. In one case, the Paris Court of Appeal rejected an application to challenge an ICC award made in France on the basis that the mere application violated the principle of confidentiality of the arbitration.58 Whilst the ICC publishes excerpts of awards without disclosing the identity of the parties, it can still be said that confidentiality is the basis upon which the ICC oversees and administers international commercial arbitrations.

(v) London Court of International Arbitration (LCIA)

Following the erosion of the principle of confidentiality by some arbitral tribunals and some national courts, the London Court of International Arbitration (‘LCIA’) introduced in January 1998 an express obligation of confidentiality. Article 30 states:

30.1 Unless the parties expressly agree in writing to the contrary, the parties undertake as a general principle to keep confidential all awards in their arbitration, together with all materials in the proceedings created for the purpose of the arbitration and all other documents produced by another party in the proceedings not otherwise in the public domain—save and to the extent that disclosure may be required by a legal duty, to protect or pursue a legal right or to enforce or challenge an award in bona fide legal proceedings before a state court or other judicial authority.

30.2 The deliberations of the Arbitral Tribunal are likewise confidential to its members, save and to the extent that disclosure of an arbitrator’s refusal to participate in the arbitration is required of the other members of the Arbitral Tribunal under Articles 10, 12 and 26.

30.3 The LCIA Court does not publish any award or any part of an award without the prior written consent of all parties and the Arbitral Tribunal.

In May 2006, the LCIA Court and Board voted to publish the LCIA Court’s decisions on challenges to arbitrators. However, it appears from the LCIA’s report that this decision was not due to an increased need for transparency or public participation in international investment arbitration disputes. The decision came after a ten-year study59 which reviewed practices and procedures in dealing with challenges in the LCIA as well as other institutions, including the ICC, AAA, and the SCC. The study noted that the International Bar Association Guidelines on Conflicts of Interest in Commercial Arbitration represent a useful attempt to bring greater clarity and consistency in dealing with these conflicts, but that, unfortunately, many institutions are non-committal in their approach to the guidelines. The Court and Board have agreed to publish the Court’s decisions on challenges to arbitrators.60

(d) The NAFTA Response

NAFTA came into force on 1 January 1994, creating a free trade area between Canada, Mexico, and the USA. Chapter 11 of NAFTA focuses on investment and provides for arbitration ‘before an impartial tribunal’61 to resolve disputes between investors and NAFTA parties. Chapter 20 of NAFTA provides for arbitration between NAFTA parties. Significant concerns about transparency and public participation in this process did not arise until after NAFTA was negotiated,62 but since that time, the NAFTA parties have responded to these concerns in a variety of ways. The following discussion focuses on Chapter 11 arbitrations.

Chapter 11 tribunals are governed at the first level of analysis by the provisions of NAFTA as well as a collection of related laws, rules, and interpretations. The NAFTA Free Trade Commission has issued interpretations and statements relating to transparency and public participation that are binding on all NAFTA Parties.63 NAFTA Parties have also committed themselves to unilateral or joint actions when the Commission has not reached agreement on an issue, as described below.

In addition to the provisions of NAFTA, disputing parties are also bound by the arbitration rules that the investor selects.64 When bringing a claim against a NAFTA Party, an investor must choose between the UNCITRAL Rules, the ICSID Convention and Rules, or the Additional Facility Rules. Pursuant to Article 1120, the UNCITRAL Rules may be used in any circumstance, the ICSID Additional Facility Rules may be used when only one of the disputing parties is party to the ICSID Convention, and the ICSID Convention may be used if both disputing parties are party to the Convention. In practice, only the UNCITRAL Rules and the Additional Facility Rules have been used because Mexico is not a party to the ICSID Convention, and whilst Canada signed the ICSID Convention in December 2006, it has not yet ratified it.65

Primarily because of concerns raised by civil society, the NAFTA Parties have become aware of the need for transparency and public participation in Chapter 11 disputes. The following discussion provides an overview of efforts by the NAFTA Parties to increase transparency and public participation through standardized registration of claims, access to documents, access to proceedings, ability to provide input to the tribunal, and access to awards.

(i) Standardized Registration of Claims

There is no requirement that the initiation, including the filing, of a Chapter 11 claim be made public immediately. Neither the NAFTA text nor any arbitration rules address the publication of notices of intent. In practice, however, the public is now typically informed of the existence of NAFTA disputes soon after a notice of arbitration has been filed. Increasingly, notices of arbitration are published on the websites of NAFTA countries.66

Pursuant to Article 1119, an investor must deliver notice of intent to submit a claim (notice of intent) to the relevant government 90 days before submitting the actual claim to arbitration (notice of arbitration). So far, no arbitrations or domestic judicial cases have addressed issues of transparency or public participation during registration of a Chapter 11 claim, although the Free Trade Commission issued a statement on 7 October 2003 recommending the use of a standard form for the notice of intent.67 Although the standard form aims to clarify the basis of claims,68 it also facilitates greater transparency for the public. The Free Trade Commission recommends that the ‘notice of intent clearly identify the investor and the investment and specify the precise nature of the claims asserted’69 and that translations be submitted in all three official NAFTA languages.70 Both of these recommendations improve the public’s ability to understand the basis of Chapter 11 claims.

(ii) Access to Proceedings

NAFTA text is silent on whether briefs and other submissions to a tribunal should be publicly disclosed. However, since the need for transparency has become an issue, the Free Trade Commission and disputing parties have taken measures to open the process to public scrutiny through access to written documents and public hearings.

Access to Written Documents

In the Notes of Interpretation of Certain Chapter Eleven Provisions issued by the Free Trade Commission on 31 July 2001, the Commission declared that:

Nothing in NAFTA imposes a general duty of confidentiality on the disputing parties to a Chapter Eleven arbitration and nothing in NAFTA precludes the Parties from providing public access to documents submitted to, or issued by, a Chapter Eleven tribunal.71

The Notes of Interpretation also required NAFTA parties to make all documents publicly available ‘in a timely manner’, subject to certain protections for confidential business and State information.72 On 16 July 2004, the Free Trade Commission once again recognized the public’s interest in negotiating texts of NAFTA and agreed to make them available through its websites.73 In recent Chapter 11 cases such as Methanex74 and UPS,75 the disputing parties agreed to make all documents publicly available subject to the protection of confidential business information.

NAFTA parties have also taken unilateral actions to ensure access to documents. The USA has maintained that a Chapter 11 tribunal cannot insulate any documents otherwise obtainable through the US Freedom of Information Act (‘FOIA’), the major US law on public access to information.76 In Loewen Group, Inc and Raymond L Loewen v United States,77 the USA requested that the tribunal treat all filings as open and available to the public.78 Loewen argued that the documents should all be made publicly available, but not until after the matter was concluded.79 As discussed further below, the tribunal rejected Loewen’s assertion that each disputing party has a presumed general obligation of confidentiality, but ruled that the tribunal did not have the authority to publish documents without the consent of both parties.80 The Tribunal declared, though, that its decision did not affect or qualify either party’s statutory obligations of disclosure.81 As a result, the USA gradually released Loewen documents pursuant to the FOIA.82 Canada has also consistently released Chapter 11 documents. Although Mexico has not committed to the publication of documents, in practice it has thus far made documents available.

Public Hearings

Article 1128 allows NAFTA Parties that are not disputing parties to make submissions to a tribunal on a question of interpretation of NAFTA, but NAFTA is silent on whether NAFTA Parties may observe hearings in cases in which they are not disputing parties. In practice, NAFTA parties may, and often do, observe hearings in which they are not disputing parties. This practice is viewed as implicit in, and thus a natural outgrowth of, Article 1128 because without a Party’s access to the dispute’s hearings, it would not be possible for the Party to know what interpretive issues are at play, and thus they could not make a submission on a question of interpretation.

NAFTA and the Free Trade Commission are also silent on the issue of public access to arbitration hearings. So far, hearings have been open to the public only with the consent of both disputing parties.83 Tribunals have hesitated to open hearings without consent and have typically denied such requests.84 There is a trend, however, towards opening hearings to the public. For example, with respect to future free trade agreements, the US Trade Act of 2002 provides that ‘all hearings [should be] open to the public’ during investment arbitrations.85 The USA and Canada have taken unilateral actions to promote open hearings. In the Statement of Canada on Open Hearings in NAFTA Chapter Eleven Arbitration made on 7 October 2003, Canada declared:

Canada affirms that it will consent, and will request the consent of disputing investors and, as applicable, tribunals, that hearings in Chapter Eleven disputes to which it is a party be open for the public, except to ensure the protection of confidential information, including business confidential information.86

The USA made an identical commitment in its Statement on Open Hearings in NAFTA Chapter Eleven Arbitrations.87 Furthermore, in 2004, Mexico decided to join Canada and the USA in supporting open hearings for investor–state disputes.88

By the end of 2004, three NAFTA tribunals had allowed open hearings: UPS, Methanex, and Canfor v United States.89 In UPS, the disputing parties set a precedent by becoming the first Chapter 11 parties to allow public access to a hearing. The parties agreed to allow access to a hearing on jurisdiction that took place from 29 to 31 July 2002 through a live closed-circuit broadcast.90 The Methanex case was also ground-breaking in allowing increased transparency and non-disputing party participation in Chapter 11 arbitration. Public hearings through live closedcircuit broadcast were held at the World Bank from 7 to 17 June 2004 after consent by the Methanex parties.91 Afterwards, public hearings were broadcast live through closed-circuit television in the Canfor case from 7 to 9 December 2004. ICSID’s experience has proven that allowing the public access to investment arbitral hearings was possible at low cost and without interfering with the hearing or causing any other problems, although ICSID was uncertain about how many people would seek access. In reviewing this format for public hearings, NGOs such as the Center for International Environmental Law considered it to be a highly successful means of promoting transparency and non-disputing party participation.92

(iii) Ability to Provide Input to the Tribunal

There has also been a trend towards allowing public participation in Chapter 11 arbitrations. Article 1133 of NAFTA allows a tribunal on its own initiative to appoint experts to report on factual issues,93 but there is no provision on whether and in what circumstances a tribunal may accept submissions by non-disputing parties. However, the Free Trade Commission has addressed some of these issues, as discussed below.

Written Submissions

The Free Trade Commission addressed the issue of written submissions in its Statement on Non-Disputing Party Participation issued on 7 October 2003. The Commission declared that no NAFTA provision limits a tribunal’s discretion to accept written submissions from a non-disputing person or entity.94 Furthermore, the Commission recommended a procedure for accepting written submissions. To apply to make a submission, the non-disputing party must be ‘a person of a [NAFTA] Party … that has a significant presence in the territory of a Party’.95 The applicant must apply for leave from the tribunal to file a written submission.96 The application must:

(a) be made in writing, dated and signed by the person filing the application, and include the address and other contact details of the applicant;

(b) be no longer than 5 typed pages;

(c) describe the applicant, including, where relevant, its membership and legal status (e.g. company, trade association or other non-governmental organization), its general objectives, the nature of its activities, and any parent organization (including any organization that directly or indirectly controls the applicant);

(d) disclose whether or not the applicant has any affiliation, direct or indirect, with any disputing party;

(e) identify any government, person or organization that has provided any financial or other assistance in preparing the submission;

(f) specify the nature of the interest that the applicant has in the arbitration;

(g) identify the specific issues of fact or law in the arbitration that the applicant has addressed in its written submission;

(h) explain, by reference to the factors specified in paragraph 6 [quoted below], why the Tribunal should accept the submission; and

(i) be made in a language of the arbitration.97

The applicant must serve the application and submission on all disputing parties, which are then given an appropriate period of time by the tribunal to comment.98 The submission filed by a non-disputing party must:

(a) be dated and signed by the person filing the submission;

(b) be concise, and in no case longer than 20 typed pages, including any appendices;

(c) set out a precise statement supporting the applicant’s position on the issues; and

(d) only address matters within the scope of the dispute.99

In determining whether to accept a written submission, the Free Trade Commission recommends in paragraph 6 that a tribunal consider the extent to which:

(a) the non-disputing party submissions would assist the Tribunal in the determination of a factual or legal issue related to the arbitration by bringing a perspective, particular knowledge or insight that is different from that of the disputing parties;

(b) the non-disputing party submission would address matters within the scope of the dispute;

(c) the non-disputing party has a significant interest in the arbitration; and

(d) there is a public interest in the subject-matter of the arbitration.100

The tribunal must also ensure that the submission does not disrupt the proceedings or unduly burden or unfairly prejudice either disputing party.101 If the tribunal grants leave to file a non-disputing party submission, it then sets a date by which the disputing parties may respond in writing to the submission.102 Even if the tribunal grants leave to file a non-disputing party submission, it is not required to address the submission at any point during the arbitration.103

These recommended procedures were adopted on 30 December 2003 by the Methanex tribunal.104 The Methanex tribunal had previously decided it had the authority to allow amici curiae participation, on the reasoning that amicus submissions in that case would not affect the equal treatment of disputing parties or the opportunity for each party to fully present its case.105 In March 2004, two amicus curiae briefs were submitted to the tribunal.106 These were accepted by the tribunal.

Procedures for accepting amicus curiae briefs were also recently adopted by an ICSID tribunal in a non-NAFTA dispute. In Aguas Argentinas, SA, Suez, Sociedad General de Aguas de Barcelona, SA and Vivendi Universal, SA v Argentine Republic (‘Suez–Vivendi’), the tribunal explicitly drew on the NAFTA Free Trade Commission’s recommended procedures.107 The tribunal looked at whether the amicus submission would be in the public interest;108 the suitability of specific non-parties to act as amici curiae, including whether they had expertise, experience, and independence from the disputing parties;109 whether the acceptance of amicus briefs placed extra burden on the parties, tribunal, and proceedings; the degree to which the proposed amicus brief was likely to assist the tribunal in arriving at its decision; the content of the petition; and the disputing parties’ responses to the petition.110 Similar to the Free Trade Commission’s recommendation, the Suez–Vivendi tribunal declared that the petition for leave to submit an amicus brief should include:

(a) the identity and background of the petitioner, the nature of its membership if it is an organization, and the nature of its relationships, if any, to the parties in the dispute;

(b) the nature of the petitioner’s interest in the case;

(c) whether the petitioner has received financial or other material support from any of the parties or from any person connected with the parties in this case;

(d) the reasons why the tribunal should accept petitioner’s amicus curiae brief.111

In UPS, non-disputing party petitioners argued that amici curiae can offer broader perspectives on the impacts of a decision that might not be raised by either party.112 The tribunal had not initially accepted amicus briefs from the Canadian Union of Postal Workers and the Council of Canadians, but it determined that Chapter 11 contemplates a role for non-disputing parties as long as it would not change the particular matter subject to arbitration or the disputing parties’ rights.113 The tribunal ruled that:

[T]he Tribunal should not receive submissions unless it is confident that they will provide a particular insight, an assessment which is to be made in the context of the assumption made by the Methanex Tribunal that the disputing parties will provide all the assistance and materials that the Tribunal needs to resolve the dispute.114

These tribunals’ acceptance of amicus briefs has allowed for greater participation in the NAFTA arbitration process. But participation in the process remains limited. Like decisions to open hearings to the public, tribunals still accept requests to make amicus submissions on a case-by-case basis.

Oral Submissions

NAFTA and the Free Trade Commission are silent on whether non-disputing parties may participate through oral submissions. One of the petitions in Methanex sought permission to make oral submissions.115 The tribunal did not grant this request.116 Thus far no tribunal has yet interpreted its authority to receive submissions other than written amicus briefs.

Submissions on Procedural Issues

NAFTA tribunals have accepted written submissions on procedural as well as substantive issues. In UPS, the Canadian Union of Postal Workers and the Council of Canadians petitioned the tribunal for third party participation. Among other requests, the petitioners asked for the right to make submissions concerning the place of arbitration, the jurisdiction of the tribunal, and the arbitrability of matters raised by UPS.117 The tribunal determined that it had the authority under UNCITRAL Article 15(1) to receive these submissions.118

(iv) Access to Awards

The text of NAFTA treats Canada and the USA differently than Mexico with respect to the public disclosure of awards. Annex 1137.4 of NAFTA provides that in any dispute involving the governments of Canada or the USA, either disputing party may make the award public. NAFTA is silent in this respect regarding Mexico, which demonstrated less interest in promoting transparency than did the other two countries during the negotiations. Thus, under the ICSID Arbitration Rules and under the ICSID Additional Facility Rules, although Canada and the USA may make an award public, ICSID may not publish the award without the consent of both disputing parties, but it shall promptly include excerpts of the legal rules applied by the tribunal in ICSID publications.119 For disputes involving UNCITRAL rules, Canada and the USA may make an award public (by nature of NAFTA Annex 1137.4), but for Mexico, an award may only be made public with the consent of both disputing parties.120 No arbitrations or domestic judicial cases have yet addressed the issue of disclosure of NAFTA arbitral awards.

(v) Conclusions

In many respects, NAFTA Parties and Chapter 11 tribunals have led the way in providing greater transparency and public participation in international investment arbitrations. Through standardized registration of claims, access to proceedings, ability to provide input to the tribunal, and access to awards, these parties and tribunals have promoted greater public involvement and awareness, in some respects on a case-by-case basis.

(2) TRANSPARENCY

(a) The Principles of Confidentiality and Privacy in International Commercial Arbitration

The principle of confidentiality in international commercial arbitrations has long been considered to be one of the main advantages of arbitration as recognized by the English Courts.121 However, its existence has recently been questioned by various national courts, including the US, Australian, and Swedish courts. Whilst recognizing that some aspects of arbitration proceedings are private, such as the hearing, some courts have drawn a distinction between confidentiality and privacy, concluding that the privacy of hearings does not necessarily protect the remaining aspects of arbitration as confidential.

Unless the parties have expressly agreed, whether or not an arbitration is confidential depends upon the applicable arbitral rules and the procedural law of the seat of the arbitration. As outlined above, whilst most arbitral rules require hearings to be held in private and that the award is not to be published unless the parties provide their consent, few arbitral rules expressly provide that the entire arbitration is confidential.

(i) Confidentiality and Privacy in the English Courts

The principles of privacy and confidentiality have long been recognized and enforced by English courts in international commercial arbitration. Although the 1996 Arbitration Act does not expressly protect privacy and confidentiality, the exclusion of these principles was after due consideration by the Departmental Advisory Committee. The Committee recognized that:

Privacy and confidentiality have long been assumed as general principles in English commercial arbitration, subject to important exceptions. It is only recently that the English courts have been required to examine both the legal basis for such principles and the breadth of certain of these exceptions, without seriously questioning the existence of the general principles themselves….

In practice, there is also no doubt whatever that users of commercial arbitration in England place much importance on privacy and confidentiality as essential features of English arbitration.122

The Court of Appeal in Ali Shipping Corporation v Shipyard Trogir123 confirmed, after referring to previous authorities,124 that the principle of confidentiality is an implied term in the privacy of arbitration proceedings, stating that:

[T]o date, the confidentiality rule has been found fairly and squarely on the ground that the privacy of arbitration proceedings necessarily involves an obligation not to make use of material generated in the course of the arbitration outside the four walls of the arbitration, even when required for use in other proceedings….

No doubt the Court ordinarily acts on the working assumption that, in agreeing to arbitration, each party considers that his interests will be best served by privacy and that both parties recognize and undertake mutual obligations of confidentiality, subject only to such exceptions as the Court may recognize. Because the doctrine rests upon the assumption that the parties have a legitimate interest in privacy which the Court will protect, an exception based on the subsequent need to protect the inconsistent interest of one party alone is properly formulated in terms of reasonable necessity rather than mere convenience of advantage.125

Similarly, Justice Colman had previously stated in Hassneh Insurance Co v Stewart J. Mew (‘Hassneh’):

If the parties to an English law contract refer their disputes to arbitration they are entitled to assume at the least that the hearing will be conducted in private. That assumption arises from a practice which has been universal in London for hundreds of years and, I believe, undisputed. It is a practice which represents an important advantage of arbitration over the Courts as a means of dispute resolution. The informality attaching to a hearing held in private and the candour to which it may give rise is an essential ingredient of arbitration.126

Justice Colman recognized the principle of confidentiality in arbitration was derived from the privacy of the hearing:

It is reasonably clear that … such documents are subject to a duty of confidence. They are merely the materials which were used to give rise to the award which defined the rights and obligations of the parties to the arbitration. Accordingly, that qualification to the duty of confidentiality based on the reasonable necessity for the protection of an arbitrating party’s rights against a third party cannot be expected to apply to them. It is the final determination of rights expressed in the award which is pertinent as against third parties, not the raw materials for that determination. The relevant exception in the case of such documents is an order or leave of the Court.127

The English courts have recognized, however, that there are exceptions to the principles of privacy and confidentiality. For example, an award may enter the public domain for the purposes of challenge or enforcement proceedings. Awards have even been published, such as the award in the arbitration, Lena Goldfields v USSR. The hearings in that arbitration were even open to the press, perhaps because the arbitration involved a State and dealt with matters of public interest.128

(ii) Confidentiality and Privacy in the US Courts

The principle of confidentiality in arbitration, however, has been questioned and even rejected in some national courts, including the US courts and those of Australia and Sweden. There has been a growing acceptance of the distinction between confidentiality and privacy: essentially, the hearing may be private but that does not necessarily mean that the entire proceedings are confidential, particularly if this interferes with the public interest. The Swedish courts have recognized that arbitration is a private process but have not recognized that either the arbitral proceedings or the award are confidential.129

In the USA, not even privacy, let alone confidentiality, is recognized in legislation or by the courts. Neither the Federal Arbitration Act nor the Uniform Arbitration Act requires arbitration hearings to be held in private. Courts, too, have rejected the principle of confidentiality. In United States of America v Panhandle Eastern Corp,130 the United States District Court for the District of Delaware rejected confidentiality as a defence to producing documents that were part of an ICC arbitration that had been settled, as an express or implied obligation. Thus, privacy or confidentiality must be expressed in the parties’ agreement or the applicable arbitral rules to be recognized and upheld by the US courts.

(iii) Confidentiality and Privacy in Australian Courts

In Australia, the High Court recognizes that arbitrations are private but has found that there is no principle of confidentiality in arbitration. In Esso Australia Resources Ltd v Plowman (Minister for Energy and Minerals)131 (‘ Esso case’), Chief Justice Mason stated (the majority concurring):

I do not consider that, in Australia … we are justified in concluding that confidentiality is an essential attribute of a private arbitration imposing an obligation on each party not to disclose the proceedings or documents and information provided in and for the purposes of the arbitration.132

Chief Justice Mason drew a distinction between confidentiality and privacy in arbitration:

Absent such a provision, it is difficult to resist the conclusion that, historically, an agreement to arbitrate gave rise to an arbitration which was private in the sense that strangers were not entitled to attend the hearing. Privacy in that sense went some distance in bringing about confidentiality because strangers were not in a position to publish the proceedings or any part of them. That confidentiality, though it was not grounded initially in any legal right or obligation, was a consequential benefit or advantage attaching to arbitration which made it an attractive mode of dispute resolution. There is, accordingly, a case for saying that, in the course of evolution, the private arbitration has advanced to the stage where confidentiality has become one of its essential attributes so that confidentiality is a characteristic or quality that inheres in arbitration.133

He recognized that arbitrations are private at least in the sense that the hearing is not open to the public, but the arbitration itself is not necessarily confidential:

[T]he efficacy of a private arbitration as an expeditious and commercially attractive form of dispute resolution depends, at least in part, upon its private nature. Hence the efficacy of a private arbitration will be damaged, even defeated, if proceedings in the arbitration are made public by the disclosure of documents relating to the arbitration.134

Prior to this decision, there had only been one case in Australia on confidentiality in arbitration and it had decided that there was no confidentiality.135 Mason emphasized that ‘complete confidentiality of the proceedings in an arbitration cannot be achieved’:136 the witnesses are not under an obligation of confidentiality; there are various circumstances in which an award may be made public such as in enforcement proceedings in the courts or it may be subject to challenge; and a party may be obliged to disclose the arbitration under an audit or a policy of insurance, for example, and to comply with statutory requirements such as the reporting of financial information. Similarly, Justice Brennan drew a distinction between privacy and confidentiality:

For the reasons which the Chief Justice gives, I agree that, when one party produces documents or discloses information to an opposing party in an arbitration that is to be heard in private, the documents or information are not clothed in confidentiality merely because of the privacy of the hearing. Nor does the use of a document in such proceedings make the document confidential. I agree also that absolute confidentiality of documents produced and information disclosed in an arbitration is not a characteristic of arbitrations in this country. Accordingly, a party who enters into an arbitration agreement is not taken merely on that account to have contracted to keep absolutely confidential all documents produced and information disclosed to that party by another party in the arbitration.137

Justice Brennan emphasized that the obligation of confidentiality could not be an implied term in the arbitration agreement or under the relevant arbitration legislation unless it was necessary for the purposes of ‘business efficacy’. Whilst confidentiality may be implied for the purposes of the production of documents (but is subject to certain qualifications), Justice Brennan’s view was that absolute confidentiality could not be implied.138

However, Justice Toohey, who dissented from the majority view, stated that it was not possible to draw such a distinction between privacy and confidentiality and that the purpose of private hearings was to protect the confidentiality of the arbitration:

While clearly it is not possible to say that every aspect of an arbitration is confidential in every circumstance, no sharp distinction can be drawn between privacy and confidentiality in this context. They are, to a considerable extent, two sides of the same coin. The privacy of an arbitration hearing is not an end in itself; surely it exists only in order to maintain the confidentiality of the dispute which the parties have agreed to submit to arbitration.139

In short, ‘[a]ny aspect of disclosure to third parties must infringe the privacy of the arbitration’.140 Justice Toohey acknowledged that the confidentiality of arbitration proceedings was not complete but argued that this did not negate it altogether.141

(iv) Conclusion

Accordingly, whilst some national courts, such as the English courts and the French courts have confirmed the principles of confidentiality and privacy in arbitration proceedings, other courts such as the US and Australian courts, do not recognize these principles, or at least the principle of confidentiality. It is generally recognized that there are circumstances in which an award may be made public without the consent of the parties, such as in challenge or enforcement proceedings, as confirmed by the English Commercial Court in Hassneh142 and the High Court of Australia in Esso.143 However, the Paris Court of Appeal in Aita v Ojjeh rejected an application to challenge an award on the basis that the mere application violated the principle of confidentiality.144

(b) The Need for Transparency in International Investment Arbitrations

The involvement of the State as a party in international investment arbitrations has led to the erosion of the principles of privacy and confidentiality. As noted in the introduction, this is primarily due to the recognition that these cases involve important public interests.145 In some cases, it is the mere presence of the State or a State entity that gives rise to the need for transparency. In other cases, it is the subject-matter, the issues at stake, the political situation in the host State, or the amount of potential financial liability that gives rise to questions of public interest or public concern and thus, the need for transparency.

The first ICSID tribunal to deal with a request for participation as amicus curiae, Suez–Vivendi, acknowledged both the public interests involved in international arbitration in which a State is a party and more specifically in that case:

the Tribunal finds that the present case potentially involves matters of public interest. This case will consider the legality under international law, not domestic private law, of various actions and measures taken by governments. The international responsibility of a state, the Argentine Republic, is also at stake, as opposed to the liability of a corporation arising out of private law. While these factors are certainly matters of public interest, they are present in virtually all cases of investment treaty arbitration under ICSID jurisdiction. The factor that gives this case particular public interest is that the investment dispute centers around the water distribution and sewage systems of a large metropolitan area, the city of Buenos Aires and surrounding municipalities. Those systems provide basic public services to millions of people and as a result may raise a variety of complex public and international law questions, including human rights considerations. Any decision rendered in this case, whether in favor of the Claimants or Respondent, has the potential to affect the operation of those systems and thereby the public they serve.146

The tribunal then acknowledged the need for transparency in investment arbitrations:

The acceptance of amicus submissions would have the additional desirable consequence of increasing the transparency of investor-state arbitration. Public acceptance of the legitimacy of international arbitral process, particularly when they involve states and matters of public interest, is strengthened by increased openness and increased knowledge as to how these processes function. It is this imperative that has led to increased transparency in the arbitral processes of the World Trade Organization and the North American Free Trade Agreement. Through the participation of appropriate representatives of civil society in appropriate cases, the public will gain increased understanding of ICSID processes.147

The involvement of the State, through the government, a ministry, or a State body, in commercial arbitrations brought under private commercial contracts, has even led to the erosion of confidentiality in some cases. As Redfern and Hunter have recognized: ‘It is this concern for the public interest—and for the public’s “right to know”—that has led to the erosion of the principle of confidentiality in arbitral proceedings’.148 For example, it was because of the public interests concerned and the need for transparency and accountability to the public that the Australian courts found that arbitrations involving the State, even if invoked under a commercial contract, might be private but the proceedings are not confidential. As Chief Justice Mason recognized in Esso:

For my part, if an obligation of confidence existed by virtue of the fact that the information was provided in and for the purposes of arbitration, this statement of the qualification seems unduly narrow. It does not recognize that there may be circumstances, in which third parties and the public have a legitimate interest in knowing what has transpired in an arbitration, which would give rise to a ‘public interest’ exception. The precise scope of this exception remains unclear. The courts have consistently viewed governmental secrets differently from personal and commercial secrets. As I stated in The Commonwealth of Australia v John Fairfax and Sons Ltd, the judiciary must view the disclosure of governmental information ‘through different spectacles’. This involves a reversal of the onus of proof: the government must prove that the public interest demands non-disclosure.149

Chief Justice Mason criticized the approach of the House of Lords in British Steel Corporation v Granada Television Ltd150 as too narrow, and emphasized:

The approach in John Fairfax should be adopted when the information relates to statutory authorities or public utilities because, as Prof. Finn notes, in the public sector ‘[t]he need is for compelled openness, not for burgeoning secrecy’.151

In The Commonwealth of Australia v Cockatoo Dockyard Pty Limited,152 the NSW Court of Appeal similarly recognized the importance of the public interest as a limit to the confidentiality of arbitration proceedings. The Court of Appeal held that an arbitrator did not have the power to prevent the disclosure of documents generated during the arbitration on the basis of confidentiality to a state agency or to the public. As the President of the NSW Court of Appeal, Judge Kirby, stated:

Whilst private arbitration will often have the advantage of securing for parties a high level of confidentiality for their dealing, where one of those parties is a government, or an organ of government, neither the arbitral agreement nor the general procedural powers of the arbitrator will extend so far as to stamp on the governmental litigant a regime of confidentiality or secrecy which effectively destroys or limits the general governmental duty to pursue the public interest.153

President Kirby went on to emphasize:

It is essential to my reasoning that the rights of the public and the protection of the public interest are involved, including the proper operation of the FOI Act and proper interagency co-operation relevant to the protection of public health and the defence of the environment.154

Accordingly, it is evident that arbitrations that involve the State or State entity may require openness and transparency due to the public interest raised by the circumstances described above.

(c) The Consideration of Transparency by Arbitral Tribunals

Various arbitral tribunals involving a State or a State entity have considered and recognized the need for transparency, particularly those that have been specifically established to deal with claims against States, such as the Iran–US Claims Tribunal, ICSID tribunals, and tribunals applying the UNCITRAL Rules under IITs such as NAFTA or BITs.

As illustrated above, Iran and the USA recognized the need for transparency when establishing the Iran–US Claims Tribunal and accordingly attached notes to various provisions of the UNCITRAL Rules when it adopted them. For example, as outlined above, a note was added to Article 15 providing for the possibility of the State of the claimant or a third private party to make oral or written submissions to the tribunal, with the permission of the tribunal.155 Whilst the hearings were to be held in private, the tribunal has the power to admit third parties involved in cases which raise similar issues, subject to the approval of the parties.156 The notes also provide that all awards and decisions of the tribunal are to be made public except on the request of one of the parties, when certain conditions apply.157 The Tribunal also maintained a public register of cases. Attorneys for US claimants met regularly to discuss issues; though they did not usually make briefs public, the tribunal’s rules did not prohibit such disclosure as a general matter.158

ICSID tribunals have similarly recognized the need for transparency, acknowledging that the ICSID Convention and Rules do not protect confidentiality. As the tribunal recognized in Amco Asia Corporation v The Republic of Indonesia: ‘[A]s to the “spirit of confidentiality” of the arbitral procedure, it is right to say that the Convention and the Rules do not prevent the parties from revealing their case’.159 ICSID tribunals in subsequent cases have taken a similar view, particularly cases under NAFTA, in not protecting confidentiality of the proceedings. For example, in Metalclad Corporation v United Mexican States, one of the early NAFTA cases, Mexico made an application for a confidentiality order. The tribunal dismissed the application stating:

There remains nonetheless a question as to whether there exists any general principle of confidentiality that would operate to prohibit discussion of the arbitration proceedings by either party. Neither the NAFTA nor the ICSID (Additional Facility) Rules contain any express restriction on the freedom of the parties in this respect. Though it is frequently said that one of the reasons for recourse to arbitration is to avoid publicity, unless the agreement between the parties incorporates such a limitation, each of them is still free to speak publicly of the arbitration…. Indeed, as has been pointed out by the Claimant in its comments, under United States security laws, the Claimant, as a public company traded on a public stock exchange in the United States, is under a positive duty to provide certain information about its activities to its shareholders, especially regarding its involvement in a process the out-come of which could perhaps significantly affect its share value.

The above having been said, it still appears to the Arbitral Tribunal that it would be of advantage to the orderly unfolding of the arbitral process and conductive in the maintenance of working relationships between the Parties if during the proceedings they were both to limit public discussions of the case to a minimum, subject only to any externally imposed obligations by which either of them may be legally bound.160

In R Loewen and Loewen Corp. v United States of America, the US Government requested that all filings including transcripts of hearings be open and available to the public. Loewen did not oppose the disclosure but requested that disclosure take place only after the conclusion of the arbitration. The tribunal rejected the request,161 but recognized that the parties were not under an obligation of confidentiality. The tribunal summarized its decision in its jurisdiction award:

In its Decision the Tribunal rejected the Claimants’ submission that each party is under a general obligation of confidentiality in relation to the proceedings. The Tribunal stated that in an arbitration under NAFTA, it is not to be supposed that, in the absence of express provision, the Convention or the Rules and Regulations impose a general obligation on the parties, the effect of which would be to preclude a Government (or the other party) from discussing the case in public, thereby depriving the public of knowledge and information concerning government and public affairs. The decision concluded by repeating the comment made by the Metalclad Tribunal, namely that it would be of advantage to the orderly unfolding of the arbitral process if during the proceedings, the parties were to limit public discussion to what is considered necessary.162

Tribunals operating under the UNCITRAL Rules have also recognized the need for transparency in investment arbitrations. The NAFTA tribunal in the Methanex case recognized that the subject-matter of the arbitration, the restricted use of a gasoline additive due to environmental concerns, was of significant public concern. The tribunal stated:

There is an undoubtedly public interest in this arbitration. The substantive issues extend far beyond those raised by the usual transnational arbitration between commercial parties. This is not merely because one of the Disputing Parties is a State: there are of course disputes involving States which are of no greater general public importance than a dispute between private persons. The public interest in this arbitration arises from its subject-matter, as powerfully suggested in the Petitions. There is also a broader argument, as suggested by the Respondent and Canada: the Chapter 11 arbitral process could benefit from being perceived as more open or transparent; or conversely be harmed if seen as unduly secretive. In this regard, the Tribunal’s willingness to receive amicus submissions might support the process in general and this arbitration in particular, whereas a blanket refusal could do positive harm.163

Similarly, in the UPS case, the tribunal recognized the need for transparency due to the public concerns raised:

The Tribunal returns to the emphasis which the Petitioners, with considerable cogency, have placed both on the important public character of the matters in issue in the arbitration and on their own real interest in these matters. It recalls as well the emphasis placed on the value of greater transparency for proceedings such as these. Such proceedings are not now, if they ever were, to be equated to the standard run of international commercial arbitration between private parties.164

The need for transparency has not only been recognized by arbitral tribunals as an erosion of the principle of confidentiality, and in some cases also the principle of privacy, but in practice, it has impacted the procedure of the arbitration, particularly with the acceptance of amicus briefs and the opening up of hearings, and thus the substance of the arbitration, as the tribunal must consider concerns of the public interest.

(d) The Advantages and Disadvantages of Transparency in the Arbitration Process

Several potential advantages and disadvantages may be associated with transparency in arbitration proceedings. Space constraints prevent a full examination of these; instead, they are identified and explained briefly below.

(i) The Advantages of Transparency

Generally speaking, the advantages of transparency in the context of investment arbitration fall into nine categories:

• Higher Quality Decision-Making: Transparency promotes more accurate, thorough and defensible decisions by arbitrators and discourages, at least to some degree, improper behaviour (such as corruption in the arbitral process, and possibly with respect to activities leading to arbitration) because arbitrators, lawyers, and parties know their activities will be subject to public scrutiny.165

• Democratic Values and Realization of Human Rights: Transparency serves democratic values and the right to know, informing those who are affected by government activities about those activities.166 It may also be the case that the public has a human right to access to information that covers information about investment arbitrations.167 To the extent this is the case, it will trump other considerations, with appropriate attention paid to national security and other factors.

• Consistency: Transparency promotes consistency in interpreting and applying arbitral rules and in reaching substantive outcomes, because tribunals can be aware of other tribunals’ work.

• Public Participation: Transparency is essential to allowing members of the public to participate in an informed and meaningful way, thus possibly influencing the outcomes of government actions.

• Implementation: Public participation leads to more effective implementation of arbitral decisions because the public, whose participation or acquiescence is required for implementation, is more likely to become involved in that implementation.168

• Accountability: Transparency helps ensure that individuals and institutions participating in dispute settlement are held accountable for their decisions and actions, including those leading up to the arbitration.

• Legitimacy: Transparency contributes to public acceptance of investment arbitrations by defusing distrust of the unknown and reassuring the public about the process.169

• Systemic Reform: Transparency can lead to systemic improvements in investment arbitration, because it allows other governments, persons and institutions involved in investment arbitration to see what works and what does not.

• Demonstration: Transparency in international arbitration would provide a constructive model for other aspects of international dispute settlement and for domestic legal systems, thus promoting the rule of law.

(ii) The Disadvantages of Transparency

The disadvantages of transparency fall into four general categories:

• Costs: The process of making information public typically entails some financial cost, for example, in the form of personnel time needed to enter information or copy documents.

• Delay: Transparency can entail delay, for example, in posting information on a website or in translating documents.

• Impaired Confidentiality: Transparency results in a decrease in the confidentiality interests that are discussed above.

• Weakened Secrecy: Transparency can result in the inadvertent disclosure of secret information, for example, State secrets or confidential business information.

These interests are implicated to different degrees in the various stages of an investment arbitration, as discussed below.

(iii) Initiation: Notice of an Arbitration Proceeding

The notice of arbitration marks the formal commencement of the arbitration proceeding. The notice articulates the factual and legal basis of the investor’s claim, the investment agreement or treaty that provides for the resolution of disputes by arbitration, and the relief sought by the investor. It may be the first time that the State has formal notice of the claim and the full details of the claim.

Depending upon the nature and amount of the claim, its subject-matter, and the issues that are raised, public disclosure of the notice may be in the public interest. If the claim questions the formal administration or behaviour of the State and its procedures and processes, the public would be concerned about the claims being made. The claim may raise issues of public health, safety, the environment, or other issues of public interest. The claim may relate to the State’s economic and investment policies and thus be of concern to other foreign investors as well as the public of that State or the claim may involve a significant amount of potential liability, in which case the public interest is evident. The claim may request a significant monetary remedy.

In these circumstances, it is in the public interest for the citizens of the State facing the claim to be aware of the claim being made. Transparency in this event serves all of the advantages described above. For example, there may be other States, public interest groups, or private persons that would like to assist the tribunal as amicus curiae. As mentioned above, they cannot adequately do this, or even know whether they have an interest, without knowing that the case exists and the issues in dispute. The experiences with arbitrations under NAFTA described above are illustrative in this regard.

In contrast, the disadvantages identified above are not implicated in any serious way. The financial cost of maintaining a register, as ICSID does, or of maintaining a website (as ICSID also does) is low, especially if the internet is used. There need be no delay in proceeding with the arbitration. The decrease in confidentiality is confined to information about the existence of the dispute and the issues involved. And there is no disclosure of secret information.

(iv) Arbitral Procedure: Choice of What Rules and Institution, If Any, Will Oversee the Arbitration and the Place of the Arbitration

International arbitrations are governed by a number of rules and laws. Different rules and laws apply to different aspects of the arbitration, essentially the procedural and substantive aspects of the arbitration. This section focuses on the applicable procedural law, whilst the substantive law is addressed below.

The procedure of the arbitration is governed by the applicable arbitral rules and the law of the seat of the arbitration. Thus, when the parties are considering the arbitral institution that is to oversee the arbitration, they must also consider whether they wish to be subject to the arbitral rules of that institution. The arbitral rules will govern most of the essential aspects of the arbitral proceedings, such as the appointment of the arbitrators, the submission of the parties’ arguments and evidence, the hearing, and the award. Most arbitral rules, as seen above, grant the tribunal a residual power to conduct the arbitration in an appropriate manner. For example, both Article 44 of the ICSID Convention and Article 15(1) of the UNCITRAL Rules provide the tribunal with an inherent power to conduct the arbitral proceedings.

The choice of the arbitral rules and institution is usually restricted by the options available in the IIT or HGA, most of which provide a choice of arbitral rules. This choice most often includes ICSID, the ICSID Additional Facility, the UNCITRAL Rules, and in some cases another institution such as the ICC. For example, the 2004 US Model BIT provides the investor with a choice of ICSID, the ICSID Additional Facility, the UNCITRAL Rules, or ‘if the claimant and respondent agree, to any other arbitration institution or under any other arbitration rules’ (Art 24(3)). The 2003 Indian Model BIT similarly provides the investor with a choice of ICSID, the ICSID Additional Facility, or the UNCITRAL Rules (Art 9(3)).

The reasons for the investor’s choice may be purely practical. For example, it may be that either the home State of the investor or the host State against whom the claim has been brought is not a party to the ICSID Convention, in which case that option is not available but the arbitration may be brought under the ICSID Additional Facility. If the choice is between ICSID and the UNCITRAL Rules, the investor may choose ICSID because it wishes to have an institution oversee and administer the arbitration. The investor may also wish to take advantage of the benefits of the ICSID system, particularly the internal review and challenge process. Alternatively, the investor may wish the tribunal to proceed with the arbitration without the interference of an institution or to maximize secrecy and for this reason choose the UNCITRAL Rules.

Essentially, in most circumstances, it is the investor, not the State against whom the claim has been brought, that chooses the arbitral rules and thus the arbitral institution, if any, to oversee the arbitration when it commences the arbitration. In some circumstances, it may be that the investor and the respondent State agree to the form of arbitration before the arbitration is commenced. There is little opportunity for the public to participate at this point as the investor will make the choice before it commences arbitration. While there may be some advantage in the public encouraging the investor to choose arbitral rules that are more open to transparency and public participation, it would not be practical for the public to be involved at a time when the investor is considering its claims and strategy and has not even commenced arbitration. Rather the disadvantage of opening up this choice would be that it may add unnecessary complexity to the decision, making it difficult for the investor to conduct its own analysis. It may involve unnecessary costs and delay and may interfere with an analysis that is highly confidential and sensitive to the investor and its interests.

An alternative (and preferable) way of accommodating these interests would be to ensure that the public is integrally involved in negotiating the agreements that provide for international arbitration and to allow arbitrations only under rules that meet minimum standards of transparency and participation. To the extent these choices are made earlier in an IIT or HGA, transparency when these instruments are being negotiated should be ensured and, if so, will help satisfy transparency concerns at the arbitration stage.

In addition to the chosen arbitral rules, the procedure of the arbitration is governed by the law of the seat of arbitration. It may be necessary for the tribunal or the courts of the seat, to refer to and apply the law of the seat to specific procedural questions. For example, the courts may be called upon, by one of the parties, to assist with the appointment of the tribunal or to assist the tribunal with granting an injunction or some form of interim measures. The courts may also be called upon to assist with the production of evidence, such as the discovery or the submission of witness statements and the examination of witnesses.

Many national arbitration laws are based on the UNCITRAL Model Law which was adopted by UNCITRAL on 21 June 1985. The Model Law sets out the provisions to be adopted by a State for its national law and courts to provide this assistance to the tribunal. Some national laws, such as the English Arbitration Act 1996, are not based on the UNCITRAL Model Law, but still provide assistance to the arbitration process. The English Arbitration Act 1996 provides for the enforcement of peremptory orders of the tribunal, securing the attendance of witnesses and may make various orders such as the production or preservation of evidence.170

Thus, the parties may wish to consider the arbitral rules that they wish to apply to their arbitration when they choose the institution to oversee the arbitration. They may also wish to consider the seat of the arbitration as it is the law of that place that will apply to the procedure of the arbitration. As with the choice of the arbitral institution, the primary advantage to third parties and the public of making these choices more transparent is the possibility of influencing the selection of a place that allows greater transparency and public participation.

The place of arbitration may be designated in the IIT or HGA that provides for arbitration. If not, the parties may agree the place, or the tribunal may choose the place once it has been constituted. If the place is already designated, then public participation would best be ensured at the time that the instrument is being negotiated. If the place is chosen after the commencement of the arbitration by the parties or by the tribunal, then it may be appropriate for the public to assist with this decision and encourage the parties and/or the tribunal to choose a place that encourages transparency and public participation. It would be necessary to ensure that such public involvement does not cause any unnecessary delay to the initial progress of the proceedings or any significant additional costs.

(v) Tribunal: Appointment of the Arbitral Tribunal

The procedure for appointing the arbitral tribunal is set out in the arbitration agreement or the applicable arbitral rules. The arbitration agreement, particularly if it is incorporated in an HGA as opposed to an IIT, may provide for the specific procedure for appointing the tribunal. However, most investment agreements or treaties do not provide for this procedure, only the arbitral rules to be applied, as these rules set out the applicable procedure. For example, sections 37 to 40 of the ICSID Convention set out the procedure for the constitution of an ICSID tribunal. The procedure provides that the tribunal may consist of a sole arbitrator or any uneven number of arbitrators as the parties agree (Art 37 (2)(a)). If the parties cannot agree on the number of arbitrators, the tribunal will consist of three arbitrators (Art 37(2)(b)). Most ICSID tribunals consist of three arbitrators. The appointment procedure under the ICSID Convention provides for a default procedure in the event that the parties cannot agree on the arbitrators.171 The ICSID Rules of Procedure for Arbitration Proceedings provide further detail on the appointment procedure, the replacement and disqualification of arbitrators and the procedure for filling a vacancy on the tribunal. The ICSID Arbitration (Additional Facility) Rules also provide for the appointment of the arbitrators, including a default procedure if the parties do not agree (Rule 9), the replacement (Rules 12, 14) and disqualification of arbitrators (Rule 15) and the procedure for filling a vacancy on the tribunal (Rule 17).

The UNCITRAL Rules provide for a similar appointment procedure including a default procedure in the event that the parties cannot agree on the constitution of the tribunal (Arts 5–8), as well as procedures for the challenge (Arts 9–12) and replacement of an arbitration (Art 13).

Given that the appointment procedure is provided for in the arbitration agreement or the applicable arbitral rules, there appears to be little advantage in having this procedure transparent. The parties are compelled to follow the procedure to which they have agreed, either in their agreement or through the arbitral rules, and that procedure will be adopted and applied to constitute the tribunal. The only input that could be provided by third parties is on the actual choice of the arbitrators, as discussed below.

(vi) Arbitrators: Choosing the Arbitrators

In international commercial arbitration, the choosing of the arbitrators is a process that is not usually transparent. Investment arbitrations have, to date, continued this practice. The only disclosure of possible arbitrators occurs if either of the disputing parties consults with members of the public to gather information about persons whose names have arisen, but this falls far short of public notice and consultation. The lack of disclosure—indeed, the entire selection process—has been criticized as inappropriate for claims dealing with significant public policy matters.172

In addition, critics have claimed that the arbitration selection process creates conflicts of interest dilemmas among arbitrators. For example, Judge Thomas Bürgenthal of the ICJ cautioned of a ‘revolving door’ problem wherein counsel choose an arbitrator to serve on a tribunal, and when that arbitrator becomes counsel again, she or he picks the previous counsel to serve as arbitrators on other tribunals.173 The reciprocal transfer of favours between such persons ‘does not advance the rule of law’.174 Judge Bürgenthal also described conflicts of interest issues with regard to arbitrators who may be tempted to promote arbitration decisions that benefit a claim they are representing as counsel.175 To resolve these conflicts of interest problems, Judge Bürgenthal proposed that arbitrators and counsel should have to commit to one of these roles for a certain amount of time.176 Judge Bürgenthal argued this would be necessary to ensure impartiality among the arbitration panel:

That is necessary, in my opinion, to ensure that an arbitrator will not be tempted, consciously or unconsciously, to seek to obtain a result in an arbitral decision that might advance the interests of a client in a case he or she is handling in counsel. ICSID is particularly vulnerable to this problem because the interpretation and application of the same or similar legal instruments (the bilateral investment treaties, for example) are regularly at issue in different cases before it.177

As these comments demonstrate, the choosing of the arbitrators is extremely sensitive for a number of reasons. There may be political or cultural issues involved or there may be questions as to the skills and experience of the suggested arbitrators, or with respect to how potential arbitrators interact. It may be beneficial to have an arbitrator experienced in international law or the national law of the host State, depending on the legal issues involved. The sensitivity and complexity of suggesting and choosing the arbitrators are not conducive to making this stage of the proceedings transparent. Transparency might lead to information relevant to the choice of arbitrators; but some potential arbitrators might not wish to be subject to this type of public commentary, particularly in contentious cases, and there could be input from too many persons, making it difficult or even impossible for the parties to the dispute to choose the arbitrators and agree upon the constitution of the tribunal.

(vii) Choice of Rules: Choosing the Law Applicable to the Substance of the Dispute

The substance of the dispute is governed by the law chosen by the parties. The parties may choose the governing law in the investment agreement which provides for arbitration. Alternatively, the State parties to the investment treaty may set out the law governing the substance of a dispute between an investor of one State and another State party. For example, Article 1131(1) of NAFTA provides that: ‘A Tribunal established under this Section shall decide the issues in dispute in accordance with this Agreement and applicable rules of international law’. Similarly, Article 30(1) of the 2004 US Model BIT provides that if a dispute is submitted under the BIT then the ‘tribunal shall decide the issues in dispute in accordance with the Treaty and applicable rules of international law’. If the dispute is submitted under an investment authorization or investment agreement, then Article 30(2) provides that the tribunal shall apply the rules of law specified in the authorization or agreement or if no rules are specified, then the law of the respondent State and ‘such rules of international law as may be applicable’.

Some investment treaties provide that the dispute is governed by the national law of the respondent State. For example, Article 12(1) of the 2003 Indian Model BIT provides that: ‘Except as otherwise provided in this Agreement, all investment shall be governed by the laws in force in the territory of the Contracting Party in which such investments are made’. Other investment treaties provide that the tribunal is to consider a number of laws, including the provisions of the treaty or any agreements between the parties, the national law of the respondent State, and international law. For example, Article 8(6) of the Dutch–Czech BIT provides:

The arbitral tribunal shall decide on the basis of the law, taking into account in particular though not exclusively:

• the law in force of the Contracting Party concerned;

• the provisions of this Agreement, and other relevant Agreements between the Contracting Parties;

• the provisions of special agreements relating to the investment;

• the general principles of international law.

Some investment treaties do not provide for the law governing the dispute. In those circumstances, if the parties do not expressly agree on the applicable law, then the tribunal must first turn to the applicable arbitral rules to determine whether the rules provide for the applicable law. Some arbitral rules, such as the UNCITRAL Rules (Art 33) and the ICC Rules (Art 17), provide that if the parties do not provide for or agree on the applicable law, the tribunal determines the law to be applied. In contrast, the ICSID Convention provides for the law to be applied in the event that the parties do not provide for or agree on the applicable law. Article 42(1) provides:

The Tribunal shall decide a dispute in accordance with such rules of law as may be agreed by the parties. In the absence of such agreement, the Tribunal shall apply the law of the Contracting State party to the dispute (including its rules on the conflict of laws) and such rules of international law as may be applicable.

Accordingly, an ICSID tribunal must consider both the national law of the respondent State and international law. This approach has been endorsed by a number of ICSID tribunals.178

Given the different approaches of the arbitral rules to the applicable law in the event that the parties do not agree, the parties may wish to consider the appropriate laws to apply to the substance of the dispute whilst considering which arbitral institution will oversee the arbitration. There may be some public interest or concern in the applicable law as this may impact upon the outcome of the award. For example, there may be public interest in ensuring that the national law of the respondent State is considered, particularly if the State measures in question relate to the regulation or administration of issues of public interest, such as public health, safety or the environment. In those circumstances, it would be important for the tribunal to consider the object and purpose of measures in question. It may be that public interest organizations or other third parties could provide the tribunal with assistance, through amicus curiae briefs, to assess the public interest issues and the reasons for a particular measure, which is considered generally below.

(viii) Procedural Developments

During the arbitration proceedings, various procedural developments may occur. The usual developments involve the submission of the written pleadings, witness statements, expert reports, and the evidence of the parties, which will be addressed below. There may be a disclosure phase involving requests and objections of the parties, possibly the further involvement of the tribunal, and the production of documents. A party may make an application for interim measures. In some proceedings, more unusual developments may occur, such as an application by third parties to submit amicus curiae briefs, which will also be dealt with separately below in Section 3.

There are some advantages to certain procedural developments being transparent. For example, a decision of the tribunal granting interim measures to maintain the status quo may be of interest to third parties who would be affected by such an order or who wish to make an application to submit amicus curiae briefs, depending of course on the terms of the tribunal’s order. On the other hand, other developments may be of interest to the tribunal and the parties only. For example, the tribunal’s orders relating to the timetable and administrative matters may be of little interest, unless they involve matters that are important for transparency or participatory reasons (eg the date of a hearing that is or might be open to the public).

In most cases, it would be useful if decisions and orders of the tribunal were publicly disclosed. Otherwise, the most appropriate solution may be for the tribunal to determine which procedural developments have an impact upon the public interest aspects of the arbitration and disclose those developments accordingly.

(ix) Argument: Timely Public Disclosure of Briefs and any other Submission Made to a Tribunal

Public disclosure of written and oral briefs as well as other submissions made to the tribunal would provide considerable advantages. There is a trend towards the public disclosure of these documents in investment arbitrations. For example, as described above, the NAFTA Free Trade Commission issued a statement on 31 July 2001 which not only confirmed that there is no general duty of confidentiality in NAFTA arbitrations but that the NAFTA parties must make these documents available to the public. The Free Trade Commission Statement declares:

1. Nothing in the NAFTA imposes a general duty of confidentiality on the disputing parties to a Chapter Eleven arbitration, and, subject to the application of Article 1137(4), nothing in the NAFTA precludes the Parties from providing public access to documents submitted to, or issued by, a Chapter Eleven tribunal.

…

2. b. Each Party agrees to make available to the public in a timely manner all documents submitted to, or issued by, a Chapter Eleven tribunal, subject to redaction of:

i. confidential business information;

ii. information which is privileged or otherwise protected from disclosure under the Party’s domestic law; and

iii. information which the Party must withhold pursuant to the relevant arbitral rules, as applied.

In accordance with the Free Trade Commission’s Statement, Canada, Mexico, and the USA have provided access to most of the documents in most of the arbitrations brought against them on their respective websites. Prior to this Statement, there was no mechanism to ensure the public access to the pleadings and other documents of the arbitration, as recognized by the NAFTA tribunal in Methanex. In that case, the tribunal had issued an order with the parties’ consent restricting the disclosure and confidentiality of the arbitration to the disclosure of major pleadings, orders, and awards of the tribunal. The tribunal noted in relation to amicus curiae:

As amici have no rights under Chapter 11 of NAFTA to receive any materials generated within the arbitration (or indeed any rights at all), they are to be treated by the Tribunal as any other members of the public. Accordingly materials may be disclosed only as allowed in the Consent Order.179

Similarly, the UPS tribunal accepted that there was restricted access to the pleadings and other documents of the arbitration, even though this decision was after the Statement of the Free Trade Commission quoted above. The tribunal stated:

Under Chapter 11 and the UNCITRAL Rules provision is made for the communication of pleadings, documents and evidence to the other disputing party, the other NAFTA Parties, the Tribunal and the Secretariat—and to no one else. The matter is also subject to any agreement between the parties or order in respect of confidentiality. That issue has yet to be resolved.180

The ICSID Convention and Rules of Procedure do not provide for the public disclosure of the pleadings and other documents in the arbitration. An ICSID tribunal, in its recent decision in Suez–Vivendi, adopted a similar approach to the Methanex and UPS tribunals and refused to grant non-parties access to the documents of the arbitration, particularly as they were not yet accepted as amicus curiae. The Tribunal stated:

At this stage in the present case, the Tribunal does not believe it is necessary to make a ruling on the Petitioner’s ability to have access to documents in this case. The purpose in seeking access to the record is to enable a non-party to act as amicus curiae in a meaningful way.181

In its subsequent ruling allowing the submission of an amicus curiae brief, the tribunal denied access to the pleadings, on the ground that the amici already were familiar with the case.182 The tribunal in Biwater ruled the same way, using similar reasoning.183 The Biwater tribunal, however, had already issued an unusually broad order restricting parties from disclosing information about the case, with the primary exception being:

general discussion about the case in public, provided that any such public discussion is restricted to what is necessary (for example, pursuant to the Republic’s duty to provide the public with information concerning governmental and public affairs), and is not used as an instrument to further antagonise the parties, exacerbate their differences, unduly pressure one of them or render the resolution of the dispute potentially more difficult.184

However, as the need for transparency is increasingly recognized and more applications for amicus curiae submissions are made, there will probably be a growing acceptance of the public disclosure of the documents of the arbitration. Already, the 2004 US Model BIT, for example, provides for transparency of the proceedings through the public disclosure of written submissions, transcripts of the hearing, as well as orders, decisions, and awards of the tribunal. Article 29(1) provides:

… the respondent shall, after receiving the following documents, promptly transmit them to the non-disputing Party and make them available to the public:

(a) the notice of intent;

(b) the notice of arbitration;

(c) pleadings, memorials, and briefs submitted to the tribunal by a disputing party and any written submissions submitted pursuant to Article 28(2) [non-disputing party submissions] and (3) [amicus submissions] and Article 33 [consolidation];

(d) minutes or transcripts of hearings of the tribunal, where available; and

(e) orders, awards, and decisions of the tribunal.

If other BITs adopt the same approach, then public access to the documents of the arbitration will be increasingly available. With the growing number of websites dedicated to investment arbitrations, the access to such documents may also grow. There would be considerable advantages to this development. Increased availability of documents would make possible a broader debate (eg by legal scholars, practitioners, and government officials) about the merits of the case and the ultimate decision by the arbitral tribunal. Moreover, without public access at least to the pleadings and orders of the tribunal, amici curiae will have to resort to less reliable sources of information and it will be very difficult for amici curiae to provide meaningful assistance to the tribunal.

(x) Access to the Hearings before the Arbitration

As was illustrated above, it is still strongly accepted that arbitral hearings are to be held in camera. All of the major arbitral rules, including the ICSID Convention and Rules of Procedures, the UNCITRAL Rules, and the ICC Rules provide that the hearings are to be held in private, unless the parties agree otherwise. Whilst public hearings were held in the Methanex and UPS arbitrations, this was only after both parties to the arbitration gave their consent. The Methanex tribunal had previously rejected an application by third parties to open up the hearings as the claimants had not agreed. The tribunal confirmed that it was required to apply Article 25(4) of the UNCITRAL Rules:

Article 25(4) provides that: ‘[Oral] Hearings shall be held in camera unless the parties agree otherwise …’. The phrase ‘in camera’ is clearly intended to exclude members of the public, i.e. non-party third persons such as the Petitioners. As the travaux preparatoires disclose, the UNCITRAL drafting committee deleted a different provision in an earlier draft which could have allowed the arbitration tribunal to admit into an oral hearing persons other than the parties. However, as discussed further below, Article 25(4) relates to the privacy of the oral hearings of the arbitration; and it does not in like terms address the confidentiality of the arbitration.

As to privacy, the Respondent has accepted that, as a result of Article 25(4), hearings are to be held in camera unless both Disputing Parties consent otherwise. The Respondent has given such consent. The Claimant has given no such consent. The Tribunal must therefore apply Article 25(4); and it has no power (or inclination) to undermine the effect of its terms. It follows that the Tribunal must reject the Petitioners’ request to attend oral hearings of the arbitration.185

Similarly, the ICSID tribunal in the Suez–Vivendi case recognized that the hearings could not be opened to third parties, without the consent of the disputing parties, as required by Rule 32(2) of the Rules of Procedure. The tribunal confirmed that it was restricted by this Rule:

Rule 32(2) is clear that no other persons, except those specifically named in the Rule, may attend hearings unless both Claimants and Respondent affirmatively agree to the attendance of those persons. In this case, the Claimants, in their observations of 11 March 2005 on the Petition, have expressed their clear refusal to the attendance by Petitioners at the hearings in this case. Although the Tribunal, as the Petition asserts, does have certain inherent powers with respect to arbitral procedure, it has no authority to exercise such power in opposition to a clear directive in the Arbitration Rules, which both Claimants and Respondent have agreed will govern the procedure in this case. While the Methanex and UPS cases (both NAFTA cases under UNCITRAL Arbitration Rules) cited by Petitioners did indeed involve public hearings, both claimants and respondents in those cases specifically consented to allowing the public to attend the hearings. The crucial element of consent by both parties to the dispute is absent in this case.186

Developments to improve open hearings under NAFTA have been described above. Moreover, the 2004 US Model BIT moved away from the traditional restrictive approach by expressly providing that there are to be public hearings. Article 29(2) provides: ‘The tribunal shall conduct hearings open to the public and shall determine, in consultation with the disputing parties, the appropriate logistical arrangements’. In addition, it should also be noted that ICSID revised the rules in response to Suez–Vivendi, to clarify that tribunals may now allow open hearings unless either party objects.187 Essentially, ICSID’s experience has proven that allowing the public access to investment arbitral hearings was possible at low cost and without interfering with the hearing or causing any other problems.

There are considerable advantages to there being public hearings, particularly in cases where the tribunal does accept amicus briefs from third parties. Those third parties may then at least observe the hearing and participate, for example, by providing assistance to the tribunal through suggestions of questions to witnesses or experts or a further written submission following the hearing commenting on the evidence provided and heard during the hearing. Steps can be taken to protect against the disclosure of confidential, privileged, or sensitive information, thereby minimizing any potential disadvantages to opening up the hearings to the public.

In the analogous area of trade dispute settlement, the WTO followed ICSID’s example of using closed-circuit broadcast when it held its first open hearing in September 2005, in the United States and Canada Continued Suspension of Obligations in the EC—Hormones Dispute.188 It is revealing that most of those observing the broadcast were delegates from other WTO member states, who are not otherwise entitled to observe dispute settlement proceedings.189 It is thus clear that the benefits of transparency flow to governments as well as to the public in trade cases, and there is no reason to think the same is not true in investment arbitrations. The WTO repeated this experience in a subsequent hearing in EC—Hormones.190 On the other hand, some NAFTA hearings have been closed to the public as a result of governmental objections;191 and some requests for open hearings at the WTO have been rejected, however, such as that by NGOs in the Brazil Re-treaded Tyres case (EC v. Brazil), where the EC (but not Brazil) rejected a request for the hearing to be broadcast via closed-circuit television. Although the recent trend has been to open hearings to the public via closed-circuit television in the place where the arbitration is occurring, the decision continues to be made by each tribunal on a case-by-case basis.

In 2006, CIEL requested Canada, the USA, and the EC to agree to seek to web cast future WTO hearings in which it is a party, arguing that this would be more efficient for the WTO and would allow the public in places other than Geneva to view the proceedings.192 The EC and Canada did not agree to do that at this time; the USA had not responded as this book went to print.

A particular issue arises regarding the transcripts of the hearings and whether and how they should be publicly disclosed. Making transcripts public has obvious benefits with respect to transparency, though some may not be realized if the transcripts are released only after the case is decided. The potential disadvantages of disclosure (eg no delay and only a minor cost of posting online) are minimal. Transcripts thus should be released to the public via posting on the web as soon as they are finalized.

(xi) Access to Settlement Discussions

Settlement discussions in arbitral proceedings, just as court cases, often are extremely delicate, involve candid give-and-take, and include offers that are made with the understanding that they are confidential and will expire unless accepted during the settlement negotiations. Making such negotiations open to the public thus has an obvious potential for seriously disrupting the progress of the arbitration, which outweighs the advantages of transparency at this stage. The results of successful settlement discussions, on the other hand, should be made public: at that point the benefits of transparency become paramount as there is only insignificant cost or risk of delay.

(xii) Rulings: Timely Public Disclosure of Rulings Made by the Tribunal (both Interim and Final), Including all Arbitral Awards

Many awards involving State parties are published. Virtually all of the awards of the Iran–US Claims Tribunal are published in a specific series of reports. Most ICSID awards are published in the ICSID Reports or on the website. Canada, Mexico, and the United States publish NAFTA awards and even submissions and procedural orders on their respective websites, following the Statement of the Free Trade Commission on 31 July 2001. In fact, most awards under a bilateral investment treaty are now available on one of the many investment arbitration websites.193

Whilst most arbitral rules provide that an award is not to be published unless the parties provide their consent, many awards are in fact published without the consent of the parties. For example, the ICC makes awards available for the purposes of research and may publish excerpts without disclosing the names of the parties.194

The publication of awards in investment arbitrations is one of the first essential steps to increase transparency. Because these arbitrations are against States and raise important issues of public concern and public interest, the publication of the award is as fundamental as the publication of a court decision. The same principles that apply to court proceedings, as noted by Justice Toohey in the Esso case, also apply to investment arbitrations, that is:

The right to publish a report of court proceedings is an important common law right that is ‘vital to the proper working of an open and democratic society and to the maintenance of public confidence in the administration of justice’.195

Public confidence in the arbitration process is just as important, as the NAFTA parties have learnt in the first few years of NAFTA arbitrations. Without public confidence, the arbitral process runs the risk of falling into disrepute.

(xiii) Challenges to Arbitral Awards

There is a strong public interest in having challenges to the validity of arbitral awards transparent. Unless an award is rendered pursuant to the ICSID Convention, the award can only be challenged in the national courts of the place of the arbitration. In most national laws, the challenge proceedings are conducted in the public sphere as with any other court proceedings. Thus, the proceedings are transparent but the participation of the public may be restricted. To date, a third party has not requested to submit amicus curiae briefs in challenge proceedings. Whether or not a third party may do so will depend upon the national law of the courts hearing the challenge.

In contrast, an award issued under the ICSID Convention may only be challenged within ICSID’s internal system. An ad hoc committee will be appointed to hear the challenge. Whilst the existence and status of the proceedings may be in the public domain, there is little scope for the public to participate in this process. However, ad hoc committees may consider the involvement of third parties in the same way as that of ICSID tribunals. An ICSID award may only be challenged on limited grounds. Unlike other arbitral awards, it may not be challenged if it is contrary to public policy, except specified public policy issues such as corruption. Nonetheless, it may be just as important for the public to be involved in challenge proceedings, for example if the proceedings raise allegations of corruption.

(xiv) Enforcement

The enforcement of an award in an investment arbitration is usually in the public domain. If it is necessary to commence enforcement proceedings for the award to be satisfied, such proceedings in most national courts are public like any other court proceedings and thus, transparent. Again, there is an issue as to whether the public may be involved in the proceedings, as for example, amicus curiae, which is subject to the law where the proceeding is being held.

(3) PUBLIC PARTICIPATION

The discussion of public participation with respect to international arbitration has concerned primarily the submission of amicus curiae briefs, that is, ‘friend of the court’ briefs known since the time of Roman law and incorporated into common law systems and also some civil law systems.196 The following analysis thus focuses on that question, or more precisely, on the issue of providing an opportunity for meaningful public participation via the submission of amicus curiae briefs. The existence of the opportunity to submit, rather than the submission itself, is the proper focus for two reasons. First, many of the interests served in this respect can be achieved even if the public decides not to exercise its ability to submit an amicus curiae brief. Secondly, there normally is no requirement that an arbitral tribunal consider and respond to an amicus curiae brief or even to read it. The tribunal has virtually complete discretion in that respect, just as courts do in regard to amicus curiae briefs.

There has also been some discussion of participation by non-disputing parties in oral proceedings. The interests raised by this issue are very similar to those raised by the submission of amicus curiae briefs, and will not be discussed in detail here.

Space constraints prevent a full examination of the advantages and disadvantages of public participation via amicus curiae briefs. Instead, advantages and disadvantages are identified and explained briefly below.

(a) The Advantages of Public Participation via Amicus Curiae Briefs

Public participation is closely related to transparency. Public participation, like transparency, is fundamental to good governance. Moreover, meaningful public participation depends on adequate transparency, because participation requires information.197 Not surprisingly, therefore, the interests potentially served by public participation in international arbitrations via amicus curiae briefs are generally similar to those of transparency.

(i) Higher Quality Decisions

Amicus curiae briefs can improve the quality of decisions by providing factual information of various types to the tribunal of which it would not otherwise be aware.198 For example, in the Schmidt case, the Inter-American Court of Human Rights noted information in an amicus brief from an NGO regarding Latin American federal constitutional provisions related to professional licences.199 Another example is Rhodes v Chapman, in which the US Supreme Court relied on facts provided in an amicus brief from the US government regarding the ability to project future prison populations when planning and building prisons.200

Amicus briefs can also provide tribunals with specialized expertise relating to public interest concerns in a case. The tribunal in Suez–Vivendi permitted five NGOs201 to submit amicus curiae briefs because they would provide the court with expertise related to water distribution and sewage systems that were central to the case:

The factor that gives this case particular public interest is that the investment dispute centers around water distribution and sewage systems of a large metropolitan area … given the public interest in the subject matter of this case, it is possible that appropriate non-parties may be able to afford the Tribunal perspectives, arguments, and expertise that will help it arrive at a correct decision.202

Amicus briefs can also provide legal argumentation that the parties, for various reasons,203 do not provide to the tribunal. For example, the Methanex tribunal noted that amicus briefs ‘covered many of the important legal issues that had been developed by the Disputing Parties’.204 The briefs, submitted by five environmental NGOs,205 presented legal analysis related to public interest concerns in the Methanex claim, such as how principles of international law promote deference to government action with regard to human health and environmental protections. In the Schmidt case, referred to above, the Inter-American Court of Human Rights reportedly relied significantly on an amicus brief for its legal reasoning.206

Amicus briefs can also inform a tribunal or court whether a government claims authority to determine issues in a case. For example, New York State argued in an amicus brief to the US Supreme Court in Miranda v Arizona that the state government, not the Supreme Court, should address issues related to police questioning and self-incrimination in criminal trials.207

(ii) Transparency

Public participation leads to greater transparency, because those interested in participating typically petition the tribunal for more information in order to be able to participate in an informed manner and because they sometimes generate information on their own. Such persons also generally promote transparency by publicizing their petitions to participate as amicus, their amicus briefs, and the tribunals’ decisions or responses. Public participation thus serves the interests identified above in Section 2(d)(i).208

(iii) Democratic Values

Public participation is a crucial component of democratic governance and thus for promoting democratic values. Amicus curiae briefs can raise matters of public interest that the parties do not. It may also be the case that the public has a human right to participate in investment arbitrations.209 To the extent this is the case, it may trump other considerations, with appropriate attention paid to national security and other factors.

(iv) Protection of Interests

Public participation via amicus curiae briefs allows the protection of interests that do not rise to the level of those required to intervene in a case.210 Not only the interests of the general public, but the interests of specific groups that may be affected directly by the investment or the government measures may be brought to the attention of the tribunal.

(v) Implementation

Public participation may lead to more effective implementation of arbitration decisions because the public is more likely to accept the outcome of a process if they participated in it, or even had the right to participate in it. The government may be more inclined to implement a decision that is in the public eye or if it receives pressure from the public or specific interest groups.

(vi) Legitimacy

Public participation provides legitimacy because it reduces the sense that the process is secretive and makes the process more like that of the courts, which tends to be familiar to, and accepted by, the public. In particular, whoever has an interest in the dispute or the investment itself whether or not they are directly concerned may follow the progress of the arbitration and their views may even be considered through amicus briefs. Public participation thus strengthens the credibility of investment arbitration systems.211

(vii) Demonstration

Public participation in investment arbitration helps provide a model of an accessible and transparent system for domestic legal systems. It demonstrates a willingness and openness by the international community to highlight that the negative impact government measures may have on an investment is not acceptable nor is the devastating impact an investment or government measures may have on certain people or groups of people in the host State.

(b) The Disadvantages of Public Participation via Amicus Curiae Briefs and Means of Minimizing these Disadvantages

The disadvantages of public participation via amicus curiae briefs are identified and briefly discussed below, together with some steps that have been, or may be, taken to minimize or eliminate them.

(i) Costs

Public participation typically entails some financial cost on the part of the parties, to the extent they respond to any amicus curiae briefs that are submitted, and the tribunal to the extent it spends time deciding to utilize and then utilizing these briefs. The Methanex tribunal noted this concern, saying that ‘the acceptance of amicus submissions might add significantly to the overall cost of the arbitration’ and that ‘there is a possible risk of imposing an extra burden on one or both the Disputing Parties’.212

The costs of considering amicus briefs can be controlled by placing page limits on the applications to file an amicus brief and on the brief itself. This can be accomplished generally (eg the NAFTA Free Trade Commission set limits of five and 20 pages, respectively, as is discussed in Sect (1)(d) above) or by the tribunal in the dispute in question. The costs of considering amicus briefs can also be minimized by strategic collaborations. For instance, five NGOs collaborated on one amicus submission to the Suez–Vivendi tribunal.213 In Bechtel v Cochabamba, over 300 citizen groups from 41 countries informally petitioned the tribunal to open the highly controversial case to the public.214 In addition, eight parties representing many more non-governmental organizations submitted a formal request to the tribunal to participate as amicus curiae in the claim.215 Because this approach also makes it less costly to submit an amicus brief or otherwise to seek increased transparency or means of participation, it seems likely that it will continue to be used by civil society groups.

(ii) Delay

Amicus briefs can entail delay, for example, in connection with responding to or reading briefs. The response process can be scheduled as tightly as the disputing parties or the tribunal desire, in order to minimize this delay, and page limits can be imposed on amicus briefs, as discussed above. For their part, tribunals are aware of the possibility of delay and, in any event, are not required to spend much or even any time perusing amicus briefs; they will spend time only if they find a brief helpful to resolving the case.

(iii) Procedural Fairness

The Methanex tribunal noted that amicus briefs could also raise concerns with regard to ensuring equal procedural protections for each party:

Any amicus submissions from these petitioners are more likely to run counter to the Claimant’s position and eventually to support the Respondent’s case. This factor has weighed heavily with the Tribunal; and it is concerned that the Claimant should receive whatever procedural protection might be necessary.216

Addressing the same issue, US Supreme Court Justice Scalia stated in a dissent to Jaffee v Redmond that amicus briefs present information from an inherently biased perspective:

In its consideration of this case, the Court was the beneficiary of no fewer than 14 amicus briefs supporting respondents, most of which came from such organizations as the American Psychiatric Association …. Not a single amicus brief was filed in support of petitioner. That is no surprise. There is no self-interested organization out there devoted to pursuit of the truth in the federal courts.217

Another concern is that permitting persons to submit amicus brief submissions directly and exclusively to a tribunal could impede the disputing parties’ right to be informed of information that the tribunal reviews regarding the claim.218 To avoid this problem, tribunals typically ensure that all disputing parties receive a copy of amicus submissions and have sufficient time to respond to them.

A related issue is that amicus submissions place an added burden on parties that must rebut the facts or legal analysis presented in the briefs.219 The added rebuttal could be particularly burdensome if parties must respond to several amicus briefs. Tribunals can manage these risks by controlling the number of amicus briefs they allow or by limiting the size of amicus briefs, discussed above.

A final concern is that amicus briefs affect the parties’ control over the arbitration by introducing new facts or arguments that could affect a party’s arbitration strategy. This does not seem a matter of fairness, because arguments from the other party or questions from the tribunal can have precisely the same effect.

(iv) Impaired Confidentiality

Public participation results in some loss of confidentiality and privacy, to the extent that transparency occurs to allow the preparation of informed amicus briefs. Some tribunals have refused access to the parties’ briefs,220 possibly on this ground. The parties may not be willing to disclose information that is commercially or otherwise sensitive to their operations.

(v) Complications with Regard to Laws of Evidence

Organizations or persons submitting amicus briefs do not have to prove new facts that they assert to the tribunal and disputing parties.221 The lack of quality control over the content of amicus submissions thus could threaten the integrity of arbitration proceedings. Tribunals can be expected to be careful in this regard, of course.

(vi) Unequal Access to Amicus Submission Process

Some developing countries argue that permitting NGOs to participate as amicus in dispute settlement processes provides an unfair advantage to the developed countries whose NGOs have sufficient financial and human resources to fully participate in the arbitrations. Others argue that NGOs are more likely to support respondent countries, including developing countries, than they are investors. Moreover, many NGOs in developing nations collaborate with NGO partners in developed nations on amicus submissions. Also, some NGOs in developed nations may effectively reflect public interests in developing nations. A related objection is that there is no way to ensure that those submitting amicus briefs represent society in any country.

(vii) Potential Conflicts of Interest

It is possible that persons involved in submitting amicus briefs could have relationships with arbitrators that would create conflict of interest, but that the conflict would not be realized.222 This concern can be dealt with in part by requiring disclosure of information about the person or organization submitting the amicus brief, but that might not necessarily lead to the type of conflicts inquiry that the arbitrators would undergo with respect to the parties. The NAFTA Free Trade Commission’s statement on amicus briefs requires that persons seeking permission to file an amicus brief submit certain information, including regarding who financed the brief.223 The statement does not specify that this information should be used to determine whether a conflict of interest exists,224 but perhaps that is understood. The tribunal in Suez–Vivendi drew on the NAFTA statement to set similar requirements,225 and it also does not mention the use of the information to determine whether there is a conflict of interest.226

(viii) Undermining the Arbitration Process

Critics have argued that some of the organizations or persons who request to submit amicus briefs are opposed to the objectives of international trading systems, and could frustrate the goals of investment arbitration if they participate in the arbitration procedures.227 Tribunals can be expected to recognize such situations, however, thus eliminating this risk to the extent it exists. Moreover, tribunals can apply rules regarding the submission of amicus briefs, limiting them to discussing issues involved in the case, etc.

(ix) Frustration of States’ Control Over Foreign Relations Concerns in State-to-State Disputes

Amicus submissions provide avenues for private actors and other governments to participate in investment disputes between States.228 This could interfere with the States’ control over governmental concerns such as foreign relations and could politicize a dispute. This concern does not apply to investor-to-State disputes, which have already been removed from the two States’ exclusive control.

(c) Rules Regarding the Submission of Amicus Curiae Briefs

As noted in the preceding section, some potential disadvantages of amicus briefs can be addressed via rules relating to the submission of such briefs, and some efforts have been made to do that. Procedural Rules in investment arbitration proceedings differ with regard to amicus brief submissions. The UNCITRAL and ICSID rules both permit arbitration panels to accept amicus briefs. For example, the Methanex229 and UPS230 tribunals explained that they had the power to accept amicus briefs under UNCITRAL Article 15(1), which provides that a tribunal may:

conduct the arbitration in such manner as it considers appropriate, provided that the parties are treated with equality and that at any stage in the proceedings each party is given a full opportunity of presenting his case.

ICSID Rule 37 (which was modified after the decision in Suez–Vivendi, discussed above231) expressly provides that a tribunal may accept an amicus brief, but it also specifies the circumstances in which submission is appropriate:

(2) After consulting both parties, the Tribunal may allow a person or entity that is not a party to the dispute (in this Rule called the ‘non-disputing party’) to file a written submission with the Tribunal regarding a matter within the scope of the dispute. In determining whether to allow such a filing, the Tribunal shall consider, among other things, the extent to which:

(a) the non-disputing party submission would assist the Tribunal in the determination of a factual or legal issue related to the proceeding by bringing a perspective, particular knowledge or insight that is different from that of the disputing parties;

(b) the non-disputing party submission would address a matter within the scope of the dispute;

(c) the non-disputing party has a significant interest in the proceeding.

The Tribunal shall ensure that the non-disputing party submission does not disrupt the proceeding or unduly burden or unfairly prejudice either party, and that both parties are given an opportunity to present their observations on the non-disputing party submission.

The NAFTA Free Trade Commission also suggested rules for deciding whether to accept amicus briefs, as is discussed above, as well as rules for the amicus briefs themselves.232

(d) Recommendations Regarding Public Participation via Amicus Curiae Submissions

The benefits of amicus curiae submissions ultimately outweigh their disadvantages in most situations. In particular, amicus curiae briefs help inform tribunals of matters of significant public interest at stake in investment arbitrations, and promote public confidence in international investment arbitration procedures. Moreover, the disadvantages of amicus curiae briefs, for example, increased costs and delays, can be overcome with appropriate restrictions, including:

• Reasonably tight deadlines for amicus curiae submissions: Deadlines for amicus curiae submissions help limit the time and resources that NGOs and third parties dedicate to preparing the briefs, and indirectly limit the scope of the material to which the disputing parties and tribunal respond.233

• Page limits on amicus curiae briefs and on requests to file amicus briefs: Page limits reduce the material that the disputing parties and tribunals have to assess and respond to.234

• Requirement that third parties jointly submit a single amicus curiae brief: Requiring several NGOs or other third parties to submit one amicus curiae brief can minimize preparation costs and delay in the tribunal proceedings and help ensure that NGOs from developing countries are able to participate in the process, by partnering with NGOs in developed countries that have more financial and human resources. However, requiring several NGOs to submit a single amicus curiae brief could also limit the diversity of viewpoints presented, and force NGOs to engage in time-consuming, and often transnational, collaboration processes with partner organizations.235

• Subject matter limits for amicus curiae briefs: Tribunals could limit the cost and delay posed by amicus curiae briefs by ensuring that they only address matters within the scope of the dispute,236 or specific subject matters.

• Requirement that information be provided about the third parties: Tribunals should require that persons seeking permission to submit an amicus brief submit information that allows the tribunal to determine whether the submission of the brief would create a conflict of interest vis-à-vis any of the arbitrators.

CONCLUDING REMARKS

Increased transparency and public participation may impact upon the principles of confidentiality and privacy that have traditionally been respected in international commercial arbitration. Due to the clear and strong public interest typically involved in investment arbitrations brought under either International Investment Treaties (IITs) or Host Government Agreements (HGAs), however, there is a need to increase transparency and opportunities for public participation in investment arbitrations, and a concomitant need to provide rules regarding public participation to minimize the disadvantages that can be associated with it. In many respects, NAFTA Chapter 11 tribunals have led the way among investment arbitral tribunals in providing greater transparency and public participation. Through standardized registration of claims, access to proceedings, ability to provide input to the tribunal, and access to awards, these tribunals have promoted greater public involvement and awareness, in some respects on a case-by-case basis.
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CHAPTER 20
INDEPENDENCE, IMPARTIALITY, AND DUTY OF DISCLOSURE OF ARBITRATORS*

LORETTA MALINTOPPI

(1) The State of Play: How is the Issue Currently Treated in Investment Arbitration?

(a) Relevant ICSID Provisions

(b) ICSID Precedents

(c) Other Investment Arbitration Precedents

(2) Review of Selected Arbitration Rules on Independence, Impartiality, and the Duty to Disclose

(a) UNCITRAL

(b) ICC

(c) LCIA

(3) The Practice of the International Court of Justice (‘ICJ’ or the ‘Court’)

(4) NAFTA’s and WTO’s Codes of Conduct

(a) NAFTA

(b) WTO

(5) Summary Review of National Laws

(a) France

(b) England and Wales

(c) Switzerland

(d) USA

(6) The Contribution of Professional Associations

(a) The IBA Guidelines on Conflicts of Interest in International Arbitration

(b) The AAA/ABA Code of Ethics for Arbitrators in Commercial Disputes

(7) Can the Existing Rules Provide a Model for Investment Arbitration?

Concluding Remarks and Recommendations

MUCH has been written on the subject of the independence and impartiality of arbitrators in international commercial arbitration. Conferences and doctrinal contributions analyse the issue at length, and professional associations have issued guidelines and non-binding regulations aimed at providing specific codes of conduct for international arbitrators. Similarly, certain permanent courts and tribunals have adopted internal rules and codes of conduct in this respect. The issue has become more pressing with the globalization of international law firms and the proliferation of dispute settlement proceedings. In the absence of a universal code of ethics applicable to the international Bar, the new challenges of the evolving world of international litigation have engendered the need for prompt disclosure in cases of conflict of interest.

The debate has moved from the general context of international commercial arbitration to the specialized field of investment arbitration as the recent amendments to the ICSID Arbitration Rules. In 2004, the ICSID Secretariat published a Discussion Paper entitled ‘Possible Improvements of the Framework for ICSID Arbitration’,1 in which it identified the disclosure requirements for ICSID arbitrators as one of the areas where changes could be made.2 The Paper devoted two paragraphs to the issue and made three proposals in this respect: (i) to expand the disclosure requirements under ICSID Arbitration Rule 6(2) and Article 13(2) of the Additional Facility Rules, to include ‘any circumstances likely to give rise to justifiable doubts as to the arbitrator’s reliability for independent judgment’; (ii) to amend the same provisions by extending the duty to disclose to the entire duration of the arbitral proceedings; and (iii) to elaborate a code of conduct for ICSID arbitrators similar to the ‘codes elaborated in other intergovernmental settings’. The ICSID Secretariat sent the Discussion Paper to members of the Administrative Council and circulated it amongst arbitration experts and institutions as well as business and civil society groups. The results of this consultation process were finally incorporated into a Working Paper which was issued on 12 May 2005. With respect to the improvements originally suggested in the Discussion Paper in relation to the disclosure requirements of ICSID arbitrators, the Working Paper endorsed the proposal to amend Arbitration Rule 6 by extending the duty to disclose to any circumstances likely to give rise to justifiable doubts as to the arbitrator’s reliability for independent judgment. The Working Paper also suggested modifying the same provision by creating a continuous obligation to disclose.3

As a result of this process, several amendments to the ICSID Rules have been approved—by an overwhelming majority—by the ICSID Administrative Council and have come into effect on 10 April 2006.4 Further discussion of the amendments is contained in Section 3 below. As will be explained below, there is general agreement (amongst those who provided comments on the ICSID initiative) on modifying or supplementing the existing system in order to face the new challenges presented by the growing body of investment disputes. The 2006 Amendments indeed provide a first response to the increase in potential conflicts of interest following the extraordinary growth of ICSID arbitrations in the last ten years.

The purpose of this chapter is to provide an overview of the issues of independence and impartiality of members of investment tribunals and to offer some further reflections on this subject. In Section 1 below, Sub-section (a) will review ICSID provisions on the methodology of appointment of arbitrators and their independence and impartiality. Sub-sections (b) and (c) will provide a summary review of some available precedents in investment arbitrations (under ICSID, UNCITRAL, and ad hoc proceedings). Section (2) will examine how the question is treated by reference to a sample of institutional rules, model laws, and professional guidelines. Section (3) will analyse the approach adopted under the practice directions of the International Court of Justice and Section (4) will provide an overview of the NAFTA and WTO codes of conduct. Section (5) contains a summary review of national laws on the subject, while Section (6) looks at the contribution of professional associations. In the concluding section, Section 7, these rules are compared to assess to what extent they can provide a model for investment arbitration. Finally, some preliminary conclusions and recommendations are put forward.

(1) THE STATE OF PLAY: HOW IS THE ISSUE CURRENTLY TREATED IN INVESTMENT ARBITRATION?

While it cannot be said that the rule of legal precedent (stare decisis) applies in international arbitration in general, investment arbitration has witnessed a growth in reported jurisprudence. Litigation parties frequently rely on this jurisprudence to support their legal arguments and tribunals often apply these precedents as grounds for their findings.5 This is due to a number of reasons.

Awards are frequently published and tend to have a certain degree of homogeneity, particularly when they are rendered within an institutional framework such as ICSID or NAFTA. Furthermore, arbitration based on investment law has the unique characteristic of combining elements of public international law with rules of private law. In the jurisdictional phase, this has led arbitral tribunals to focus at length on the distinction between treaty violations and contractual breaches. As a result, the legal issues to be decided by different panels sitting in different disputes in the field of investment law tend to be similar. This is not surprising given that the terms of Bilateral Investment Treaties (BITs) and the contents of the various dispute settlement mechanisms often bear a close resemblance.

The paradox of this situation is that, although investment disputes are not adjudicated by a permanent court or tribunal, but, rather, before tribunals appointed under institutional rules such as those of ICSID, UNCITRAL and the ICC, the awards of these panels are systematically relied upon as forming part of the body of investment case-law not unlike the decisions of permanent judicial organs, such as the International Court of Justice.

This has led to objections being filed over the appointment of arbitrators in investment arbitrations, or to challenges being raised in the course of the arbitration, when the arbitrators in question are also involved as counsel and advocate in other pending cases. Such cases may involve different parties, but they frequently deal with similar legal issues. The rationale of an objection or challenge in these circumstances is that, to the extent that a nominated arbitrator acts as counsel in a dispute of a similar character and adopts in that context certain positions regarding issues which are common to both disputes, he or she may not be able to maintain an entirely unbiased approach to the same issues in the case where he or she is called to act as an arbitrator.

Similar types of challenges are often raised in the context of international commercial arbitration in general and the solutions adopted may vary. Generally speaking, the sole fact that an arbitrator may have represented a party as counsel in a different dispute involving different parties but dealing with related legal issues does not provide sufficient grounds for the non-confirmation or challenge of that individual. When other factors come into play, however, particularly the principle of equality of treatment between the parties and general principles of due process, the outcome may be different. As will be seen below, the success of a non-confirmation or challenge largely depends on the standards applied to the definition of independence and impartiality, assuming that these two concepts can be grouped under a common heading.

(a) Relevant ICSID Provisions

Provisions relating to disclosure requirements by arbitrators and their independence and impartiality are found in the ICSID Convention, the ICSID Arbitration Rules, and the Additional Facility Arbitration Rules. Article 14(1) of the Convention speaks of the ‘high moral character’ and ‘recognised competence in the fields of law, commerce, industry or finance’ of members of panels, and emphasizes the legal competence expected of members of all arbitral tribunals. This provision further stresses that nominees should be ‘persons that may be relied upon to exercise independent judgment’, thus including an implicit duty of impartiality and independence from the parties.6 Pursuant to Article 40(2) of the Convention, arbitrators appointed outside the Panel of Arbitrators must possess the same qualities described in Article 14(1).7 Moreover, under Article 57 of the Convention, an arbitrator may be disqualified if he or she manifestly lacks the capacities listed under Article 14(1).

Issues of potential bias can also be avoided by stipulating strict nationality requirements. With this in mind, Articles 38 and 39 of the ICSID Convention state that arbitrators appointed by the Chairman of the World Bank cannot be nationals of either party to the dispute and that the majority of arbitrators shall be nationals of States other than those of the parties to the dispute. The nationality requirement can create inequalities between the parties to the extent that it allows the party making its appointment first the possibility of naming a national while excluding this possibility for the other party. However, this problem has been solved by Arbitration Rule 1(3), which requires that a national of either party may not be appointed as an arbitrator by a party without the agreement of the other party to the dispute.

At the outset of the proceedings, nominees must sign declarations attesting that they shall act ‘fairly as between the parties’ and ‘not accept any instruction or compensation with regard to the proceeding from any source’ except as provided in the Convention, Regulations and Rules. Where applicable, a statement of the arbitrator’s ‘past and present, professional and other relationship (if any) with the parties’ may also be attached to the declaration (Arbitration Rule 6(2) and Additional Facility Arbitration Rules, Art 13(2)).8 ICSID provisions contain no definition of the kind of relationship that should be disclosed by arbitrators or considered as a bar to appointment. In his commentary on the ICSID Convention, Professor Schreuer provides some examples of the types of relationships which should be disclosed:

a permanent attorney/client relationship, any other permanent or recurrent business relationship, employment by a party, including civil service in a State that is a party, substantial participation or shareholding in a company that is a party and any form of relationship in which the arbitrator stands to profit directly or indirectly from the financial gain of a party.9

This non-exclusive list shows that personal or professional contacts with a party must rise to a certain level in order to prevent a person from acting as arbitrator. Guidance in this respect is provided by the ICSID decisions to date where challenges to arbitrators have been addressed.

(b) ICSID Precedents

In Amco Asia Corp v Indonesia, the challenged arbitrator had given tax advice to the individual who controlled the claimants in the arbitration. In addition, the arbitrator’s law firm and claimants’ counsel in the arbitration had a profit-sharing arrangement and a joint office. At the time of the challenge, the profit-sharing arrangements had ended, but the two firms continued to share offices and administrative services until a few months before the beginning of the arbitral proceedings. The challenge was decided by the unchallenged arbitrators on the basis of the ICSID Convention and the existing rules and regulations which, in the view of the non-challenged members of the tribunal embodied ‘general principles governing international arbitration’.10

The claimants argued that the relationship between the arbitrator and claimants’ counsel was de minimis and contended that it was to be expected that, in cases of a party-appointed arbitrator, the appointing party would already know the arbitrator in question. In response to those arguments, the unchallenged arbitrators held that there could be no distinction amongst the arbitrators, whatever the method of appointment, with regard to the standards of impartiality applicable to them. However, the two arbitrators agreed that a party-appointed arbitrator inevitably may have some degree of acquaintance with the party in question, and noted that the arbitrator in such cases cannot be disqualified simply on the basis of that acquaintance unless there is a ‘manifest’ or ‘highly probable’ lack of impartiality, something which did not exist in the particular case.11

Precedents also exist with regard to situations where arbitrators disclosed facts casting doubt on their independence and impartiality which arose after their appointment. In Holiday Inns v Morocco, for example, the arbitrator appointed by the claimants revealed that in the course of the arbitration he had become a director of the claimants and subsequently resigned pursuant to Article 56(3).12

A lack of the qualities required under Article 14(1) of the Convention may lead to a proposal to disqualify an arbitrator pursuant to Article 57 of the Convention (and Rule 9 of the Arbitration Rules).13 Article 57 stipulates that a proposal to disqualify may be advanced ‘on account of any fact indicating a manifest lack of the qualities required by paragraph (1) of Article 14’. Pursuant to Article 58, a proposal to disqualify an arbitrator or a conciliator is to be decided ‘by the other members of the Commission or Tribunal … provided that where those members are equally divided, or in the case of a proposal to disqualify a sole conciliator or arbitrator, or a majority of the conciliators or arbitrators, the Chairman shall take that decision’. Similarly, Rule 9(4) reads as follows: ‘Unless the proposal [to disqualify] relates to a majority of the members of the Tribunal, the other members shall promptly consider and vote on the proposal in the absence of the arbitrator concerned’. If it is decided that the proposal for disqualification is well-qualified, the replacement of the arbitrator is carried out following the same procedures for the constitution of the tribunal (s 2 of Ch III or s 2 of Ch IV of the Convention).

It should be noted that, under the ICSID system, unlike other arbitral institutions, there are no strict temporal requirements for the admissibility of a request for disqualification. Pursuant to Rule 9(1), a proposal for disqualification of an arbitrator must be made ‘promptly, and in any event before the proceeding is declared closed’. Although the term ‘promptly’ is not defined, its plain and ordinary meaning is tolerably clear: a disqualification proposal will be admissible only if filed in a timely manner. As to the definition of the grounds for disqualification, Professor Schreuer, in his commentary on the ICSID Convention, recalls that, during the travaux préparatoires of the Convention, discussion on that subject was finally resolved by means of a renvoi to the terms used in Article 14(1).14 Schreuer observes that Article 57 stipulates that the lack of impartiality must be ‘manifest’, and thus this provision ‘imposes a relatively heavy burden on the party making the proposal’.15

In their Decision concerning a proposal to disqualify the president of the ad hoc committee in the ICSID case, Compañía de Aguas del Aconquija SA & Vivendi Universal v Argentine Republic, the two unchallenged members of the ad hoc committee examined the requirement set forth by Article 57 of the Convention of ‘a manifest lack of the qualities required by Article 14 ’.16 The president of the ad hoc committee had qualified his declaration under Rule 6 of the Arbitration Rules in one respect, and the respondent subsequently challenged him. The Respondent—while not questioning the legal competence or moral character of the designated president of the tribunal—argued that legal work carried out by a partner of the president’s law firm for Vivendi’s predecessor, Compagnie Générale des Eaux, affected the president’s ability to exercise independent judgment. It should be noted that the designated president had not been involved in the matter in question, and that most of the work had been carried out before the arbitration commenced and was completed under the instructions of the US law firm which acted as lead counsel in the case. Furthermore, the president’s partner had undertaken not to accept any further instructions from Vivendi. The committee members rejected the proposal to disqualify and, in doing so, stressed the following facts as being particularly relevant: (1) that the relationship was promptly and fully disclosed, (2) that the challenged president had no personal relationship with the party for which the work was carried out by his firm, (3) that the work concerned a specific transaction and not general legal advice, and that the president’s firm was not lead counsel, and (4) that the relationship would soon come to an end.17 In these circumstances, the committee members held that the President’s independence could not be regarded as being impaired. As they stated:

[T]he mere existence of some professional relationship with a party is not an automatic basis for disqualification of an arbitrator or Committee member. All the circumstances need to be considered in order to determine whether the relationship is significant enough to justify entertaining reasonable doubts as to the capacity of the arbitrator or member to render a decision freely and independently.18

Another example is provided by the claimant’s proposal to disqualify the arbitrator appointed by the respondent in the SGS v Pakistan arbitration.19 The disqualification proposal was based on the disclosure made by the arbitrator that he had provided legal advice to the respondent in another, unrelated, ICSID arbitration, GAMI v United Mexican States, where one of the members of the respondent’s legal team in SGS v Pakistan had been nominated president of the tribunal, with the parties’ agreement. According to the claimant, this situation raised ‘some reasonable doubts’ as to the arbitrator’s impartiality. The claimant’s concerns were reinforced by the disclosure made by the arbitrator in his CV that he had represented the same respondent State in a NAFTA arbitration (Robert Azinian and Others v United Mexican States), where the same individual who acted as counsel for the respondent in SGS v Pakistan presided over the tribunal. The claimant was concerned that the arbitrator might ‘feel indebted’ to that individual because the tribunal he presided over in Azinian had issued an award favourable to the respondent.

In dismissing the proposal for disqualification, the president of the tribunal and the other co-arbitrator noted that the claimant had failed to show what it asserted, for example, that there was ‘a clear relationship of dependency’ between the arbitrator and counsel for the respondent. In the absence of such showing, the challenge could not be sustained because the facts of the case did not show that a ‘real risk’ existed that the challenged arbitrator could not be relied upon to act with independence and impartiality.20

In Salini Costruttori SPA and Italstrade SpA v The Hashemite Kingdom of Jordan, the claimants objected to the appointment of the arbitrator chosen by the respondent and noted that the appointment would be challenged if the nominee accepted the appointment.21 One of the reasons for the objection included the appointee having acted as opposing counsel in other cases involving one of the claimants. The arbitrator accepted his appointment.22 One month before the first session of the tribunal was scheduled to take place, the claimants filed a proposal for the disqualification of the arbitrator, pursuant to Article 57 of the ICSID Convention. The proceeding was suspended pending a decision on the proposal, pursuant to ICSID Arbitration Rule 9(6). However, no decision was eventually necessary since the challenged arbitrator resigned.23

In two recent ICSID cases submitted against the government of Argentina, Azurix Corp v Argentine Republic and Siemens AG v Argentine Republic, Argentina challenged the president of the tribunal (the same individual in both cases) on the basis of an alleged connection with counsel for the claimants. Although the decisions in these two cases are not in the public domain, some of the factual aspects have been summarized in an internet newsletter.24 Both challenges involved concerns about the arbitrator’s professional relationship with the law firm representing another investor in a separate ICSID arbitration. Argentina based its challenges on the fact that the law firm in question had appointed as arbitrator, in a different and unrelated case,25 the same lawyer who represented the claimants as counsel in both the Azurix and Siemens arbitrations.

In both cases, the proceedings were suspended in December 2004, pending the respective tribunals’ dealings with Argentina’s challenges. However, the subsequent outcomes present some differences. In Azurix v Argentina, the two party-appointed arbitrators rejected Argentina’s challenge of the tribunal’s president in a decision on 11 March 2005. It should be noted, incidentally, that in this case the challenge had been raised after the tribunal had issued a decision on jurisdiction and held hearings on the merits of the case. In Siemens v Argentina, the unchallenged members of the tribunal could not reach a decision on a proposal to disqualify the president, who had been a staff member of the World Bank. As seen above, Article 58 of the ICSID Convention provides that if the members of the tribunal are divided on a proposal to disqualify an arbitrator, the decision shall be made by the chairman, that is, the President of the World Bank. However, in this case the President had been a staff member of the World Bank, therefore, in order to avoid any conflict of interest, the Secretary-General of ICSID informed the parties that the issue would be submitted to the Secretary-General of the Permanent Court of Arbitration (PCA) for his recommendation. By a letter of 14 April 2005, the Secretary-General of the PCA recommended that the proposal to disqualify the president of the tribunal be rejected and the Secretary-General of ICSID accordingly informed the parties that the disqualification proposal could not be sustained.

A proposal for disqualification was triggered in the ICSID case Saipem SPA v The Peoples’ Republic of Bangladesh26 by the arbitrator’s disclosure that he had entertained on-going professional contacts with the legal counsel representing the claimant (ie the party that had nominated the arbitrator). The arbitrator further indicated that the professional contacts with the claimant’s counsel were likely to continue in the future.

The respondent objected to the arbitrator’s appointment, contending that the existing professional relationship between the arbitrator and the claimant’s counsel might involve personal contacts and lead to the discussion of the issues relating to the pending arbitration. The respondent further sustained that the arbitrator had a financial and economic relationship with the claimant’s lawyers since they had paid fees for his professional services. In the respondent’s view, this factual situation would create a subconscious bias in favour of the claimant in the arbitrator’s mind. An additional ground on which the proposal for disqualification was based was the fact that the arbitrator—an authoritative figure in the field of investment arbitration—had expressed opinions in his writings which, in the respondent’s view, showed preconceived positions with regard to some of the central issues of the arbitration. The respondent insisted that, in the circumstances, there was a ‘real likelihood that he [the arbitrator] will be biased in favour of the Claimant’.

The claimant replied that the arbitrator’s relationship with the claimant’s counsel was limited to providing expert advice in two different ICSID arbitrations on specific legal matters which bore no connection with the pending proceedings. In addition, the claimant specified that the arbitrator had been paid directly by the client and not by counsel and thus had no contractual or financial relationship with the latter. With respect to the opinions expressed by the arbitrator in his writings, the claimant argued that they could not be interpreted as an indication of lack of independence and even less of bias in favour of the claimant in the arbitration. On the contrary, in the claimant’s opinion, the arbitrator’s reputation and his knowledge of investment law made him particularly qualified to act as an arbitrator in ICSID proceedings.

In their Decision of 11 October 2005,27 the unchallenged arbitrators dismissed the disqualification proposal on the following grounds: (i) the arbitrator had no connection with any of the parties in the arbitration; (ii) the respondent’s allegations that the arbitrator might have had ex parte communications with claimant’s counsel and that he might be biased to the respondent’s detriment were based on pure speculation since no evidence of impropriety had been adduced or proven; and (iii) the arbitrator’s doctrinal opinions ‘expressed in the abstract without reference to any particular case do not affect the arbitrator’s impartiality and independence’. Interestingly, the Decision of the unchallenged arbitrators expressly referred to the IBA Guidelines to the extent that these provided support for their conclusions.

The situation was quite different in the Víctor Pey Casado and President Allende Foundation v Republic of Chile case28 where, in August 2005, the respondent State initiated a proposal to disqualify the entire tribunal, including its own nominee. Subsequent to Chile’s challenge, the arbitrator nominated by Chile resigned, while the remaining co-arbitrator and the president of the tribunal did not step down. After lengthy submissions by the parties, the question was submitted by the Acting Secretary-General of ICSID to the Secretary-General of the PCA for his decision.29

Although the reasons underlying the disqualification proposal are not known, something has transpired in the same investment newsletter reporting on the various Argentine challenges recounted above. According to this source, the respondent—in addition to general claims of lack of impartiality and bias—argued that the remaining co-arbitrator should be disqualified in light of his recent appointment as Foreign Minister of his country. Chile argued that the arbitrator’s continuing service in the tribunal would violate the law of his country and raise diplomatic problems in the relation between his country and the respondent State. The arbitrator rejected all the accusations moved against him. On 17 February 2006, the PCA’s Secretary-General rejected the proposal to disqualify the president of the arbitral tribunal and accepted the proposal to disqualify the co-arbitrator, albeit—as it is customary—without giving any reasons for this conclusion. Consequently, it is not possible to establish whether the arbitrator’s political functions may have played a role in the PCA’s decision.

(c) Other Investment Arbitration Precedents

In the majority of cases, non-ICSID investment arbitrations remain confidential and the resulting awards are often not published. It is thus more difficult to provide an accurate overview of how challenges to arbitrators and related issues are dealt with in this type of case. However, although limited, some examples do exist, and these may provide a degree of guidance on the particular characteristics of investment arbitrations when it comes to the independence of arbitrators and the requirement for disclosure.

In a NAFTA arbitration conducted under the UNCITRAL Rules brought by a US company against the government of Canada, SD Myers v Canada, the claimant objected to the participation of the arbitrator appointed by the respondent because he was a registered lobbyist in connection with the softwood Lumber Agreement between the United States and Canada.30 The decision on the challenge, which had not alleged actual bias but, rather, lack of independence, was made by the Secretary-General of ICSID under Article 12.1 of the UNCITRAL Rules.

The Secretary-General of ICSID informed the parties that he would uphold the challenge of the arbitrator unless he discontinued his lobbying activities. The following day, the arbitrator tendered his resignation from the arbitral tribunal.

Certain features of this case deserve brief comment. First, it should be noted that, at the outset of the proceedings, the Government of Canada requested the tribunal’s consent to its constitution and membership being made public.31 The tribunal agreed that this information be put in the public domain. The essential elements of the challenge are recalled in the partial award of 13 November 2000. However, the limited background provided in that award does not make it possible to ascertain whether the arbitrator had disclosed the information which formed the basis of the challenge or whether this had been discovered through the claimant’s independent investigations. Assuming that the relevant circumstances had not been disclosed by the challenged arbitrator, the appointing authority clearly adopted the right course of action, since the arbitrator’s lobbying activities concerning an agreement between one of the parties and the country of which the other was a national represented a matter which should have been disclosed. The arbitrator’s failure to disclose in this instance—assuming that there had indeed been failure to disclose—undermined his appearance of impartiality.

A similar situation arose in the arbitration Canfor Corp. v United States. In that case, the claimant, a Canadian softwood lumber producer, argued that certain measures adopted by the US Department of Commerce and the US International Trade Commission imposing anti-dumping and countervailing duties on softwood imported from Canada, violated the NAFTA’s investment chapter.32 The case was submitted to arbitration under the UNCITRAL Rules in November 2002 and the claimant appointed its arbitrator with effect as of that date. By contrast with the situation in the SD Myers challenge reviewed above, the arbitrator disclosed that—prior to his appointment, that is, in May 2001—he had given a speech to a Canadian government council where he commented on a preliminary determination of the US International Trade Commission that the US softwood lumber industry was threatened with material injury by imports from Canada of softwood lumber. Both this determination and an earlier one by the US Department of Commerce were alleged by the claimant to represent violations of the US obligations under the NAFTA investment chapter and were thus central to the claimant’s case. In his speech, the arbitrator appointed by Canfor had stated, in relation to the lumber dispute:

Aside from agricultural subsidies, there are other issues that we have with the US. Take the softwood lumber dispute, for example. This will be the fourth time we have been challenged. We have won every single challenge on softwood lumber, and yet they continue to challenge us with respect to those issues. Because they know the harassment is just as bad as the process.33

The USA challenged the arbitrator, arguing that his comments revealed that his judgment was biased in favour of the claimant and, accordingly, that he was not in a position to decide the case independently and impartially. Following Canfor’s refusal to agree with the challenge and the arbitrator’s decision not to resign, the USA requested that the challenge be decided by the Secretary-General of ICSID, which is the appointing authority under NAFTA, Article 1124(1). Both parties filed remarks and the challenged arbitrator expressed his position on the challenge. According to a commentary by Barton Legum, the USA contended that the arbitrator’s comments ‘reflected a prejudgment of two of the measures alleged by Canfor to constitute a breach of the NAFTA—and that Canfor, as part of its claim, characterised those measures in much the same way as the arbitrator had’.34 As to Canfor, they argued that the arbitrator’s remarks were general statements which did not address the dispute between Canfor and the USA per se. Three months after the challenge was introduced, in March 2003, the Secretary-General of ICSID announced his intention to issue a decision upholding the challenge if the arbitrator did not wish to withdraw. The arbitrator resigned shortly thereafter and subsequently no formal decision was issued by ICSID.

Even in the absence of a decision by ICSID, this case shows that public positions taken by an arbitrator regarding measures which form the subject-matter of the dispute may be a sufficient basis for a successful disqualification proposal. Having said that, in the circumstances of this case, the tone of the arbitrator’s remarks appeared to endorse Canada’s position with respect to a key issue in the dispute in fairly clear terms. It remains to be seen whether the outcome of the disqualification would have been the same had the arbitrator’s words been more carefully chosen.

The third example discussed below concerns UNCITRAL proceedings relating to the Bilateral Investment Treaty between Ghana and Malaysia. This case has attracted the attention of the arbitration community because it involved the central issues to be decided by the relevant domestic jurisdiction in relation to the arbitrator’s challenge: that is, the vexata quaestio of someone serving as an arbitrator in one investor–State arbitration while acting as counsel in another.

In October 2004, the Dutch District Court in The Hague was called upon to decide on the challenge of a party-appointed arbitrator in the UNCITRAL arbitration Telekom Malaysia Berhard v Republic of Ghana (‘TMB/Ghana’).35 In that case, the arbitrator appointed by the Claimant had disclosed, after his appointment and after it had become apparent during the proceedings that the respondent based its allegations on an award in an unrelated ICSID case, the RFCC v Morocco arbitration,36 that he had been instructed to represent one of the parties as counsel in a request for annulment of the award relied on by the respondent in TMB/Ghana. The respondent challenged the arbitrator on the basis of his disclosure, and the challenge was heard by the arbitral tribunal, which decided that the proceedings should continue. The respondent subsequently filed a challenge with the Secretary-General of the Permanent Court of Arbitration, as required by the applicable rules, and the challenge was rejected. Dissatisfied with this result, the respondent filed a challenge with the competent judicial authority of the place of arbitration, the Provisional Measures Judge of the District Court in The Hague.

The respondent argued that the challenged arbitrator’s role as counsel in the annulment proceedings in RFCC v Morocco was incompatible with his role as an impartial arbitrator in the UNCITRAL proceedings because the two disputes had common features. In the TMB/Ghana arbitration, Ghana was reproached for having expropriated TMB’s rights in violation of the relevant BIT. The same issues were present in RFCC v Morocco, where the tribunal held that an expropriation provision in the Italy/Morocco treaty represented an ‘acte de puissance publique’. The respondent was concerned that, in the annulment proceedings of RFCC v Morocco, the challenged arbitrator—acting as counsel—might argue in favour of a certain interpretation of or approach to expropriation, and thus that he could not maintain an unbiased view of that issue in a case where he acted as arbitrator.

The claimant argued first that the respondent had forfeited its right to challenge the arbitrator because, although it was aware that the latter had represented parties in two other unrelated cases which touched on similar legal issues, it did not challenge the arbitrator then. Furthermore, the claimant contended that the factual background of the two cases was different and that, in any event, any of the legal and factual issues would not be considered in the annulment proceedings, given the limited grounds listed under Article 52 of the ICSID Convention governing appointments. The challenged arbitrator stated that his independence and impartiality would not be affected in any way by the fact that he had been asked to act as counsel for an unrelated party in an unrelated case. As reported in the judgment of 18 October 2004, the challenged arbitrator noted that:

[E]xperience shows that each case is different and that, in BIT arbitrations, the arbitrators’ primary task is to apply the relevant rules of law, first and foremost the treaty on the basis of which the arbitration is initiated—here the bilateral treaty between Malaysia and Ghana—to the facts of the case at hand.37

The Court first dismissed TMB’s argument that the right to challenge was lost because Ghana had not challenged the arbitrator’s impartiality on the basis of his involvement in two previous cases. As the Court noted, if it were to be assumed that the arbitrator’s actions did indeed justify a challenge, ‘the mere circumstance of Ghana not having relied thereon does not automatically mean that as a result thereof Ghana should have lost its right to still challenge … at a later stage of the arbitration proceedings, as a result of his (future) role in another arbitration action’. The Court then looked at the merits of the challenge in the light of the lex fori, Dutch law, and concluded that an allegation of lack of impartiality or independence had to be assessed from an objective point of view. Thus, the Court observed, account should also be taken of the ‘outward appearance’ of the situation, that is, not only whether the arbitrator could distance himself in the principal case from the factual and legal issues in the other case, but also whether it appeared that he could not observe such a condition. In response to the argument that annulment proceedings under the ICSID Rules do not necessarily entail a full review of all the legal and factual issues considered at the merits stage, the Court resorted to its own practice as a reference and observed that, in its experience of reversal proceedings, all objections against the judgment whose annulment is requested are advanced and therefore the challenged arbitrator in his capacity as counsel will put forward all possible arguments against the award. On those grounds, the Court found that there were justified doubts as to the arbitrator’s impartiality, since he could not at the same time:

be unbiased and open to all the merits of the RFCC/Moroccan award and to be unbiased when examining these in the present case and consulting thereon in chambers with his fellow arbitrators. Even if this arbitrator were able to sufficiently distance himself in chambers from his role as attorney in the reversal proceedings against the RFCC v. Morocco award, account should in any event be taken of the appearance of his not being able to observe said distance. Since he has to play these two parts, it is in any case impossible for him to avoid the appearance of not being able to keep these two parts strictly separated.38

Consequently, the Dutch Court invited the challenged arbitrator to resign within ten days either as counsel in the RFCC v Morocco case or as arbitrator in the TMB/Ghana case.

Following the judgment of the Dutch Court, the challenged arbitrator resigned as counsel in RFCC v Morocco. However, the respondent challenged him again, because in its view the Dutch Court’s ruling implied that the arbitrator’s dual role would not taint his role as an arbitrator (provided the arbitrator resigned as counsel in the annulment proceedings) because the challenged arbitrator had not yet participated in the tribunal’s decisions in the Ghana/TMB case. The respondent argued that decisions had been made by the tribunal in that case where the challenged arbitrator must have played a role and that, consequently, he should resign from the tribunal as well. The Dutch Court seized of the new challenge found that the arbitral tribunal’s decisions adopted until then were purely procedural in character and could not have had an adverse effect on the respondent’s case. The Court therefore stated that it saw no further grounds for the challenge and added, in relevant part:

After all, it is generally known that in (international) arbitrations, lawyers frequently act as arbitrators. Therefore, it could easily happen in arbitrations that an arbitrator has to decide a question pertaining to which he has previously, in another case, defended a point of view. Save in exceptional circumstances, there is no reason to assume however that such an arbitrator would decide such a question less open-minded than if he had not defended such a point of view before. Therefore, in such a situation, there is, in our opinion, no automatic appearance of partiality vis-à-vis the party that argues the opposite in the arbitration.39

The Dutch Court’s conclusions call for some brief remarks. First of all, the challenged arbitrator’s conduct in the case appears to have been beyond reproach. From what can be ascertained from the Dutch Court’s decision, the arbitrator disclosed his involvement in the RFCC v Morocco case as soon as it became apparent that one of the parties relied on it in its legal arguments. In playing the devil’s advocate, one could argue that this might have been anticipated and a statement to that effect could have been included in the declaration of independence before the proceedings began. But that position suggests that an arbitrator has a duty to anticipate the legal arguments that a party might make in a given case before such arguments are actually made. Can arbitrators generally be expected to divine in advance the legal submissions of a party? That is perhaps too much to ask. The fact remains that disclosure was made and that it was made in a timely manner.

As to the decision of the Dutch Court, while a difference of views may exist, it is hard to quarrel with its conclusions. Each challenge should be assessed on its merits and in light of its factual context. In this instance, the two arbitrations appeared to have too many common elements to allow the challenged arbitrator to maintain his dual role without the risk of tainting at least the appearance of independence, as noted by the Court. The fact that the arbitrator himself felt the need to disclose his involvement as counsel in the RFCC v Morocco case may have been a sign of his growing discomfort at preserving both advocate’s and arbitrator’s ‘hats’.

This being said, two aspects of this case still leave one with questions. The first is the contrast between the decision of the arbitral institution which was initially designated to decide the challenge and the decision of the national court. It is obvious that uniformity of decisions between such different bodies cannot necessarily be expected. However, the decision of the Permanent Court of Arbitration to reject the challenge may have the result of confirming the public’s perception that the world of international arbitration is an exclusive club where the interests of members take priority over the parties’ interests. Although this may be no more than a perception, it should not be taken lightly, since arbitral institutions need to set an example as they are the ultimate guardians of the sanctity of the arbitral process.

The second criticism concerns a certain parochialism shown by The Hague Court. Although its conclusions may be valid, the fact that they were based solely on provisions of national law and that the Court referred to its own practice to decide questions which should, arguably, have been answered in the light of the ICSID Rules and practice, is problematic. This chapter, for one, represents a small contribution towards showing that there is no shortage in the practice of international arbitration of case-law and rules on the independence and impartiality of arbitrators and there appears to be no reason why the Dutch Court should not have taken them into account. It is possible that the Dutch Court found comfort in applying its own law and practice when confronted with a team of international experts arguing the case on the basis of international law principles and without much reference to the lex fori. Nonetheless, the Dutch Court’s attitude is alarming to the extent that it may be considered representative of the reluctance of national courts to fully embrace arbitration practices at a time when arbitration is generally tabled as a preferred method for the resolution of international disputes.

It should also be mentioned that a third challenge against the same arbitrator as in the Azurix and Siemens ICSID arbitrations was initiated by Argentina in an arbitration under the UNCITRAL Rules: National Grid Transco PLC v Argentina. The challenge was referred by the PCA—which was requested by the respondent state to designate an appointing authority in the case—to the ICC International Court of Arbitration. Once again, Argentina’s attempts to have this arbitrator removed from an arbitral panel failed when the ICC Court rejected the challenge in December 2005. In conformity with Article 7(4) of the ICC Rules, no motivation for the Court’s decision was given.

The last case that deserves to be mentioned is an ad hoc arbitration between a Dutch investor and the government of Poland, the Eureko v Poland case, with Brussels as the place of arbitration. In October 2005, Poland filed a challenge against the arbitrator appointed by the investor before the Court of First Instance of Brussels. Before the challenge was filed, the majority of the tribunal had issued a Partial Award on liability against the host State on 19 August 2005.40 Poland’s objections included the fact that the challenged arbitrator had not disclosed that he worked in collaboration with the law firm representing the claimant. Poland added that the arbitrator had also not revealed that he—together with the same law firms—had allegedly represented the company Cargill Inc in another arbitration against Poland which presented close similarities with that case.

In a ruling of 22 December 2006, the Court of First Instance of Brussels held that the link between the challenged arbitrator and the law firm was too tenuous to justify doubts as to the arbitrator’s impartiality and independence and rejected the challenge.41 The respondent appealed the decision and, in the appeal, the respondent included as an additional ground for challenge the fact that the challenged arbitrator acted as co-counsel for the claimant with the same law firm in the Vivendi v Argentina ICSID arbitration. Poland argued that the fact that in the legal arguments advanced in Vivendi the challenged arbitrator relied on the award in Eureko v Poland supported the respondent’s doubts as to the capacity of the arbitrator to act in an independent and impartial manner.42

(2) REVIEW OF SELECTED ARBITRATION RULES ON INDEPENDENCE, IMPARTIALITY, AND THE DUTY TO DISCLOSE

The terms ‘independence’ and ‘impartiality’ are often used interchangeably, but ought to be distinguished. Independence, the notion most frequently employed in national laws and arbitration rules suggests the absence of any connection, financial or otherwise, with a party to the proceedings. Impartiality suggests the absence of prejudice or bias. According to a definition provided by the European Court of Human Rights in a recent case:

[I]n order to establish whether a tribunal can be considered as ‘independent’, regard must be had, inter alia, to the manner of appointment of its members and their term of office, the existence of guarantees against outside pressures and the question whether the body presents an appearance of independence …. As to the question of ‘impartiality’, there are two aspects to this requirement. First, the tribunal must be subjectively free of personal prejudice or bias. Secondly, it must also be impartial from an objective viewpoint, that is, it must offer sufficient guarantees to exclude any legitimate doubt in this respect ….43

(a) UNCITRAL

The UNCITRAL Rules and Model Law mention both the independence and impartiality requirements. Both instruments allow a challenge when ‘circumstances exist that give rise to justifiable doubts as to the arbitrator’s impartiality or independence’ (Art 10 of the Rules and Article 12(2) of the Model Law). They also specify the need for the arbitrator to disclose any such circumstances to the parties (Art 9 of the Rules and Art 12(1) of the Model Law). The Model Law further stipulates that the duty to disclose exists ‘from the time of his appointment and throughout the arbitral proceedings’ and that it shall be exercised ‘without delay’.

Under Article 12(1) of the UNCITRAL Rules, the decision on a challenge is made by the institution chosen as the appointing authority. In the absence of a specific choice by the parties, the Secretary-General of the PCA will designate an authority to decide the challenge.44

(b) ICC

Not all arbitration rules insist on both the independence and impartiality requirements. For instance, the ICC Rules do not expressly include impartiality in the general provision addressing the qualities of an arbitrator. Article 7 of the ICC Rules simply requires that ‘every arbitrator must be and remain independent of the parties involved in the arbitration’. The impartiality requirement can however be considered to be encompassed in Article 11 to the extent that this provision stipulates that a challenge may be made ‘for lack of independence or otherwise’. In addition, Article 15(2) expressly provides that ‘In all cases, the Arbitral Tribunal shall act fairly and impartially’.

In the ICC system, the Court of Arbitration considers issues of independence and impartiality at two stages of the proceedings: at the outset (ie at the time of confirmation or appointment of an arbitrator) and during the course of the arbitration. In both instances, the standard applied for disclosure is the same: a prospective arbitrator has to disclose ‘any facts or circumstances which might be of such a nature as to call into question the arbitrator’s independence in the eyes of the parties’, as stated in the statement of independence form that all prospective ICC arbitrators must sign.45

Under Article 7(4) of the ICC Rules, the decisions of the ICC Court of Arbitration on confirmations, appointments, challenges, and replacements of arbitrators are confidential and their motivations are not communicated. The main reason for this is to avoid subsequent disputes or proceedings before national tribunals concerning the Court’s decisions. Presumably, there is also the need to dispel any confusion as to the role of the ICC Court, which remains an administrative body without the power to render judicial decisions.46 If an arbitrator discloses information in his/her statement of independence, the Secretariat invites the parties to comment. Usually, the Court attaches greater weight to objections raised at this initial stage, a practice which may have the effect of discouraging the challenges initiated subsequent to an arbitrator’s appointment.47

Although the disclosure requirements imposed at the time of appointment work as an effective measure to minimize challenges, these still occur. The ICC Court examines each case on its own merits and will consider in particular whether the parties’ confidence in the arbitrator and his/her ability to conduct the arbitral process in an unprejudiced manner has been affected. All things being equal, another important element the Court takes into account is the timing of the challenge. When questions arise as to the qualities of an arbitrator towards the end of the arbitral proceedings, the Court will factor into its decision the inevitable disruption that the replacement of an arbitrator would entail to the orderly conduct of the arbitration. Late challenges may well cause the parties an unnecessary increase in legal and arbitrators’ fees.

The disclosure obligation under the ICC Rules continues for the entire duration of the arbitral proceedings. Article 7(3) specifies that ‘An arbitrator shall immediately disclose in writing to the Secretariat and to the parties any facts or circumstances of a similar nature which may arise during the arbitration’.

The ICC Court may be confronted with a variety of situations related to independence. Some of these merit brief mention, given their relevance for purposes of the present report.48 The first category concerns relationships between the arbitrator and the party that appointed him/her or its counsel. Social and personal relationships—to the extent that they are not too close—are usually not considered as sufficient grounds for challenge. However, in the presence of an objection to the appointment of an arbitrator who had a business relationship with one of the parties or their counsel creating a financial link, the Court may refuse confirmation of the appointment.

An interesting situation which may arise under the ICC Rules, and which may be relevant for present purposes, concerns situations where two or more related cases have at least one common party, represented by the same counsel, and that party appoints the same arbitrator in each case.49 Although there are obvious practical benefits to this practice, there may also be a negative impact on the equality of the parties and the arbitrator’s impartiality. The arbitration may lack balance since one of the arbitrators and the party that appointed him/her will have the benefit of having full knowledge of the legal and procedural developments of the other pending case. This potential lack of equal footing of the parties to the arbitration—which may not only be contrary to Article 15(2) of the Rules but may also represent a violation of public policy principles in most countries—has led the ICC Court to accept challenges and/or refuse confirmations in this type of situation.

Another type of challenge that may arise in both the ICC and investment arbitration contexts concerns the appointment of civil servants or individuals that have governmental connections in cases where one of the parties is a State or governmental entity. The ICC Court’s practice varies depending on the degree of the relevant connection seen in the light of the factual background of the case. When the relationship is continuous and significant, a degree of dependence has been found, even if the relationship was that of an external consultant.

Other instances which often give rise to challenges relate to the professional relationship that may exist between the prospective arbitrator’s law firm and the law firm representing one of the parties. In this day and age, when global law firms are expanding, lawyers may cooperate in a variety of ways, setting up different degrees of financial integration and involvement in their mutual businesses. Clearly, these situations need to be disclosed and, once they are, must be evaluated in their full context. But it is to be expected that a decisive factor for the ICC Court will be the degree of financial connection between the relevant law firms.

Lastly, the publication of legal articles by an arbitrator is not necessarily upheld as a basis for challenging the arbitrator. Again, this hinges on the facts of the case but, as a general rule, a prospective arbitrator should not be disqualified merely because of the ideas he or she has expressed in a doctrinal contribution. At most, parties may wish to carry out their own due diligence in order to verify what a prospective arbitrator may have written prior to his or her appointment.

(c) LCIA

The LCIA Rules impose duties of both impartiality and independence on arbitrators (Arts 5–12). Before any appointment is made by the LCIA, arbitrators must provide records of past and present professional positions and sign declarations of independence. A challenge can be raised by a party along the lines required by the UNCITRAL Rules, that is, ‘if circumstances exist that give rise to justifiable doubts as to the arbitrator’s impartiality or independence’ (Art 10.3). This latter situation includes the case of an arbitrator who is a member of a large multinational law firm. As noted above, the possibility that a conflict of interest might arise in that context is real, and experience shows that facts relating to such relationships should be disclosed even when they arise in the course of the arbitration and not at the time of appointment.

Under the LCIA Rules, arbitrators must remain at all times impartial and independent of the parties (Art 5.2), and sign declarations to that effect at the time of appointment (Art 5.3). Challenges may be raised ‘if circumstances give rise to doubts as to’ the arbitrator’s impartiality or independence along the lines of what is required under the UNCITRAL Rules. Article 11 of the LCIA Rules allows the LCIA to decide whether to follow the original nominating process in the event that a nominee is not suitable or independent or impartial or if an appointed arbitrator has to be replaced for any reason.

Pursuant to Article 29 of the LCIA Rules, the LCIA’s decisions, including decisions on challenges, are administrative in nature and the Court is ‘not required to give reasons for its decisions’. With its announcement in 2006 that it will publish its decisions on challenges to arbitrators, the LCIA has also made known that nothing in its Rules prevents the publication of decisions on challenges and that—in any event—confidentiality and transparency are not irreconcilable.50 The LCIA has accordingly decided to publish abstracts of all of its decisions, and not just a selection of them.

(3) THE PRACTICE OF THE INTERNATIONAL COURT OF JUSTICE (‘ICJ’ OR THE ‘COURT’)

Although the issue of independence of the international judiciary, that is, of members of permanent international tribunals, does not fall within the scope of this chapter, and challenges to permanent judges remain a rare occurrence, one recent challenge to a Member of the ICJ is worthy of mention.

In its Order of 30 January 2004 in the Legal Consequences of the Construction of a Wall in the Occupied Palestinian Territory case (‘the Wall case’),51 the Court decided a challenge brought to its attention by the government of Israel against Judge Elaraby. Israel contended that Judge Elaraby had, both in his professional capacity when acting as legal adviser to the Egyptian government and in various negotiations involving the West Bank and Gaza Strip, and in his personal capacity in statements made to the Egyptian press, ‘been actively engaged in opposition to Israel including on matters which go directly to aspects of the question now before the Court’.

The Court found that the views of Judge Elaraby—expressed many years before the case was brought to the Court—did not really concern the question before the Court, that is, the legality of the construction of a wall by Israel in Palestinian territory, and dismissed the challenge mainly on that basis. As it had previously done in a challenge against three of its members in the 1970 South West Africa case, the Court held that, when a judge has made previous statements while acting on behalf of his or her government concerning issues which are later before him or her as a member of the Court, the judge in question cannot be said to have previously acted in the case ‘as agent, counsel or advocate for one of the parties, or as a member of a national or international court, or of a commission of enquiry, or in any other capacity’ (Art 17(2) of the Court’s Statute). Accordingly, he or she should not be excluded from sitting in the case. For the Court, a legal adviser or diplomatic representative acts on behalf of his or her country and executes the latter’s instructions. The inevitable conclusion, although not stated by the Court in so many words, is that in this kind of situation there can be no bias or threat to the judge’s impartiality.

Judge Bürgenthal disagreed with the majority to the extent that, in his view, the statements made by Judge Elaraby to the press did create an appearance of bias. In his dissenting opinion, Judge Bürgenthal noted that Article 17(2) of the Statute had to be interpreted as reflecting broad notions of justice and fairness. One passage of his dissent is particularly worthy of mention: ‘Judicial ethics are not matters strictly of hard and fast rules. I doubt that they can ever be exhaustively defined—they are matters of perception and of sensibility to appearances that courts must continuously keep in mind to preserve their legitimacy.’52

Another issue that is interesting to note in this context is the recent adoption by the International Court of Justice of new measures adopted ‘in the interest of the sound administration of justice’. The situations addressed by these measures may have some similarities with conflicts that may arise in investment arbitrations. The ICJ embarked on a new process to improve its procedures by issuing in October 2001, February 2002, and July 2004 a series of twelve Practice Directions, two of which, Practice Directions VII and VIII, have some relevance for the present chapter. In Practice Direction VII, the Court has directed that parties should refrain from appointing as judges ad hoc persons who are acting as agents, counsel, or advocates in another case before the Court or have acted in that capacity during the three years preceding the date of the nomination. Similarly, parties should refrain from appointing as agent, counsel, or advocate in a case before the Court a person sitting as a judge ad hoc in another case before the Court. Practice Direction VIII provides that a person who has been a member of the Court, a judge ad hoc, registrar, deputy-registrar, or high official of the Court cannot, for a period of three years after leaving his or her position, be designated as agent, counsel, or advocate in a case before the Court.

The main consequence of these developments is obvious: the professional distinction existing on a national level between Bench and Bar has been elevated to the international plane, albeit in a somewhat informal manner.53 Moreover, given the unique role of judges ad hoc in the Court, which has no direct counterpart in domestic jurisdictions, coupled with the length of ICJ proceedings, the Practice Directions will have the inevitable effect of reducing the number—already limited in some practitioners’ view—of those who can be selected as judges ad hoc in ICJ cases. As noted by a well-respected practitioner:

In practice, any regular practitioner before the Court is unlikely to be able to or willing to serve as a judge ad hoc, unless he or she is willing to give up practice altogether. Whereas this option might make sense where a practitioner gives up practice in order to become a fulltime Member of the Bench, it is less clear that it does so where what is at stake is a temporary appointment as a judge ad hoc. There is a serious question whether this virtual exclusion of current practitioners from the ranks of those from whom judges ad hoc may be selected is of real long-term advantage for the Court.54

The similarities with international arbitrations dealing with investment disputes are obvious. In a system, such as that of investment arbitration, where judicial precedents can play an important role not dissimilar from the role that the ICJ jurisprudence plays, it is not impossible to imagine that a similar practice may sooner or later be adopted as well. In practice, this may already have occurred, at least informally, since—in order to prevent issues of conflicts of interest—a number of well-known international practitioners have made it known that they will refrain from acting as counsel in investment arbitrations so long as they continue to accept appointments as arbitrators in such cases. Others have preferred to turn down arbitrators’ appointments and limit their practice to the representation of parties.

(4) NAFTA’S AND WTO’S CODES OF CONDUCT

Both the NAFTA and WTO dispute settlement mechanisms contain specific requirements for the qualifications of members of panels and their appointment and have adopted compulsory codes or rules of conduct in this area.

(a) NAFTA

The NAFTA system contains a specific dispute settlement process for investment disputes which revolves around the provisions of Chapter 11 (‘Settlement of Disputes between a Party and an Investor of Another Party’). Under Chapter 11, a NAFTA investor alleging a breach by the host government of its investment obligations can have recourse to the mechanisms offered by the ICSID or UNCITRAL Rules. In this case, obviously the relevant provisions of the applicable rules will apply. In addition, it is interesting to note, although this does not strictly speaking concern disputes arising out of an investment, that Chapter 19 Article 1909 of NAFTA contains a code of conduct for arbitrators which is intended to ensure respect for the principles of the integrity and impartiality of proceedings conducted pursuant to NAFTA Chapters 19 (‘Review of Final Antidumping and Countervailing Duty Determinations’), and 20 (‘Institutional Arrangements and Dispute Settlement Procedures’).

Annex 1901.2 to NAFTA imposes certain requirements on members of bi-national panels, who shall in any event be ‘lawyers in good standing’ (para 2) and be subject to the code of conduct established pursuant to Article 1909 (para 6). If a party believes that a member of the panel violates the code of conduct, the parties may consult and agree to remove the panelist and appoint a new one. Panelists are required to sign protective orders for confidential information supplied by the parties and may be disqualified if they fail to do so. To the extent that it does not interfere with the performance of his or her duties and does not run contrary to the code of conduct, a panelist can engage in other business during his or her term as a panelist (para 10). Annex 1901.2 specifically provides that ‘while acting as a panelist, a panelist may not appear as counsel before another panel’ (para 11).

The Extraordinary Challenge Procedure established under Annex 1904.13 deserves separate mention. This procedure can be used in exceptional situations to challenge a decision of a bi-national panel, that is, a US–Canada panel established under the Free Trade Agreement, which has been effective since 1 January 1989 for the purpose of final determinations in relation to countervailing duty and antidumping investigations. Although a discussion of the Extraordinary Challenge Procedure falls beyond the scope of this chapter, it warrants mention to the extent that its raison d’être is the preservation of the integrity of the panel process.

A panel decision can be subject to review following the extraordinary challenge procedure if a party alleges, inter alia, that ‘a member of the panel was guilty of gross misconduct, bias, or a serious conflict of interest, or otherwise materially violated the rules of conduct’ (Art 1904.13). If any of the actions listed in this provision have ‘materially affected the panel’s decision and threatens the integrity of the bi-national panel review process’, the party can avail itself of the Extraordinary Challenge Procedure. The fact that this procedure is adopted only in exceptional circumstances is evident from the use of the terms characterizing the conduct of the panel members: ‘gross misconduct’, ‘serious conflict of interest’, ‘materially violated the rules of conduct’.

(b) WTO

With respect to the WTO system, there is a general requirement that WTO Dispute Settlement Panels be composed of well-qualified individuals who may (but do not have to) be selected from a non-compulsory list maintained by the WTO Secretariat. Pursuant to Article 8.3 of the 1994 Understanding on Rules and Procedures Governing the Settlement of Disputes (the ‘DSU’), panelists are selected with a view to preserving their independence and in order to ensure that the panel consists of panelists with a diverse background and variety of experience. Under Article 18 of the DSU, ex parte communications between panel or Appellate Body members and the parties are prohibited.55

The Rules of Conduct for the Understanding of the Rules and Procedures Governing the Settlement of Disputes (the ‘DSU Rules of Conduct’) were adopted on 11 December 1996.56 Their goal is to preserve the integrity and impartiality of the dispute settlement proceedings, ‘thereby enhancing confidence in the new dispute settlement mechanism’ (Preamble to the DSU Rules of Conduct). The Rules of Conduct apply to members of WTO dispute settlement panels, the Standing Appellate Body and arbitrators, as well as to members of the Secretariat and experts participating in the proceedings (s IV para 1 of the DSU Rules of Conduct).

The governing principle of the DSU Rules of Conduct, embodied in Sections II and III, imposes independence and impartiality on all persons covered therein, strict adhesion to the provisions of the DSU, disclosure of any matter or relationship that the covered person is expected to know ‘and that is likely to affect, or give rise to justifiable doubts as to, that person’s independence or impartiality’ (s III.1 and VI). The covered persons are also required to ‘take due care in the performance of their duties to fulfil these expectations, including through avoidance of any direct or indirect conflicts of interest in respect of the subject-matter of the proceedings’ (s III.1).

When a party becomes aware of evidence pointing to a material violation of the obligations under the DSU Rules of Conduct, it must submit such evidence, ‘at the earliest possible time and on a confidential basis’, to the appropriate body, depending on the procedure adopted, that is the Chair of the Dispute Settlement Body, or the Director-General of the Standing Appellate Body (s VIII.1). However, failure to disclose will not be sufficient ground for disqualification ‘unless there is also evidence of a material violation of the obligations of independence, impartiality, confidentiality or the avoidance of direct or indirect conflicts of interest and that the integrity, impartiality or confidentiality of the dispute settlement mechanism would be impaired thereby’ (s VIII.2). Under section VIII.20 of the DSU Rules of Conduct, all information concerning possible or actual violations of the Rules shall remain confidential.

(5) SUMMARY REVIEW OF NATIONAL LAWS

National laws and judicial precedents analyse in detail the question of the independence of the judiciary. However, do the same standards apply to international arbitrators? International doctrine is divided on the issue. The famous maxim by Lord Hewart CJ in the English case R v Sussex Justices, ex parte McCarthy,57 that ‘justice should not only be done, but should manifestly and undoubtedly be seen to be done’ remains valid today in the case of arbitrators. Nonetheless, if national laws do not contain specific provisions regarding the duties of arbitrators with respect to independence and impartiality, the standards governing national judges will apply.

Depending on the rules applicable to the arbitration and public policy provisions of the lex fori, national courts may be called upon to decide a challenge of an arbitrator or review general issues affecting the proper constitution of a tribunal, such as an arbitrator’s bias or lack of independence, in the context of a request for the annulment of an award.

(a) France

French case-law has analysed the question of the extent of an arbitrator’s duty to inform the parties of circumstances which may raise doubts as to his or her independence and impartiality. French courts have upheld an objective test of ‘intellectual independence’ (‘indépendance d’esprit’) as one of the essential qualities of arbitrators.58 In two judgments rendered on 6 November 1998, the Court of Cassation ruled that ‘toute personne a droit à ce que sa cause soit entendue par un tribunal impartial’ and added that ‘cette exigence doit s’apprécier objectivement’.59

In France, until 1995, the grounds for challenging international arbitrators were limited to those listed under Article 341 of the new code of civil procedure for the challenge of national judges.60 A series of judgments has modified this approach and distinguished the situation of arbitrators from that of national judges.61 French courts have also stressed that the duty to disclose facts which might raise reasonable doubts as to an arbitrator’s independence continues throughout the arbitration.

For instance, the Paris Court of Appeals—in a judgment of 12 January 1999 relying on the Court of Cassation’s decision in Maec SA v P Mumbach—stated that an arbitrator has the obligation to ‘révéler dès qu’il en a connaissance, tout fait ou circonstance de nature à faire légitimement douter de son indépendance’. The Court of Appeals defined such facts or circumstances as being ‘caractérisées par l’existence de liens matériels et intellectuels, une situation de nature à affecter le jugement de l’arbitre en constituant un risque certain de prévention à l’égard de l’une des parties à l’arbitrage’. The Court of Appeals added that the obligation to disclose ‘n’existe pas seulement au moment de la désignation de l’arbitre mais se continue tout au long de l’exercice par celui-ci de sa mission’.62

The scope of the duty to disclose was further reviewed in two judgments where the Paris Court of Appeals and the Court of Cassation were called upon to decide on the challenge of an arbitrator who had been repeatedly appointed by the same party in a number of arbitrations and had failed to reveal this fact.63 Both courts underscored the impropriety of the conduct of an arbitrator who chose not to inform the parties of the fact that he had been appointed arbitrator by the same party for cases involving similar contracts at least ten times. Particularly noteworthy is the decision of the Court of Appeals, where it noted:

… il est de principe que l’arbitre doit révéler aux parties toute circonstance de nature à affecter son jugement et à provoquer dans l’esprit des parties un doute raisonnable sur ses qualités d’impartialité et d’indépendance, qui sont de l’essence même de la fonction arbitrale.64

(b) England and Wales

The English 1996 Arbitration Act prescribes a duty of impartiality for arbitrators (sections 1(a), 24(1)(a) and 33(1)(a)), with no mention of independence. The final decision on an arbitrator’s impartiality will be made by English courts and the latter will decide even when the arbitration is conducted under institutional rules, such as those of the ICC or the LCIA.

English law applies the same standards of impartiality to judges and arbitrators.65 Although the Arbitration Act contains no specific duty to disclose, an implicit obligation exists, drawn by analogy from the position of national judges. Thus, the following dictum of the English Court of Appeal can be considered to extend to arbitrators and deserves to be quoted in full:

A judge must recuse himself from a case before any objection is made if the circumstances give rise to automatic disqualification or if he feels personally embarrassed in hearing the case. If, in any other case, the judge becomes aware of any matter which can arguably be said to give rise to a real danger of bias, it is generally desirable that disclosure should be made to the parties in advance of the hearing. Where objection is then made, it will be as wrong for the judge to yield to a tenuous or frivolous objection as it will be to ignore an objection of substance. However, if there is a real ground for doubt, that doubt must be resolved in favour of recusal … The level of disclosure appropriately depends in large measure on the stage that the matter has reached. Thus, if, before a hearing has begun, the judge is alerted to some matter which, depending on the full facts, may throw doubt on his fitness to sit, he should inquire into the full facts, so far as they are ascertainable, in order to make disclosure in light of the facts. In contrast, where a judge has embarked on a hearing in ignorance of a matter which emerges during the hearing, it is sufficient for the judge to disclose what he then knows. If he does make further inquiry and learns additional facts, he must also dis-close those facts.66

This approach touches on a number of delicate points, including the fact that judges/arbitrators may sometimes resign in the presence of an objection, no matter how frivolous. This practice is condemned by the English Court of Appeals which has at the same time stressed the importance of a continuing duty to disclose and the fact that disclosure must be made as early as possible.

Since the enactment of the 1998 Human Rights Act on 2 October 2000, English courts are obliged to abide by section 3 of the Act imposing an interpretation of the law compatible with the rights under the European Convention on Human Rights. Thus, the case law of the European Court of Human Rights (‘ECHR’) on judicial independence and impartiality can no longer be ignored by English courts or by arbitrators sitting in England.67 This means, in particular, the need to take into account the subjective/objective test for bias elaborated by the ECHR in the Findlay v United Kingdom in the following terms: ‘As to the question of “impartiality”, there are two aspects to this requirement. First, the tribunal must be subjectively free from judicial bias. Secondly, it must also be impartial from an objective point of view, that is, it must offer sufficient guarantees to exclude any legitimate doubts in this respect.’68

(c) Switzerland

Swiss law only refers to the notion of independence on the part of the arbitrator and not to impartiality. Under Article 180(1)(c) of the Swiss Private International Law Act, an arbitrator can be challenged when ‘circumstances exist which give rise to justifiable doubts concerning his independence’. However, the right to an impartial judge is guaranteed by the Swiss Constitution and has been consistently extended to arbitrators by Swiss courts as a fundamental principle of public policy.69

Article 180 of the Swiss Private International Law Act leaves open to the parties the possibility of specifying by prior agreement the qualities of an arbitrator, and an arbitrator can be challenged if he or she does not meet such requirement. Additionally, the grounds of challenge and the challenge procedure can be specified by agreement between the parties.70 The Swiss (cantonal) judge at the seat of arbitration is competent to decide upon the challenge unless the parties have agreed that other rules—such as the ICC Rules—apply.71 If, for example, the ICC Rules apply, the decision of the ICC Court under Article 7(4) of the 1988 Rules is final (Art 180(3) of the Swiss Private International Law Act) and there is no appeal against the decision, either to a superior cantonal court or to the Federal Supreme Court.

(d) USA

In the USA, the federal statutory law of arbitration in the form of the Federal Arbitration Act (‘FAA’) contains no express provisions regulating challenges to or replacements of arbitrators. The FAA applies to international arbitrations in the USA and generally supersedes State law. In the absence of specific norms relating to challenges or replacements of arbitrators in the FAA, an individual State can issue specific rules to that effect. However, the existing State arbitration laws adopted by a number of States (the Uniform Arbitration Act (‘UAA’) adopted by 34 States and the District of Columbia) contain no express provisions regulating challenges to or replacements of arbitrators.72 Therefore, the courts—and the relevant professional associations to a certain extent, as will be seen below—have stepped in to fill this gap.

An objective test of impartiality for arbitrators and a strict duty to disclose was articulated as early as 1968 in the Commonwealth Coatings Corp v Continental Casualty Co case,73 where the US Supreme Court required disclosure of any dealings which may convey an impression of bias, including social connections with the parties and their counsel.74 Such a strict impartiality requirement applies to all arbitrators, whether party-appointed or not. Curiously, because of the absence of specific provisions on the subject in US legislation, a party cannot challenge an arbitrator or raise an objection to his or her appointment before a court until the award is rendered unless the parties have previously agreed to abide by arbitration rules that contain specific provisions in that respect.75

(6) THE CONTRIBUTION OF PROFESSIONAL ASSOCIATIONS

The need for a general code of conduct, or at least non-mandatory guidelines for international arbitrators, has received the attention of professional associations, which have been seeking to provide practical answers to the problem. The American Arbitration Association/American Bar Association Code of Ethics (‘AAA/ABA Code of Ethics’) was the pioneer in this field. Its first text on the subject was finalized in 1977 (and revised in 2004). This was followed in 1987 by the International Bar Association’s Rules of Ethics for International Arbitrators (‘the IBA Rules’) which have been superseded by the 2004 IBA Guidelines.

Professional associations certainly have an important role to play in this field, but caution should be exercised when using their proposals so as not to misunderstand their status and function. What are set forward are not binding provisions of law, but informal guidelines or general recommendations. This is recognized by the drafters of the IBA Guidelines who, at paragraph 6 of the Introduction, specified that ‘[T]he Guidelines are not legal provisions and do not override any applicable national law or arbitral rule chosen by the parties’. A similar disclaimer is contained in the Preamble of the AAA/ABA Code of Ethics.

(a) The IBA Guidelines on Conflicts of Interest in International Arbitration

The IBA Guidelines have been elaborated by a group of business lawyers over a period of several years. They were finally approved by the IBA Council on 22 May 2004. The Guidelines are the product of a compromise between different interests and they have been the object of some criticism by members of the legal community. Nonetheless, they clearly respond to an existing need because they are repeatedly used as a code of reference by parties in the context of challenges or objections to the appointment of arbitrators. Moreover, in at least one of the examples of challenges discussed above, the Saipem v Bangladesh ICSID arbitration, the tribunal expressly referred to the IBA Guidelines in its decision.76

The general principle inspiring the Guidelines is that arbitrators must be ‘impartial and independent of the parties at the time of accepting an appointment to serve and shall remain so during the entire arbitration proceeding until the award has been rendered or the proceeding has otherwise finally terminated’ (General Standard 1). The Guidelines adopt a broad and objective standard based on whether there are ‘any doubts as to the ability [of an arbitrator] to be impartial and independent’ justifying the arbitrator in resigning or declining his or her appointment (General Standard 2(a)).

The objective standard for disqualification mentioned above is accompanied by a different test for disclosure. In that respect, the Guidelines accept the position of most institutional arbitration rules that disclosure requirements should be seen from the parties’ perspective. They have thus adopted the same subjective standard for disclosure as that contained in Article 7(2) of the ICC Rules. The Working Group also pointed to the dangers of ‘unnecessary disclosure’ which might undermine the parties’ confidence in the arbitral process when there are no real risks that the arbitrator’s impartiality or independence may be affected (General Standard 3 (c)). The Guidelines conclude that challenges or disclosures—and their possible consequences—should not be considered differently depending on the stage of the proceedings at which they arise.

The stated purpose of the Guidelines is to be a practical tool for arbitration users. Accordingly, they include three colour-coded lists (red, orange, and green) encompassing a number of situations, illustrated by examples, where the duty to disclose varies: if a matter falls under the red list, the arbitrator should not accept the appointment, or resign (but exceptions are made for matters that can be waived by the parties); the orange list is an intermediate area describing situations where the arbitrator may or may not disclose or resign, and the green list contains situations where the disqualification is unfounded and there is no need to disclose.

Whatever their flaws, the IBA Guidelines will unquestionably continue to be used because they have the seal of approval of a well-known professional association and they provide a much-needed practical approach absent in national laws and arbitration rules. Significantly, they have been invoked by the parties seeking disqualifications in the TMB v Ghana UNCITRAL arbitration and the Saipem v Bangladesh ICSID arbitration discussed earlier in this chapter. While they were ignored in the first case by the District Court of The Hague, which preferred to base its decision on Dutch law, they were referred to by the ICSID tribunal in its challenge decision in the second case.

(b) The AAA/ABA Code of Ethics for Arbitrators in Commercial Disputes

Like the IBA Guidelines, this Code was not intended to replace existing laws and regulations, or even to fill gaps therein, but simply to provide guidance in this area. The changes introduced in 2004 include a presumption of neutrality for all arbitrators, including party-appointed arbitrators. This represents a complete reversal of the position adopted in the 1977 version of the AAA/ABA Code which, absent agreement between the parties, was based on a presumption of non-neutrality for party-appointed arbitrators.

Under the revised AAA/ABA Code, party-appointed arbitrators have a duty of timely disclosure whether they are acting as neutrals or not. In case of doubt, party-appointed arbitrators shall serve as neutrals until such doubt is dispelled.

All arbitrators, including non-neutrals, are required to disclose any interest or relationship likely to affect their impartiality and which might create an appearance of bias. This duty encompasses ‘any known direct or indirect financial or personal interest in the outcome of the arbitration’ and any existing or past such relationships which ‘might reasonably affect impartiality or lack of independence in the eyes of any of the parties’ (Canon II.A.(1) and (2)). The obligation to disclose continues throughout the arbitration, and any doubt as to whether disclosure should be made ‘should be resolved in favour of disclosure’ (Canon II.C. and D).

The AAA/ABA Code is naturally a product of US legal culture and, as such, may not always serve as a reference outside a US context. Nonetheless, its approach to the issue is not dissimilar from other arbitral rules and is relevant to the extent that it shows a certain uniformity in the way the issue has been treated by the international legal community. It is also worth noting that the AAA/ABA Code starts from the principle that fundamental differences exist between the role of judges and arbitrators. It recognizes that—although arbitrators, like judges, must serve justice—they do not occupy full-time positions (like judges). Frequently, arbitrators are experts in the same trade as the parties that appoint them and conflicts of interest may therefore be more frequent. The drafters of the Code acknowledge these realities and have taken them into account.

(7) CAN THE EXISTING RULES PROVIDE A MODEL FOR INVESTMENT ARBITRATION?

In the light of the above, it can be concluded that there is a good deal of similarity and consistency in the general approaches applied by different institutions. Common principles and rules can be identified, and these could be adapted to form the basis of a code of ethics or guidelines to be applied to the conduct of investment arbitrations.

The preliminary conclusion of this author is that this area is certainly worth exploring further. With the exponential growth in international investment arbitration, the risk of a similar increase in objections to confirmations and appointments of arbitrators and actual challenges is real.

CONCLUDING REMARKS AND RECOMMENDATIONS

It is widely accepted that standards of independence and impartiality apply to all arbitrators, whether they act as chairmen or are party-appointed. As Sir Robert Jennings noted in the Iran–US Claims Tribunal case, Re Judge Broms, where he acted as the appointing authority:

One ought to resist the assumption that the independence and impartiality of the members of the Tribunal who are nominated by a Party are different in their juridical nature from the requirements for one of the ‘neutral’ judges. No such distinction is made in the [UNCITRAL] Rules governing the challenge.77

The question of independence and impartiality of arbitrators is considered and regulated in most countries and is a question of public policy under national laws. This was recognized by the ILA Committee on International Arbitration in its Final Report on public policy as a bar to enforcement of international arbitral awards issued at the 2002 New Delhi Conference. Recommendation 1(e) specifically mentions the requirement of impartiality of arbitral tribunals as an example of procedural public policy, the refusal of which may justify a national court denying enforcement.

Awards are frequently challenged before national courts because an arbitrator’s lack of impartiality has been perceived to have led to an inequality of treatment between the parties and a breach of fundamental rules of due process. As seen above, in some countries, such as England, national courts retain competence to decide challenges, regardless of whether the arbitral rules governing the proceedings confer such competence on a specific appointing authority.

The possibility of judicial recourse against decisions on challenges is also foreseen in the UNCITRAL Model Law. Pursuant to Article 13(3) of the Model Law, a party may apply to a court to decide upon a challenge that has been rejected by an arbitral institution. It should be noted that, in certain countries, like France and Switzerland, parties do not have the right to apply to a domestic court to decide on a challenge when a decision has already been made by an arbitral institution. In any event, as illustrated by the TMB v Ghana and Eureko v Poland challenges discussed above, the intervention of a national court in deciding upon an arbitrator’s disqualification is a reality that must be taken into account.

In most cases, when a national court is called upon to decide an issue of independence/impartiality, it is likely to equate the position of an arbitrator with that of a judge. While similarities do exist, one may wonder whether judges and arbitrators should be subject to the same duties and obligations in carrying out their missions because the latter are appointed by virtue of a private undertaking while the former are appointed by States to adjudicate matters of national law. Moreover, there is no hierarchy of courts in the international system and arbitral awards are final and binding while judicial decisions are subject to appellate review.

When it comes to investment arbitration, further elements intervene to complicate matters further. The number of practitioners acting as counsel and arbitrators in investment arbitrations is still relatively small. Some of the practitioners have already made it known that they only wish to act as arbitrators and thus turn down invitations to represent parties as counsel in order to avoid being confronted with challenges that may question their professional integrity. This practice presents the risk, not unlike what may already be happening in the case of judges ad hoc at the International Court of Justice, that the pool of experts from which parties can draw potential arbitrators will become even more limited than it currently is. Is this a desirable outcome? This issue can be argued both ways, but the alternative—that is, the prospect of the appointment of arbitrators whose judgment risks being affected by the conduct of another case in which they are called on to argue partisan positions—is even less appealing.

There are other situations, such as when arbitrators write articles or express views on subjects which may turn out to be significant for a given case, or which present more difficult issues. Those situations should indeed be investigated at the appointment phase, and may lead to discarding a prospective arbitrator, but—bar extreme circumstances—challenges or objections to appointments should not be upheld in these circumstances.

The initiative led by the ICSID Secretariat in October 2004 with its Discussion Paper has sought to respond to some of these issues.78 In the Discussion Paper of 22 October 2004, the ICSID Secretariat proposed expanding the disclosure requirements for ICSID arbitrators along the lines of the UNCITRAL Rules which, as discussed above, require an arbitrator to disclose to the parties any circumstances likely to give rise to justifiable doubts as to his or her impartiality or independence (Article 9). It was also recommended that consideration be given to applying this requirement to the entire proceeding and not just to the initial stages involving the constitution of the tribunal. The third and final recommendation advocated consideration of a code of conduct which would be specific to investment arbitration.

The Working Paper of 12 May 2005 has endorsed the first two suggestions contained in the Discussion Paper and accordingly proposed to amend ICSID Arbitration Rule 6 to read as follows:

Rule 6

Constitution of the Tribunal

…

(2) Before or at the first session of the Tribunal, each arbitrator shall sign a declaration in the following form:

‘To the best of my knowledge there is no reason why I should not serve on the Arbitral Tribunal constituted by the International Centre for Settlement of Investment Disputes with respect to a dispute between _____________ and _____________

…

Attached is a statement of (a) my past and present professional, business and other relationships (if any) with the parties is attached hereto and (b) any other circumstance that might cause my reliability for independent judgment to be questioned by a party. I acknowledge that by signing this declaration I assume a continuing obligation promptly to notify the Secretary-General of the Centre of any such relationship or circumstance that subsequently arises during this proceeding.

…

The Working Paper further suggested making similar changes to the corresponding provisions in the Additional Facility Arbitration Rules, Article 13(2).

Although the final amendments to the Rules which came into effect on 10 April 2006 differ in several aspects from the Working Paper of May 2005, there are no discernible changes with respect to Rule 6. The final amendment to this Rule corresponds to the text cited in the paragraph above and in particular still requires, (i) that the arbitrator attach a statement disclosing ‘any other circumstance that might cause [any] reliability for independent judgment to be questioned by a party’, and (ii) imposes a continuing obligation to disclose on the arbitrator.

It should be observed that the amendments to the Rules appear to accept a subjective standard of independence and make no reference to impartiality. The language is unusual, to the extent that it requires prospective arbitrators to disclose any circumstances that might cause their ‘reliability for independent judgment to be questioned by a party’. The explanatory note that accompanies the changes states that their purpose is to ‘expand the scope of disclosures of arbitrators to include any circumstances likely to give rise to justifiable doubts as to the arbitrator’s reliability for independent judgment’. However, the text does not refer to justifiable doubts, thus seeming to adopt a broader interpretation of the circumstances that ought to be disclosed by prospective arbitrators. Furthermore, the reference to a vague notion of an arbitrator’s ‘reliability for independent judgment’—when a simple reference to the arbitrator’s independence of judgment might have been sufficient—may widen excessively the scope of the obligation to disclose.

In the light of the current state of play, certain questions need to be asked:

(1) Is there a need to issue specific rules of behaviour or a code of conduct for investment arbitrators, or is it sufficient to rely on the assumption that de facto members of the international Bar will abide by generally accepted principles of deontology?

(2) Can it be said that there is a body of general principles in this field?

(3) Are the amendments to the ICSID Rules sufficient or should additional modifications be considered?

In response to question (1), it can be argued that, in an ideal world, a number of challenges could be avoided simply by applying common sense and basic rules of deontology governing the conduct of members of Bars across the world. However, notions of impartiality and independence find their roots in different cultural realities which maintain different approaches to the issue. Suffice it to refer to the American practice of ‘non-neutral arbitrators’, and the British system of ‘arbitrators-advocates’.79 Furthermore, in this day and age, arbitration is not the monopoly of lawyers, but may extend to other professionals who are not necessarily bound by the same standards of ethics.

There are strong reasons for arguing that the answer should be regulated by a system of uniform rules or by a code of conduct modelled on the examples provided by the NAFTA and WTO codes. To be effective, however, these rules must be adopted by an authoritative body to avoid the risk of an unruly proliferation of codes and regulations which would inevitably contradict one another and lead to even greater confusion.

Some of the general rules of conduct for investment arbitrators are adequately treated by the UNCITRAL Rules, but the risk remains—for both ICSID and UNCITRAL investment arbitrations—that the intervention of national courts, which adopt different standards, may lead to inconsistent outcomes. The answer to the second question may be, therefore, that, although certain principles do exist and are to some extent codified, a need for a comprehensive set of rules governing specifically the case of investment arbitration is apparent.

With respect to the third and fourth questions, for ICSID arbitration, gaps in the system have been identified in 2004 in the ICSID Discussion Paper, partial responses were provided in the Working Paper of May 2005, and these have led to the amendments to the ICSID Rules which came into effect in April 2006. However, these may need to be supplemented. Consideration might be given to the suggestion that decisions on challenges in investment arbitrations be made public.

The new requirement that the obligation to disclose be continuing is certainly a welcome change. Disclosure does not end with an arbitrator’s appointment. This is the case for most institutional rules, and investment arbitration should be no exception. Although it is true that in the declarations signed at the outset of ICSID proceedings, prospective arbitrators attest that they shall act ‘fairly as between the parties’, thus raising an implicit obligation to do so for the duration of the arbitral proceeding, it is certainly best to spell out that the obligation to reveal any fact that may call the arbitrator’s independence and impartiality into question continues for the entirety of the arbitral proceedings.

Another area where reform may still be envisaged is the ICSID régime requiring that the unchallenged arbitrators decide upon a challenge. This practice may have the effect of putting the unchallenged arbitrators in a difficult position particularly when their decisions, and the motivations contained therein, are published. The decisions of other arbitrators may also be perceived by the outside world as protecting the interests of an elitist group of specialists, which is already under attack for being a ‘members only’ type of club with limited access. Ideally, it may be preferable for the appointing authority, which has a more detached position vis-à-vis the case, to decide on challenges and disqualifications. Alternatively, the establishment of a neutral body could be envisaged, that is a ‘Challenge Facility’ which could be composed of super partes, highly qualified members, and be charged with deciding upon conflicts of interests and requests of disqualifications of arbitrators. However, the discussion on this point is to a large extent academic since this practice is based on Article 58 of the ICSID Convention and, as such, it is unlikely to be modified.

To preserve the integrity of the arbitral process, involvement with one of the parties in the arbitration, whether financial or intellectual, must be avoided. To paraphrase the dictum of the House of Lords in the Pinochet case, arbitrators should ‘take care not only that in their decrees they are not influenced by their personal interests, but to avoid the appearance of labouring under such influence’.80

If a person should not be a judge in his or her own case, then a lawyer advocating a position on behalf of one of the parties in one arbitration may be expected to be unduly influenced if he or she sits as an arbitrator in another arbitration involving the same or similar issues even if the parties are not the same. At a minimum, such a situation gives rise to legitimate doubts about impartiality.

Ultimately, a certain measure of common sense and practicality needs to be applied. There is general agreement that—although the right to a fair trial and principles of international public policy should be paramount—a balance should be achieved between preserving these principles and maintaining a practical approach to dispute settlement. Parties should not be deprived of the possibility of appointing qualified international arbitrators. Naturally, arbitrators are entitled to freedom of expression. They must be free to formulate their views on legal issues without constraint, provided that they respect the independence and impartiality of their functions as arbitrators.

The debate triggered by recent challenges contributed to amending the ICSID Rules at least by expanding the scope of the arbitrator’s declaration upon appointment and imposing a continuing duty to disclose. Nonetheless, it may still be necessary to consider enacting a code of ethics for investment arbitrators under the guidance and leadership of ICSID. Too much is at stake in this type of arbitration to continue to ignore the need for a comprehensive solution to the issue of conflicts of interest in investment arbitration.
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ARBITRATION is by far the most frequently used method to settle investment disputes. Investor–State arbitration has largely replaced other forms of dispute settlement like diplomatic protection and arbitration between the host State and the investor’s State of nationality. Therefore, this chapter focuses exclusively on mixed arbitration, that is, arbitration between a host State and a foreign investor.

Like any form of arbitration, investment arbitration is always based on an agreement. Consent to arbitration by the host State and by the investor is an indispensable requirement for a tribunal’s jurisdiction. Participation in treaties plays an important role in the jurisdiction of tribunals but cannot, by itself, establish jurisdiction. Both parties must have expressed their consent.

In practice, consent is given in one of three ways. The most obvious way is a consent clause in a direct agreement between the parties. Dispute settlement clauses providing for investor–State arbitration are common in contracts between States and foreign investors.

Another technique to give consent to arbitration is a provision in the national legislation of the host State, most often its investment code. Such a provision offers arbitration to foreign investors in general terms. Many capital-importing countries have adopted such provisions. Since consent to arbitration is always based on an agreement between the parties, the mere existence of such a provision in national legislation will not suffice. The investor may accept the offer in writing at any time while the legislation is in effect. In fact, the acceptance may be made simply by instituting proceedings.

The third method to give consent to arbitration is through a treaty between the host State and the investor’s State of nationality. Most bilateral investment treaties (BITs) contain clauses offering arbitration to the nationals of one State party to the treaty against the other State party to the treaty. The same method is employed by a number of regional multilateral treaties such as the NAFTA and the Energy Charter Treaty. Offers of consent contained in treaties must also be perfected by an acceptance on the part of the investor.

The majority of investment arbitrations take place with the framework of ICSID1 or of the ICSID Additional Facility.2 Other institutions that may be used for investment arbitration include the International Chamber of Commerce (ICC), the London Court for International Arbitration (LCIA), and the Arbitration Institute of the Stockholm Chamber of Commerce. In non-ICSID arbitration, the most frequently used rules are those of the United Nations Commission on International Trade Law (UNCITRAL).

(1) CONSENT BY DIRECT AGREEMENT

An agreement between the parties recording consent to arbitration may be achieved through a compromissory clause in an investment agreement between the host State and the investor, submitting future disputes arising from the investment operation to arbitration. It is equally possible to submit a dispute that has already arisen between the parties through consent expressed in a compromis. Therefore, consent may be given with respect to existing or future disputes.3

It is important to give careful attention to the drafting of consent clauses when negotiating investment agreements. ICSID has developed a set of Model Clauses to facilitate the drafting of consent clauses in investment contracts.4

The agreement on consent between the parties need not be recorded in a single instrument. An investment application made by the investor may provide for arbitration. If the application is approved by the competent authority of the host State, there is consent to arbitration by both parties.5

An agreement between the parties may record their consent to ICSID jurisdiction by reference to another legal instrument. For instance, a reference in a contract between the parties to a BIT may incorporate the consent to arbitration contained in that BIT into the contract.6

The parties are free to delimit their consent to arbitration by defining it in general terms, by excluding certain types of disputes, or by listing the questions they are submitting to arbitration. In practice, broad inclusive consent clauses are the norm. Consent clauses contained in investment agreements typically refer to ‘any dispute’ or to ‘all disputes’ under the respective agreements.

Investment operations sometimes involve complex arrangements expressed in a number of successive agreements. Arbitration clauses may be contained in some of these agreements but not in others. The question arises whether the consent to arbitration extends to the entire operation or is confined to the specific agreements containing the arbitration clauses.

Tribunals have taken a broad view of expressions of consent of this kind. The arbitration clauses were not applied narrowly to the specific document containing them but were read in the context of the parties’ overall relationship. The interrelated contracts were seen as representing the legal framework for one investment operation. Therefore, arbitration clauses contained in some, though not all, of the different contracts were interpreted as applying to the entire operation.7

(2) CONSENT THROUGH HOST STATE LEGISLATION

(a) Offer by the Host State

The host State may offer consent to arbitration in general terms to foreign investors or to certain categories of foreign investors in its legislation. However, not every reference to investment arbitration in national legislation amounts to consent to jurisdiction. Therefore, the respective provisions in national laws must be studied carefully.

Some national investment laws provide unequivocally for dispute settlement by international arbitration. For instance, Article 8(2) of the Albanian Law on Foreign Investment of 1993 states in part: ‘ … the foreign investor may submit the dispute for resolution and the Republic of Albania hereby consents to the submission thereof, to the International Centre for Settlement of Investment Disputes’.8 Other provisions are less explicit but still indicate that they express the State’s consent to international arbitration. National laws may state that any of the parties to the dispute ‘may transfer the dispute’ to, or that the dispute ‘shall be settled’ by, international arbitration.

Other references in national legislation to investment arbitration may not amount to consent. Some provisions make it clear that further action by the host State is required to establish consent. This would be the case where the law in question provides that the parties ‘may agree’ to settle investment disputes through arbitration.

Some provisions may be unclear and may lead to a dispute as to whether the host State has given its consent. In SPP v Egypt,9 the claimant relied on Article 8 of Egypt’s Law No. 43 of 1974 which provided in relevant part:

Investment disputes in respect of the implementation of the provisions of this Law shall be settled in a manner to be agreed upon with the investor, or within the framework of the agreements in force between the Arab Republic of Egypt and the investor’s home country, or within the framework of the Convention for the Settlement of Investment Disputes between the State and the nationals of other countries to which Egypt has adhered by virtue of Law No.90 of 1971, where such Convention applies.10

Egypt argued that this clause required a separate implementing agreement with the investor11 and that it was intended only to inform potential investors that ICSID arbitration was one of a variety of dispute settlement methods that investors may seek to negotiate with Egyptian authorities in appropriate circumstances.12 The tribunal rejected this contention. In the tribunal’s view there was nothing in the legislation requiring a further ad hoc manifestation of consent to the Centre’s jurisdiction.13

(b) Acceptance by the Investor

A legislative provision containing consent to arbitration is merely an offer by the State to investors. In order to perfect an arbitration agreement that offer must be accepted by the investor. The investor may accept the offer simply by instituting arbitration.14

While it is possible to perfect consent through the institution of proceedings, it may be wiser to accept the host State’s offer contained in its legislation at an earlier stage. An arbitration agreement will be perfected only upon the acceptance of the offer. Before that happens, the host State may repeal its offer at any time unilaterally. Therefore, an investor will be well advised to accept the offer of consent to arbitration through a written communication as early as possible.15

The investor’s acceptance of consent can be given only to the extent of the offer made in the legislation. But it is entirely possible for the investor’s acceptance to be narrower than the offer and to extend only to certain matters or only to a particular investment operation.

(c) Scope of Consent

Some offers of consent to arbitration in national laws are quite broad and refer to disputes concerning foreign investment. Others describe the questions covered by consent clauses in narrower terms. These may include the requirement that the dispute must be in respect of an approved enterprise. Other references to international arbitration relate only to the application and interpretation of the piece of legislation in question.16 In Inceysa v El Salvador,17 the Tribunal declined jurisdiction because the investment did not meet a condition of legality and because the claim was not based on a violation of the law in question.18

Some national laws offer consent only in respect of narrowly circumscribed issues. In Tradex v Albania,19 the consent expressed in the Albanian Law on Foreign Investment was limited to the following terms: ‘ … if the dispute arises out of or relates to expropriation, compensation for expropriation, or discrimination and also for the transfers in accordance with Article 7 … ’.20 The tribunal held that it had jurisdiction, subject to joining to the merits the question of whether or not an expropriation had in fact occurred.21 In its Award it found, after a detailed examination of the facts, that the claimant had not been able to prove that an expropriation had occurred.22

(d) Procedural Requirements

The host State’s offer of consent contained in its legislation may be subject to certain conditions, time-limits, or formalities. In a number of investment laws, the investor’s consent is linked to the process of obtaining an investment authorization. Other investment laws require that the investor must accept the offer of consent to arbitration within certain time-limits. Maximum clarity about the procedural requirements for the acceptance of an offer to arbitrate by an investor is advisable.

(3) CONSENT THROUGH BILATERAL INVESTMENT TREATIES

The vast majority of bilateral investment treaties (BITs) contain clauses referring to investment arbitration.23 Most investment arbitration cases in recent years are based on jurisdiction established through BITs. The basic mechanism is the same as in the case of national legislation: the States parties to the BIT offer consent to arbitration to investors who are nationals of the other contracting party. The arbitration agreement is perfected through the acceptance of that offer by an eligible investor.

(a) Offer by the Host State

Most investor–State dispute settlement clauses in BITs offer unequivocal consent to arbitration. This would be the case where the treaty states that each contracting party ‘hereby consents’ or where the dispute ‘shall be submitted’ to arbitration.

Not all references to investor–State arbitration in BITs constitute binding offers of consent by the host State. Some clauses in BITs referring to arbitration amount to an undertaking by the host State to give consent in the future. For instance, the States may promise to accede to a demand by an investor to submit to arbitration by stating that the host State ‘shall consent’ to arbitration in case of a dispute.24 If the host State refuses to give its consent, it would be in breach of its obligation under the BIT, but a mere promise to give consent will hardly be accepted as amounting to consent. Therefore, in such a situation any remedy must, in the first place, lie with the treaty partner to the BIT.

An even weaker reference to consent is contained in some BITs that provide for the host State’s sympathetic consideration of a request for dispute settlement through arbitration. Obviously, a clause of this kind does not amount to consent by the host State. Some BITs merely envisage a future agreement between the host State and the investor containing consent to arbitration.

Many dispute settlement clauses in BITs offer several alternatives. These may include the domestic courts of the host State, procedures agreed to by the parties to the dispute, ICSID arbitration, ICC arbitration, and ad hoc arbitration often under the UNCITRAL rules. Some of these composite settlement clauses require a subsequent agreement of the parties to select one of these procedures. Others contain the State’s advance consent to all of them, thereby giving the party that initiates arbitration a choice. Some BITs offering several methods of settlement specify that the choice among them is with the investor.

(b) Acceptance by the Investor

A provision on consent to arbitration in a BIT is merely an offer by the respective States that requires acceptance by the other party. That offer may be accepted by a national of the other State party to the BIT.

It is established practice that an investor may accept an offer of consent contained in a BIT by instituting ICSID proceedings.25 The tribunal in Generation Ukraine v Ukraine said:

… it is firmly established that an investor can accept a State’s offer of ICSID arbitration contained in a bilateral investment treaty by instituting ICSID proceedings. There is nothing in the BIT to suggest that the investor must communicate its consent in a different form directly to the State; … It follows that the Claimant validly consented to ICSID arbitration by filing its Notice of Arbitration at the ICSID Centre.26

In the case of arbitration clauses contained in treaties, a possible withdrawal of an offer of consent before its acceptance is less of a problem than in the case of national legislation. An offer of arbitration in a treaty remains valid notwithstanding an attempt to terminate it, unless there is a basis for the termination under the law of treaties. Nevertheless, in order to avoid complications, early acceptance is advisable also in the case of offers of consent contained in BITs. Once the arbitration agreement is perfected through the acceptance of the offer contained in the treaty, it remains in existence even if the States parties to the BIT agree to amend or terminate the treaty.

Some BITs specifically provide for the giving of consent by the investor. Under these clauses, once the investor has accepted the offer contained in the BIT, either party may start proceedings. There are ways an which an investor may be induced to give consent. Submission to arbitration may be made a condition for admission of investments in the host State and may form part of the licensing process. BITs may provide specifically that their benefits will extend only to investors that have consented to arbitration.

(c) Scope of Consent

(i) All Disputes Concerning Investments

The scope of consent to arbitration offered in BITs varies. Many BITs in their consent clauses contain phrases such as ‘all disputes concerning investments’ or ‘any legal dispute concerning an investment’. These provisions do not restrict a tribunal’s jurisdiction to claims arising from the BIT’s substantive standards. By their own terms, these consent clauses encompass disputes that go beyond the interpretation and application of the BIT itself and would include disputes that arise from a contract in connection with the investment.

In Salini v Morocco27 Article 8 of the applicable BIT defined ICSID’s jurisdiction in terms of ‘[t]ous les différends ou divergences … concernant un investissement’.28 The tribunal noted that the terms of this provision were very general and included not only a claim for violation of the BIT but also a claim based on contract: ’… Article 8 obliges the State to respect the jurisdictional choice arising by reason of breaches of the bilateral Agreement and of any breach of a contract which binds it directly’.29

In Compañía de Aguas del Aconquija, SA & Vivendi Universal,30 Article 8 of the BIT between France and Argentina, applicable in that case, offered consent for ‘[a] ny dispute relating to investments’. In its discussion of the BIT’s fork-in-the-road clause, the ad hoc committee said:

… Article 8 deals generally with disputes ‘relating to investments made under this Agreement between one Contracting Party and an investor of the other Contracting Party’. It is those disputes which may be submitted, at the investor’s option, either to national or international adjudication. Article 8 does not use a narrower formulation, requiring that the investor’s claim allege a breach of the BIT itself. Read literally, the requirements for arbitral jurisdiction in Article 8 do not necessitate that the Claimant allege a breach of the BIT itself: it is sufficient that the dispute relate to an investment made under the BIT. This may be contrasted, for example, with Article 11 of the BIT [dealing with State/State dispute settlement], which refers to disputes ‘concerning the interpretation or application of this Agreement’, or with Article 1116 of the NAFTA, which provides that an investor may submit to arbitration under Chapter 11 ‘a claim that another Party has breached an obligation under’ specified provisions of that Chapter.31

The tribunal in SGS v Pakistan32 reached a different conclusion. Article 9 of the applicable BIT between Switzerland and Pakistan referred to ‘disputes with respect to investments’. The tribunal found that the phrase was merely descriptive of the factual subject-matter of the disputes and did not relate to the legal basis of the claims or cause of action asserted in the claims. The tribunal said: ‘ … from that description alone, without more, we believe that no implication necessarily arises that both BIT and purely contract claims are intended to be covered by the Contracting Parties in Article 9 ’.33 Therefore, the Tribunal held that it had no jurisdiction with respect to contract claims which did not also constitute breaches of the substantive standards of the BIT.34

That decision has attracted some criticism.35 In SGS v Philippines,36 Article VIII(2) of the Switzerland–Philippines BIT offered consent to arbitration for ‘disputes with respect to investments’. The tribunal found that the clause in question was entirely general allowing for the submission of all investment disputes. Therefore, the tribunal found that the term included a dispute arising from an investment contract.37

(ii) Umbrella Clauses

The scope of consent offered in a BIT may also be affected by an umbrella clause contained in the treaty. An umbrella clause is a provision in a treaty38 under which the State parties undertake to observe any obligations they may have entered into with respect to investments. In other words, contractual obligations are put under the treaty’s protective umbrella. It is widely accepted that under the regime of an umbrella clause, violations of a contract between the host State and the investor are treaty violations.39 It would follow that a provision in a BIT offering consent to arbitration for violations of the BIT extends to contract violations covered by the umbrella clause.

Umbrella clauses have received a mixed reception in the practice of tribunals.40 In SGS v Pakistan41 the claimant relied on Article 11 of the Pakistan–Switzerland BIT which provided: ‘Either Contracting Party shall constantly guarantee the observance of the commitments it has entered into with respect to the investments of the investors of the other Contracting Party’. The Tribunal rejected the claimant’s contention that this clause extended its jurisdiction by turning breaches of contract into breaches of the treaty.42 It said:

The text itself of Article 11 does not purport to state that breaches of contract alleged by an investor in relation to a contract it has concluded with a State (widely considered to be a matter of municipal rather than international law) are automatically ‘elevated’ to the level of breaches of international treaty law.43

The tribunal in SGS v Philippines,44 came to the opposite conclusion when it interpreted the umbrella clause in the Philippines-Switzerland BIT which provides: ‘Each Contracting Party shall observe any obligation it has assumed with regard to specific investments in its territory by investors of the other Contracting Party’. The tribunal disagreed with the reasoning of the Tribunal in SGS v Pakistan, which it described as unconvincing.45 The tribunal said: ‘Article X(2) makes it a breach of the BIT for the host State to fail to observe binding commitments, including contractual commitments, which it has assumed with regard to specific investments’.46

The tribunal in Joy Mining v Egypt47 had to apply an umbrella clause in the Egypt–UK BIT which provided: ‘Each Contracting Party shall observe any obligation it may have entered into with regard to investments of nationals or companies of the other Contracting Party’. The tribunal denied the effect of this clause and found that it had jurisdiction only for contract violations that amounted at the same time to BIT violations. It said:

In this context, it could not be held that an umbrella clause inserted in the Treaty, and not very prominently, could have the effect of transforming all contract disputes into investment disputes under the Treaty, unless of course there would be a clear violation of the Treaty rights and obligations or a violation of contract rights of such a magnitude as to trigger the Treaty protection, which is not the case.48

In CMS Gas Transmission Company v Argentina,49 the umbrella clause in Article II(2)(c) of the BIT between Argentina and the USA provided as follows: ‘Each Party shall observe any obligation it may have entered into with regard to investments’. The tribunal reached the following conclusion:

The Tribunal must therefore conclude that the obligation under the umbrella clause of Article II(2)(c) of the Treaty has not been observed by the Respondent to the extent that legal and contractual obligations pertinent to the investment have been breached and have resulted in the violation of the standards of protection under the treaty.50

This led to a finding by the tribunal that Argentina had not only breached its obligation under the BIT’s fair and equitable standard but also and additionally its obligation under the umbrella clause of Article II(2)(c) of the BIT.51

In Eureko BV v Poland,52 the claimant relied on the following umbrella clause in the BIT between the Netherlands and Poland: ‘Each Contracting Party shall observe any obligations it may have entered into with regard to investments of investors of the other Contracting Party’. In that case, Poland had changed its privatization strategy and had, contrary to earlier undertakings, withdrawn its consent to the acquisition of further shares by the investor. The tribunal found that Poland’s actions constituted a violation of the umbrella clause. The breaches by Poland of its obligations under the contracts were breaches of the BIT’s umbrella clause, even if they did not violate the BIT’s other standards.53

The affirmation of the effectiveness of an umbrella clause in Noble Ventures v Romania54 was similarly categorical. In that case, the text of the clause in Article II(2)(c) of the Romania-US BIT was as follows: ‘Each Party shall observe any obligation it may have entered into with regard to investments’. An examination of the clause’s exact wording led the Tribunal to the following general conclusion:

… in including Art. II(2)(c) in the BIT, the Parties had as their aim to equate contractual obligations governed by municipal law to international treaty obligations as established in the BIT.

62. By reason therefore of the inclusion of Art. II(2)(c) in the BIT, the Tribunal therefore considers the Claimant’s claims of breach of contract on the basis that any such breach constitutes a breach of the BIT.55

Despite this clear line of cases, other tribunals have doubted the efficacy of similar clauses. In two cases decided by similarly composed tribunals,56 the umbrella clause from the Argentina–US BIT, quoted above, was at issue. Despite the breadth of that clause, referring to ‘any obligation … with regard to investments’, the tribunals adopted an exceedingly narrow interpretation that effectively deprived the clause of any reasonable meaning.57 It distinguished between a ‘commercial contract’ and an ‘investment agreement’ and held:

… the umbrella clause … will not extend the Treaty protection to breaches of an ordinary commercial contract entered into by the State or a State-owned entity, but will cover additional investment protections contractually agreed by the State as a sovereign—such as a stabilization clause—inserted in an investment agreement.58

In the tribunal’s view, ‘an umbrella clause cannot transform a contract claim into a treaty claim’ since that would be ‘quite destructive of the distinction between national legal orders and the international legal order’.59

In Siemens v Argentina60 the tribunal applied a similarly worded umbrella clause in the Argentina–Germany BIT: ‘Each Contracting Party shall observe any other obligation it has assumed with regard to investments by nationals or companies of the other Contracting Party in its territory’. The Tribunal rejected the introduction of a distinction between different types of agreements:

The Tribunal does not subscribe to the view of the Respondent that investment agreements should be distinguished from concession agreements of an administrative nature. Such distinction has no basis in Article 7(2) of the Treaty which refers to ‘any obligations’, or in the definition of ‘investment’ in the Treaty. Any agreement related to an investment that qualifies as such under the Treaty would be part of the obligations covered under the umbrella clause.61

The umbrella clause in the Argentina–US BIT was also applied in LG&E v Argentina.62 In that case, the tribunal had to decide whether its application went beyond obligations entered into through contracts and extended to undertakings made through legislation. The tribunal gave an affirmative answer:

Argentina’s abrogation of the guarantees under the statutory framework—…—violated its obligations to Claimants’ investments. Argentina made these specific obligations to foreign investors, such as LG&E, by enacting the Gas Law and other regulations, and then advertising these guarantees in the Offering Memorandum to induce the entry of foreign capital to fund the privatization program in its public service sector. These laws and regulations became obligations within the meaning of Article II(2)(c), by virtue of targeting foreign investors and applying specifically to their investments, that gave rise to liability under the umbrella clause.63

This overview of decisions demonstrates a clear divergence of opinions on the meaning of umbrella clauses. On balance, the decisions seeking to reduce or nullify its practical effect seem less convincing. There is no reason why States parties to a treaty would not want to grant extra protection to foreign investors by promising to abide by any obligations whether they are contained in contracts or unilateral undertakings. The very purpose of umbrella clauses appears to be to grant the protection of the treaty to obligations, the breach of which would not otherwise constitute a breach of international law.

(iii) Limited Expression of Consent

Other BIT clauses offering consent to arbitration circumscribe the scope of consent to arbitration in narrower terms. A provision that is typical of US BITs is contained in Article VII of the Argentina–US BIT of 1991. It offers consent for investment disputes which are defined as follows:

a dispute between a Party and a national or company of the other Party arising out of or relating to (a) an investment agreement between that Party and such national or company; (b) an investment authorization granted by that Party’s foreign investment authority (if any such authorization exists) to such national or company; or (c) an alleged breach of any right conferred or created by this Treaty with respect to an investment.

Other BITs require that the investment to which the dispute relates must have been specifically approved in writing as a condition for consent.64 The scope for the jurisdiction of tribunals is even narrower where consent is limited to the amount of compensation for expropriation. For instance, the China–Hungary BIT of 1991 provides in Article 10(1): ‘Any dispute between either Contracting State and the investor of the other Contracting State concerning the amount of compensation for expropriation may be submitted to an arbitral tribunal’. In applying consent clauses of this kind, the tribunals had to determine the existence of an expropriation as a jurisdictional requirement.65

(d) Procedural Requirements

(i) Waiting Periods for Amicable Settlement

Nearly all consent clauses in BITs provide for certain procedures that must be adhered to. A common condition for the institution of arbitration proceedings is that an amicable settlement has been attempted through consultations or negotiations. This requirement is subject to certain time-limits ranging from three to 12 months. If no settlement is reached within that period the claimant may proceed to arbitration. For instance, Article 11 of the German Model BIT provides:

Article 11

(1) Divergencies concerning investments between a Contracting State and an investor of the other Contracting State should as far as possible be settled amicably between the parties in dispute.

(2) If the divergency cannot be settled within six months of the date when it has been raised by one of the parties in dispute, it shall, at the request of the investor of the other Contracting State, be submitted for arbitration….

The reaction of tribunals to these provisions requiring an attempt at amicable settlement before the institution of arbitration has not been uniform.66 In the majority of cases, the tribunals found that the claimants had complied with these waiting periods before proceeding to arbitration.67 In other cases the tribunals found that non-compliance with the waiting periods did not affect their jurisdiction.68

In Ronald S Lauder v The Czech Republic,69 the BIT between the Czech Republic and the USA provided as follows: ‘At any time after six months from the date on which the dispute arose, the national or company concerned may choose to consent in writing to the submission of the dispute for settlement by conciliation or binding arbitration … ’.70

The claimant had not waited for six months but had filed his Notice of Arbitration within 17 days of the notification of the breach. The tribunal rejected the jurisdictional objection based on the non-compliance with the waiting period since the provision was merely procedural. It said:

… the Arbitral Tribunal considers that this requirement of a six-month waiting period of Article VI(3)(a) of the Treaty is not a jurisdictional provision, i.e. a limit set to the authority of the Arbitral Tribunal to decide the merits of the dispute, but a procedural rule that must be satisfied by the Claimant. (Ethyl Corp. v. Canada, UNCITRAL June 24, 1998, 38 I.L.M. 708 (1999), paragraphs74–88). As stated above, the purpose of this rule is to allow the parties to engage in good-faith negotiations before initiating arbitration.71

The tribunal added that since there was no evidence that negotiations would have led to a settlement, an insistence on the waiting period would have amounted to an excessive formalism.72

The tribunal in SGS v Pakistan73 reached the same result. The Pakistan–Switzerland BIT provides for a 12-month consultation period before permitting the investor to go to ICSID arbitration.74 SGS had filed its request for arbitration only two days after notifying Pakistan of the existence of the dispute. The tribunal accepted the claimant’s argument that the waiting period was procedural rather than jurisdictional and that negotiations would have been futile. It said:

Tribunals have generally tended to treat consultation periods as directory and procedural rather than as mandatory and jurisdictional in nature.75 Compliance with such a requirement is, accordingly, not seen as amounting to a condition precedent for the vesting of jurisdiction…. there was little indication of any inclination on the part of either party to enter into negotiations or consultations in respect of the unfolding dispute. Finally, it does not appear consistent with the need for orderly and cost-effective procedure to halt this arbitration at this juncture and require the Claimant first to consult with the Respondent before re-submitting the Claimant’s BIT claims to this Tribunal.76

Other tribunals did not share this view. In Goetz v Burundi,77 the respondent relied on a somewhat unusual provision in the Belgium–Burundi BIT, which prescribes a waiting period of three months not only for the usual process of amicable settlement between the parties to the dispute but also for a process of notification and negotiation through diplomatic channels. The tribunal found that the waiting period had been satisfied with respect to the investor’s primary claim,78 but not with respect to certain supplementary claims put forward by the claimant. For the tribunal, it followed that the supplementary claims were ‘not in consequence capable of being decided on, and the dispute on which the Tribunal is called to give an award relates exclusively to the [primary claim]’.79

Enron v Argentina80 involved the Argentina–US BIT, which provided for a six-month period for consultation between the parties to the dispute. The tribunal found that the waiting period had been complied with in the particular case. But it added the following obiter dictum:

The Tribunal wishes to note in this matter, however, that the conclusion reached is not because the six-month negotiation period could be a procedural and not a jurisdictional requirement as has been argued by the Claimants and affirmed by other tribunals.81 Such requirement is in the view of the Tribunal very much a jurisdictional one. A failure to comply with that requirement would result in a determination of lack of jurisdiction.82

It would seem that the question of whether a mandatory waiting period is jurisdictional or procedural is of secondary importance. What matters is whether or not there was a promising opportunity for a settlement. There would be little point in declining jurisdiction and sending the parties back to the negotiating table if these negotiations are obviously futile. Negotiations remain possible while the arbitration proceedings are pending. Even if the institution of arbitration was premature, compelling the claimant to start the proceedings anew would be a highly uneconomical solution. A better way to deal with non-compliance with a waiting period may be a suspension of proceedings to allow additional time for negotiations if these appear promising.

(ii) Domestic Remedies

Provisions giving consent to investment arbitration do not, in general, require the exhaustion of local remedies before international proceedings are instituted. One of the purposes of investor–State arbitration is to avoid the vagaries of proceedings in the host State’s courts. Article 26 of the ICSID Convention specifically excludes the requirement to exhaust remedies ‘unless otherwise stated’.83 ICSID84 and non-ICSID tribunals85 have confirmed that the claimants were entitled to institute international arbitration directly without first exhausting the remedies offered by local courts.

It is open to a host State to make the exhaustion of local remedies a condition of its consent to arbitration. Some BITs offering consent require the exhaustion of local remedies. But clauses of this kind are rare and are found mostly in older BITs.86 Two countries, Israel and Guatemala, have given notifications to ICSID that they will require local remedies to be exhausted. But Israel subsequently withdrew that notification.

Some consent clauses in BITs provide for a mandatory attempt at settling the dispute in the host State’s domestic courts for a certain period of time.87 Tribunals have held that this was not an application of the exhaustion of local remedies rule.88 The investor may proceed to international arbitration if the domestic proceedings do not result in the dispute’s settlement within a certain period of time or if the dispute persists after the domestic decision. For instance, the Argentina–Germany BIT provides in Article 10(2) that any investment dispute shall first be submitted to the host State’s competent tribunals. The provision continues:

(3) The dispute may be submitted to an international arbitration tribunal in any of the following circumstances:

(a) at the request of one of the parties to the dispute if no decision on the merits of the claim has been rendered after the expiration of a period of eighteen months from the date in which the court proceedings referred to in para. 2 of this Article have been initiated, or if such decision has been rendered, but the dispute between the parties persist.

A requirement of this kind as a condition for consent to arbitration creates a considerable burden to the party seeking arbitration with little chance of advancing the settlement of the dispute. A substantive decision by the domestic courts in a complex investment dispute is unlikely within 18 months, certainly if one includes the possibility of appeals. Even if such a decision should have been rendered, the dispute is likely to persist if the investor is dissatisfied with the decision’s outcome. Therefore, arbitration remains an option after the expiry of the period of 18 months. It follows that the most likely effect of a clause of this kind is delay and additional cost. One tribunal has called a provision of this kind ‘nonsensical from a practical point of view’.89

In a number of cases in which clauses of this kind were invoked, the claimants were able to avoid their effect by relying on most-favoured-nation (MFN) clauses.90 The impact of MFN clauses on consent to arbitration is discussed in section 5 below.

(iii) Fork-in-the-Road Provisions

Fork-in-the-road provisions, attached to the consent clauses of some BITs, are the exact opposite of a requirement to try domestic courts before proceeding to international arbitration. These provisions offer the investor a choice between the host State’s domestic courts and international arbitration. The choice, once made, is final. Therefore, if the investor has resorted to the host State’s domestic courts to have its dispute settled, it has lost its right to resort to arbitration.91

A typical example of a fork-in-the-road provision in United States BITs is contained in Article VII of the Argentina–US BIT:


2…. If the dispute cannot be settled amicably the national or Company concerned may choose to submit the dispute for resolution:

(a) to the courts or administrative tribunals of the Party that is a party to the dispute; or

(b) in accordance with any applicable, previously agreed dispute-settlement procedures; or

(c) in accordance with the terms of paragraph 3.

3. (a) Provided that the national or company concerned has not submitted the dispute for resolution under paragraph 2 (a) or (b) … the national or Company concerned may choose to consent in writing to the submission of the dispute for settlement by binding arbitration ….



Under provisions of this kind, the loss of access to international arbitration applies only if the same dispute was submitted to the domestic courts. Investors are often drawn into legal disputes of one sort or another in the course of their investment activities. These disputes may relate in some way to the investment, but they are not necessarily identical to the dispute covered by the BIT’s provisions on consent to arbitration.

In Alex Genin v Estonia,92 jurisdiction was based on the Estonia–US BIT. That treaty contains a fork-in-the-road provision, which is substantively identical to the one quoted above. The claimants, US nationals, were the principal shareholders of EIB, a bank incorporated under the law of Estonia. The claims arose, principally, from the purchase of a branch of ‘Social Bank’ and from the revocation of EIB’s licence by the Estonian authorities. EIB sued the ‘Social Bank’ in a local court for losses from the purchase. EIB also instituted proceedings before the Administrative Court challenging the revocation of the licence.93 Estonia argued that ‘by choosing to litigate their disputes with Estonia in the Estonian courts …, Claimants have exhausted their right to choose another forum to relitigate those same disputes’.94

The tribunal found that the lawsuits undertaken by EIB in Estonia were not the same as the ‘investment dispute’ that was the subject-matter of the ICSID proceedings. Therefore it did not constitute the choice under the BIT’s ‘fork in the road’ provision. The tribunal said:

… the Tribunal is of the view that the lawsuits in Estonia relating to the purchase by EIB of the Koidu branch of Social Bank and to the revocation of EIB’s license are not identical to Claimants’ cause of action in the ‘investment dispute’ that they seek to arbitrate in the present proceedings. The actions instituted by EIB in Estonia regarding the losses suffered by EIB due to the alleged misconduct of the Bank of Estonia in connection with the auction of the Koidu branch and regarding the revocation of the Bank’s license certainly affected the interests of the Claimants, but this in itself did not make them parties to these proceedings.95

Therefore, in order to determine whether the choice under a fork-in-the-road clause has been made, it is necessary to establish whether the parties and the causes of action in the two lawsuits are identical. The loss of access to international arbitration applies only if the same dispute has previously been submitted by the same party to the domestic courts. This principle is now well established and has been confirmed in a considerable number of decisions.96

(4) CONSENT THROUGH MULTILATERAL TREATIES

A number of multilateral treaties also offer consent to arbitration. The ICSID Convention is not one of these treaties. The Convention offers a detailed framework for the settlement of investment dispute but requires separate consent by the host State and by the foreign investor. The last paragraph of the Preamble to the Convention makes this quite clear by saying: ‘ … no Contracting State shall by the mere fact of its ratification, acceptance or approval of this Convention and without its consent be deemed to be under any obligation to submit any particular dispute to conciliation or arbitration’.

By contrast, a number of regional treaties do offer consent to arbitration. Article 1122 of the NAFTA97 provides in relevant part: ‘1. Each Party consents to the submission of a claim to arbitration in accordance with the procedures set out in this Agreement’.

Article 1120 of the NAFTA specifies that an investor may submit a claim to arbitration under the ICSID Convention, under the ICSID Additional Facility Rules or under the UNCITRAL Arbitration Rules. The scope of the consent is limited to claims arising from alleged breaches of the NAFTA itself.98 The NAFTA also prescribes a waiting period of six months after the events giving rise to the claim.99 The NAFTA does not, strictly speaking, contain a fork-in-the-road provision. However, it requires, as a condition of consent to arbitration, that the claimant submit a waiver of the right to initiate or continue before domestic judiciaries any proceedings with respect to the measures taken by the respondent that are alleged to be in breach of the NAFTA.100

The Energy Charter Treaty (ECT)101 also provides consent to investment arbitration. Article 26(3)(a) provides in relevant part: ‘ … each Contracting Party hereby gives its unconditional consent to the submission of a dispute to international arbitration or conciliation in accordance with this Article’. Under the ECT, the investor may submit the dispute to arbitration under the ICSID Convention, the ICSID Additional Facility Rules, the UNCITRAL Arbitration Rules or under the Arbitration Institute of the Stockholm Chamber of Commerce.102 The scope of the consent is limited to claims arising from alleged breaches of the ECT itself.103 However, the ECT contains a broad umbrella clause that protects obligations entered into by a host State with an investor.104 Consent applies if the dispute cannot be settled within three months from the date on which either party requested amicable settlement.105 Consent of the States parties listed in Annex ID does not apply where the investor has previously submitted the dispute to the host State’s courts.106

The 1994 Colonia and Buenos Aires Investment Protocols of the Common Market of the Southern Cone (MERCOSUR)107 and the 1994 Free Trade Agreement between Mexico, Colombia and Venezuela108 similarly offer consent to various forms of arbitration.

(5) CONSENT UNDER MOST-FAVOURED-NATION CLAUSES

A most-favoured-nation (MFN) clause contained in a treaty will extend the better treatment granted to a third State or its nationals to a beneficiary of the treaty.109 Most BITs and some other treaties for the protection of investment110 contain MFN clauses. Some of these MFN clauses will specify to which parts of the treaty they apply but most of them are quite general and typically refer to the treatment of investments. This has led to the question of whether the effect of MFN clauses extends to the provisions on dispute settlement in these treaties. Put differently, is it possible to avoid the limitations attached to consent to arbitration in a treaty by relying on an MFN clause in the treaty if the respondent State has entered into a treaty with a third State that contains a consent clause without the limitation? If the answer to this question is affirmative, a further question may be asked: if the treaty containing the MFN clause does not offer consent to arbitration, is it possible to rely on consent to arbitration in a treaty of the respondent State with a third party?

In Maffezini v Spain,111 the consent clause in the Argentina–Spain BIT required resort to the host State’s domestic courts for 18 months before the institution of arbitration. That BIT contained the following MFN clause: ‘In all matters subject to this Agreement, this treatment shall not be less favorable than that extended by each Party to the investments made in its territory by investors of a third country’.

On the basis of that clause, the Argentinian claimant relied on the Chile–Spain BIT, which does not contain a requirement to try the host State’s courts for 18 months. The tribunal undertook a detailed analysis of the applicability of MFN clauses to dispute settlement arrangements112 and concluded:

In light of the above considerations, the Tribunal is satisfied that the Claimant has convincingly demonstrated that the most favored nation clause included in the Argentine-Spain BIT embraces the dispute settlement provisions of this treaty. Therefore, relying on the more favourable arrangements contained in the Chile-Spain BIT and the legal policy adopted by Spain with regard to the treatment of its own investors abroad, the Tribunal concludes that Claimant had the right to submit the instant dispute to arbitration without first accessing the Spanish courts.113

At the same time, the Maffezini tribunal warned against exaggerated expectations attached to the operation of MFN clauses and distinguished between the legitimate extension of rights and benefits and disruptive treaty-shopping.114 In particular, the MFN clause should not override public policy considerations that the contracting parties had in mind as fundamental conditions for their acceptance of the agreement.115

Subsequent decisions dealing with the application of MFN clauses to the requirement to seek a settlement in domestic courts for 18 months have adopted the same solution. The tribunals confirmed that the claimants were entitled to rely on the MFN clause in the applicable treaty to invoke the more favourable dispute settlement clause of another treaty that did not contain the 18 months rule.116 At the same time these tribunals expressed their conviction that arbitration was an important part of the protection of foreign investors and that MFN clauses should apply to dispute settlement. For instance the tribunal in Gas Natural v Argentina said:

assurance of independent international arbitration is an important—perhaps the most important—element in investor protection. Unless it appears clearly that the state parties to a BIT or the parties to a particular investment agreement settled on a different method for resolution of disputes that may arise, most-favored-nation provisions in BITs should be understood to be applicable to dispute settlement.117

Another group of cases displays a more restrictive attitude towards the applicability of MFN clauses to dispute settlement. These cases did not concern procedural obstacles to the institution of arbitration proceedings but the scope of the consent clauses in question.

In Salini v Jordan118 the dispute was whether the consent to arbitration contained in the Italy–Jordan BIT extended to contract claims as well as to treaty claims. The MFN clause in that treaty provides:

Both Contracting Parties, within the bounds of their own territory, shall grant investments effected by, and the income accruing to, investors of the other Contracting Party, no less favourable treatment than that accorded to investments effected by, and income accruing to, its own nationals or investors of Third States.

The tribunal refused to apply the MFN clause to the question of whether it had jurisdiction over contract claims. It proceeded from a presumption against the application of a generally worded MFN clause to dispute settlement. It stated that it shared the concerns expressed with regard to the solution adopted in Maffezini119 and concluded that the MFN clause, quoted above, ‘does not apply insofar as dispute settlement clauses are concerned’.120

The tribunal in Plama v Bulgaria121 was even more explicit in its rejection of the application of an MFN clause to dispute settlement arrangements. The claimant had attempted to base the tribunal’s jurisdiction on the BIT between Bulgaria and Cyprus. That BIT does not provide for investor–State arbitration. But it contains the following MFN clause in its Article 3(1): ‘Each Contracting Party shall apply to the investments in its territory by investors of the other Contracting Party a treatment which is not less favourable than that accorded to investments by investors of third states’.

The claimant had sought to use this MFN clause to avail itself of the Bulgaria–Finland BIT in order to establish ICSID’s jurisdiction. Therefore, the reliance on the MFN clause was not just directed at overcoming a procedural obstacle but was an attempt to create a jurisdiction that would not have existed otherwise. The tribunal proceeded from the requirement that an arbitration agreement would have to be clear and unambiguous.122 Therefore, any intention to incorporate dispute settlement provisions would have to be expressed clearly and unambiguously.123 The tribunal reached the following conclusion:

an MFN provision in a basic treaty does not incorporate by reference dispute settlement provisions in whole or in part set forth in another treaty, unless the MFN provision in the basic treaty leaves no doubt that the Contracting Parties intended to incorporate them.124

In Telenor v Hungary125 the clause in the BIT between Hungary and Norway, offering consent to investor–State arbitration, was limited to the compensation or other consequences of expropriation. The claimant sought to rely on the MFN clause in the BIT to benefit from wider dispute resolution provisions in BITs between Hungary and other countries. The MFN clause in Article IV(1) of the BIT provided: ‘Investments made by Investors of one Contracting Party in the territory of the other Contracting Party, as also the returns therefrom, shall be accorded treatment no less favourable than that accorded to investments made by Investors of any third State’.

The tribunal endorsed the solution adopted in Plama. It found that the term ‘treatment’ contained in the MFN clause referred to substantive but not to procedural rights. Deciding otherwise would lead to undesirable treaty-shopping creating uncertainty and instability. Also, the jurisdiction of an arbitral tribunal as determined by a BIT was not to be inferentially extended by an MFN clause seeing that Hungary and Norway had made a deliberate choice to limit arbitration.126 It said:

The Tribunal therefore concludes that in the present case the MFN clause cannot be used to extend the Tribunal’s jurisdiction to categories of claim other than expropriation, for this would subvert the common intention of Hungary and Norway in entering into the BIT in question.127

The two sets of cases are distinguishable on factual grounds. The cases in which the tribunals accepted the applicability of the MFN clauses to dispute settlement all concerned procedural obstacles. The cases in which the effect of the MFN clauses was denied concerned attempts to extend the scope of jurisdiction substantively to issues not covered by the arbitration clauses in the basic treaties. Nevertheless, there is substantial contradiction in the reasoning of the tribunals. In particular, both groups of tribunals made broad statements as to the applicability, or otherwise, of MFN clauses to dispute settlement in general. These broad statements are impossible to reconcile.

Obviously much will depend on the wording of the particular MFN clause. Some BITs specify whether an MFN clause applies to dispute settlement or not. In the absence of such a specification, it is difficult to understand why a broadly formulated MFN clause should apply only to issues of substance but not to questions of dispute settlement. The argument that the basic treaty, containing the MFN clause, clearly limited or excluded the tribunal’s jurisdiction and that the parties’ intention in that respect was clear is not convincing. An MFN clause is not a rule of interpretation that comes into play only where the wording of the basic treaty leaves room for doubt. It is a substantive rule that endows its beneficiary with rights that are additional to the rights contained in the basic treaty. The intention of the parties to the treaty, expressed in the MFN clause, is that whoever is entitled to rely on it be granted rights accruing from a third party treaty even if these rights are clearly not contained in the basic treaty.

(6) TEMPORAL ISSUES OF CONSENT

(a) Time of Consent

The time of consent is the date by which both parties have agreed to arbitration. If the consent clause is contained in an offer by one party, its acceptance by the other party will determine the time of consent. If the host State makes a general offer to consent to arbitration in its legislation or in a treaty, the time of consent is determined by the investor’s acceptance of the offer. This offer may be accepted simply by initiating the arbitration. In principle, the investor is under no time constraints to accept the offer unless the offer, by its own terms, provides for acceptance within a certain period of time.

It is possible that consent to arbitration is expressed before other conditions for the jurisdiction of a tribunal are met. For instance, the parties may have given consent to ICSID arbitration before the Convention’s ratification by the host State or the investor’s home State. In that case, the date of consent will be the date on which all the conditions have been met. If the host State or the investor’s home State ratifies the Convention after the signature of a consent agreement, the time of consent will be the entry into force of the Convention for the respective State.128

The perfection of consent has a number of consequences. The most important of these is that consent can no longer be withdrawn unilaterally. Under the ICSID Convention: ‘When the parties have given their consent, no party may withdraw its consent unilaterally’.129

Under the ICSID Convention, the nationality of the foreign investor is determined by reference to the date of consent.130 From the date of consent, other remedies are excluded, unless otherwise stated.131 Similarly, diplomatic protection is excluded from the time of consent.132 Proceedings will be conducted in accordance with the Arbitration Rules in effect on the date on which the parties have given their consent.133

The decisive date for the existence of consent is the date of the institution of the arbitral proceedings. In the case of ICSID arbitration, a request for arbitration that is unsupported by a documentation of consent to ICSID’s jurisdiction will not be registered.134

Consent to arbitration that is forthcoming after the institution of the arbitral proceedings may not suffice. In Tradex v Albania,135 the claimants relied on the bilateral investment treaty between Albania and Greece as one of two bases for jurisdiction. The tribunal noted that the Request for Arbitration was dated 17 October 1994 but that the BIT had come into force only on 4 January 1995. It found that jurisdiction must be established on the date of the filing of the claim and rejected the BIT as a basis for jurisdiction.136

(b) Applicability of Consent ratione temporis

Bilateral investment treaties frequently provide that they shall apply also to investments made before their entry into force. Some BITs state, however, that they shall not apply to disputes that have arisen before that date. For instance the Argentina–Spain BIT provides in Article II(2):

This agreement shall apply also to capital investments made before its entry into force by investors of one Party in accordance with the laws of the other Party in the territory of the latter. However, this agreement shall not apply to disputes or claims originating before its entry into force.

It follows from provisions of this kind that the time at which the dispute has arisen will be of decisive importance for the applicability of the consent to arbitration. Some of the actions and events leading to the dispute may have occurred before the BIT’s entry into force. But the decisive time is the date at which the dispute began.

In Maffezini v Spain,137 the Respondent challenged the tribunal’s jurisdiction, alleging that the dispute originated before the entry into force of the Argentina–Spain BIT quoted above. The Claimant relied on facts and events that antedated the BIT’s entry into force, but argued that a ‘dispute’ arises only when it is formally presented as such.138 The Maffezini tribunal, after quoting the International Court of Justice,139 found that the events on which the parties disagreed began years before the BIT’s entry into force, but this did not mean that a legal dispute can be said to have existed at the time.140 The tribunal said:

The Tribunal notes in this respect that there tends to be a natural sequence of events that leads to a dispute. It begins with the expression of a disagreement and the statement of a difference of views. In time these events acquire a precise legal meaning through the formulation of legal claims, their discussion and eventual rejection or lack of response by the other party. The conflict of legal views and interests will only be present in the latter stage, even though the underlying facts predate them.141

On that basis, the tribunal reached the conclusion that the dispute in its technical and legal sense had begun to take shape after the BIT’s entry into force: ‘At that point the conflict of legal views and interests came to be clearly established leading not long thereafter to the presentation of various claims that eventually came to this Tribunal’.142 It followed that the tribunal was competent to consider the dispute.

In Lucchetti v Peru,143 the applicable BIT between Chile and Peru contained a clause very similar to the one in the Argentina–Spain BIT quoted above. In 1997 and 1998, the investor had been involved in a dispute about licensing with the competent municipal authorities leading to proceedings in the domestic courts. These proceedings ended with judgments in favour of the investor and were implemented through the issuing of the required construction and operating licences. The BIT entered into force on 3 August 2001. Shortly thereafter, the municipality issued Decrees 258 and 259 resulting in the cancellation of the production licence and an order for the removal of the plant.

The Tribunal rejected the claimant’s argument that the earlier dispute of 1997/98 had been definitively resolved and that the Decrees of 2001 had triggered a new dispute. Rather, in the tribunal’s view, the subject-matter of the dispute before it was the same as in 1997/98. The tribunal said:

The reasons for the adoption of Decree 259 were thus directly related to the considerations that gave rise to the 1997/98 dispute: the municipality’s stated commitment to protect the environmental integrity of the Pantanos de Villa and its repeated efforts to compel Claimants to comply with the rules and regulations applicable to the construction of their factory in the vicinity of that environmental reserve. The subject matter of the earlier dispute thus did not differ from the municipality’s action in 2001 which prompted Claimants to institute the present proceedings. In that sense, too, the disputes have the same origin or source: the municipality’s desire to ensure that its environmental policies are complied with and Claimants’ efforts to block their application to the construction and production of the pasta factory. The Tribunal consequently considers that the present dispute had crystallized by 1998. The adoption of Decrees 258 and 259 and their challenge by Claimants merely continued the earlier dispute.144

It followed that the tribunal lacked jurisdiction ratione temporis.

In Jan de Nul v Egypt,145 the BIT between BLEU146 and Egypt also provided that it would not apply to disputes that had arisen prior to its entry into force. A dispute existed already when in 2002 the BIT replaced an earlier BIT of 1977. At that time, the dispute was pending before the Administrative Court of Ismaïlia, which eventually rendered an adverse decision in 2003, approximately one year after the new BIT’s entry into force. The tribunal accepted the claimants’ contention that the dispute before it was different from the one that had been brought to the Egyptian court: ’… while the dispute which gave rise to the proceedings before the Egyptian courts and authorities related to questions of contract interpretation and of Egyptian law, the dispute before this ICSID Tribunal deals with alleged violations of the two BITs …’147 This conclusion was confirmed by the fact that the court decision was a major element of the complaint. The tribunal said:

The intervention of a new actor, the Ismaïlia Court, appears here as a decisive factor to determine whether the dispute is a new dispute. As the Claimants’ case is directly based on the alleged wrongdoing of the Ismaïlia Court, the Tribunal considers that the original dispute has (re)crystallized into a new dispute when the Ismaïlia Court rendered its decision.148

It followed that the Tribunal had jurisdiction over the claim.149

Helnan v Egypt150 concerned a clause in the BIT between Denmark and Egypt which excluded its applicability to divergences or disputes that had arisen prior to its entry into force. The tribunal distinguished between divergences and disputes in the following terms:

Although, the terms ‘divergence’ and ‘dispute’ both require the existence of a disagreement between the parties on specific points and their respective knowledge of such disagreement, there is an important distinction to make between them as they do not imply the same degree of animosity. Indeed, in the case of a divergence, the parties hold different views but without necessarily pursuing the difference in an active manner. On the other hand, in case of a dispute, the difference of views forms the subject of an active exchange between the parties under circumstances which indicate that the parties wish to resolve the difference, be it before a third party or otherwise. Consequently, different views of parties in respect of certain facts and situations become a ‘divergence’ when they are mutually aware of their disagreement. It crystallises as a ‘dispute’ as soon as one of the parties decides to have it solved, whether or not by a third party.151

On that basis, the tribunal found that, even though a divergence had existed before the BIT’s entry into force, that divergence was of a nature different from the dispute that had arisen subsequently. It followed that the Tribunal had jurisdiction over the dispute.152

The question whether acts and events that occurred prior to an expression of consent to arbitration are covered by the latter should be distinguished from the issue of the applicable substantive law. Even if jurisdiction is established under a treaty, this does not mean that the treaty’s substantive provisions are necessarily applicable to all aspects of the case. The general rule is that the law applicable to acts and events will normally be the law in force at the time they occurred.153

If the consent to arbitration is limited to claims alleging a violation of the treaty that contains the consent, the date of the treaty’s entry into force is also the date from which acts and events are covered by the consent. Put differently, the entry into force of the substantive law also determines the tribunal’s jurisdiction ratione temporis since the tribunal may only hear claims for violation of that law. For instance, under the NAFTA, the scope of the consent to arbitration is limited to claims arising from alleged breaches of the NAFTA itself.154

Some tribunals have applied the concept of a continuing breach to deal with this situation. An act that commenced before the treaty’s entry into force may persist thereafter. This would suffice to give the tribunal jurisdiction.

In Mondev v The United States,155 the parties were agreed that the dispute arose as such before NAFTA’s entry into force and that NAFTA had no retrospective effect. But both parties also accepted that conduct committed prior to the entry into force of a treaty might continue in effect after that date.156 The tribunal accepted that view:

For its part the Tribunal agrees with the parties both as to the non-retrospective effect of NAFTA and as to the possibility that an act, initially committed before NAFTA entered into force, might in certain circumstances continue to be of relevance after NAFTA’s entry into force, thereby becoming subject to NAFTA obligations. But there is a distinction between an act of a continuing character and an act, already completed, which continues to cause loss or damage. Whether the act which constitutes the gist of the (alleged) breach has a continuing character depends both on the facts and on the obligation said to have been breached.157

The tribunal held that while conduct committed before the NAFTA’s entry into force could not itself constitute a breach of NAFTA:

… it does not follow that events prior to the entry into force of NAFTA may not be relevant to the question whether a NAFTA Party is in breach of its Chapter 11 obligations by conduct of that Party after NAFTA’s entry into force.158

70. Thus events or conduct prior to the entry into force of an obligation for the respondent State may be relevant in determining whether the State has subsequently committed a breach of the obligation. But it must still be possible to point to conduct of the State after that date which is itself a breach….159

On the basis of this distinction, the tribunal found that in respect of most of the claims there was ‘no continuing wrongful act in breach (or potentially in breach) … at the date NAFTA entered into force’. Specifically, the alleged expropriation was completed by that date.160

The tribunal in SGS v Philippines161 endorsed the concept of a continuing breach. After quoting from Mondev, it said:

It is not, however, necessary for the Tribunal to consider whether Article VIII of the BIT applies to disputes concerning breaches of investment contracts which occurred and were completed before its entry into force. At least it is clear that it applies to breaches which are continuing at that date, and the failure to pay sums due under a contract is an example of a continuing breach.162

A variant of the theory of continuing breach was applied in TECMED v Mexico.163 The tribunal held that in principle, a treaty does not bind a party in relation to acts which took place before its entry into force.164 Also, the BIT’s language appeared to be directed at the future.165 However, it did not follow that events prior to the BIT’s entry into force were irrelevant. If there was still a breach after the treaty’s entry into force, acts or omissions occurring before that date might play a role. The tribunal said:

… conduct, acts or omissions of the Respondent which, though they happened before the entry into force, may be considered a constituting part, concurrent factor or aggravating or mitigating element of conduct or acts or omissions of the Respondent which took place after such date do fall within the scope of this Arbitral Tribunal’s jurisdiction. This is so, provided such conduct or acts, upon consummation or completion of their consummation after the entry into force of the Agreement constitute a breach of the Agreement ….166

(7) INTERPRETATION OF CONSENT

As outlined above, expressions of consent to arbitration have led to disputes in a number of cases. Tribunals applying these expressions of consent have had to grapple with their proper interpretation.

(a) Extensive or Restrictive Interpretation

In a number of cases, the respondents argued that an expression of consent to arbitration should be construed restrictively. This argument was generally not successful. In Amco v Indonesia, the tribunal was confronted with the argument that the consent given by a sovereign State to an arbitration convention amounting to a limitation of its sovereignty should be construed restrictively.167 The tribunal rejected this contention categorically. It said:

… like any other conventions, a convention to arbitrate is not to be construed restrictively, nor, as a matter of fact, broadly or liberally. It is to be construed in a way which leads to find out and to respect the common will of the parties: such a method of interpretation is but the application of the fundamental principle pacta sunt servanda, a principle common, indeed, to all systems of internal law and to international law.

Moreover—and this is again a general principle of law—any convention, including conventions to arbitrate, should be construed in good faith, that is to say by taking into account the consequences of their commitments the parties may be considered as having reasonably and legitimately envisaged.168

In the tribunal’s view, the proper method for the interpretation of the consent agreement was to read it in the spirit of the ICSID Convention and in the light of its objectives.169

In SOABI v Senegal,170 the government argued that Article 25 of the ICSID Convention must be given a strict interpretation ‘as with any provision derogating from general rules of municipal law’.171 The tribunal noted that consent to arbitral proceedings constitutes a derogation from the right to have recourse to national courts. Such consent should not be presumed. But it refused to accept the consequence that the interpretation of an expression of consent should be stricter with regard to the consent of a State than with regard to that of an investor.172 In the tribunal’s view, the correct approach, as with any other agreement, was an interpretation consistent with the principle of good faith:

In other words, the interpretation must take into account the consequences which the parties must reasonably and legitimately be considered to have envisaged as flowing from their undertakings. It is this principle of interpretation, rather than one of a priori strict, or, for that matter, broad and liberal construction, that the Tribunal has chosen to apply.173

In SPP v Egypt,174 the argument of the restrictive interpretation of jurisdictional instruments was raised again, this time in relation to an arbitration clause in national legislation. The tribunal found that there was no presumption of jurisdiction and that jurisdiction only existed in so far as consent thereto had been given by the parties. Equally, there was no presumption against the conferment of jurisdiction with respect to a sovereign State. After referring to a number of international judgments and awards, the tribunal said:

Thus, jurisdictional instruments are to be interpreted neither restrictively nor expansively, but rather objectively and in good faith, and jurisdiction will be found to exist if—but only if—the force of the arguments militating in favor of it is preponderant.175

In Mondev v United States176 the respondent argued that its consent to arbitration under the NAFTA was given only subject to the conditions set out in that treaty, ‘which conditions should be strictly and narrowly construed’.177 The tribunal rejected this contention. It said:

In the Tribunal’s view, there is no principle either of extensive or restrictive interpretation of jurisdictional provisions in treaties. In the end the question is what the relevant provisions mean, interpreted in accordance with the applicable rules of interpretation of treaties. These are set out in Articles 31–33 of the Vienna Convention on the Law of Treaties, which for this purpose can be taken to reflect the position under customary international law.178

A number of other tribunals have since endorsed a balanced approach to the interpretation of consent clauses which rejects both a presumption against and in favour of jurisdiction.179

Other tribunals seemed to be leaning more towards an extensive interpretation of consent clauses.180 In Tradex v Albania,181 the tribunal expressed a certain preference, although with some qualifications, in favour of a doctrine of effective interpretation for clauses conferring jurisdiction upon ICSID. After finding that the Albanian Investment Law of 1993 was an expression of Albania’s commitment to the full protection of foreign investment, the tribunal said:

It would, therefore, seem appropriate to at least take into account, though not as a decisive factor by itself but rather as a confirming factor, that in case of doubt the 1993 Law should rather be interpreted in favour of investor protection and in favour of ICSID jurisdiction in particular.182

In SGS v Philippines,183 the tribunal was even more categorical in this respect. In the context of interpreting an umbrella clause in the Philippines–Switzerland BIT it said:

The object and purpose of the BIT supports an effective interpretation of Article X(2). The BIT is a treaty for the promotion and reciprocal protection of investments. According to the preamble it is intended ‘to create and maintain favourable conditions for investments by investors of one Contracting Party in the territory of the other’. It is legitimate to resolve uncertainties in its interpretation so as to favour the protection of covered investments.184

But there is also authority for the opposite position.185 In SGS v Pakistan,186 the tribunal also had to interpret an umbrella clause. It subscribed to a restrictive interpretation in the following terms: ‘The appropriate interpretive approach is the prudential one summed up in the literature as in dubio pars mitior est sequenda, or more tersely, in dubio mitius’.187

(b) Applicable Law

Another issue affecting the interpretation of a consent agreement is the applicable law. A possible approach is to treat the consent agreement between the parties by analogy to treaties and to apply the normal rules of treaty interpretation. This method would appear particularly suitable where the original clause providing for settlement under the ICSID Convention is contained in a treaty. But a consent clause in a treaty is merely an offer to investors that needs to be accepted. The perfected consent is not a treaty but an agreement between the host State and the investor.

An interpretation of consent to arbitration in the framework of domestic law would seem particularly appropriate if the original consent clause is contained in domestic legislation. But, again, the consent clause in legislation is merely an offer that may lead to an agreement if accepted. The consent agreement is neither a treaty nor simply a contract under domestic law.

Yet another approach would consist in interpreting consent agreements in the light of the law applicable to the substance of the dispute. This would often be a combination of international law and the host State’s domestic law. Tribunals have rejected this approach also.

In SPP v Egypt,188 the consent to arbitration was based on a provision in Egyptian legislation. The tribunal refused to accept the argument that the parties’ consent to arbitration should therefore be interpreted in accordance with Egyptian law. Neither did it accept the argument that the arbitration clause was subject to the rules of treaty interpretation.189 The issue was whether certain unilaterally enacted legislation had created an international obligation under a multilateral treaty (the ICSID Convention). This involved statutory and treaty interpretation as well as certain aspects of international law governing unilateral juridical acts. The tribunal said:

… in deciding whether in the circumstances of the present case Law No.43 constitutes consent to the Centre’s jurisdiction, the Tribunal will apply general principles of statutory interpretation taking into consideration, where appropriate, relevant rules of treaty interpretation and principles of international law applicable to unilateral declarations.190

In CSOB v Slovakia,191 consent to arbitration was based on a contract between the parties that referred to a BIT. Although the BIT had never entered into force, the tribunal concluded that the parties by referring to the BIT had intended to incorporate the arbitration clause in the BIT into their contract.192 With respect to the interpretation of the consent agreement, the tribunal had no doubt that it was governed by international law: ‘The question of whether the parties have effectively expressed their consent to ICSID jurisdiction is not to be answered by reference to national law. It is governed by international law as set out in Article 25(1) of the ICSID Convention’.193

Tribunals have also held consistently that questions of jurisdiction are not subject to the law applicable to the merits of the case.194 Rather, questions of jurisdiction are governed by their own system, which is determined by the peculiarly mixed nature of the agreement to arbitrate in investment disputes. In the words of the tribunal in CMS v Argentina:

Article 42 [of the ICSID Convention]195 is mainly designed for the resolution of disputes on the merits and, as such, it is in principle independent from the decision on jurisdiction, governed solely by Article 25 of the [ICSID] Convention and those other provisions of the consent instrument which might be applicable, in the instant case the Treaty provisions.196

CONCLUDING REMARKS

The existence of a valid consent to arbitration is one of the most complex issues in the settlement of international investment disputes. The difficulties stem in part from the different methods of giving consent. These methods have undergone a dramatic development over time. Early cases were based on consent clauses in agreements between host States and investors. More recent cases are mostly based on offers of consent in treaties and occasionally in national legislation. Not surprisingly, the different ways of giving consent have led to different questions and problems.

The scope of consent is also subject to wide variations. It ranges from very narrow instances of consent, covering only specific disputes or narrowly circumscribed types of dispute, to very broad categories, covering any dispute relating to an investment. Certain treaty clauses, like umbrella or MFN clauses, which are not specifically related to consent or even to dispute settlement, further complicate the picture.

Procedural requirements are potential obstacles to the effectiveness of consent to jurisdiction. These may impose periods for negotiations or mandate an attempt to settle the dispute in domestic courts for a certain period of time. Contrariwise, fork-in-the-road clauses may nullify consent to international arbitration where domestic remedies have been utilized.

The practice of tribunals on these various issues is remarkable in more than one respect. It has reached considerable proportions and most issues are well illustrated by case-law. However, the availability of authority does not always lead to clarity. A number of questions have been answered by tribunals in clearly contradictory ways. The interpretation of umbrella clauses and the application of MFN clauses to dispute settlement are obvious examples. Therefore, the topic of this chapter is also an apt reminder of the need to improve the harmonization of tribunal practice.
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The jurisdiction of the tribunal is fundamental to the authority and decision making of the arbitrators. Awards rendered without jurisdiction have no legitimacy. The absence of jurisdiction is one of the few recognized reasons for a court to set aside or refuse recognition and enforcement of an award.1

THE majority of international investment disputes are determined by arbitration at the International Centre for Settlement of Investment Disputes (‘ICSID’)2 either through ICSID’s main facility or ICSID’s Additional Facility. Other disputes may be determined by ad hoc arbitration under the UNCITRAL Rules, through the Institutional Arbitration Rules of the International Chamber of Commerce, Paris or the London Court of International Arbitration. As at June 2006, 210 cases had been registered before ICSID from the time of its inception in 1966,3 a case-load which has dramatically increased due to the promulgation of investment treaty arbitration in the last two decades.4 It is therefore appropriate to begin a consideration of the topic of jurisdictional issues other than consent by reference to the ICSID Convention and ICSID case-law.

(1) ICSID—GENERAL OVERVIEW OF JURISDICTIONAL REQUIREMENTS

The possibility of a private investor litigating directly with a foreign state, the unique feature of the ICSID Convention, was secured at the cost of defining the jurisdiction of the Centre in a careful and narrow fashion.5 Article 25 sets out the scope of ICSID’s jurisdictional reach. In material part, it provides as follows:


(1) The jurisdiction of the Centre shall extend to any legal dispute arising directly (1) out of an investment, between a Contracting State (or any constituent subdivision or agency of a Contracting State designated to the Centre by that State) and a national of another Contracting State, which the parties to the dispute consent in writing to submit to the Centre. When the parties have given their consent, no party may withdraw its consent unilaterally.

(2) ‘National of another Contracting State’ means:

(a) any natural person who had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration as well as on the date on which the request was registered pursuant to paragraph (3) of Article 28 or paragraph (3) of Article 36, but does not include any person who on either date also had the nationality of the Contracting State to the dispute; and

(b) any juridical person which had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration and any juridical person which had the nationality of the Contracting State party to the dispute on that date and which, because of foreign control, the parties have agreed should be treated as a national of another Contracting State for the purposes of this Convention.



Article 25(1) refers to the ‘jurisdiction of the Centre’ and therefore includes conciliation as well as arbitration.6 Conciliation is a small component of the ICSID caseload and represents a mere 2 per cent of registered cases.7 Therefore, this chapter will focus on the arbitral jurisdiction of ICSID.

There are three main jurisdictional requirements to be met under the ICSID Convention: consent, ratione personae, and ratione materiae.8 As the previous chapter has dealt with the jurisdictional element of consent, this chapter addresses solely jurisdiction ratione personae and ratione materiae. Due to the constitutional nature of these jurisdictional requirements, they cannot be waived.9 Fulfilling personal and subject-matter jurisdiction may be influenced by the consent terms contained in the relevant Bilateral Investment Treaty (‘BIT’) or other Treaty.10 Therefore, the three jurisdictional preconditions are somewhat interrelated. Indeed, the relationship between consent and the objective elements of subject-matter and personal jurisdiction was extensively debated during the drafting of the Convention.11 Consent is a necessary but insufficient condition to bring an investment dispute within the ambit of the Centre’s jurisdiction. How the ‘objective’ requirements of subject-matter and personal jurisdiction are defined may be influenced by the parties’ interpretation of such requirements, but there are nevertheless outer limits to the Centre’s jurisdiction which are not subject to the parties’ disposition. It is essential that these objective requirements are recognized and accepted, given the sovereign interests involved.12

The interpretation of Article 25 will play a large part in establishing whether or not jurisdiction exists in any particular case. Accordingly, it has been stated that a liberal and teleological approach should be adopted.13 This approach is especially important when jurisdiction is not explicitly or implicitly excluded by the Convention and the parties have clearly consented to take the matter to arbitration.14

(2) ICSID AND SUBJECT-MATTER JURISDICTION

Jurisdiction ratione materiae or subject-matter jurisdiction refers to the jurisdictional requirements as to the nature of the dispute. Article 25(1) states that ‘the jurisdiction of the Centre shall extend to any legal dispute arising directly out of an investment’.15 The four requirements of subject-matter jurisdiction, which were articulated in a similar form by the tribunal in Mihaly,16 are: first, that there is a dispute; secondly, that the dispute is of a legal nature; thirdly, that there is an investment; and finally, that the dispute arises directly out of that investment. Each of these will be considered in turn.

(a) Is There a Dispute?

As to the meaning of ‘dispute’ there have been many attempted definitions. In the Case Concerning East Timor17 the International Court of Justice defined a dispute as ‘a disagreement on a point of law or fact, a conflict of legal views or interests between parties’. It has been submitted that the disagreement must not merely be of a theoretical or academic nature.18 Professor Merkin states that ‘in general terms, a dispute arises when one party makes a claim against the other which is ignored or denied by the other’.19 In Methanex Motunui Ltd v Spellman, Fisher J, in construing the New Zealand Arbitration Act 1996, said that there will be a dispute ’… when two or more individuals express and maintain in relation to each other conflicting views or positions the resolution of which will or may be of legal consequence’.20 An extensive discussion of ‘dispute’ may be found in the judgment of Hirst LJ in Halki Shipping Corp v Sopex Oils Ltd.21

(b) Is the Dispute of a Legal Nature?

There is no specific test to be met in order to satisfy this requirement. Dispute was qualified by the word ‘legal’ so as to avoid ‘disputes of a purely commercial or political nature’ and to avoid conflicts of interest as opposed to conflicts of rights being brought before the Centre.22 Matters arising out of the validity, interpretation, expropriation, breach, or termination of an agreement are clearly legal matters, whereas disputes regarding ‘accounting, fact-finding or the desirability of renegotiating the entire agreement or certain of its terms, would normally fall outside the scope of the Convention’.23 Professor Schreuer’s observations on the concept of legal dispute aptly summarize the situation:24

Commentators on the ICISD Convention have endeavoured to come to terms with the concept of legal dispute by listing typical factual situations and the questions that they entail. These include expropriation, breach or termination of an agreement or the application of tax and customs provisions. While these descriptions are undoubtedly useful, it must be borne in mind that fact patterns alone do not determine the legal character of a dispute. Rather, it is the type of claim that is put forward and the prescription or policy that is invoked that decides whether a dispute is legal or not. Thus, it is entirely possible to react to a breach of agreement by relying on moral standards, by invoking concepts of justice or by pointing to the lack of political and economic wisdom of such a course of action. The dispute will only qualify as legal if legal remedies such as restitution or damages are sought and if legal rights based on, for example, treaties or legislation are claimed. Consequently, it is largely in the hands of the claimant to present the dispute in legal terms.

Furthermore, a dispute may be legal but deemed non-justiciable by the tribunal in question. In international law, the non-justiciability of a dispute relates to those disputes that fall within the competence of the executive, to the exclusion of the judiciary, for example acts of state.25 This has not been mirrored in the ICSID arbitration setting. Indeed, an ICSID tribunal has readily examined state action involving the dissolution of a claimant’s company.26 In response to the emphasis placed on the political nature of the dispute by the respondent in Ceskoslovenska Obchodni Banka (CSOB)v The Slovak Republic,27 the tribunal stated that the political nature of a legal dispute will not necessarily preclude the tribunal from having jurisdiction:28 ‘While it is true that investment disputes to which a State is a party frequently have political elements or involve governmental actions, such disputes do not lose their legal character as long as they concern legal rights or obligations or the consequences of their breach’.

More recently, the AES Corporation tribunal defined what, in its view, was ‘the true test of jurisdiction’ regarding the requirement of a legal dispute.29 The two-step approach involved asking first, whether the claimant had raised some legal issues in relation to a concrete situation and, secondly, whether the tribunal’s determination of the answer would have practical and concrete consequences.30 Should the answer to both questions be in the affirmative, then the dispute is a legal one within the tribunal’s jurisdiction.

(c) Is There an ‘Investment’?

The notion of investment is one of the most controversial in law and in economic science. It has been variously described as ‘untraceable’, ‘inexistent’, ‘nebulous’ and ‘used in law without an established definition’.31

It is interesting to briefly place the notion of ‘investment’ in an historic context. Until the mid-20th century with the emergence of the GATT, no distinction was made between investments and other forms of property and economic activity. In relation to dispute resolution, GATT exclusively governed trade differences whilst investment disputes were initially left by the wayside, and later picked up by the ICSID Convention and the emergence of BITs in the 1960s. Various analytical reasons have been proposed for the distinction. However, the general perception tends to be that ‘investment’ is a ‘catalyst for development and prosperity’, and that it helps ‘[expand] welfare around the world’.32 It is in this context that investment protection treaties are concluded and provide for a derogation of state sovereignty. However, if the investment is of such a nature as to cause instability, then the derogation from the state sovereignty provided for in the relevant treaty is not worth undertaking.33 Looking at the nature of investment from the state sovereignty perspective led to Professor Brownlie’s dissent in CME Czech Republic BV (The Netherlands)v The Czech Republic34 where he stated that the meaning of ‘investment’ in the Netherlands–Czech/Slovak Republics did not include all kinds of property and that the benefits of investment protection treaties should only be conferred on property rights that qualify as an investment.35 To do otherwise would be to betray the intent and the consent of the parties to arbitrate their disputes with aliens operating in their territory.

(i) Article 25(1) to Receive a Broad Interpretation

The notion of whether or not there is an investment for the purposes of the ICSID Convention is undoubtedly fundamental. The First Draft of the Convention defined investment to mean ‘any contribution of money or other asset of economic value for an indefinite period or, if the period be defined, for not less than five years’.36 In the end, the drafters of the Convention left the term ‘investment’ undefined.

A broad interpretation of Article 25 ‘investment’ is supported by distinguished commentators and the awards of various tribunals.37 There are very few cases where it has been held that there has been no ‘investment’. One such case is Mihaly,38 discussed below, where the preliminary development, investigative, and other costs in relation to a governmental project which ultimately never proceeded, were held not to be an investment.

Notwithstanding the uncertainty which arises from the lack of a clear definition, there is good reason to leave the term undefined. Indeed, leaving investment undefined has been described as ‘preserving its integrity and flexibility and allowing for future progressive development of international law on the topic of investment’.39

This flexibility affords the parties with the discretion to decide whether or not their particular transaction is an investment for the purposes of Article 25.40 For example, the parties are free to define the term ‘investment’ in their BIT and the contracting state may also exclude jurisdiction pursuant to Article 25(4).41 Common disputes which have been excluded include disputes involving natural resources and disputes which apply to certain territories in a particular state.42 This ability to specifically delineate ‘investment’ for the purposes of an individual BIT further supports the view that the term ‘investment’ in Article 25 should be given a broad interpretation.43

The tribunal in Ceskoslovenska Obchodni Banka (CSOB)v The Slovak Republic44 propounded a broad interpretation of investment.45 After referring to the first paragraph of the Preamble of the ICSID Convention which states that the Contracting States have considered ‘the need for international cooperation for economic development, and the role of private international investment therein’, the tribunal observed that:

This language permits an inference that an international transaction which contributes to cooperation designed to promote the economic development of a Contracting State may be deemed to be an investment as that term is understood in the Convention.46

The Convention encompasses:47

Capital contributions, joint ventures, loans, ‘as well as modern kinds of investment resulting from new forms of association between States and foreign investors, such as profit-sharing, service and management contracts, turn-key contracts, international leasing arrangements and agreements for the transfer of know-how and technology’.

The statement that an investment includes modern forms of association between foreign partners and host states is supported by Delaume.48 Delaume also points out that transnational loans are clearly included in the definition of investment, referring both to the first draft of the Convention and to the fact that the parties involved in transnational loan agreements usually specifically state that their loan is an investment for the purposes of the Convention.49

(ii) The BIT Definition of ‘Investment’

The transaction at issue being covered by Article 25(1) is a necessary but insufficient condition for the tribunal to exercise its jurisdiction. What the parties have actually agreed on in their BIT must also be considered. A review conducted under the auspices of the United Nations of all the BITs in force found that one of the similarities of all BITs was the broad and open-ended definition of investment, including tangible and intangible assets and of general application to both existing and new investments.50 The BIT may also cover pre-investment activities which are not covered by Article 25(1). To exercise jurisdiction, the transaction in question must fall within two definitions of investment: the BIT definition and the Article 25 definition.51 In practice, the Article 25 definition tends to be narrower than the BIT definition of investment. It therefore acts as a jurisdictional filter. However, the consent of the parties to submit to ICSID arbitration will be taken as evidence of their understanding that their transaction was an investment. Indeed, one tribunal stated that such an understanding should be accorded ‘great weight’ in deciding whether or not the transaction in question is an investment for purposes of Article 25 ICSID Convention.52

(iii) Arbitral Decisions on the Definition of ‘Investment’

Promissory Notes

The Tribunal in Fedax NV v Republic of Venezuela53 had to decide whether the holding of promissory notes issued by the respondent was an investment under Article 25(1). It was the first ICSID case where jurisdiction was objected to on the grounds that the underlying transaction did not qualify as an investment. The definition of investment in the BIT included ‘titles to money’. The respondent contended, and the tribunal agreed, that pursuant to Article 31(1) of the 1969 Vienna Convention on the Law of Treaties, the term investment needed to be interpreted ‘in good faith in accordance with the ordinary meaning to be given to the terms of the treaty in their context and in the light of its object and purpose’. The Tribunal examined Article 25(1) and its application in previous arbitrations. It concluded that the broad scope of Article 25 and previous decisions were sufficient to find that there was jurisdiction over such a transaction.54 The tribunal further noted that because loans were clearly within the meaning of investment, and promissory notes were ‘evidence of a loan and a rather typical financial and credit instrument’ there was no reason that the purchase of promissory notes could not come within the Convention.55

The tribunal then turned to the actual wording of the Netherlands–Venezuela BIT. The tribunal perceived the BIT’s definition of investment as ‘[governing] the jurisdiction of ICSID’.56 The relevant provision read as follows:


The term ‘investments’ shall comprise every kind of asset and more particularly though not exclusively: …

(ii) rights derived from shares, bonds and other kinds of interests in companies and joint ventures;

(iii) titles to money, to other assets or to any performance having an economic value …



The tribunal concluded that such a definition was fairly broad and clearly encompassed the purchase of promissory notes.

Loans

In Ceskoslovenska Obchodni Banka (CSOB)v The Slovak Republic,57 the tribunal had to deal with whether loans made by CSOB to a ‘Collection Company’, established by the Slovak Republic pursuant to a consolidation agreement, was an investment under Article 25(1). The loans were made following an assignment of non-performing loan portfolio receivables to the Slovak Collection Company. The agreement stated that the Collection Company was to pay CSOB for the assigned receivables and therefore CSOB, under the terms of a separate loan agreement, the ‘Loan Agreement on the Refinancing of Assigned Receivables’, loaned them the necessary funds.

The respondent argued that the loan to their Collection Company was not an ‘investment’ but rather an ‘element of the inter-governmental restructuring division of CSOB, necessitated by the dissolution of the Czech and Slovak Federal Republic (CSFR), and not an operation from which either party to the dispute was intended to receive a benefit’.58 The tribunal considered that as the respondent had not made any declaration under Article 25(4), it had accordingly submitted itself ‘broadly to the full scope of the subject matter jurisdiction governed by the Convention’.59 It further held that as the parties had consented to the Centre’s jurisdiction, a ‘strong presumption that they considered their transaction to be an investment within the meaning of the ICSID Convention’ had been created.60 The tribunal accepted that the mere description of a transaction as an ‘investment’ was insufficient to find that the transaction satisfied Article 25(1)—the transaction had to be considered objectively.61 A twofold test was adopted:62 first, the tribunal looked at whether the transaction came within Article 25(1) of the Convention. Once that was satisfied, it considered whether the transaction was within the definition of investment as outlined in the parties’ consent to ICSID arbitration, in their reference to the BIT and in the BIT.

Bank Guarantees

Joy Mining Machinery Ltd v The Arab Republic of Egypt63 concerned a contract that had been concluded between Joy Mining Machinery Ltd (‘Joy’) and the General Organisation for Industrial and Mining Projects of the Arab Republic of Egypt (‘IMC’) for the supply of mining systems and equipment. Joy had provided several bank guarantees to IMC for the performance, advance payment, and payment received under the contract. Joy was paid the full contract price. However, because of other differences that arose between the parties regarding the performance of certain equipment, IMC would not release the guarantees. Joy therefore initiated arbitration.

The Republic of Egypt objected to jurisdiction on the grounds that the bank guarantee was not an investment, either as contemplated by the BIT or under Article 25. Its objection was upheld on both grounds. The tribunal concluded that a ‘contingent liability’ such as a bank guarantee was not an asset as defined in the BIT and would go far beyond the concept of investment.64 As regards the definition of investment in Article 25, the tribunal stated that ‘the project in question should have a certain duration, a regularity of profit and return, an element of risk, a substantial commitment and that it should constitute a significant contribution to the host State’s development’.65 Despite holding that the scope and the terms of the supply contract were ‘entirely normal commercial terms, including those governing the bank guarantees’,66 the tribunal drew a distinction between ‘ordinary sales contracts, even if complex, and an investment’ on the grounds that, not to do so would be to allow ‘any sales or procurement contract [involving a State agency to] qualify as an investment’.67 The Tribunal did note that certain public procurement contracts and construction projects would amount to an eligible investment, as long as the ‘criteria’ were met, as they were in Salini Costruttori SpA. and Italstrade SpA. v Kingdom of Morocco.68

Mihaly and ‘BOOT’ Projects

The controversial case of Mihaly69 dealt with the investment by Sri Lanka in a thermal electric power generating plant, the largest foreign investment at the time in Sri Lanka.70 Sri Lanka, having studied extensively the various possibilities of infrastructure development, sent out a Request for Proposal for its Build, Own, Operate and Transfer (BOOT) project.71 Mihaly, a partnership of a Canadian and an American developer, was chosen in 1992 to carry out the project. In February 1993, the respondent issued a letter of intent containing the respondent’s agreement to negotiate in good faith to settle in a timely manner the necessary formal contracts. During the following three years of negotiations, which were stalled by both parties for various political and commercial reasons, the respondent received an ‘Award of Contract’ and a renewal of the award. The renewal set out a detailed schedule of various obligations to be met in order to get the negotiations back on track. The claimant met all its obligations, the respondent none. The issue put before the tribunal was whether the significant expenditures by the Mihaly consortium (almost US$6 million) to prepare for construction of the power plant (including plant engineering, financial advice, and legal fees), expended in reliance on the letter of intent and its two renewals, constituted an ‘investment’ sufficient to engage its jurisdiction.

The tribunal stated that:

A fortiorissime, without proof of an ‘investment’ under Article 25(1), neither Party need to argue further, for without such an ‘investment’, there can be no dispute, legal or otherwise, arising directly or indirectly out of it, which could be submitted to the jurisdiction of the Centre and the Tribunal.72

The tribunal concluded that the claimant’s expenditures did not amount to an ‘investment’ for the purposes of Article 25(1) and declined jurisdiction. There was an individual concurring opinion rendered by Mr David Suratgar.73

Concerns have been expressed regarding the tribunal’s non-recognition of the Mihaly financial outlay as an ‘investment’ for the purposes of Article 25(1).74 In evidence, the claimant had submitted an affidavit of a retired ‘very senior official’ of the World Bank. This official stated quite clearly two necessary requirements associated with ‘Build, Own, Operate and Transfer’ projects. First, the private investor must make significant initial expenditures and secondly, a formal contract between the state and the private investor needs to be executed before any financiers will formally commit to the project. This affidavit urged the tribunal to recognize the nature of such projects and the method of building up infrastructure and that accordingly, the initial financial outlays be included as part of the investment. The tribunal refused to extend the definition of investment to include expenditures in a project where neither a formal contract had been signed nor construction commenced. The concern over such an approach has been summarized as follows:

It is clear from most bilateral investment treaties, which contain definitions of ‘investment’, and from the jurisprudence, including leading arbitral decisions at ICSID and elsewhere, that the word investment is intended to be construed expansively, to suit current needs and practices. This decision by an ICSID Tribunal erects a barrier to that construction, and also to achieving the major purpose of ICSID: encouragement of private investment in developing countries.75

However, the suggestion in the separate concurring opinion76 in Mihaly that in future ICSID tribunals should accept jurisdiction over similar claims in order to encourage ‘transparency’ in tender procedures, as well as to protect successful bidders who incur expenditures when embarking on these costly preliminary procedures, has been criticized as creating a ‘risk that host states will face systematic or even abusive claims brought by disgruntled or disappointed bidders’.77

(d) Has the Dispute Arisen Directly from that Investment?

The problem of directness commonly arises in situations where the ‘central’ investment transaction is accompanied by ancillary transactions, each with separate contracts and those contracts occasionally containing dispute settlement clauses.78 In Fedax N V v Republic of Venezuela, the tribunal stated that:79

It is apparent that the term ‘directly’ relates in this Article to the ‘dispute’ and not to the ‘investment’. It follows that jurisdiction can exist even in respect of investments that are not direct, so long as the dispute arises directly from such transaction. This interpretation is also consistent with the broad reach that the term ‘investment’ must be given in the light of the negotiation history of the Convention.

The tribunal therefore held that the dispute in question had arisen directly from the purchase of promissory notes by the Claimant’s predecessor and that Article 25(1) was satisfied in this respect.

In Siemens AG v Argentine Republic,80 shares in a local subsidiary were held to be an eligible indirect investment. Siemens requested arbitration pursuant to a contract its Argentine subsidiary had entered into with Argentina for the delivery of an IT system of migration control and personal identification. Argentina had forced a contract renegotiation and Siemens argued that this breached the underlying BIT.

(3) ICSID AND PERSONAL JURISDICTION

There is good reason for the disputes which come within the jurisdiction of the Centre to be restricted ratione personae in the way they are under Article 25(1). Disputes between private individuals can be settled through municipal systems of law. Disputes between States and their own nationals fall outside the scope of an international convention intended to deal with foreign investment. Disputes between States may be settled under traditional international law.81

Article 25(1) of the ICSID Convention requires that a dispute be ‘between a Contracting State (or any constituent subdivision or agency of a Contracting State designated to the Centre by the State) and a national of another Contracting State …’. The dispute must therefore be of a mixed nature.82 Restricting ICSID’s application to state/foreign national disputes was one of the Convention’s main goals.83 The objective was to bypass states’ prerogative of diplomatic protection and to empower individual investors to take direct action against states without the aid of their own state. Closing the procedural gap84 was intended to enable individual investor claimants to have their own remedy when their own states were unwilling or politically unable to espouse the claim on their behalf and has fulfilled what was once thought unlikely.85

(a) Contracting State

The facilities of the Centre are only available to contracting states and to their nationals, the one requirement common to both parties. Under the ICSID Convention, contracting states are states that have ratified the treaty by depositing their instruments of ratification, acceptance, or approval. Thirty days after their instruments have been deposited, they become contracting states.86 As of 9 May 2007, there were 144 contracting states to which the Convention had entered into force and 12 other states that had signed the Convention but had not ratified it.87 A state can withdraw from the Convention and cease to be bound by submitting a written notice.88 This will not affect the state’s consent to the Centre’s jurisdiction given prior to their withdrawal and will only become effective six months after they have denounced the treaty.89 It is not necessary for either the governmental party or the foreign national’s state to be a member of the Centre when the parties agree to submit to an ICSID arbitration.90 This was illustrated in the Holiday Inns et al v Morocco91 case where Morocco had objected to jurisdiction on the grounds that neither Morocco nor Switzerland (the state of the foreign investor, Holiday Inns) were contracting states when the parties had agreed to submit any dispute to ICSID. The tribunal disagreed that the host and foreign states needed to be members on the date of the arbitration agreement. The tribunal stated that the relevant date for jurisdictional reasons ‘is the date when the conditions are definitely satisfied, as regards one of the Parties involved, which constitutes … the date of consent by that Party’.92

(b) Nationality

(i) A ‘Natural Person’

Article 25(2) extends jurisdiction to any dispute arising between a contracting state and a national of another contracting state. The term ‘national’ encompasses natural and juridical persons. Natural persons will be considered first. Under Article 25(2) (a), a ‘natural person’ national is any person:

… who had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration as well as on the date on which the request was registered … but does not include any person who on either date also had the nationality of the Contracting State party to the dispute. (Emphasis added.)

A natural person presents much less difficulty than the term ‘juridical person’ and has been interpreted according to its ordinary meaning of an individual human investor. The natural person nationality requirement has two temporal aspects: the investor must be a national of the relevant state, first, at the time the dispute was consensually submitted to arbitration and secondly, at the time the request for arbitration is registered. The definition expressly excludes any person who on either of those dates was also a national of the contracting state party to the dispute; that is, the host state.

The exclusion of persons with double nationality from making certain claims has its origin in the traditional rules relating to diplomatic protection, codified in Articles 4 and 5 of the 1930 Hague Convention on Certain Questions Relating to the Conflict of Nationality Laws.93 The four scenarios that may arise in the context of double nationality in cases of diplomatic protections have been presented as follows:94

… (i) a State should not be allowed to present a claim on behalf of a national when such person is also a national of the respondent state and with which it is more closely connected; (ii) this claim should not be presented even where the national in question is more closely connected with the claimant State; (iii) if the national of the claimant State is also a national of a third State—not being the respondent—and is more closely connected with that State, the claim should not be allowed either; and, (iv) if in this last situation the national is more closely connected with the claimant State than with the third State in question, then the claim could be brought against the respondent.

In the field of investment treaty arbitration, it is rare that an individual investor will be denied jurisdiction on the grounds of failure to satisfy the nationality requirement, although there have been isolated cases where this has happened.95 Objections to nationality commonly arise in two situations. The first is where a claimant allegedly has dual nationality and possesses the nationality of the contracting state party to the dispute, in conflict with the express exclusion contained in Article 25(2)(a). Most BITs do not specifically address the issue of dual nationality.96 The second situation is where the claimant allegedly lacks the nationality of the contracting state upon which it bases its jurisdiction.

It has been suggested that the concept of ‘effective nationality’ may provide a solution to the definition of nationality in the Convention.97 The acceptance of effective nationality has been an issue in various ICSID cases. An examination of ICSID’s drafting history shows that a suggestion that effective nationality be made a requirement never made it to the drafting stage and that possession of dual nationality is not in itself a bar to ICSID. From this, the conclusion has been drawn that it was never intended that the Convention preclude claims of dual nationals.98

The issue of ‘effective nationality’ has been raised in three well-known cases examined below. The first case, Hussein Nuaman Soufraki v United Arab Emirates,99 concerned the more simple objection based on the claimant lacking the effective nationality of the contracting state, as required by Article 25(2)(a) of the ICSID Convention. The last two cases, Marvin Roy Feldman Karpa v United Mexican States100 and Champion Trading Co v Arab Republic of Egypt,101 considered the concept of dual nationality.

Soufraki

Mr Soufraki, via arbitration, sought protection under the United Arab Emirates–Italy BIT.102 As evidence of his Italian nationality, the claimant investor produced two Italian passports, five certificates of Italian nationality issued by Italian authorities, and a letter from the Ministry of Foreign Affairs of Italy confirming his right to have recourse to the BIT on the basis of his citizenship. The respondent objected on the ground that Mr Soufraki lacked effective nationality as required under international law. The ICSID tribunal upheld their objection. The tribunal held that the claimant, on acquiring Canadian nationality in 1991, automatically lost his Italian citizenship.

The claimant had argued that a letter from Italian authorities effectively giving him permission to rely on the UAE–Italy BIT precluded the tribunal from looking any further into the matter. The tribunal disagreed with this contention, basing their decision on Article 41(1) which states that the ICSID tribunal is ‘the judge of its own competence’. The tribunal stated that:103

When, in international arbitral or judicial proceedings, the nationality of a person is challenged, the international tribunal is competent to pass upon that challenge. It will accord great weight to the nationality law of the State in question and to the interpretation and application of that law by its authorities. But it will in the end decide for itself whether, on the facts and law before it, the person whose nationality is at issue was or was not a national of the State in question and when, and what follows from that finding.

Accordingly, the tribunal found that it could look behind the certificates of nationality provided by the claimant104 because, although it accepted that the certificates were ‘prima facie’ evidence of nationality, it agreed with Professor Schreuer that:

… A certificate of nationality will be treated as part of the ‘documents or other evidence’ to be examined by the tribunal in accordance with Art 43 [of the Convention]. Such a certificate will be given its appropriate weight but does not preclude a decision at variance with its contents.

Having looked behind the certificates, the tribunal discovered that the authorities had issued them without knowledge of the necessary facts—that is, that Mr Soufraki had lost his Italian nationality in 1991.

Karpa

Mr Karpa had requested arbitration pursuant to Chapter 11 of NAFTA, on behalf of the Corporación de Exportaciones Mexicanas SA de CV (‘CEMSA’), a company constituted under the laws of Mexico and owned by the claimant. A jurisdictional objection was made by Mexico on the grounds that the claimant had dual nationality. The jurisdictional issue was ‘whether the Claimant, being a citizen of the United States of America, and a registered permanent resident in Mexico, has standing to sue under Chapter Eleven of NAFTA’.105

The tribunal considered the principles of international law and concluded that citizenship, not residence or other geographic affiliation, was the main connecting factor between a state and an individual because ‘[r]esidence, even permanent or otherwise authorized or officially certified residence, only fulfills a subsidiary function which, as a matter or principle, does not amount to, or compete with, citizenship’.106

Therefore, the tribunal decided that the search for the ‘dominant or effective nationality’ required first the existence of a double citizenship and was not an issue in the case. The tribunal went on to ‘check’ this principle of international law against the NAFTA legal framework and the definition of ‘national’ contained in the NAFTA treaty. ‘National’ was defined in Article 201 as ‘a natural person who is a citizen or permanent resident of a Party’. As a matter of interpretation, the respondent had argued that the article rendered permanent residence tantamount to nationality for all intents and purposes, giving rise to a situation of dual nationality. The tribunal rejected this interpretation, based on both the structure of Chapter 11 and the purpose of NAFTA itself, and upheld the claimant’s standing.107

Champion Trading

The Champion Trading case dealt primarily with the application of the clear and specific rule contained in Article 25(2)(a) excluding as nationals of a contracting state natural persons who at the relevant dates were also nationals of the contracting state party to the dispute.

The request for arbitration was made under the 1982 BIT between the USA and the Arab Republic of Egypt.108 There were five claimants, three individuals and two companies. The respondent objected on the ground of lack of jurisdiction and invoked Article 25(2)(a). The respondent’s claim, which was accepted by the tribunal, was that the three individual claimants held both American and Egyptian nationality when the parties consented to submit the dispute to arbitration and when the request was registered. The respondents relied on evidence that when the three individuals were born, their father had Egyptian nationality. Therefore, under Egyptian law, they had also acquired Egyptian nationality. The claimants made two arguments: first, that the father had lost his nationality before they were born and secondly, that the three claimants did not meet the international law test of ‘real and effective’ Egyptian nationality.

The claimants derived the real and effective nationality test from various international law sources. They referred to Article 1 of the Hague Convention on Nationality of 12 April 1930, a convention accepted as part of international law, despite it never coming into force. Article 1 of that Convention states:

It is for each State to determine under its law who are its nationals. This law shall be recognized by other States in so far as it is consistent with international conventions, international custom, and the principles of law generally recognised with regard to nationality.

The Claimants then turned to the International Court of Justice decision of Liechtenstein v Guatemala,109 in which the following statement about nationality was made:

Nationality is a legal bond having as its basis a social fact of attachment, a genuine connection of existence, interests and sentiments …. It may be said to constitute the juridical expression of the fact that the individual upon whom it is conferred, either directly by the law or as the result of an act of the authorities, is in fact more closely connected with the population of the State conferring nationality that with that of any other State ….

The claimants also relied on the Interpretation by the Iran–US Claims Tribunal of the international treaty called the ‘Algiers Declaration’110 where the Iran–US tribunal stated that the Nottebohm decision demonstrated:111

The acceptance and the approval by the International Court of Justice of the search for the real and effective nationality based on facts of a case, instead of relying on more formalistic criteria … In view of the pervasive effect of this rule … the Tribunal concludes that references to ‘national’ and ‘nationals’ in the Algiers Declarations must be understood as consistent with that rule unless an exception is clearly stated.

Regarding the claimant’s first argument, the ICSID tribunal in Champion Trading held as an evidentiary matter that the individual claimants had failed to show that their father had lost his Egyptian nationality prior to their birth. On the second argument, the tribunal made some interesting observations:112

The Tribunal notes that [the Algiers Declaration decision] contained an important reservation that the real and effective nationality was indeed relevant ‘unless an exception is clearly stated’. The Tribunal is faced here with such an exception…. According to the ordinary meaning of the terms of the Convention (Article 25(2)(a)) dual nationals are excluded from invoking the protection under the Convention against the host country of the investment of which they are also a national. This Tribunal does not rule out that situations might arise where the exclusion of dual nationals could lead to a result which was manifestly absurd or unreasonable (Vienna Convention, Article 32(b)). One could envisage a situation where a country continues to apply the jus sanguinis over many generations. It might for instance be questionable if the third or fourth foreign born generation, which has no ties whatsoever with the country of its forefathers, could still be considered to have, for the purpose of the Convention, the nationality of this state.

The Champion case also confirmed that, in contrast to the express exclusion of natural dual nationals in the ICSID Convention, the presence of dual nationals as shareholders of a claimant company does not preclude the tribunal from having jurisdiction over that company. The tribunal reached this conclusion based on the definition of ‘company of a party’ in the BIT and Article 25(2)(b) of the Convention, neither of which expressly excluded companies with dual national shareholders.113

(ii) Nationality of a ‘Juridical Person’

It will be recalled that under Article 25(2)(b) a ‘juridical’ national is:

Any juridical person which had the nationality of a Contracting State other than the State party to the dispute on the date on which the parties consented to submit such dispute to conciliation or arbitration and any juridical person which had the nationality of the Contracting State party to the dispute on that date and which, because of foreign control, the parties have agreed should be treated as a national of another Contracting State for the purposes of this Convention.

Article 25(2)(b) extends the definition of ‘national of another Contracting State’ to include a ‘juridical person’. Two categories of juridical persons are contemplated. The first is a corporation of a nationality distinct from that of the contracting state party to the dispute. The second is a corporation which has the nationality of the contracting state party but is under foreign control. In this regard, Professor Lalive has described Article 25(2)(b) as constituting ‘a relatively bold departure from the traditional principle of international law, according to which a state cannot be sued internationally by its own nationals’.114

(iii) Defining Corporate Nationality: A Test of Incorporation or Control?

‘Juridical person’ was never defined prior to its inclusion in the Convention; however, the Preliminary Draft did refer to a ‘company’.115 Professor Schreuer argues that due in part to the Convention’s drafting history, a mere association of individuals or juridical persons would be insufficient for Article 25(2)(b) to apply; rather, the entity must have legal personality.116 The purpose of Article 25(2)(b) was not to define corporate nationality but to:117

Indicate the outer limits within which disputes may be submitted to conciliation or arbitration under the auspices of the Centre with the consent of the parties thereto. Therefore the parties should be given the widest possible latitude to agree on the meaning of ‘nationality’ and any stipulation of nationality made in connection with a conciliation or arbitration clause which is based on a reasonable criterion.

Therefore, the BIT definition of ‘investor’ is paramount in each particular case. Under customary international law, two tests which provide criteria for the determination of a juridical person’s nationality have become accepted. These are the traditional test of incorporation or effective seat and the control test.118 For Article 25, Professor Schreuer suggests that the control test is the least appropriate since it imposes a different meaning on each use of ‘nationality’ within the same sentence.119 ICSID jurisprudence indicates that the applicable test for the determination of corporate nationality under Article 25 is the traditional incorporation/effective seat test.120 However, this does not negate the ability of parties to agree to a different test, a view that was discussed by the majority tribunal in Tokios Tokelés v Ukraine.121

Tokios

In Tokios, the tribunal was faced with an objection to jurisdiction founded on the argument that the control test was the appropriate test for the purposes of Article 25. Tokios Tokelés, a company incorporated in Lituania, had sued the Ukraine in arbitration, claiming breaches of the Ukraine–Lithuania BIT.122 The Ukraine contested jurisdiction on the grounds, inter alia, that Tokios Tokelés was not a genuine ‘investor’ of Lithuania.

Regarding the first objection, there was no dispute that 99 per cent of the share-holding in the claimant was held by Ukrainian nationals. The respondent requested the tribunal to disregard the claimant’s state of incorporation and to pierce the corporate veil in order to determine the claimant’s nationality on the basis of its controlling shareholders. Article 1(2)(b) of the Ukraine–Lithuania BIT provided that a Lithuanian investor was ‘any entity established in the territory of the Republic of Lithuania in conformity with its laws and regulations’, that is, it recognized an incorporation test of corporate nationality. Article 1(2)(c) defined the meaning of investor for those corporations that were incorporated neither in Lithuania nor in the Ukraine. In such cases, the BIT enabled the nationality to be determined by reference to the nationality of those individuals controlling the entity or by reference to the siège social of the entity controlling the entity. The respondent argued that since Article 1(2)(c) contained the control measure of corporate nationality, which could operate to extend the scope of the BIT, this test should also be applicable to limit the scope of Article 1(2)(b). The tribunal dismissed this argument stating that the purpose of Article 1(2)(c) was to extend the definition of investor only in the context of entities incorporated under the laws of a third state.123 It found that the claimant was an investor of Lithuania within the meaning of Article 1(2)(b) of the BIT.

The majority tribunal then turned to the ICSID Convention. It accepted that the definition of investor adopted by the BIT was consistent with the Convention and accepted that the vast majority of ICSID tribunals had adopted the incorporation test. The tribunal did not accept that the control test, as adopted in the second part of Article 25(2)(b), could be used to restrict the jurisdiction of the Centre since this was inconsistent with the test’s purpose of expanding the Centre’s jurisdiction.124 Since there was no agreement to treat the claimant as a corporation of any state other than Lithuania, the control test did not apply to the facts before it.125

Finally, the majority dealt with the applicability of the equitable doctrine of ‘veil piercing’. The majority did not agree with the respondent that the circumstances were such as to justify a lifting of the corporate veil. It referred to the ICJ decision of Barcelona Traction, Light and Power Co Ltd (Belgium v Spain)126 which outlined loose criteria that would justify the lifting of a corporate veil. The tribunal was satisfied that the claimant’s conduct as an entity of Lithuania did not amount to an abuse of legal personality.

The strong dissent in this case argued that the tribunal had no jurisdiction. Professor Prosper Weil disagreed with the approach taken by the majority and the finding that the claimant fell within the definition of a juridical entity as prescribed by the Convention. Professor Weil preferred that any analysis of a nationality objection begin with Article 25 and end with the BIT.127 Therefore, the tribunal, in his view, should have asked first, whether the claimant fell within the meaning of Article 25(2)(b) corporate nationality and if yes, move on to consider whether the claimant was within the BIT definition. This amounts to favouring the concept of objective ICSID jurisdiction over the parties’ consent, for it is within the terms of the BIT that the scope of the parties’ consent is defined. Professor Weil argued that the tribunal should not have been blinded by formality, the claimant being almost entirely owned by Ukrainian nationals. The dissenting arbitrator did not perceive the corporate veil to be a relevant issue and saw the decision as being a simple one: either the claimant was of Lithuanian nationality or the claimant was not of Lithuanian nationality, and this question could be resolved with reference to the control or shareholding of the claimant. Professor Weil stated that:128

The ICSID mechanism and remedy are not meant for investments made in a State by its own citizens with domestic capital through the channel of a foreign entity, whether pre-existent or created for that purpose. To maintain, as the Decision does, that ‘the origin of capital is not relevant’ and that ‘the only relevant consideration is whether the Claimant is established under the laws of Lithuania’ runs counter to the object and purpose of the whole ICSID system.

The basis which led the dissenting arbitrator to find irrelevant the lifting of the corporate veil is not entirely clear. Professor Weil did not discuss Article 1(2)(b) of the BIT and therefore did not seek to justify his examination of the claimant’s shareholding to determine nationality by reference to the parties’ agreed definition of investor.

The problem with the proposed fixed approach of beginning with the ICSID Convention and then turning to the BIT on questions as to jurisdiction arises when a tribunal finds itself in the ‘outer limits’ of jurisdiction. Any legal definition can be easily applied when a tribunal is in a situation clearly contemplated by it. However, when the tribunal is in a situation which may or may not fall within the definition, the dual interpretation of ICSID and the BIT will be necessary. For example, how the BIT defines an ‘investor’ will no doubt aid the tribunal in deciding whether such a definition is clearly within the scope of the Convention.

In Tokios, the tribunal found itself outside the core meaning of corporate nationality, as defined by the Convention. In other words, this was not a case where the issue of nationality was obvious. For this reason, albeit it was not explicit, it made interpretative sense first to decide whether the issue was contemplated by the BIT. If it were not, then the parties had not consented to the tribunal’s jurisdiction, and the parties would have to seek resolution elsewhere.

The majority decision in Tokios and many other ICSID decisions reflect a flexible approach to Article 25. The first step in any situation would be to consider the BIT and how that instrument contemplates dealing with the nationality of the parties. A ‘nationality’ clause in the BIT can adopt its own particular definition of juridical entities. If the corporation’s nationality satisfies the BIT definition, then the tribunal can look at whether it also satisfies the Convention. For, although the parties are free to define corporate nationality as they choose, it is not guaranteed that their definition will fall within the scope of the Convention. Deviation from the implicit incorporation test is permitted by agreement. However, it is submitted that this deviation cannot be to the extent that the BIT definition is contrary to the purpose of the Convention. If there is no clause dealing with nationality, then, as Amerasinghe suggests, the tribunal should be ‘extremely flexible’ in using various methods to determine the national of the juridical entity in question. This should include consideration of the control test of nationality.

As the foregoing discussion illustrates, the Article 25 test of nationality is not fixed and will vary to a certain extent, depending on the definition agreed on by the parties in the BIT. ICSID tribunals have accepted, on the whole, that Article 25(2)(b) will usually require a test of incorporation. However, if the parties have clearly set out a control test to determine the diversity of nationality requirement, then that will also satisfy Article 25(2)(b).

(iv) The Second Part of Article 25(2)(b): The Nationality of Foreign-controlled Corporations

The second part of Article 25(2)(b) is said to create an ‘exception to the diversity of nationality requirement’.129 It extends ICSID jurisdiction by recognizing the common situation where a host government insists that a foreign-controlled company be locally incorporated. In practice, BITs give effect to this aspect of Article 25 by the operation of their so-called ‘25(2)(b) clauses’.130 Such clauses are quite common, in particular in UK treaties, which often provide that:131

A company which is incorporated or constituted under the law in force in the territory of one Contracting Party and in which before such a dispute arises the majority of shares are owned by nationals of companies of the other Contracting Party shall in accordance with article 25(2)(b) of the Convention be treated for the purpose of the Convention as a company of the other Contracting Party.

Other BITs do not specifically refer to Article 25(2)(b) in their provisions but do recognize or require that the foreign investor of one of the state parties to the BIT, as a vehicle for investment activity, incorporate locally in the other state party. This was the situation in Aguas del Tunari SA v Republic of Bolivia,132 which is discussed further on in this section.

Wena Hotels

In Wena Hotels, the meaning of such a clause was contested by the parties. The Arab Republic of Egypt (‘Egypt’) and Wena Hotels Limited (‘Wena’) were involved in a dispute relating to the lease and development of two hotels in Egypt. Egypt contested jurisdiction on various grounds, including nationality. The relevant provisions were Article 25(2)(b) and Article 8(1) of the relevant BIT.133 The latter provided, in part, that:

Such a company of one Contracting Party in which before such a dispute arises a majority of shares are owned by nationals or companies of the other Contracting Party shall in accordance with Article 25(2)(b) of the Convention be treated for the purposes of the Convention as a company of the other Contracting Party.

Egypt contended that Article 8(1) excluded jurisdiction in cases where a company of a non-host state is controlled by nationals or companies of the host state. Wena argued that Article 8(1) was merely giving effect to the second part of Article 25(2)(b) and extending jurisdiction in situations where a company, incorporated in the host state, is under foreign control.

The tribunal was not presented with any evidence of the intention of the parties to the BIT, either in the form of travaux préparatoires or otherwise. It therefore focused its attention on academic commentary interpreting similar clauses and Article 25(2)(b). It adopted Wena’s interpretation and concluded that the BIT clause operated only in cases where ‘an investment in Egypt or the United Kingdom is made through a local company, owned by companies or nationals of the other country’.134 In the case before them, Wena Hotels Limited was not locally incorporated and therefore Article 8(1) did not apply.

Agreements to Treat a Company as a National of another Contracting State

Holiday Inns/Occidental Petroleum v Government of Morocco135 is authority for the proposition that any agreement to treat a company as a national of another contracting state because of foreign control must be explicit and the tribunal will rarely imply such an agreement.136 The tribunal further indicated that consent to treat a local company as a ‘national of another Contracting State’ should be expressed in the form of a subsidiary agreement.

However, following Holiday Inns, the tribunals in both Amco et al v Republic of Indonesia137 and Klöckner Industrie Anlagen GmbH v United Republic of Cameroon138 held that there is no formal requirement for a state to consent to treat one of its own nationals as a national of another contracting state because of foreign control. They held that all that was necessary was that the host state have knowledge of the foreign control of the relevant company, knowledge that could be implied. Despite the stark contrast in approaches, the different factual scenarios in each case have led them to be reconciled.139 In Holiday Inns, there was simply no basis for implying that Morocco had agreed to treat the subsidiary companies as nationals of another contracting state. In contrast, in Amco the subsidiary company’s parent had signed an agreement containing ICSID arbitration rights and in Klöckner the subsidiaries were parties to an agreement containing an ICSID clause.

The facts of Amco were that Amco Asia Corporation, an American company, had agreed in 1968 with Indonesia to construct a hotel in Indonesia. For the purposes of construction, Amco Asia Corporation applied to set up a wholly owned Indonesian incorporated subsidiary called PT Amco Indonesia. The application provided for ICSID arbitration in the event of a dispute. Indonesia agreed to the application. In 1972, shares of the Indonesian subsidiary were transferred from the principal company to the Hong Kong company, Pan American Development Ltd. Once the dispute arose, Indonesia made various jurisdictional objections, notably that it was not clear that Indonesia had agreed that PT Amco should be treated as an American national for the purposes of Article 25(2)(b).

The tribunal firmly rejected its objection. It stated that Article 25 did not require an express clause stating that the parties were treating a company as legally being a national of a contracting state,140 nor did it require that the country of which the controlling shareholders of PT Amco were the nationals be expressly mentioned in the arbitration clause itself, it being sufficiently stated in the application itself.141 The tribunal referred to the application submitted by Amco. The application expressly referred to ‘an APPLICATION to establish a foreign business in Indonesia’. The tribunal therefore held that there could be no doubt that Indonesia, in agreeing to the application, knew that PT Amco would be under foreign control.142

The Extent to which the Juridical Entity is under Foreign Control:
Société Ouest Africaine des Bétons Industriels (SOABI) v Republic of Senegal143

The SOABI arbitration arose out of a dispute over the implementation of a project concerning the construction of low-income housing in Dakar which required a factory for the prefabrication of reinforced concrete to be built by the investor SOABI. Senegal filed an objection to jurisdiction on the grounds of lack of consent on behalf of the parties to submit to arbitration and an objection on the grounds of nationality. When the contract containing the consent to ICSID arbitration was concluded, SOABI was directly controlled by Flexa Company, a company incorporated in Panama—a non-ICSID Contracting State. The tribunal held as a matter of fact that the Flexa Company shareholders were nationals of contracting states. Senegal argued that the foreign control requirement in Article 25(2)(b) meant foreign control by nationals of contracting states, and therefore, because SOABI was owned by a company incorporated in Panama, this requirement was not met. Senegal merely looked at who owned the claimant: Flexa Company, but not at who owned Flexa Company.

The tribunal agreed that foreign control meant foreign control by nationals of contracting states but held that this could mean indirect control:144

the nationality of the [Flexa] Company which held in 1975 all of the shares of the subscribed capital of SOABI would have determined the nationality of the foreign interests if the Convention were to be interpreted as referring only to the immediate control. But the Tribunal cannot accept such an interpretation which is contrary to the purpose of Article 25(2)(b) in fine. This purpose … is to reconcile the wish of States hosting foreign investments to see these investments carried out through companies established under local law on the one hand and their desire to give these companies the capacity to be parties to procedures under the auspices of the Centre on the other hand.

The tribunal’s interpretation of Article 25(2)(b) in SOABI appears to differ from the ICSID decision of Amco, where it was held that the concept of nationality of a juridical person in the Convention is a ‘classical one, based on the law under which the juridical person has been incorporated, the place of incorporation and the place of the social seat’.145 However, the two cases are not necessarily inconsistent as Amco did not enunciate that ‘test’ as applying to the foreign control limb of Article 25(2)(b), despite the case being in this context. This ‘test’ does not exhaust all possibilities of juridical nationality as it was intended that the nationality of a juridical person also be based on foreign control.146

(v) The Consideration of Other Features of Corporate Nationality: Aguas del Tunari v Republic of Bolivia

Aguas considered various facets of corporate nationality, notably (1) the concept of migratory nationality; (2) the interpretation of the BIT definition of corporate nationality; and (3) whether the timing of a corporate restructuring which converted a company without jurisdiction under the BIT into one with jurisdiction was relevant to the finding of jurisdiction

The arbitration related to a water and sewage services contract (‘the concession contract’). Under the contract, the Claimant, Aguas del Tunari (ADT) had received the right to provide water and sewage services to the city of Cochabamba in Bolivia. ADT claimed that Bolivia’s actions, including the rescission of the contract (less than a year after it was implemented), breached the Netherlands–Bolivia BIT. One of Bolivia’s jurisdictional objections was that ADT was not a Dutch national as defined in the BIT. A related objection was that the change in the place of incorporation of ADT’s majority shareholder company, International Water (Aguas del Tunari) Ltd (‘IW Ltd’), breached the concession contract and therefore barred the tribunal’s jurisdiction. This latter point is interesting for it refers to the concept of ‘migratory nationality’, a relatively rare concept in investment treaty disputes. It will be discussed first.

Migratory Nationality

Article 37.1 of the concession contract required that the founding stockholders keep more than 50 per cent of the ‘original equity percentage in voting shares of the Concessionaire’, at least for the first seven years of the concessions. An annex to the concession contract listed a company called Bechtel Enterprises Holdings Inc (‘Bechtel’), an American company, as a founding stockholder. Bechtel, at the time the contract was executed, wholly owned IW Ltd, a company incorporated in the Cayman Islands and the 55 per cent shareholder in ADT. A few months after the contract came into force, IW Ltd moved its place of incorporation from the Cayman Islands to Luxembourg and changed the company name to International Water (Tunari) SARL (‘IW SARL’). Bechtel’s ownership of IW Ltd also underwent significant restructuring, resulting in a further three intermediary companies between Becthel and IW SARL.147 The respondent argued that the change in place of incorporation and the upstream changes in incorporation breached Article 37.1 of the concession contract. The claimant disagreed and submitted that there was no change of ownership but merely a migration from the Cayman Islands to Luxembourg. Moreover, the upstream restructuring was not within the scope of Article 37.1, that article addressing only ‘the first tier’ of ADT owners.

The tribunal perceived Bolivia’s interpretation of the contract as requiring ADT to remain for the first seven years under the same corporate structure of corporate control as when the contract was signed. It disagreed with this interpretation and was of the opinion that the concession contract did allow for some restructuring.148 It agreed with the claimant’s distinction between first-tier and final-tier shareholders since the contract distinguished between founding shareholders and ultimate shareholders. The respondent’s submission was therefore reduced to whether or not IW Ltd had kept more than 50 per cent of its original interest. To answer that question, the tribunal had to determine whether or not the corporate migration had yielded the same or a different entity. The tribunal noted that the possibility of a corporation migrating whilst maintaining the same legal identity was a rare one. Indeed, it required that both jurisdictions legally accept and recognize the migration and that the receiving jurisdiction permit the continuation of the legal entity.149 However, in the unusual situation before it, both legal systems did permit such an occurrence and the tribunal upheld the claimant’s contention that there had been no change in legal identity. Accordingly, there was no breach of the concession contract.

The Interpretation of the BIT Definition of Corporate Nationality

Turning to whether or not ADT was a Dutch national, the tribunal had to find that, pursuant to Article 1(b)(ii) and (iii) of the BIT, it was ‘controlled directly or indirectly’ by nationals of the Netherlands. There was no dispute that ADT was incorporated in, and therefore a national of, Bolivia. However, the BIT recognized the concept of a local entity under foreign control. The tribunal’s finding on this issue therefore depended on the location of that foreign control. Each party had argued a different meaning of the word ‘control’: the claimant submitted control meant having the legal potential to control; the respondent contended that it meant having the actual exercise of control.

The tribunal’s approach was dictated by its application of Article 31 ‘General rule of interpretation’ and Article 32 ‘Supplementary means of interpretation’ of the Vienna Convention on the Law of Treaties (‘Vienna Convention’). The Tribunal looked first at the ordinary meaning of the expression, as required by Article 31. Then, pursuant to Article 32, it confirmed this interpretation. Finally, it applied its interpretation to the case before it. The tribunal regarded the interpretation of Article 31 as:150

A process of progressive encirclement where the interpreter starts under the general rule with (1) the ordinary meaning of the terms of the treaty, (2) in their context and (3) in light of the treaty’s object and purpose, and by cycling through this three step inquiry iteratively closes in upon the proper interpretation.

The tribunal’s discussion on the meaning of the expression ‘controlled directly or indirectly’ was detailed.151 The tribunal agreed with the claimant’s interpretation that ‘control’ required potential and not actual control for three reasons. First, the notion that ‘control is a quality that accompanies ownership’ was supported by law in that an entity that owns 100 per cent of the shares of another entity necessarily possesses the power to control the second entity’.152 Secondly, the requirement of ‘actual control’ was ‘sufficiently vague as to be unmanageable’.153 Thirdly, this uncertainty surrounding the notion of ‘actual control’ was inconsistent with the object and purpose of the BIT:154

The [Netherlands–Bolivia BIT] is intended to stimulate investment by the provision of an agreement on how investments will be treated, that treatment including the possibility of arbitration before ICSID. If an investor can not ascertain whether their ownership of a locally incorporated vehicle for the investment will qualify for protection, then the effort of the BIT to stimulate investment will be frustrated.

The tribunal rejected the respondent’s argument that statements made the Dutch government changed this interpretation because they amounted to ‘subsequent practice in the application of the treaty which establishes the agreement of the parties regarding its interpretation’ as provided for in Article 31(3) of the Vienna Convention. Not only were the comments of a general nature but there had been some acknowledgement by the Dutch government that they were potentially incorrect. Therefore, this could not amount to ‘subsequent practice’ establishing an agreement between the parties.

The tribunal confirmed its interpretation by reference to (a) the negotiating history of the BIT, (b) the jurisprudence regarding Article 25(2) of the ICSID Convention, (c) the holdings of other arbitral awards concerning ‘control’, and (d) the BIT practice generally of both nations, as required by Article 32 of the Vienna Convention.155 In doing so, the tribunal held that ICSID jurisprudence on the meaning of ‘control’ in Article 25(2)(b) of the ICSID Convention was unhelpful in interpreting the BIT. It cited Professor Schreuer’s observations that national and treaty-based definitions should be deferred to, so long as they are reasonable. Applying its meaning of Article 1(b)(iii) to the facts before it, the tribunal concluded that ADT was indirectly controlled by Dutch nationals and that the jurisdictional requirements of the BIT were met.

Timing of Corporate Restructuring

The tribunal noted the respondent’s objection based on the timing of the transfer of ownership of the claimant to Dutch nationals, that is, after the problems with the investment arose. At the time ADT had signed the Concession Agreement, its upstream ownership did not provide it with jurisdiction ratione personae under ICSID.156 The respondent argued that the timing of the restructuring was tantamount to a ‘fraudulent or abusive device to assert jurisdiction under the BIT’.157 The tribunal rejected this claim, which has incurred some criticism.158

Basing jurisdiction on the nationality of an intermediate holding company also occurred in Tokios Tokéles v Ukraine159 and in Saluka Investments BV v The Czech Republic.160 However, such intermediate companies were in existence prior to problems arising with the investment, a fact which can be contrasted with the Aguas case.161

(vi) Jurisdiction Arising through the Nationality of Shareholders—Shareholder Protection in International Investment Law

Due to the explosion in the number of BITs in operation between different combinations of states, the applicability or otherwise of that part of Article 25(2)(b) which concerns the nationality of a corporation has diminished in importance because such BITs often include shareholding in a locally incorporated corporation in the definition of an investment. Therefore, the foreign shareholder in a company incorporated in the host state, be it a natural person or a company, becomes the investor and the shareholding itself is the investment for the purposes of ICSID arbitrations.162 In this scenario, it is possible to overcome the problem that a company established under the law of the host state is disqualified as a claimant because it does not have the requisite nationality to give it the status of a foreign investor. The subject of shareholder protection in international investment law is of great practical importance. It is also one of some complexity and space does not permit an extensive treatment of the topic.

The classic case on the protection of shareholders is the Barcelona Traction163 case where the International Court of Justice held that Belgium, the state of nationality of the majority shareholders of a company incorporated in Canada, was unable to pursue claims against Spain for damage done to the company. The judgments have been subject to many and varied analyses.164 A search for the true interpretation of the case will not be undertaken since, as Professor Schreuer has observed, ‘practice since 1970, the year of the decision in Barcelona Traction, demonstrates an increasing willingness to grant an independent standing to shareholders …’ so that ‘one can make a strong argument that the decision of the ICJ no longer reflects the current state of international law’.165

(c) A Constituent Subdivision or Agency of a Contracting State

It will be recalled that Article 25(1) extends the definition of a contracting state to any ‘constituent subdivision or agency of a Contracting State designated to the Centre by that State’. Despite the limited significance of this category of jurisdiction ratione personae in practice, for the sake of completeness, it is included within this chapter. The ability of a constituent subdivision or agency of a contracting state to be a party to an ICSID proceeding is an acknowledgement that in reality, agreements with investors are not always entered into by the government, and therefore the state.166 Indeed, in many cases statutory bodies or bodies which carry out public functions are legally separate from the state itself. In federal states, such as the USA and Australia, it is often the constituent states that contract with foreign investors.

There are two requirements under Article 25 in order for constituent subdivisions or agencies of a contracting state to have standing. First, under Article 25(1) the subdivision or agency of a contracting state must be designated to the Centre by the state in order for the Centre’s jurisdiction to extend to them. Secondly, Article 25(3) requires that any agreement between a designated subdivision or agency and a foreign investor to submit a dispute to arbitration must be approved by the state of that subdivision or agency unless the state in question has notified the Centre that no such approval is required. These two requirements are distinct, the former being an issue of jurisdiction ratione personae, the latter being an issue related to consent.167 This chapter will deal with both.

(i) Definition of ‘Constituent Subdivision’ and ‘Agency’

The requirement of designation reduces the importance of defining ‘constituent subdivision’ and ‘agency’.168 The drafters of the ICSID Convention recognized that states will define government entities in various forms and chose not to define the terms ‘constituent subdivision(s)’ and ‘agency’.169 A general distinction between a ‘constituent subdivision’ and an ‘agency’ is based on territoriality. Constituent subdivisions are generally territorial whereas agencies are not.170

‘Constituent subdivisions’ covers a large range of subdivisions including: municipalities, local government bodies in unitary states, semi-autonomous dependencies, provinces or federated states in non-unitary states and local government bodies in such subdivisions.171 It has also been held that ‘constituent subdivision’ can be ‘any territorial entity below the level of the State itself’.172

‘Agency’ is a term which was intended to encompass the widest range of entities possible and should be interpreted accordingly.173 As Amerasinghe has said:174

It is probably necessary that the entity be acting on behalf of the government of the State concerned or one of its constituent subdivisions, and this is perhaps the main criterion. It would not seem to matter that the agency belongs to a political subdivision or that it has separate legal personality from the government. Indeed, the use of the term ‘agencies’ as opposed to ‘instrumentalities’ may well indicate that it was intended to include even certain government-owned companies or government-controlled companies. On the other hand, mere ownership by the government of shares in a public company may be inadequate for the entity to qualify as an agency.

Overall, to determine whether or not an entity is an agency for the purposes of Article 25(1), one should primarily consider whether or not the entity is carrying out a public function and, as a secondary matter, look at the entity’s structure.175 The concept of a ‘public-function test’ is found in common law countries that have the judicial review of public bodies and public bodies subject to Bills of Rights.176 It is clear from New Zealand and Canadian jurisprudence that what amounts to the performance of a ‘public function’ is a matter of policy rather than law.177

The designation by a state of a particular entity will create a strong presumption in favour of finding that that entity is in fact a constituent subdivision or agency for the purposes of Article 25(1).178 However, a ‘consent to arbitration’ agreement between a foreign investor and a particular entity of a contracting state does not create a presumption that the entity satisfies the requirements of the Convention.179 In any event, regardless of the consent agreement and the designation, the entity must satisfy the Convention’s jurisdictional requirements if it is to have any standing at all before the Centre.180 The tribunal or commission has the power to decide proprio motu the question of whether or not a designated body falls within the terms of the Convention: that is, a tribunal can, without the issue being raised by one of the parties, hold that a designated entity is not within the terms of the Convention, and therefore deny jurisdiction.181 This power is consistent with Articles 32(1) and 41(1) which accord tribunals and commissions the right to be the judge of their own competence.

(ii) Designation

The primary purpose of the requirement to designate entities that might become parties in ICSID proceedings to the Centre is to give an investor assurance that he is dealing with an authorized entity.182

A constituent subdivision or agency’s consent to jurisdiction will only be activated once the designation has actually been made.183 In principle, the designation may be made any time before or after a foreign investor enters into an agreement with the entity in question, such agreement containing a consent clause. However, if there has not been a designation made by the time a request is filed with the Centre, jurisdiction will generally be denied.184 In Klöckner v Cameroon, the tribunal made an exception to this rule in allowing the Cameroon government to designate SOCAME as a constituent subdivision eight months after a request for arbitration against Cameroon and SOCAME (a joint venture company) was registered. Interestingly, in that case, the secretary-general registered the case, despite the lack of designation. Furthermore, as Professor Schreuer points out:185

… the case shows that an entity that at one stage was an instrument of the investor and that was even regarded as capable of contracting an ICSID arbitration clause with the Government subsequently became an agency of the Government which was capable of being designated to ICSID in that capacity.

There is no formal method to be adopted by the state in designating a particular subdivision or agency to ICSID.186 However, designating a particular subdivision or agency within an investment agreement concluded between the contracting state and the subdivision or agency, without officially communicating that designation to the Centre would be inadequate.187 Notwithstanding this, effect must as far as possible be given to the intention of the parties. Therefore, if there was a clear intention on the part of the state to designate a particular entity, this need not be communicated by the state itself, but can come to the Centre’s attention via other parties to the designation agreement.188 On this point, it has been cautioned that designation cannot be completely dispensed with, but will be recognized if it has:189

… general notoriety and comes to the Centre’s attention. Legislation by the Contracting State that clearly includes a designation in the sense of Art. 25 should suffice. This would also apply to a designation contained in a bilateral investment treaty. Despite this, it is advisable that the Contracting State sends a clear and separate notification of the designation to the Centre in order to avoid any jurisdictional difficulties.

As an example of designation, on 8 October 1998 Turkey designated the Turkish Electricity Generation and Transmission Corporation (TEAS) and the Petroleum Pipeline Corporation (BOTAS) as agencies capable of being parties to an ICSID proceeding.190 Once any consent to jurisdiction given by those agencies has been approved by Turkey under Article 25(3), ICSID’s jurisdiction will extend to these companies in a dispute between them and a national of a contracting state other than Turkey.

There is no explicit statement in the Convention that the designation be absolute. In other words, it would be acceptable for the state to limit its designation in some way, be it temporally or to a particular type of investment.191 However, if a state were concerned with limiting a particular entity’s power, it could achieve this by with-holding consent under Article 25(3).192

The case of Cable Television of Nevis Ltd and Cable Television of Nevis Holdings Ltd v The Federation of St Christopher (St Kitts)and Nevis193 illustrates the result of non-designation. The claimants were both incorporated in Nevis and controlled by nationals of the USA. The claimants had entered into an investment agreement with the government of Nevis to construct a cable television system on the island of Nevis. The respondent submitted that the tribunal did not have jurisdiction for two primary reasons. First, the tribunal was not competent to substitute the government of Nevis as a party for the Federation. Secondly, that being so, the government of Nevis, or the Nevis Island Administration (‘NIA’), had not been designated to the Centre by the respondent. The tribunal agreed with the respondents. It established that the proper parties to the investment agreement containing a dispute resolution clause were in fact the claimants and the NIA, and not the claimants and the Federation. It came to this conclusion following an analysis of the Constitution of Saint Christopher and Nevis where it was explicitly stated within numerous sections that the island of Nevis was distinct from the Federation.194 The tribunal placed primary importance on sections of the Constitution giving Nevis a separate Legislature.195 Accordingly, because the NIA, as a constituent subdivision or agency of the Federation, was not designated by the Federation, the tribunal had no jurisdiction.

(iii) Article 25(3): Approval by the State of an Agreement to Submit to Arbitration

As mentioned above, the approval by the State of an entity consenting to arbitration is a separate issue to that of designation. However, the existence of an approval from a state may be interpreted as an ad hoc designation.196

The ability of a state to notify the Centre that no approval is required stems from objections made during the drafting of the Convention. There were three main objections based on constitutionality, estoppel, and the importance of limiting internal issues to the domestic arena:

(i) It would be unconstitutional in federal states for a federal state to need to give approval of an agreement entered into between constituent states and provinces and foreign investors.

(ii) It ought not to be possible for a state to be allowed to withhold approval when the constituent subdivision or agency had held itself out to the investor as competent to enter into an agreement to submit to arbitration.

(iii) The question of a state giving approval is a domestic law issue and should not be dealt with in the international sphere.197

There is no particular form of approval required under the Convention. There is no explicit requirement that there be communication of the approval made directly to the Centre. Furthermore, it is not necessary for the entity to be informed of the approval or to accept the approval.198 A valid approval includes a ‘clause in an agreement with the host state in which the host State approves the consent to submit dispute to the Centre’ and a ‘designating instrument [containing] an approval of the consent to arbitration’.199

However, notwithstanding the lack of a requirement of communication to the Centre, it is clear that the tribunal or the commission is free to decide on the validity of the approval as part of determining its jurisdiction. Accordingly, to hold that there is a valid approval, an overt, albeit unilateral, act is required. Therefore, a mere intention to approve will be insufficient to establish valid approval.200 Once a state has approved the entity’s consent, it cannot withdraw it as this would contravene Article 25(1).201

(4) JURISDICTIONAL REQUIREMENTS UNDER ICSID’s ADDITIONAL FACILITY

The Additional Facility Rules were adopted in order to broaden the Centre’s access to investment disputes in cases where the jurisdictional requirements under Article 25 have not been met.202 These Rules can be described as setting up residual jurisdiction. Article 2 sets out the conditions of access to the Centre:

The Secretariat of the Centre is hereby authorized to administer, subject to and in accordance with these Rules, proceedings between a State (or a constituent subdivision or agency of a State) and a national of another State, falling within the following categories:

(a) conciliation and arbitration proceedings for the settlement of legal disputes arising directly out of an investment which are not within the jurisdiction of the Centre because either the State party to the dispute or the State whose national is a party to the dispute is not a Contracting State;

(b) conciliation and arbitration proceedings for the settlement of legal disputes which are not within the jurisdiction of the Centre because they do not arise directly out of an investment, provided that either the State party to the dispute or the State whose national is a party to the dispute is a Contracting State; and

(c) fact-finding proceedings.

In the situations contemplated by Article 2(a) and (b), the Additional Facility’s jurisdiction for legal disputes is complementary to Article 25 jurisdiction and is only triggered if Article 25 is not satisfied. Under Article 2(c), no jurisdictional requirements are indicated. Under the Additional Facility, the Centre can have jurisdiction only if either the host state or the investor’s home state is a contracting state. The non-contracting state can agree to submit to arbitration.

A leading case decided under ICSID’s Additional Facility is that of Metalclad Corporation v United Mexican States.203 Since Mexico is not a party to the ICSID Convention, NAFTA cases involving the United Mexican States will either proceed under the Additional Facility or with an ad hoc tribunal established under the UNCITRAL Rules. The unfolding of events in this case served to expose some possible anomalies in the appellate process following the issuing of an Additional Facility Award. Had the award been rendered under the standard facility the only means of challenge would have been by way of proceedings for annulment pursuant to Article 52 of the Convention.204 The reviewing body in such cases is an ad hoc committee which tends to be composed of international lawyers with a corresponding background in international law. In contrast, under the Additional Facility, an appeal may be possible to the relevant domestic courts. In Metalclad, the relevant court was the Supreme Court of British Columbia which derived its jurisdiction under section 5 of the International Commercial Arbitration Act RSBC 1996.205 Being a domestic court, its usual judicial activity is:206

in the field of domestic law and is rarely, if ever, involved in matters of public international law … There is a real possibility in such circumstances that the review judge before whom the matter comes may approach matters in a manner that a public international lawyer would not—for example in relation to the technique for the interpretation of treaties or the determination of the content of customary international law … In Metalclad the consideration of the issue of jurisdiction involved considerable discussion of international law.

It has been suggested that to the extent that Additional Facility proceedings merge international and domestic proceedings, the situation is unsatisfactory and the Additional Rules could be amended so as to prevent such situations.207 From a practical point of view, the Metalclad message is that courts at the place of arbitration will have the last word and therefore the place of arbitration should be selected with care; countries whose laws grant a court the power to ‘second-guess the arbitrator on the substantive merits of the dispute’ should perhaps be avoided.208

(5) JURISDICTIONAL REQUIREMENTS UNDER THE NORTH AMERICAN FREE TRADE AGREEMENT (‘NAFTA’) AND THE ENERGY CHARTER TREATY (‘ECT’)

(a) NAFTA

NAFTA is a multilateral treaty between Canada, the USA and Mexico.209 Under Chapter XI of NAFTA, investors have a direct right of access to various arbitration rules210 which may be invoked against the state parties for alleged breaches of the treaty.

Article 1101 of NAFTA defines the scope of Chapter XI and in material part provides:

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

(a) investors of another Party;

(b) investments of investors of another Party in the territory of the Party existing at the date of entry into force of this Agreement as well as to investments made or acquired thereafter by such investors; and

(c) with respect to Article 1106 [Performance Requirements], all investments in the territory of the Party existing at the date of entry into force of this Agreement as well as to investments made or acquired thereafter.

For a tribunal to have jurisdiction ratione personae over a dispute, the investor must be a national of a NAFTA country (natural or juridical person) who has made an investment which is owned or controlled directly or indirectly by that national.211 A juridical entity which is incorporated and has substantial business activities in a NAFTA country will be protected, notwithstanding any origin of capital limitations.212 Regarding jurisdiction ratione materiae, Article 1138 of NAFTA provides a broad definition of ‘investment’ but expressly excludes from its definition of investment:

(i) claims to money that arise solely from either:

(i) commercial contracts for the sale of goods or services by a national or enterprise in the territory of one Party to an enterprise in the territory of another Party, or

(ii) the extension of credit in connection with a commercial transaction, such as trade financing, other than a loan covered by subparagraph (d), or

(j) any claims to money, that do not involve the kinds of interests set out in sub-paragraphs (a) through (h).

Cases decided under NAFTA are discussed under the UNCITRAL section below as well as in the section on admissibility.

(b) The Energy Charter Treaty

The state parties to the ECT are numerous and include some states which have not ratified the ICSID Convention. The treaty became effective on 16 April 1998, following the ratification of its 30th member.213 Under Article 26 of the ECT, a foreign investor may choose between four tribunals: an ICSID Main Facility tribunal, an ICSID Additional Facility tribunal, an ad hoc tribunal established under UNCITRAL, or an arbitral tribunal under the auspices of the Arbitration Institute of the Stockholm Chamber of Commerce (‘SCC’).214 The ICSID Main Facility is the sole option which contains a jurisdictional filter operating via the Article 25 definition of investment, which has been discussed at length above. As with BITs, in the ECT context, when the arbitral tribunal is established under the ICSID Main Facility the claimant faces two jurisdictional hurdles: first, to fall within the scope of ECT protection and secondly, to come within Article 25.215

Investment in the ECT is very broadly defined in Article 1(6) and ‘means every kind of asset, owned or controlled directly or indirectly by and Investor’ and then lists a number of covered investments. Article 1(6) also states that:

A change in the form in which assets are invested does not affect their character as investments and the term ‘Investment’ includes all investments, whether existing at or made after the late of the date of entry into force of this Treaty for the Contracting Party of the Investor making the investment and that for the Contracting Party in the Area of which the investment is made (hereinafter referred to as the ‘Effective Date’) provided that the Treaty shall only apply to matters affecting such investments after the Effective Date.

The Understandings with respect to the Treaty state that control of an investment is control in fact. They also outline various factors that should be considered when establishing control, including:216

(a) financial interest, including equity interest, in the Investment;

(b) ability to exercise substantial influence over the management and operation of the Investment; and

(c) ability to exercise substantial influence over the selection of members of the board of directors or any other managing body.

Where there is doubt as to whether an investor controls, directly or indirectly an investment, an investor claiming such control has the burden of proof that such control exists.

The types of transactions which are expressly excluded from the meaning of investment in Article 1138 of NAFTA are not mirrored in the ECT.217 Article 1(7) defines an investor as:

(a) with respect to a Contracting Party:

(i) a natural person having the citizenship or nationality of or who is permanently residing in that Contracting Party in accordance with its applicable law;

(ii) a company or other organisation organised in accordance with the law applicable in that Contracting Party;

(b) with respect to a ‘third state’, a natural person, company or other organisation which fulfils, mutatis mutandis, the conditions specified in subparagraph (a) for a Contracting Party.

Article 1(7)(a)(i) protects permanent residents of a contracting state in another contracting state. This mirrors Article 201 of NAFTA which states that ‘national means a natural person who is a citizen or permanent resident or a Party and any other natural person referred to in Annex 201.1’ (emphasis added). The reach of Article 1(7)(1)(i) has been described as ‘striking’ and contrasted with the additional requirement imposed by the ICSID Convention’s Article 25 that natural persons not hold the nationality of the host state.218

Article 1(7)(a)(ii) protects, in general, legal entities that are organized in accordance with the law applicable in that contracting state. This definition appears broader than, for example, the 1987 ASEAN Agreement for the Promotion and Protection of Investments.219 Article I(2) of the ASEAN Agreement states that a company of a contracting state is generally a legal entity which is incorporated under the laws in force in the territory of any Contracting Party ‘wherein the place of effective management is situated’. Therefore if the incorporation and effective management of the company are physically separate for a particular company, the ASEAN agreement will not apply to that particular company.

The Article 1(7)(a)(ii) definition can also be compared to the Sweden–India BIT.220 That BIT, in Article 1(d) states:

‘Companies’ mean any corporations, firms and associations incorporated or constituted under the law in force in the territory of either Contracting Party, or in a third country if at least 51 percent of the equity interest is owned by the investors of that Contracting Party, or in which investors of that Contracting Party control at least 51 percent of the voting rights in respect of shares owned by them. (Emphasis added)

Therefore the Sweden–India BIT permits there to be a ‘middle’ country. For example, if Swedish investors own 51 per cent of a company incorporated in the USA (the third country) with investments in India, the company is covered as an investor. Similarly, if Swedish investors control 51 per cent of the US incorporated company which has investments in India, the company is covered as an investor. The ECT will also allow such a situation as long as the investors in a foreign-incorporated company control in fact that company.221

An interesting decision of an SCC tribunal, that of Petrobart Ltd v The Kyrgyz Republic,222 dealt extensively with the meaning of an investment for the purposes of Article 1(6) of the ECT and touched briefly on the meaning of investor under Article 1(7). Petrobart submitted its request for arbitration with the SCC against the respondent Kyrgyz Republic pursuant to Article 26 of the ECT. In January 1997, the Kyrgyz Republic, a small state undergoing transition from a communist regime to a democratic one, established a joint stock company called Kyrgyzgazmunaizat (‘KGM’) for the purpose of rationalizing the use of the state-owned infrastructure for the supply of oil and natural and liquid gas products within the Republic. On 23 February 1998, the parties entered into a Goods Supply Contract No. 1/98-PB (‘the Contract’) pursuant to which Petrobart agreed to supply and transfer ownership of 200,000 tons of stable gas condensate for one year on a monthly basis to KGM in exchange for US$143.50 per metric ton of gas. KGM failed to make all the payments that were due. Petrobart postponed further deliveries and went to the local courts, which eventually resulted in KGM being declared bankrupt.

Petrobart submitted that it was an investor within the definition of Article 1(7) of the ECT and that the contract, its claims for money under that contract, and the Bishkek’s Court’s judgment of 25 December 1998 in favour of Petrobart all represented investments within the meaning of Article 1(6) of the ECT. Regarding Article 1(7) of the ECT, the Kyrgyz Republic argued that Petrobart being a company organized in accordance with the laws of Gibraltar was not an investor for the purposes of the ECT because the UK had not ratified the ECT on Gibraltar’s behalf. The tribunal rejected this contention and held that the Treaty continued to apply on a provisional basis to Gibraltar notwithstanding the fact that UK’s ratification did not cover Gibraltar.223

Turning to whether or not Petrobart had an investment for the purposes of Article 1(6), the tribunal held that the contract and the judgment were not assets in their own right but legal documents which established legal rights. Those legal rights in turn could be considered assets. In light of this legal finding, the question then became ‘whether Petrobart’s right under the Contract to payment for goods delivered under the Contract was an asset and constituted an investment under the [ECT]’.224 The tribunal began its analysis by referring to Article 1(6)(c) which included as an investment ‘claims to money and claims to performance pursuant to contract having an economic value and associated with an investment’. It then went on to consider ICSID jurisprudence on point, notably the Fedax,225 Salini Costruttori,226 and SGS v Philippines227 cases to support the proposition that it was not unusual for claims to money, even if not based on any long-term involvement in a business, to be included within the definition of ‘investment’. The tribunal noted that the Article 1(6)(c) definition in the ECT was somewhat ambiguous for the following reasons:228

In particular, it is not entirely clear whether the words ‘pursuant to contract having an economic value and associated with an Investment’ or part of these words—‘having an economic value and associated with an Investment’ or ‘associated with an Investment’—relate only to ‘claims to performance’ or also to ‘claims for money’. It we assume that at least the terms ‘associated with an Investment’ also relate to ‘claims for money’, we are faced with the logical problem that the term ‘Investment’ is not only the term to be defined but is also used as one of the terms by which ‘Investment’ is defined. This means that the definition is in reality a circular one which raises a logical problem and creates some doubt about the correct interpretation.

The tribunal solved this dilemma by seeking guidance from Article 1(6)(f) which permitted any right conferred by contract to undertake any economic activity in the energy sector to be considered an investment. An ‘economic activity in the energy sector’ was further defined in Article 1(5) as:

economic activity concerning the exploration, extraction, refining, production, storage, land transport, transmission, distribution, trade, marketing or sale of Energy Materials and Products except those included in Annex NI, or concerning the distribution of heat to multiple premises.

It was not disputed therefore that gas condensate was to be considered as ‘Energy Materials and Products’ and it was not within those activities contained in Annex NI of the ECT. The tribunal therefore concluded that Petrobart had an investment within the meaning of the ECT. There has been interesting scholarship to suggest that, had Petrobart been decided under the ICSID Rules and based on the decisions and commentary to date, the claim would have not qualified as an investment for the purposes of Article 25.229 The same authors state that ICSID’s jurisdiction ratione materiae has an outer limit which is contained within the sphere of the ECT’s definition of investment.230 If one were to draw two circles, one inside the other, the inner circle would represent the Article 25 definition of investment, whilst the outer circle would be the ECT definition. In this respect, the different arbitration mechanisms contained in Article 26 of the ECT not only entail different procedures, but the choice of mechanism could also affect the tribunal’s jurisdictional breadth.231

(6) SUMMARY OF JURISDICTIONAL REQUIREMENTS UNDER THE UNCITRAL RULES, THE ICC, AND LCIA RULES

It is convenient to deal briefly with investment treaty disputes which are arbitrated under the UNCITRAL Rules, the Rules of the International Chamber of Commerce, Paris (‘ICC’) or the London Court of International Arbitration (‘LCIA’).

(a) UNCITRAL Rules

Arbitration under UNCITRAL Rules may be a specific option under a Multilateral Investment Treaty (MIT) or a BIT. As discussed above, NAFTA is a prime example of the former situation.232 Alternatively, provision may be made in an arbitration agreement for a dispute to be referred to an ad hoc tribunal operating under UNCITRAL Rules.233 As to the latter situation, CME/Lauder v the Czech Republic arbitrations (1999–2001) is said to be the ‘first publicly known investment dispute involving bilateral investment treaties’ to be decided under UNCITRAL as opposed to ICSID.234 In that case, the dispute resolution provision in the relevant BIT235 provided for a dispute to be submitted to an ad hoc arbitral tribunal which would determine its own procedure and apply the UNCITRAL Rules. Following the award being rendered in Stockholm against the Czech Republic, the Czech Republic challenged the award before the Court of Appeal in Stockholm pursuant to the Swedish Arbitration Act.236 (Appeals to state courts are precluded by Arts 26 and 53 of the ICSID Convention and the only recourse against an ICSID Award is through the annulment procedures of Art 52.)

Saluka Investments BV (The Netherlands)v The Czech Republic237 is another example of a BIT requiring that the arbitral tribunal apply the UNCITRAL Rules. The relevant BIT was the Agreement on Encouragement and Reciprocal Protection of Investments between the Kingdom of the Netherlands and the Czech and Slovak Federal Republic signed on 29 April 2001.

(b) ICC

Investment laws, BITs, and MITs are increasingly mentioning the ICC as a possible arbitral institution to which reference may be made in the event of an investment dispute.238 The ICC’s jurisdiction is based on an agreement to arbitrate between the parties. If there is a dispute as to whether there is jurisdiction under the relevant agreement to arbitrate, the ICC Court of Arbitration will first determine under Article 6(2) of the ICC Rules whether it is ‘prima facie satisfied that an agreement under the Rules may exist’.239 If the Court is so satisfied, the dispute will then be passed to the arbitral tribunal. The tribunal however retains the power, in an interim decision or a final award, to decide whether or not jurisdiction exists.240 If the Court concludes that there is no evidence of a prima-facie agreement, then the parties still retain the right under Article 6(2) to request a court having jurisdiction to decide whether or not there is a binding arbitration agreement.241

An example of the use of the ICC Rules in an investment arbitration is Bridas SAPIC v Government of Turkmenistan.242 As a result of an international tendering process, the claimant and the government of Turkmenistan reached an agreement on the formation of a joint venture which was to be structured as a legal entity registered in Turkmenistan. The object of the joint venture vehicle was to carry out oil and gas explorations and production in an area of Turkmenistan. The joint venture agreement provided for ICC arbitration. The main jurisdictional issue in the case was whether the Turkmenistan government should be bound as an alter ego of a state concern which signed the arbitration agreement. The ICC arbitral panel held that the government was a proper party to the arbitration and that it had jurisdiction to adjudicate the claimant’s dispute with the government. The tribunal held the government liable for repudiating the JVA and awarded US$495 million in damages. However, the award was rejected by the US federal courts and the award against the government vacated.243

(c) LCIA

Article 23 of the LCIA Rules deals with the jurisdiction of the arbitral tribunal. In the conventional way, it confirms that the tribunal has power to rule on its own jurisdiction. It provides that a plea as to jurisdiction must be raised promptly.244 The arbitral tribunal has a discretion as to whether to deal with the plea as to its jurisdiction in an Award as to Jurisdiction or later in an Award on the Merits. Article 23(4) provides that:

By agreeing to arbitration under these Rules, the parties shall be treated as having agreed not to apply to any state court or other judicial authority for any relief regarding the Arbitral Tribunal’s jurisdiction or authority, except with the agreement in writing of all parties to the arbitration or the prior authorisation of the Arbitral Tribunal or following the latter’s award ruling on the objection to its jurisdiction or authority.

Reference may be made to two investment treaty disputes which have been decided under the auspices of the LCIA and have resulted in publicly available Awards. They are: EnCana Corporation v Republic of Ecuador245 (Canada–Ecuador BIT) and Occidental Exploration and Production Company v The Republic of Ecuador246 (US–Ecuador BIT). However, in both of these cases, the LCIA’s role was purely administrative and the UNCITRAL Rules were the substantive rules applied by the tribunal.

(7) DENIAL OF BENEFITS CLAUSES

The issue of denial of benefit clauses has arisen in the context of various BITs and MITs. NAFTA and ECT both contain express denial of benefit provisions.

NAFTA’s Article 1113 permits party A to deny an enterprise investor of party B of NAFTA protection if investors of a non-party own or control the enterprise and either party A does not maintain diplomatic relations with the non-party or party A adopts or maintains measures with respect to the non-party that prohibit transactions with the enterprise or that would be violated or circumvented if the benefits of Chapter XI were accorded to the enterprise or its investments.

The ECT denial of benefit clause, Article 17, is drafted in similar terms. This chapter will focus on that part of Article 17 which applies to legal entities. Article 17(1) in Part III of the ECT (the ‘Investment Promotion and Protection’) permits every contracting party to deny the advantages of Part II to legal entities if: ‘Citizens or nationals of a third state own or control such entity and if that entity has no substantial business activities in the Area of the Contracting Party in which it is organised …’.

The operation of Article 17(1) was dealt with extensively by the tribunal in Plama Consortium Ltd v Republic of Bulgaria.247 That case held that Article 17(1) only applied exclusively to Part III of the ECT and not to other Parts, including Part V which contains the dispute settlement provisions and Article 26. The tribunal stated at paragraph 148:

… As a matter of language, it would have been simple to exclude a class of investors completely from the scope of the ECT as a whole, as do certain other bilateral investment treaties; but that is self-evidently not the approach taken in the ECT … the object and purpose of the ECT, in the Tribunal’s view, clearly requires Article 26 to be unaffected by the operation of Article 17(1).

The tribunal also discussed three other features of the operation of Article 17(1). First, the ‘denial of benefits right’ had to be exercised by the contracting party:248

… the existence of a ‘right’ is distinct from the exercise of that right … a Contracting Party has a right under Article 17(1) ECT to deny a covered investor the advantages under Part III; but it is not required to exercise that right; and it may never do so … the interpretation of Article 17(1) ECT under Article 31(1) of the Vienna Convention requires the right to be exercised by the Contracting State.

Secondly, the ‘denial of benefits right’ had no retroactive effect.249 Finally, where the right is exercised, the expression ‘own or control’ in Article 17(1) includes indirect and beneficial ownership and control in fact. The tribunal phrased it in the following way:250

… ownership includes indirect and beneficial ownership; and control includes control in fact, including an ability to exercise substantial influence over the legal entity’s management, operation and the selection of members of its board of directors or any other managing body.

In Banro American Resources Inc and Société Aurifère du Kivy et du Maniema SARL v Democratic Republic of the Congo,251 Banro American, a company incorporated in the State of Delaware and a wholly owned subsidiary of a Canadian company, brought an action against the Democratic Republic of the Congo (‘DRC’) for the alleged expropriation of the assets of Société Aurifère du Kivy et du Maniema SARL (‘Sakima’) in violation of a certain mining convention.

Sakima was a subsidiary of Banro American and incorporated under the laws of the DRC. Banro American’s Canadian parent company, Banro Resources together with Société Minière et Industrielle du Kivu SARL (‘Sominki’) had entered into a mining convention with the DRC for the exploration and development of mining rights in the provinces of Kivu and Maniema. Sominki, Banro Resource, and the DRC, when the mining convention was due to expire, entered into a second mining convention which transferred the mining concessions to Sakima. This second convention contained an ICSID arbitration clause. The Congolese government later repealed the decree that had approved this second convention and the creation of Sakima. Following that decision, Banro Resource transferred its Sakima shares to Banro American, the latter company becoming a majority shareholder in Sakima.

On the face of it, the jurisdictional problem in Banro stemmed from the fact that Canada, the country of nationality of Banro Resource, was not a party to the ICSID Convention. However, beneath this simple framing of the issue lies some complexity. The tribunal put the issue as follows:252

The problem that the Tribunal has to face in the present case is not a choice between a flexible and realistic attitude or a formalistic and rigid attitude with respect to private law relationships between companies of the same group. The problem before the Tribunal involves considerations of international public policy and is governed by public international law. The Tribunal cannot allow the requirements of nationality imposed by the Washington Convention to be neutralized by investors who are seeking to avail themselves, depending on their own interests at a given point in time, simultaneously or successively, of both diplomatic protection and ICSID arbitration, by playing on the fact that one of the companies of the group does have the nationality of the Contracting State party to the Convention, and can therefore benefit from diplomatic protection by its home State, while another subsidiary of the group possesses the nationality of a Contracting State to the Convention and therefore has standing before an ICSID tribunal.

The tribunal therefore denied the claimant of the benefit of ICSID protection on the grounds of international public policy.

(8) THE RELATED CONCEPT OF ADMISSIBILITY

(a) Admissibility Contrasted with Jurisdiction

This is an area of great practical importance as demonstrated by the numerous cases in recent years where ad hoc and ICSID tribunals have had to deal with the question of admissibility.253 There has been no consistent approach to the distinction between jurisdiction and admissibility by investment treaty tribunals and as such, it is the subject of much scholarship.254 This is in contrast to ICJ jurisprudence, which has developed a clear distinction between the two concepts. In that context, an objection to the admissibility of a claim is the equivalent of pleading that the tribunal should rule the claim to be inadmissible on a ground other than its ultimate merits, whereas an objection to jurisdiction is the equivalent of pleading that the tribunal is incompetent to give any ruling at all, whether that ruling relates to the admissibility of the claim or its merits.255 It has been said that issues such as the existence of a legal dispute, the existence of a legal interest by the claimant, or the nationality of the claim all provide grounds for a challenge to admissibility.256 In international law, the distinction has been described as follows:257

Objections to the jurisdiction, if successful, stop all proceedings in the case, since they strike at the competence of the Tribunal to give rulings as to the merits or admissibility of the claim. An objection to the substantive admissibility of a claim invites the Tribunal to reject the claim on a ground distinct from the merits—for example, undue delay in presenting the claim. In normal cases the question of admissibility, especially those concerning the nationality of the claimant and the exhaustion of local remedies, may be closely connected with the merits of the case.

The brief foregoing discussion serves to illustrate the interrelationship between the two concepts since in the realm of investment treaty arbitration, objections based on the nationality of a claimant are, pursuant to Article 25 of the ICSID Convention, framed as jurisdictional objections as opposed to objections based on admissibility. Therefore, the manner in which an objection is worded can be important as to how the tribunal approaches it. In Methanex Corporation v United States of America,258 the tribunal was faced with various objections which amounted to an argument that, even assuming all the facts alleged by the claimant party were true, their claim could still not succeed. The Methanex tribunal actively engaged in the process of defining each individual objection as either jurisdictional or one going to admissibility. However, a similar objection placed before the tribunal in the case of Salini Costruttori SpA and Italstrade SpA v The Hashemit Kingdom of Jordan259 was not recognized as one of admissibility. These two approaches adopted by different investment treaty tribunals demonstrate that the line between what is a jurisdictional objection and what is an objection based on a claim’s admissibility for investment treaty claims is not always clear.

(i) Methanex

This case was in the context of NAFTA and the UNCITRAL Rules. The Methanex arbitration arose out of Methanex’s production and sale of a methanol-based source of octane and oxygenate for gasoline called methyl tertiary-butyl ether (‘MTBE’) in the USA and measures taken by the State of California to restrict the use of MTBE in that state. The USA made seven challenges to Methanex’s claim, each challenge based on particular NAFTA articles. Of those seven challenges, four were rejected by the tribunal on the grounds that they raised questions of admissibility and therefore could not be ruled on as a preliminary basis. Those four challenges were as follows:

(i) Challenge 1: the alleged breach was not the proximate cause of the alleged loss (Art 1116(1)).

(ii) Challenge 2: Methanex had had no legal right impugned by the steps taken by the USA (Arts 1105 and 1110).

(iii) Challenge 4: Methanex had not suffered, or could not in any event suffer, any loss (Art 1116(1)).

(iv) Challenge 7: There was no possible claim because Methanex had failed to allege that the USA had treated it or its investments differently from any other USA producer or marketer of methanol (Art 1102).

The tribunal dealt with the issue of whether the respondent could seek at the jurisdictional stage a definitive interpretation of the substantive provisions of Chapter 11 of NAFTA in order to prove that on Methanex’s alleged facts, there could have been no breach of the applicable NAFTA provisions and the claim was therefore inadmissible. In the circumstances before it, the tribunal did not think such challenges were jurisdictional in nature and stated that:260

Article 21(1) of the UNCITRAL Arbitration Rule does not accord to the Tribunal any power to rule on objections relating to admissibility. There is no express power; and it is not possible to infer any implied power … Nor is such a power to be found elsewhere in Chapter 11 NAFTA. Where the procedures set out in Chapter 11 are met, the NAFTA Party consents to arbitration, and such consent takes effect under Article II of the UN’s 1958 New York Arbitration Convention (article 1122). There is here no express power to dismiss a claim on the grounds of ‘inadmissibility’, as invoked by the USA; and where the UNCITRAL Arbitration Rules are silent, it would be still more inappropriate to imply any such power from Chapter 11.

The tribunal contrasted the UNCITRAL and NAFTA provisions with Article 79(1) of the ICJ Rules of Procedure, which explicitly permitted questions of admissibility to be raised as a preliminary objection. The rules governing the tribunal’s procedure on the case before it did not permit it to, as a preliminary matter, dismiss a portion of a claim even if the tribunal expected that that portion would be unsuccessful on the merits. In its view, ‘the question of whether “alleged facts” are capable of coming within the substantive provisions of a BIT is one of admissibility rather than jurisdiction, and outside the preliminary requirements of the BIT’.261 In other words, having held that the questions before it were questions of admissibility, it had no power to deal with them at the preliminary stage. Having reached this conclusion, the tribunal found that it did not need to deal with the requisite burden of proof required to be satisfied by the claimant in order to establish the admissibility of the claim.

(ii) Salini

The Salini tribunal also had to decide upon the extent to which a BIT can be interpreted at a preliminary stage for the purposes of resolving a respondent’s objections on admissibility and/or jurisdiction. The case arose out of a dispute over the amount of money due to the claimants following their construction and completion of the Karemeh Dam Project. The claimants had entered into a contract with the Ministry of Water and Irrigation–Jordan Valley Authority (‘the contract’). The claimants’ case was based on both the alleged violations by Jordan of the contract and the Italy–Jordan BIT. The respondent objected to the claim on jurisdictional grounds, arguing that it concerned a contractual dispute and that such contractual claims were governed by the dispute settlement provisions of the contract which took precedence over the treaty claim. Moreover, the respondent contended that the claimants had not disclosed an arguable case of a violation of the BIT. These objections raised the issue of to what extent the relevant provisions in the BIT should be interpreted in order to address the conflict between the provisions of the arbitration agreement and the BIT.262

Contrary to the Methanex tribunal, the Salini tribunal proceeded on the basis that the objections were jurisdictional in nature and did not make reference to the difference between the concepts of jurisdiction and admissibility. However, the result reached was the same: in Salini v Jordan the tribunal did not definitively decide on the legal meaning of the BIT articles in question. After considering the same ICJ cases reviewed by the Methanex tribunal, the Salini tribunal stated:263

[the jurisprudence] reflects the balance to be struck between two opposing preoccupations: to ensure that courts and tribunals are not flooded with claims which have no chance of success and sometimes are even of an abusive nature; but to ensure equally that, in considering issues of jurisdiction, courts and tribunals do not go into the merits of cases without sufficient prior debate. In conformity with this jurisprudence, the Tribunal will accordingly seek to determine whether the facts alleged by the Claimants in this case, if established, are capable of coming within those provisions of the BIT which have been invoked. (Emphasis added)

The Salini tribunal’s formulation of the test to be met at the preliminary stage, that is, that the facts are ‘capable’ of coming within the provisions of the relevant BIT merged the concepts of admissibility and jurisdiction into one.264 The Methanex tribunal perceived such an inquiry as one going to the admissibility of the claim and therefore outside those matters that could be determined at a preliminary stage under the terms of the BIT.265 The Methanex tribunal separated out matters of jurisdiction and matters of admissibility, the latter being outside the tribunal’s scope. The approach in Salini to questions of admissibility was not followed in Société Générale de Surveillance (SGS)v Republic of the Philippines,266 which will be discussed now.

(iii) SGS v Philippines

The ICSID Tribunal in SGS v Philippines267 noted that the concept of admissibility is subtly distinct to that of jurisdiction. The tribunal described the issue of admissibility in the following terms:268

Thus the question is not whether the Tribunal has jurisdiction: unless otherwise expressly provided, treaty jurisdiction is not abrogated by contract. The question is whether a party should be allowed to rely on a contract as the basis of its claim when the contract itself refers that claim exclusively to another forum. In the Tribunal’s view the answer is that it should not be allowed to do so, unless there are good reasons, such as force majeure, preventing the claimant from complying with its contract. This impediment, based as it is on the principle that a party to a contract cannot claim on that contract without itself complying with it, is more naturally considered as a matter of admissibility than jurisdiction.

The facts of that case were that during the 1980s, the Philippines contracted with SGS on three separate occasions269 to provide a comprehensive import supervisions service (‘CISS’), a certification service which verified the quantity, quality and price of imported goods prior to their shipment to the Philippines. The final contract of 23 August 1991 was for a three-year period and was modified and renewed for a further three years prior to its expiry. SGS’s services were discontinued on 31 March 2000, apparently motivated by changes to customs arrangements. Following the discontinuance, SGS submitted certain monetary claims to the Philippines. A settlement was never reached and in April 2002 SGS commenced proceedings pursuant to the relevant BIT: the 1997 Bilateral Agreement between the Swiss Confederation and the Republic of the Philippines on the Promotion and Reciprocal Protection of Investments.270 SGS claimed numerous breaches of the BIT and based its request for arbitration on Article 25(1) of the ICSID Convention, claiming that jurisdiction ratione materiae and ratione personae were both made out. The Philippines objected on numerous grounds, notably that the issue in dispute was governed by the dispute resolution provision in the 1991 CISS Agreement. Article 12 of the agreement provided for any disputes ‘in connection with the obligations of either party to this Agreement [to be] filed at the Regional Trial Courts of Makati or Manila’.

The tribunal examined the CISS Agreement, the BIT, and the ICSID Convention. In doing so, it concluded that the dispute did fall squarely within the CISS Agreement and that Article 12 was prima facie a binding obligation. Despite some legal systems interpreting such clauses as mere acknowledgements of a jurisdiction already in existence and therefore legally ineffective in conferring or affecting jurisdiction,271 the tribunal was unwilling to interpret Article 12 in the same manner. The tribunal noted that the claimant did not dispute that a provision conferring exclusive jurisdiction was effective and binding. The tribunal therefore approached the matter as follows. In the context of the principle that any binding exclusive jurisdiction clause in a contract should be upheld, unless overridden by another valid provision, the tribunal looked at whether the BIT or the ICSID Convention overrode Article 12. Having decided that they did not, it considered whether a valid and applicable exclusive jurisdiction clause affected the tribunal’s jurisdiction or the admissibility of the claim. The tribunal decided, based on arbitral jurisprudence, that it was affected, as the claim was inadmissible. The tribunal relied on the doctrine that when the essence of an arbitral claim is a breach of contract, any valid choice of forum clause will be given effect to, referring to such a doctrine as one of admissibility.272 The tribunal therefore held that it did have jurisdiction, but that its jurisdiction was properly suspended, pending an attempt to resolve the matter in the local courts of the Philippines being undertaken.

(iv) The Relationship between Contract Claims and Treaty Claims: Impregilo v Pakistan

The concept of admissibility, as applied by the tribunal in the SGS v Philippines case was pleaded as an objection to jurisdiction by Pakistan in the Impregilo arbitration.273 The case warrants mention on that basis although, in the end, it is one which is of greater interest in its treatment of overlapping contractual and treaty claims.274

In early 2003, an Italian company, Impregilo, sent in a request for arbitration against the Republic of Pakistan, pursuant to the BIT between the government of the Italian Republic and the government of the Islamic Republic of Pakistan, signed on 19 July 1997. In the mid-1990s, various participants, including the claimant, entered into a Joint Venture Agreement (‘JVA’). Under this JVA, a joint venture called Ghazi-Barotha Contractors (‘GBC’) was formed under Swiss Law in early 1995. GBC was formed to facilitate the preparation and submission of tenders for the construction of hydroelectric power facilities in Pakistan, known as the Ghazi-Barotha Hydropower Project (the ‘Project’). Impregilo, as the leader of the JVA and on behalf of the joint venture, entered into two contracts with the Pakistan Water and Power Development Authority (‘WAPDA’). One allowed for the construction of a barrage downstream of the Tarbela Dam that would control the flow of the Indus River. The second contract was for the construction of four main sets of infrastructure: a channel that would convey the water from the barrage to the powerhouse, a railway bridge, various bridges, and various drainage structures. The value on both contracts was estimated at US$500 million. The performance of the contracts was controlled by Pakistan Hydro Consultants, an engineering firm, acting as an agent for WAPDA.

Deadlines set out in the contracts were not met, for various reasons. The claimants alleged obstructive and impeding behaviour on the part of both the engineering firm and WAPDA.275 GBC attempted amicable settlement of its disputes with WAPDA. The contracts contained detailed settlement clauses. Under the contractual provisions, disputes had first to be submitted to Pakistan Hydro Consultants within 28 days. If that was unsuccessful, or either party dissatisfied, the next step was to refer the matter to a Disputes Review Board (‘DRB’) within 14 days. Finally, if the DRB was unsuccessful in obtaining settlement, arbitration could be commenced in Lahore within 14 days.

The dispute between WAPDA and Impregilo reached the DRB level. Impregilo claimed that the DRB’s functioning was frustrated by WAPDA’s deliberate interference with the process. From its point of view, resort to the DRB was a precondition of commencing arbitration in Lahore. Therefore, frustration of the DRB made arbitration under the contracts impossible and Impregilo filed a request for arbitration. Impregilo submitted that the tribunal had jurisdiction under the terms of the BIT with respect to breaches of both the BIT and the two contracts.

Pakistan objected to the tribunal’s jurisdiction on numerous grounds, notably on the grounds of jurisdiction ratione materiae. The respondent emphasized that the dispute was in essence a contractual one and the dispute settlement mechanism set out in the relevant contracts must have priority over the more general jurisdiction clause in the BIT. Therefore, Impregilo’s claims were inadmissible.

The BIT concluded between Italy and Pakistan did not contain an ‘umbrella clause’. The relevant articles of the BIT were Article 9 and Article 3. Article 9(1) stated that:276

… any disputes arising between a Contracting Party and the investors of the other, including disputes relating to compensation for expropriation, nationalization, requisition or similar measures, and disputes relating to the amount of the relevant payment shall be settled amicably, as far as possible.

Article 9(2) provided that:277

… in the case that such a dispute cannot be settled amicably within six months of the date of a written application, the investor in question may submit the dispute at his discretion for settlement to [various fora, including ICSID].

Article 3, the most-favoured-nation clause stated:278

(1) Both Contracting Parties, within the bounds of their own territory, shall offer investments effected by, and the income accruing to, investors of the other Contracting Party no less favourable treatment than that accorded to investments effected by, and income accruing to, its own national or investors of third States.

(2) The treatment accorded to the activities connected with the investment of investors of either Contracting Party shall not be less favourable than that accorded to similar activities connected with investments made by their own investors or by investors of any Third country.

With respect to the contractual claims, the tribunal held that it did not have jurisdiction as Pakistan was not a party. Accordingly, neither Article 9 nor Article 3 afforded the tribunal with jurisdiction to resolve disputes relating to the contracts. However, the treaty claims were another matter. As the tribunal stated at paragraph 219:

The fact that … the BIT does not endow the Tribunal with jurisdiction to consider Impregilo’s Contract Claims does not imply that the Tribunal has no jurisdiction to consider Treaty Claims against Pakistan which at the same time could be breaches of the Contracts.

Indeed, the tribunal concluded that treaty claims and contract claims could be considered simultaneously. The tribunal therefore turned to the issue of how the integrity of the contractual dispute resolution clauses in the contract could be protected. Contrary to the approach in SGS v Philippines, the tribunal, did not perceive the existence of contractual dispute resolution clauses as depriving it of jurisdiction or rendering the treaty claim inadmissible. It regarded a stay of proceedings as inappropriate because first, the contract enquiry and the treaty enquiry were fundamentally different and secondly, unlike in SGS v Philippines, the parties to the ‘treaty’ proceedings (Impregilo and Pakistan) were distinct from the parties to the contract arbitration proceedings (GBC and WAPDA).279 Other factors which were relevant to the tribunal’s decision were the uncertainty relating to the length of a stay, the precise event which would trigger the stay’s cessation, and what attitude the tribunal ought to adopt if proceedings were subsequently resumed.280 The tribunal concluded that it had no jurisdiction over Impregilo’s contract claims and decided that it should determine its jurisdiction regarding the treaty claims in its award on the merits.281

The tribunal in the Impregilo decision did not consider the existence of contractual dispute resolution clauses as rendering the treaty claim before them inadmissible. In the author’s view, this was the correct approach because Impregilo was not a situation of ‘true’ lis pendens: the contractual parties were distinct from the parties to the treaty. In such situations, a tribunal should not be required to stay its proceedings, unless it considers such a stay appropriate for practical reasons. In this respect, the decision is entirely consistent with SGS v Philippines decision because that dispute involved a situation of true lis pendens.282

(b) Admissibility Contrasted with Arbitrability

The concept of admissibility as relied on in SGS v Philippines is distinct from the notion of arbitrability and the terms should not be confused. Arbitrability and admissibility are both preconditions of a tribunal exerting jurisdiction over a certain claim. However, in the former, the tribunal will not have jurisdiction at all, whereas in the latter, the tribunal will have jurisdiction but will properly not exercise it until the claim is rendered admissible. Unfortunately, the word jurisdiction is often used interchangeably with both the word arbitrability283 and the term admissibility.284

(i) Arbitrability

Arbitrability, as the word suggests, implies that the dispute is ‘arbitrable’ or capable of being settled by arbitration.285 Arbitration is a private proceeding with public consequences: the recognition and enforcement of a particular award will inevitably have an impact on states involved. In this regard, whether or not a particular dispute is ‘arbitrable’ under a state’s laws is a matter of public policy, which the national laws will decide.286 Therefore, based on a state’s laws, certain matters may not be arbitrable, such as disputes involving patents, antitrust and competition law,287 securities, bribery and corruption, and fraud.288 If a dispute is not arbitrable, the proper domain for resolution is the relevant domestic courts. In foreign investment situations, arbitrability will rarely, if ever, be an issue due to the commercial nature of the disputes.

As discussed above, parties can exclude from ICSID’s jurisdiction particular disputes under Article 25(4). Such disputes may be expressly excluded because the party in question deems them inappropriate for the international arbitration sphere. Conceptually, this looks a lot like the concept of arbitrability. It is submitted, however, that such an exclusion is framed in terms of ICSID’s jurisdiction, and therefore such disputes should not be referred to as non-arbitrable but merely as disputes outside the tribunal’s jurisdiction.

(ii) Admissibility

As the tribunal held in SGS v Philippines, just because a dispute is inadmissible does not mean the tribunal does not have jurisdiction. The tribunal will still have jurisdiction, but that jurisdiction may be suspended or stayed until the matter is rendered admissible.

In SGS v Philippines, the tribunal also included within the concept of admissibility the principle that local remedies must first be exhausted.289 Professor Schreuer discusses the requirement of the exhaustion of domestic remedies in his chapter on consent to arbitration. As discussed by Professor Schreuer, the ICSID Convention expressly excludes the requirement to exhaust domestic remedies ‘unless otherwise stated’. One must tread carefully when making a claim of inadmissibility on the grounds of the failure to exhaust local remedies. Presumably, if the exhaustion of local remedies is framed as a condition of consent in the BIT, then the matter is properly dealt with as a jurisdictional issue of consent, the claim itself being admissible. However, if such a requirement is framed in an alternate way within the BIT, the matter then becomes one of the admissibility or inadmissibility of the claim. For instance, if the contract between the parties requires, similar to the situation in SGS v Philippines, that local remedies be exhausted, then such a requirement must be met before a party can make a claim that will succeed at the preliminary stages.
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THE JURISDICTIONAL THRESHOLD OF A PRIMA-FACIE CASE
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(1) INTRODUCTION

IT is a common feature of investment protection cases for a respondent State to challenge the jurisdiction of the tribunal on grounds that the claimant does not satisfy the jurisdictional requirements of the investment treaty relied upon (be it a BIT, NAFTA, ECT, etc) and/or the applicable procedural rules (in particular, the additional jurisdictional requirements found in Article 25 of the ICSID Convention). In its response to the request for arbitration, the respondent State is also likely to have stated that it disputes much of the claimant’s factual and legal case. If the tribunal decides to bifurcate jurisdiction and liability, as often happens in investment protection cases, the tribunal will have to decide whether it has jurisdiction before it has heard all of the evidence, and typically before the respondent has even submitted its detailed defence. In these circumstances, the issue arises as to what extent the tribunal should accept the claimant’s substantive case when determining jurisdiction.

This question tends to arise less frequently when the challenge is to jurisdiction ratione personae or ratione temporis, for example the claimant is not a qualifying national or the dispute arose before the BIT entered into force, because the underlying facts are often largely uncontentious and only their legal significance is disputed. The question is more acute when the challenge is to jurisdiction ratione materiae (ie jurisdiction over the subject-matter), for example where the respondent contends that the claim is: (i) not one in relation to an investment of the claimant; and/or (ii) not one that concerns an obligation of the host State under the BIT. In addition, in several cases, the respondent State has also submitted that the claim should be dismissed because palpably no violation of the standards of protection in the applicable investment protection treaty has occurred.

In this chapter, we consider the ‘prima-facie test’ that has been applied by investment treaty tribunals to the claimant’s case as the threshold for jurisdiction. We examine its origins in the international courts. We observe the uncertainty as to the precise formulation of the test and the more recent attempts to clarify how the test might apply to different aspects of the claimant’s case. While the application by tribunals of the prima-facie test has shown it to be a low threshold, in a few cases tribunals have struck out some or all of the claimant’s claims on the basis that the claimant’s own articulation of its case would not fall within the provisions of or amount to a breach of the treaty invoked. Finally, we note the provisions in some recent US investment protection agreements and the recent amendment to the ICSID Rules that incorporate a procedure akin to the ‘motion to dismiss’ in US law.

(2) THE ORIGIN OF THE PRIMA-FACIE TEST IN DECISIONS OF THE INTERNATIONAL COURT

The prima-facie test applied by investment treaty tribunals when considering their jurisdiction has its origins in decisions of the Permanent Court of International Justice (PCIJ) and the International Court of Justice (ICJ). The test has been applied in the context of both challenges to jurisdiction ratione materiae and applications for provisional measures.

(a) Jurisdiction Ratione Materiae

In 1924, in the Mavrommatis case,1 the PCIJ considered the threshold for ratione materiae for the purposes of jurisdiction. The Greek government had brought a diplomatic protection claim on behalf of Mr Mavrommatis, a Greek citizen, against the UK government, in the latter’s capacity as Mandatory for Palestine, for allegedly refusing to recognize rights granted by the Ottoman authorities in two concession contracts (the Jerusalem and Jaff a concessions) for the construction of certain public works in Palestine. The Greek government based jurisdiction on the Mandate of Palestine of 1922 and the Statutes of the PCIJ. The United Kingdom contested jurisdiction on the grounds, inter alia, that the claim did not relate to the interpretation or application of the provisions of the Mandate, as required by Article 26 of the Mandate.2

In its decision, the Court addressed the exact scope of the investigation that it had to pursue to arrive at a conclusion that the dispute before it did or did not relate to the interpretation or application of the Mandate. The Court stated:3

Neither the Statute nor the Rules of Court contain any rule regarding the procedure to be followed in the event of an objection being taken in limine litis to the Court’s jurisdiction. The Court therefore is at liberty to adopt the principle which it considers best calculated to ensure the administration of justice, most suited to procedure before an international tribunal and most in conformity with the fundamental principles of international law.

For this reason, the Court acknowledged that it was required to determine whether or not it had jurisdiction before it considered the merits of the dispute and that in doing so it must examine the facts, but not prejudge them. It stated:4

The Court, before giving judgment on the merits of the case, will satisfy itself that the suit before it, in the form in which it has been submitted and on the basis of the facts hitherto established, falls to be decided by application of the clauses of the Mandate. (Emphasis added.)

The Court added moreover:5

At the present stage of the proceedings the question whether there really has been a breach of these obligations can clearly not be gone into; to do so would involve a decision as to the responsibility of the respondent, a thing which the two Governments concerned do not at the moment ask the Court to do. But, in accordance with the principles set out above, the Court is constrained at once to ascertain whether the international obligations mentioned in Article II [of the Mandate] affect the merits of the case and whether any breach of them would involve a breach of the provisions of this article.

After a detailed analysis of the various claims and the factual allegations, the Court found that it had jurisdiction to hear those claims relating to the Jerusalem concession, but not those relating to the Jaff a concession.6

The ICJ considered the jurisdictional threshold for accepting a claim in 1953 in the Ambatielos case.7 This was another diplomatic protection claim brought by the Greek government against the United Kingdom, this time under the Treaty of Commerce and Navigation of 1886 between Greece and the United Kingdom and a subsequent Declaration of 1926 (safeguarding the interests of parties with respect to claims based on the 1886 Treaty). The claim had been brought in arbitration, not before the Court, and the issue for the Court was whether the United Kingdom was under an obligation to submit to arbitration.8 The question was whether there was a dispute based on the 1886 Treaty. The United Kingdom sought to argue that the Court had to decide whether the claim was ‘actually or genuinely’ based on the Treaty such that the facts alleged by Greece, if true, would constitute a violation of the Treaty. The Court rejected the United Kingdom’s interpretation of its task, stating that to determine whether the alleged acts would constitute a violation would be to stray into the merits of the claim and so encroach upon the jurisdiction of the arbitral tribunal. It would be enough if the Greek government’s interpretation of the Treaty was, in the Court’s opinion, one of the possible interpretations that could be placed upon it. The Court stated:9

In order to decide, in these proceedings, that the Hellenic Government’s claim on behalf of Mr. Ambatielos is ‘based on’ the Treaty of 1886 within the meaning of the Declaration of 1926, it is not necessary for the Court to find—and indeed the Court is without jurisdiction to do so—that the Hellenic Government’s interpretation of the Treaty is the correct one. The Court must determine, however, whether the arguments advanced by the Hellenic Government in respect of the treaty provisions on which the Ambatielos claim is said to be based, are of a sufficiently plausible character to warrant a conclusion that the claim is based on the Treaty. It is not enough for the claimant Government to establish a remote connection between the facts of the claim and the Treaty of 1886. On the other hand, it is not necessary for that Government to show, for present purposes, that an alleged treaty violation has an unassailable legal basis…. If the interpretation given by the Hellenic Government to any of the provisions relied upon appears to be one of the possible interpretations that may be placed upon it, though not necessarily the correct one, then the Ambatielos claim must be considered, for the purposes of the present proceedings, to be a claim based on the Treaty of 1886. (Emphasis added)

The Court found in favour of Greece.

The jurisdictional threshold was again considered by the ICJ in 1996 in the Oil Platforms case10 and in some detail in the separate opinions of Judge Higgins and Judge Shahabuddeen. Iran alleged that attacks by the USA on three Iranian oil platforms breached provisions of the Treaty of Amity, Economic Relations and Consular Rights of 1955 between the two countries. The USA objected to jurisdiction ratione materiae on the grounds that Iran’s claim was not a dispute ‘as to the interpretation or application’ of the Treaty as required by Article XXI(2). The Court stated:11

In order to answer that question, the Court cannot limit itself to noting that one of the Parties maintains that such a dispute exists, and the other denies it. It must ascertain whether the violations of the Treaty of 1955 pleaded by Iran do or do not fall within the provisions of the Treaty and whether, as a consequence, the dispute is one which the Court has jurisdiction ratione materiae to entertain, pursuant to Article XXI, paragraph 2.

The objection raised by the USA comprised two facets: one concerned the applicability of the Treaty in the event of force; and, the second related to the scope of various articles of the Treaty. The Court concluded that matters relating to force were not per se excluded from the reach of the Treaty.12 It then went on to examine the provisions of the Treaty that Iran claimed were breached by the platform attacks and held that the alleged acts, if proven to be true, could amount to a breach of one of the provisions (Art X), but not of others. The ICJ therefore had jurisdiction to consider the claims made by Iran for breach of Article X only.13

In a Separate Opinion, Judge Higgins took the opportunity to comment on the ‘methodology for determining whether a particular claim falls within the compromisory clause of a specific treaty’.14 Judge Higgins reviewed the cases mentioned above and others, and noted that the approach in the Ambatielos case marked ‘both a different standard and a different methodology from that employed in the Mavrommatis case’.15 Judge Higgins indicated a clear preference for the Mavrommatis approach, stating it to be ‘more compelling’16 and ‘powerfully established’17 as opposed to the ‘relative modest [sic] one of “plausible interpretation”’18 articulated in Ambatielos. However, Judge Higgins disagreed with the formulation of the test in Mavrommatis in which it was held that it was necessary to consider if the claimant’s claims ‘would’ involve a breach of the treaty:19

This would seem to go too far. Only at the merits, after deployment of evidence, and possible defences, may ‘could’ be converted to ‘would’. The Court should thus see if, on the facts as alleged by Iran, the United States actions complained of might violate the Treaty articles. (Emphasis added)

Thus, Judge Higgins rejected ‘sufficiently plausible’ in favour of ‘might’.

She added that nothing in her approach put at risk the obligation to keep separate the jurisdictional and merits phases: the determination of what exactly the facts are remained pristine and untouched, she said.20 Using phraseology that has been adopted in several investment treaty cases, she said: ‘The United States has told the Court that the platforms were being used for hostile military purposes. The question to be resolved is whether, even taking pro tem Iran’s version of the facts, their destruction could violate [the Treaty]’.21

Judge Higgins emphasized the absence of any jurisdictional bias:22

It is clear from the jurisprudence of the Permanent Court and of the International Court that there is no rule that requires a restrictive interpretation of compromisory clauses. But equally, there is no evidence that the various exercises of jurisdiction by the two Courts really indicate a jurisdictional presumption in favour of the plaintiff…. The Court has no judicial policy of being either liberal or strict in deciding the scope of compromisory clauses: they are judicial decisions like any other.

Judge Shahabuddeen also considered the jurisdictional test at some length, in a separate opinion that is often overlooked. He started his opinion as follows:23

The question before the Court is whether the Applicant has a right to have its claim adjudicated. The Respondent says there is no such right. The objection presents the Court with the delicate problem of ensuring, on the one hand, that the Respondent is not given cause to complain that it has been brought before the Court against its will, and, on the other hand, that the Applicant is not left to feel that it has been needlessly driven from the judgment seat. It is necessary to navigate carefully between these perils.

He concluded that, while agreeing with the dispositif, the majority of the Court had erred in seeking to make a definitive determination of the meaning of the 1955 Treaty and should have merely asked whether Iran’s construction of the Treaty was ‘an arguable one, even if it might eventually turn out to be incorrect’.24

A quite different approach was favoured by the ICJ in its 1998 decision in the Fisheries Jurisdiction case25 between Spain and Canada. In that case, Spain objected to the arrest of a Spanish fishing vessel on the high seas and claimed that the ICJ had jurisdiction as a result of Canada’s declaration of acceptance of the ICJ’s compulsory jurisdiction. Canada contended that the dispute was of a different nature to that alleged by the claimant and fell within an exception to Canada’s acceptance of compulsory jurisdiction. The ICJ stated:26

It is for the Court itself, while giving particular attention to the formulation of the dispute chosen by the Applicant, to determine on an objective basis the dispute dividing the parties, by examining the position of both parties.

…

The Court points out that the establishment or otherwise of jurisdiction is not a matter for the parties but for the Court itself. Although a party seeking to assert a fact must bear the burden of proving it, this has no relevance for the establishment of the Court’s jurisdiction, which is a ‘question of law to be resolved in the light of the relevant facts’.

That being so, there is no burden of proof to be discharged in the matter of jurisdiction. Rather, it is for the Court to determine from all the facts and taking into account all the arguments advanced by the Parties, ‘whether the force of the arguments militating in favour of jurisdiction is preponderant, and to ascertain whether an intention on the part of the Parties exists to confer jurisdiction upon it’.

No mention was made of Oil Platforms or the earlier cases mentioned above. It is arguable that the Fisheries Jurisdiction case was a different species of jurisdictional objection to that in Oil Platforms, in that there was essentially no dispute over the facts and the argument centred on the nature of the dispute and the effect of Canada’s reservation, which were legal issues. Nevertheless, it is somewhat surprising that no attempt was made to explain the perceived differences between the two species of cases.27

(b) Jurisdiction to Grant Provisional Measures

The ICJ has expressly applied a prime-facie test when determining whether it has jurisdiction to grant provisional measures.28 Although similar language is used as found in cases concerning jurisdiction ratione materiae, it is a subtly different test. As the ICJ has explained, in an application for provisional measures, the Court is only determining whether it has jurisdiction for the purposes of granting such measures and not jurisdiction to hear the merits. The former is arguably a ‘softer test’.

The application of a prima-facie test for purposes of jurisdiction to grant provisional measures was first referred to in the submissions of Sir Frank Soskice, appearing on behalf of the United Kingdom at the oral proceedings in respect of interim measures of protection in the Anglo-Iranian Oil Co case29 in 1951. In their decision, the majority held that the ICJ had jurisdiction to issue provisional measures, but they did not expressly refer to a prima-facie test. In their dissenting opinion, Judges Winiarski and Badawi Pasha wrote that an applicant for interim measures of protection should have to do more than show that prima-facie the total lack of jurisdiction of the Court is not patent.30

Subsequent provisional measures decisions applied a prima-facie test and it is now established as the threshold to be met when considering jurisdiction in such cases.31 For example, in Nicaragua v United States of America, the Court in 1984 stated:32

Whereas on a request for provisional measures the Court need not, before deciding whether or not to indicate them, finally satisfy itself that it has jurisdiction on the merits of the case, or, as the case may be, that an objection taken to jurisdiction is well-founded, yet it ought not to indicate such measures unless the provisions invoked by the applicant appear, prima facie, to afford a basis on which the jurisdiction of the Court might be founded. (Emphasis added)

And in the Case concerning the Legality of Use of Force in Yugoslavia (Yugoslavia v Italy),33 the Court in 1999 adopted the wording just quoted and also stated:34

Whereas, in order to determine, even prima facie, whether a dispute within the meaning of Article IX of the Genocide Convention exists, the Court cannot limit itself to noting that one of the Parties maintains that the Convention applies, while the other denies it; … the Court must ascertain whether the breaches of the Convention alleged by Yugoslavia are capable of falling within the provisions of that instrument and whether, as a consequence, the dispute is one which the Court has jurisdiction ratione materiae to entertain pursuant to Article IX (cf. Oil Platforms …). (Emphasis added)

The ICJ used a formulation of the prima-facie test, namely whether the alleged breaches are ‘capable of falling within’ the applicable treaty, that was different again to the formulations in the cases referred to earlier in this chapter, such as that of Judge Higgins, but it is the ‘capable of falling within’ formulation that has become widely adopted by investment treaty tribunals.

The Court concluded that it was not in a position to find that the acts imputed by Yugoslavia to Italy were capable of falling within the provisions of the Genocide Convention and therefore Article IX could not ‘constitute a basis on which the jurisdiction of the Court could prima facie be founded in this case’.35

In cases concerning provisional measures, the ICJ has emphasized that the prima-facie test it is applying is for the purposes of determining jurisdiction to issue interim relief and it is not determining whether it has jurisdiction to hear the merits nor is it making any binding determination on the merits:36

[T]he findings reached by the Court in the present proceedings in no way prejudge the question of the jurisdiction of the Court to deal with the merits of the case under Article IX of the Genocide Convention, or any questions relating to the admissibility of the Application, or relating to the merits themselves.

(3) THE PRIMA-FACIE TEST APPLIED BY ARBITRAL TRIBUNALS

In investment protection cases, the jurisdiction of the arbitral tribunal is prescribed by the treaty and in particular the provisions concerning the settlement of disputes between the investor and the host State. For example, BITs typically provide that any dispute between a national or company of one contracting party and the other contracting party in relation to an investment of the former may be referred to international arbitration. Some such provisions add that the dispute must concern an obligation of the latter under the treaty. Each treaty will have a date on which it comes into force.

A claimant must satisfy all the prescribed jurisdictional requirements. The facts relating to the nationality of the claimant, whether it made an investment, and whether the alleged breaches occurred after the treaty came into force, are generally uncontroversial, although the legal consequences may be disputed (for example, where a claimant has dual nationality or where the investment was made indirectly). Respondent States will also often argue that the claimant has not shown that the dispute is in relation to the investment and/or concerns an obligation of the host State and/or there is a violation of the investment treaty sufficient to establish jurisdiction ratione materiae. The claimant will respond that it is not appropriate, when assessing the question of jurisdiction, for the tribunal to go into the merits, and that it is sufficient to establish jurisdiction for the claimant simply to characterize its claim as a violation of the BIT and to meet the formal requirements, such as nationality.

Where the ICSID procedural rules are applicable, Article 25(1) of the ICSID Convention prescribes that the jurisdiction of the Centre shall extend (only) to legal disputes arising directly out of an investment, between a contracting state and a national of another contracting state, provided that the parties to the dispute consent in writing to submit it to the Centre.37 Again, when confronted with a challenge to ICSID jurisdiction, a claimant will typically submit that it is not appropriate for the tribunal to consider the merits, and that it should accept the claimant’s characterization of the claim as a legal dispute arising directly out of an investment.

In both investment treaty cases and/or ICSID cases, the question arises as to what extent the tribunal should review the claimant’s factual and legal case for the purposes of establishing jurisdiction. This question does not arise when jurisdiction is joined with the merits, because in those circumstances the tribunal can assess jurisdiction in the context of all the evidence. Where jurisdiction and the merits are bifurcated, as often occurs in investment treaty cases,38 the tribunal may have only received the claimant’s case and its version of the facts, together with a general but factually unparticularized objection from the respondent State. In such circumstances, investment treaty and ICSID tribunals have consistently borrowed and applied the prima-facie test articulated by the PCIJ and ICJ. We shall observe, however, that tribunals have sought to articulate that test in several different ways.

We consider that there is no real distinction to be made concerning jurisdiction between ICISD and non-ICSID cases, or between NAFTA, BIT, and ECT cases; therefore we describe the cases chronologically (more or less). The cases referred to below are illustrative only and are not exhaustive of all cases over the past 25 years that have considered jurisdiction as a preliminary issue or applied a prima-facie test.

One of the first arbitration decisions to apply a prima-facie test was that in Amco Asia v Indonesia in 1983,39 which was a non-BIT ICSID case. In that arbitration, the claim had been brought pursuant to an investment authorization granted by the Indonesian government under its Foreign Capital Investment Law. The claimant alleged nationalization or expropriation of its investment. The respondent contended that the case was a lease dispute between two private parties. The tribunal stated in its decision on jurisdiction:40

The Tribunal is of the view that in order for it to make a judgement at this time as to the substantial nature of the dispute before it, it must look firstly and only at the claim itself as presented to ICSID and the Tribunal in the Claimants’ Request for Arbitration. If on its face (that is, if there is no manifest or obvious misdescription or error in the characterization of the dispute by the Claimants) the claim is one ‘arising directly out of an investment’, then this Tribunal would have jurisdiction to hear such claims. In other words, the Tribunal must not attempt at this stage to examine the claim itself in any detail, but the Tribunal must only be satisfied that prima facie the claim, as stated by the Claimants when initiating this arbitration, is within the jurisdictional mandate of ICSID arbitration, and consequently of this Tribunal. (Emphasis added)

The tribunal concluded that it could not see any manifest or obvious misdescription or error in the claimant’s characterization of its claim.

It is also worth quoting what the tribunal said concerning the approach to interpretation, because its echo is heard through the next 25 years:41

… like any other conventions, a convention to arbitrate is not to be construed restrictively, nor, as a matter of fact, broadly or liberally. It is to be construed in a way which leads to find out and to respect the common will of the parties: such a method of interpretation is but the application of the fundamental principle pacta sunt servanda, a principle common, indeed, to all systems of internal law and to international law.

In Tradex Hellas SA v Albania,42 the tribunal in its 1996 decision confirmed that determination of jurisdiction should not extend to an analysis of the merits and where the two are closely linked the appropriate course is to join jurisdiction with the merits. The claimant had brought a claim for expropriation before ICSID under Albania’s foreign investment law and the Greece–Albania BIT. Albania argued that Tradex had to produce at least prima-facie evidence to show that an expropriation had occurred. Tradex, on the other hand, contended that its explanation of Albania’s conduct fulfilled the requirements of the dispute settlement provision in the 1993 Law (Art 8(2)) and would be supported by full evidence proving expropriation in the procedure on the merits. The tribunal stated:43

The Tribunal notes that the question of whether the alleged conduct of Albania can be considered an expropriation is on the one hand relevant under Art. 8(2) for the jurisdiction of the Tribunal and is on the other hand the decisive issue relevant under Articles 4 and 5 of the 1993 Law or Articles 9 and 10 of the 1992 Law to decide on the merits of Tradex’s claim. At least it cannot be excluded that under certain circumstances it would be considered an expropriation if a state permits the deprivation of land use from a joint venture based on foreign investment or fails to grant protection against interference if a legal duty for protection can be found to exist. But the Tribunal feels a further examination of this matter in the context of establishing jurisdiction according to Art. 8(2) would be so closely related to the further examination of the merits in this case that this jurisdictional examination should be joined to the merits. (Emphasis added)

In Wena Hotels v Egypt,44 a claim was brought before ICSID for breach of the BIT between the United Kingdon and Egypt. The respondent contested jurisdiction on various grounds, including an objection that there was no legal dispute between the parties. The tribunal in its 1999 decision on jurisdiction quoted the same passage from Amco Asia as is quoted above concerning prima-facie satisfaction, and stated:45

From a jurisdictional perspective, the Tribunal believes that Wena has satisfied this burden. Wena has raised allegations against Egypt—of assisting in, or at least failing to prevent, the expropriation of Wena’s assets—which, if proven, clearly satisfy the requirement of a ‘legal dispute’ under Article 25(1) of the ICSID Convention. In addition, Wena has presented at least some evidence that suggests Egypt’s possible culpability. (Emphasis added.)

NAFTA tribunals that have been constituted under the UNCITRAL Arbitral Rules have similarly recognized that the appropriate methodology for determining jurisdiction ratione materiae is the prima-facie test. In Ethyl Corporation v Canada,46 the claimant alleged a number of breaches of NAFTA, including expropriation. Canada contested jurisdiction. The tribunal’s award on jurisdiction in 1998 noted that the major facts were undisputed, however the parties disagreed regarding the legal conclusions to be drawn from those facts. The tribunal stated:47

On the face of the Notice of Arbitration and the Statement of Claim, Ethyl states claims for alleged breaches by Canada of its obligations under Article 1102 (National Treatment), Article 1106 (Performance Requirements) and Article 1110 (Expropriation and Compensation). The Claimant indisputably is an ‘investor of a Party’, namely the United States, and alleges that it has ‘incurred loss or damage by reason of, or arising out of,’ such breaches, all as required by Article 1116(1). It is likewise beyond doubt that Claimant has acted within three years of the time when it ‘first acquired, or should have first acquired, knowledge of the alleged breach and knowledge that [it] incurred loss or damage’ as stipulated in Article 1116(2). Claimant’s Statement of Claim satisfies prima facie the requirements of Article 1116 to establish the jurisdiction of this Tribunal…. (See also Ambatielos Case …). (Emphasis added)

Subsequent NAFTA decisions, such as those in Pope & Talbot v Canada48 in June 2000, Methanex v USA49 in August 2002, and UPS v Canada50 in November 2002, have adopted a similar approach.

Interestingly, in Methanex, the tribunal carefully considered the judgments in Oil Platforms and rejected the submission of the claimant that it need only establish an ‘arguable’ interpretation of the treaty provisions (based on the separate opinion of Judge Shahabuddeen). The Methanex tribunal concluded that it had to interpret definitively the procedural provisions of Chapter 11 of NAFTA in order to establish jurisdiction, but it need not interpret definitively the substantive provisions (which was for the merits stage).51 It also highlighted that the test applied by the ICJ in Oil Platforms was ‘to be contrasted with the ICJ’s approach towards provisional measures, where a claimant need only establish prima facie jurisdiction’. Thus, the Methanex tribunal sought to apply a higher standard.52

In UPS, the tribunal declined to draw conclusions from the semantic differences in the wording used by the ICJ and stated that ‘[t]he reference to the facts alleged being “capable” of constituting a violation of the invoked obligations, as opposed to their “falling within” the provisions, may be of little or no consequence’.53 This approach has found favour with subsequent tribunals.

Many BIT tribunals have applied a prima-facie test, although some have not.

In Maffezini v Spain,54 a claim brought before ICSID under the Argentina–Spain BIT, the tribunal in its 2000 decision on jurisdiction applied a prima-facie test to the issue of the claimant’s standing.

The decision in Salini v Morocco,55 in July 2001, evidences another approach. A claim was brought before ICSID under the Italy–Morocco BIT. The respondent objected to jurisdiction ratione materiae on grounds that there had been no investment and also that the claims were merely contractual in nature. The tribunal gave careful consideration to whether there had been an investment and concluded in favour of the claimant. The explanation for the detailed investigation undertaken by the tribunal may be that the tribunal was considering the more objective issue of whether there had been an investment rather than the more evidentiary issue of the conduct of the state. It dealt cursorily with the second argument and concluded that, whilst it had jurisdiction under the BIT, it did not have jurisdiction over mere breaches of contract that did not simultaneously constitute a violation of the BIT.

Link-Trading v Moldova,56 concerned a claim brought under the US–Moldova BIT and UNCITRAL Rules. The tribunal in its decision in 2001 did not refer to the prima-facie test, but held that the claimant had made ‘a colourable claim of indirect expropriation’57 and concluded that it had jurisdiction.

In Mihaly v Sri Lanka,58 a claim for expropriation was brought before ICSID under the US–Sri Lanka BIT. The respondent objected to the tribunal’s jurisdiction ratione materiae on grounds that there had been no investment for the purposes of Article 25(1) ICSID Convention. In its March 2002 award, the tribunal showed particular respect for the respondent State and observed that: ‘the question of jurisdiction of an international instance involving consent of a sovereign State deserves a special attention at the outset of any proceedings against a State Party to an international convention creating the jurisdiction’.59 The tribunal went on to conclude that it lacked jurisdiction, because of the absence of any proof of admission of an investment out of which a legal dispute could possibly have arisen. No mention was made of applying a prima-facie test.

CMS v Argentina60 was the first of the many ICSID cases brought against Argentina following the measures taken during the country’s economic crisis. The case was brought under the US–Argentina BIT. In its decision on jurisdiction in July 2003, the tribunal noted that it did not have jurisdiction to consider ‘questions of general economic policy not directly related to the investment, as opposed to measures specifically addressed to the operations of the business concerned’,61 but in respect of the latter it applied a prima-facie test, stating:62

For the time being, the fact that the Claimant has demonstrated prima facie that it has been adversely affected by measures adopted by the Republic of Argentina is sufficient for the Tribunal to consider that the claim, as far as this matter is concerned, is admissible and that it has jurisdiction to examine it on the merits.

The tribunal held that it had jurisdiction to hear all of the claims brought by CMS.63

The extent to which a tribunal should accept, for purposes of jurisdiction, the claimant’s formulation of its claims as violations of the relevant investment treaty has been considered several times in the context of claims under so-called ‘umbrella clauses’. In SGS v Pakistan,64 a claim was brought before ICSID under the Switzerland–Pakistan BIT, for monies alleged to be owing following termination of an agreement between the parties. When considering the question of ‘what effect may be given to the Claimant’s characterization of its own claims, for purposes of these proceedings on jurisdiction’, the tribunal in its 2003 decision on jurisdiction stated:65


The parties disagree on this threshold point, each adverting to passages in the various cases that are adduced to support their respective contentions. The Respondent asks the Tribunal to subject the claims to a certain degree of scrutiny to determine whether they are properly characterized as alleged violations of the Treaty. For its part, SGS argues that Pakistan and the Tribunal must accept, at this stage, the claims as these have been formulated by SGS; the determination as to whether there truly have been breaches of the BIT is for the merits phase of the present proceedings.

At this stage of the proceedings, the Tribunal has, as a practical matter, a limited ability to scrutinize the claims as formulated by the Claimant. Some cases suggest that the Tribunal need not uncritically accept those claims at face value, but we consider that if the facts asserted by the Claimant are capable of being regarded as alleged breaches of the BIT, consistently with the practice of ICSID tribunals [footnoting Amco Asia], the Claimant should be able to have them considered on their merits. We conclude that, at this jurisdiction phase, it is for the Claimant to characterize the claims as it sees fit. We do not exclude the possibility that there may arise a situation where a tribunal may find it necessary at the very beginning to look behind the claimant’s factual claims, but this is not such a case. (Emphasis added)



The formulation used by this tribunal was: ‘capable of being regarded as alleged breaches’. The tribunal acknowledged that it was for the claimant to characterize its claims, but in some cases the tribunal may need to test that characterization. As is well known, the SGS v Pakistan tribunal held that it had jurisdiction over breaches of the BIT and did not have jurisdiction over breaches of the parties’ agreement.

The dispute in SGS v Philippines66 raised very similar issues. It was again a claim before ICSID, this time under the Switzerland–Philippines BIT. While the tribunal in its January 2004 decision on jurisdiction agreed with the Pakistan tribunal as to the application of a prima-facie test to jurisdictional questions, it gave a different explanation of the approach and formulated the test as ‘fairly raising questions of breach’. It stated:67

The Tribunal’s jurisdiction, if it exists, must arise by virtue of the ICSID Convention associated with the BIT. It was not disputed by the parties that at the jurisdictional stage the Tribunal may deal with all issues of law that are necessary in order to determine its jurisdiction. It is not enough that the Claimant raises an issue under one or more provisions of the BIT which the Respondent disputes. To adapt the words of the International Court in the Oil Platforms case, the Tribunal ‘must ascertain whether the violations of the [BIT] pleaded by [SGS] do or do not fall within the provisions of the Treaty and whether, as a consequence, the dispute is one which the [Tribunal] has jurisdiction ratione materiae to entertain’ pursuant to Article VIII(2) of the BIT.68

And:69

In accordance with the basic principle formulated in the Oil Platforms case … it is not enough for the Claimant to assert the existence of a dispute as to fair treatment or expropriation. The test for jurisdiction is an objective one and its resolution may require the definitive interpretation of the treaty provision which is relied on. On the other hand, as the Tribunal in SGS v Pakistan stressed, it is for the Claimant to formulate its case. Provided the facts alleged by the Claimant and as appearing from the initial pleadings fairly raise questions of breach of one or more provisions of the BIT, the Tribunal has jurisdiction to determine the claim. (Emphasis added)

The tribunal appears to lean towards a more definitive determination and to accept that some testing of the claimant’s case is appropriate. The reference to Oil Platforms was to a passage in the decision of the majority. Also, as is well known, the SGS v Philippines tribunal held that it had jurisdiction in respect of SGS’s claims of breach of fair and equitable treatment and breach of the umbrella clause, but held that it did not have jurisdiction over the expropriation claim. It stated: ‘A mere refusal to pay a debt is not an expropriation of property, at least where remedies exist in respect of such a refusal’.70 Accordingly, the tribunal accepted the claimant’s formulation of the facts, but did not accept the claimant’s formulation of the legal consequences.

The relationship between contract claims and treaty claims for pursposes of jurisdiction was also considered in Siemens AG v Argentina.71 This was a claim before ICSID under the Germany–Argentina BIT. The tribunal in its August 2004 decision on jurisdiction, without referring to previous authorities or expressly mentioning the prime-facie test, adopted a similar approach, but used different wording again in concluding that it had jurisdiction:72

Arbitral tribunals have found that a dispute arising out of a contract may give rise to a claim under a bilateral investment treaty. The dispute formulated by the Claimant is a dispute under the Treaty. At this stage of the proceedings, the Tribunal is not required to consider whether the claims under the Treaty made by Siemens are correct. This is a matter for the merits. The Tribunal simply has to be satisfied that, if the Claimant’s allegations would be proven correct, then the Tribunal has jurisdiction to consider them. (Emphasis added)

In Joy Mining v Egypt,73 which was a claim before ICSID under the UK–Egypt BIT, the tribunal in its August 2004 decision departed somewhat from the customary approach. The tribunal acknowledged the prima-facie test, but stated that it needed to consider the allegations in a broader perspective also taking into account Egypt’s views. After referring to the prima-facie test applied by the NAFTA tribunals in UPS and Methanex, it stated:74

The Tribunal notes that the prima facie test has also been applied in a number of ICSID cases, including Maffezini, CMS, Azurix, SGS v Pakistan and Salini v Morocco. As a prima facie approach to jurisdictional decisions this is no doubt a useful rule. However, it is a rule that must always yield to the specific circumstances of each case. If, as in the present case, the parties have such divergent views about the meaning of the dispute in the light of the Contract and the Treaty, it would not be appropriate for the Tribunal to rely only on the assumption that the contentions presented by the Claimant are correct. The Tribunal necessarily has to examine the contentions in a broader perspective, including the views expressed by the Respondent, so as to reach a jurisdictional determination. This is the procedure the Tribunal will adopt. (Emphasis added)

The dispute arose out of a contract for phosphate. The tribunal found that there was no ‘investment’. In addition, the claims were all contractual and not treaty-based.

The relationship between contract claims and treaty claims was again the focus in Salini v Jordan,75 which was a case before ICSID under the Italy–Jordan BIT. The tribunal in its November 2004 decision analysed the previous decisions applying a prima-facie test in some detail and agreed with the approach of the ICJ in Ambatielos, Oil Platforms (but quoting from the majority decision, and omitting any reference to that of Judge Higgins) and the Legality of Use of Force cases76 as well as the ICSID tribunals in Wena Hotels v Egypt, SGS v Pakistan, SGS v Philippines, and the NAFTA tribunal in UPS v Canada. The tribunal emphasized that the test for jurisdiction is an objective one. The tribunal also noted that under the jurisprudence referred to, the ICJ and individual arbitral tribunals had arrived at decisions which vary from one case to another, including a number of decisions in which the Court/tribunal had held that it did not have jurisdiction. The tribunal concluded:77

The Tribunal is in full agreement with this jurisprudence. It reflects the balance to be struck between two opposing preoccupations: to ensure that courts and tribunals are not flooded with claims which have no chance of success and sometimes are even of an abusive nature; but to ensure equally that, in considering issues of jurisdiction, courts and tribunals do not go into the merits of cases without sufficient prior debate. In conformity with this jurisprudence, the Tribunal will accordingly seek to determine whether the facts alleged by the Claimants in this case, if established, are capable of coming within those provisions of the BIT which have been invoked.

Thus, the Salini tribunal adopted a test very similar to the one in Legality of Use of Force in Yugoslavia (‘capable of falling within the provisions of the instrument’). Judge Guillaume, the President of the tribunal, had been a judge in Oil Platforms, which explains the quote in Salini from the majority decision, and he had also been a judge in Legality of Use of Force in Yugoslavia, which may explain the move in Salini towards that formulation. The Salini tribunal went on to find that the claimant had presented ‘no argument, and no evidence whatsoever, to sustain their treaty Claim and they do not show that the alleged facts are capable of falling within the provisions of Article 2(3) [fair and equitable treatment]’, and concluded that the tribunal therefore did not have jurisdiction to hear that claim.78 However, in respect of the claimant’s other claims, the tribunal concluded that it did not believe that ‘it must rule out from the outset that the alleged facts, if established, may constitute breaches of Articles 2(3) [discriminatory treatment] and 2(4) [compliance with all undertakings] of the BIT’ and that, consequently, it had jurisdiction over those claims.79

Through 2005, a prima-facie test was adopted by a number of ICSID tribunals, including those in Plama v Bulgaria80 in February 2005, Impregilo v Pakistan81 in April 2005, and Bayindir v Pakistan82 in November 2005.

The tribunal in Plama, which was a case under the Energy Charter Treaty,83 noted that it did ‘not understand that Judge Higgins’ approach [in Oil Platforms] is in any sense controversial, either at large or as between the parties to these proceedings’,84 and concluded:85

In the Tribunal’s view, it is not necessary, at the jurisdictional stage of the proceedings, for the Claimant to prove positively actual violations by the Respondent: the unambiguous wording of Article 26 ECT is met by the Claimant’s allegations of such violations. Referring again to Judge Higgins’ test in Oil Platforms, if on the facts alleged by the Claimant, the Respondent’s action might violate the ECT, then the Tribunal has jurisdiction to determine exactly what the facts are and see whether they do sustain a violation of the Treaty. (Emphasis added)

It may have been an overstatement, however, to state that Judge Higgins’ approach in Oil Platforms was not in any sense controversial given that the tribunals in SGS v Philippines and in Salini had both preferred to quote from the majority decision in Oil Platforms and not to mention Judge Higgins’ opinion and the tribunal in Salini had adopted a formulation used in a series of ICJ cases dealing with provisional measures.

The formulation adopted in Impregilo was the same as in Salini v Jordan, namely whether the facts alleged by the claimant, if established, are capable of coming within those provisions of the BIT which have been invoked,86 and it is this formulation that has been approved and adopted in several subsequent cases. (The respective cases had two arbitrators in common: Judge Guillaume and Professor Cremades.) Again, the tribunal quoted from the majority decision in Oil Platforms. Unlike in Salini, the Impregilo tribunal did acknowledge Judge Higgins’ separate opinion, but only in a footnote.87 It also noted that the tribunal must determine whether the claims ‘fall within the scope of the BIT, assuming pro tem that they may be sustained on the facts’,88 although it did not make reference to the similar phrase used by Judge Higgins in Oil Platforms.

The formulation adopted in Bayindir was whether the facts alleged ‘fall within those provisions [invoked] or are capable, if proved, of constituting breaches of the obligations they refer to’.89

A new approach was taken by the tribunal in Continental Casualty Company v Argentina,90 in its award on jurisdiction in February 2006. The tribunal identified three aspects of the prima-facie test that need to be satisfied in order to determine jurisdiction ratione materiae: (i) the facts of the case; (ii) the legal foundation of the case; and (iii) the relief sought.91 Continental’s claim was brought before ICSID for breaches of the US–Argentina BIT. The tribunal stated:92


60. In order to determine its jurisdiction, the Tribunal must consider whether the dispute, as presented by the Claimant, is prima facie, that is at a summary examination, a dispute that falls generally within the jurisdiction of ICSID and specifically within that of an ICSID Tribunal established to decide a dispute between a U.S investor and Argentina under the BIT. The requirements of a prima faci e examination for this purpose have been elucidated by a series of international cases [footnoting Impregilo]. The object of the investigation is to ascertain whether the claim, as presented by the Claimant, meets the jurisdictional requirements, both as to the factual subject matter at issue, as to the legal norms referred to as applicable and having been allegedly breached, and as to the relief sought. For this purpose the presentation of the claim as set forth by the Claimant is decisive. The investigation must not be aimed at determining whether the claim is well founded, but whether the Tribunal is competent to pass upon it.

61. As to the facts of the case, the presentation of the Claimant is fundamental: it must be assumed that the Claimant would be able to prove to the Tribunal satisfaction in the merit phase the facts that it invokes in support of its claim. This does not mean necessarily that the ‘Claimant’s description of the facts must be accepted as true,’ without further examination of any type. The Respondent might supply evidence showing that the case has no factual basis even at a preliminary scrutiny, so that the Tribunal would not be competent to address the subject matter of the dispute as properly determined. In such an instance the Tribunal would have to look to the contrary evidence supplied by the Respondent and should dismiss the case if it found such evidence convincing at a summary exam….

63. As to the legal foundation of the case, in accordance with accepted judicial practice, the Tribunal must evaluate whether those facts, when established, could possibly give rise to the Treaty breaches that the Claimant alleges, and which the Tribunal is competent to pass upon [footnoting Oil Platforms and SGS v Philippines]. In other words those facts, if proved to be true, must be ‘capable’ of falling within the provision of the BIT and of having provoked the alleged breach [footnoting Legality of Use of Force in Yugoslavia]. It is of course a question for the merits whether the alleged facts constitute breaches of the BIT for which the Respondent must be held liable.

64. As to the relief sought, there is no challenge here as to the admissibility of the request for relief that the Claimant has sought against and from Argentina (notably a declaratory judgment concerning various BIT violations and the adjudication of alleged damages stemming therefrom)…..



The tribunal went on to conclude that all the jurisdictional requirements laid down in the ICSID Convention and the BIT had been met.

The three-element approach proposed in Continental v Argentina was also adopted, virtually word-for-word, in Total v Argentina,93 in a decision on jurisdiction in August 2006, perhaps not surprisingly given that both tribunals had the same chairman (Professor Sacerdoti).

BIT/ICSID tribunals have continued to adopt a prima-facie test when jurisdiction ratione materiae has been contested, as illustrated by a number of decisions issued in 2006 and 2007, such as El Paso v Argentina,94 Jan de Nul v Egypt,95 Telenor v Hungary,96 Helnan v Egypt,97 Saipem v Bangladesh,98 Siag and Vecchi v Egypt,99 and Kardassopoulos v Georgia,100 although different formulations of the test have been articulated. The formulation most favoured in these cases is taken from Impregilo v Pakistan:101 whether the facts as alleged by the claimant, if established, are capable of coming within the provisions of the BIT which have been invoked.

For example, referring to the Impregilo formulation, the tribunal in Saipem v Bangladesh stated:102


The Tribunal agrees with this test, which is in line with the one proposed by Judge Higgins in her dissenting opinion in Oil Platforms. The test strikes a fair balance between a more demanding standard which would imply examining the merits at the jurisdictional stage, and a lighter standard which would rest entirely on the Claimant’s characterization of its claims.

The Tribunal must now determine whether the claims ‘fall within the scope of the BIT, assuming pro tem that they may be sustained on the facts’. In other words, the Tribunal should be satisfied that, if the facts alleged by Saipem ultimately prove true, they would be capable of constituting a violation of Article 5 of the BIT. In this respect, the Tribunal agrees with the observation in United Parcel Service v Government of Canada that ‘the reference to the facts alleged being “capable” of constituting a violation of the invoked obligations, as opposed to their “falling within” the provisions, may be of little or no consequence … ’.



The Saipem tribunal also held that the PCIJ/ICJ decisions in Mavrommatis and the Fisheries Jurisdiction Case (Spain v Canada) (see the summaries of those cases earlier in this chapter) could not be interpreted as justifying a different approach, although ‘it is undisputable that the Tribunal determines its jurisdiction without being bound by the arguments of the parties’.103 Given the different approach in the Fisheries Jurisdiction case, it would have been interesting to have had an explanation of the tribunal’s reasoning on this point.

While it might appear that a prima-facie test imposes a very low threshold, tribunals have been willing to examine a claimant’s claims and the prima-facie test has proved a sufficient bar for tribunals to reject jurisdiction over some or all of the claimant’s claims in a number of cases. These are considered in the next section of this chapter.

(4) FAILURE TO MEET THE PRIMA-FACIE TEST

In a number of cases, international courts and tribunals have accepted objections to jurisdiction ratione materiae and, accordingly, have held that claims, or parts of claims, should not proceed to be considered on their merits. Objections have been upheld on both legal and factual grounds.

For example, in Mavrommatis,104 the PCIJ rejected Greece’s claim that the actions of the United Kingdom in relation to the Jaff a concession were capable of amounting to a breach of Article II of the Mandate of Palestine. Similarly, in Oil Platforms,105 the ICJ found that the facts put forward by Iran were not sufficient to establish a prima-facie breach of Article I or Article IV, paragraph 1, of the Treaty of Amity. However, the facts were capable of forming a breach of Article X of the Treaty and the case proceeded to a merits hearing on that aspect only.

In Legality of Use of Force (Yugoslavia v Italy),106 the ICJ rejected Yugoslavia’s application for provisional measures because Yugoslavia was unable to persuade the Court, even prima facie, that the acts imputed to the respondent were capable of coming within the provisions of the Genocide Convention. Similarly in Armed Activities on the Territory of the Congo,107 the ICJ rejected a request for provisional measures because Congo had failed to demonstrate that the Court had prima-facie jurisdiction under any of the conventions or treaties that had allegedly been breached.

A number of BIT/ICSID tribunals have also accepted objections to jurisdiction ratione materiae. For example, in Mihaly v Sri Lanka,108 the tribunal concluded that it lacked jurisdiction, because of the absence of any proof of admission of an investment out of which a legal dispute could possibly have arisen. In Joy Mining v Egypt,109 the tribunal concluded that there had been no investment.

In a series of cases, BIT/ICSID tribunals have addressed the question of jurisdiction over breaches of contract.110 For example, in Salini v Morocco,111 the tribunal concluded that it did not have jurisdiction over mere breaches of contract that did not also amount to breaches of the BIT, but that it did have jurisdiction over those breaches of contract that would constitute at the same time a violation of the BIT; in SGS v Pakistan,112 the tribunal concluded that the umbrella clause was not capable of transforming the breaches of contract into breaches of the BIT; in SGS v Philippines,113 the tribunal rejected SGS’s claim for expropriation, but held that it did have jurisdiction to hear claims that the Philippines had failed to provide fair and equitable treatment, and that it had breached its obligations under the umbrella clause; in Joy Mining v Egypt,114 the claimant failed to establish, prima facie, that the actions complained of could amount to expropriation, or that they could amount to a breach of the obligations to provide free transfer of funds, fair and equitable treatment, and full protection and security; in Salini v Jordan,115 the claimant failed to demonstrate, prima-facie, that the alleged breaches of contract could also amount to breaches of BIT by operation of an umbrella clause, but it was able to establish prima-facie claims against Jordan for discriminatory treatment and lack of compliance with all undertakings by refusing to accede to Salini’s request to refer the dispute to arbitration; in Impregilo v Pakistan,116 the tribunal held that it had no jurisdiction over claims based on breach of contract, but it did have jurisdiction in respect of certain of the claims of violation of fair and equitable treatment and expropriation.

Several tribunals have been asked to find that they did not have jurisdiction because the facts alleged could not amount to expropriation. For example, the tribunals in Amco Asia v Indonesia,117 Link-Trading v Moldova,118 and Impregilo v Pakistan119 concluded that a sufficient case of expropriation had been made out to found jurisdiction. But in Pope & Talbot v Canada,120 the tribunal concluded that a prima-facie case of expropriation had not been established. And in SGS v Philippines,121 the tribunal concluded that a mere refusal to pay a debt is not an expropriation of property, at least where remedies exist in respect of such a refusal, and concluded that it did not have jurisdiction.

Similarly, a claim for expropriation was rejected at the jurisdiction stage in Telenor v Hungary.122 Telenor’s local subsidiary (Pannon) had entered into a concession agreement with the Hungarian government for the provision of mobile telephone services. Telenor complained that various regulatory measures implemented by the Hungarian government amounted to unlawful expropriation, albeit that such acts had not deprived Telenor of control of its investment nor deprived Pannon of substantial value. The tribunal stated:123

Telenor has quite rightly made the point that at a hearing on a challenge to jurisdiction it is not required to go into the merits of the case. Indeed, Hungary quite properly made no pleading as to the merits. Accordingly for the purpose of the jurisdictional challenge allegations of admissible fact by the Claimant are to be assumed to be true. The onus is on the Claimant to show what is alleged to constitute expropriation is at least capable of so doing. There must, in other words, be a prima facie case that the BIT applies.

The tribunal noted the difficulties faced in analysing Telenor’s claim due to the inconsistencies and lack of particularity in Telenor’s various pleadings. However, it held:124

… it is evident that the effect of the measures by Hungary of which Telenor complains fall far short of the substantial economic deprivation of its investment required to constitute expropriation…. Beyond the compulsory collection of the 2002 and 2003 ETTA levies from Pannon’s bank account, none of Pannon’s assets has been seized. Pannon’s management has been left in the hands of its Board without governmental interference, the concession agreement remains in full force, and Pannon has not been denied access to its assets, its revenues or any of its other resources. Moreover, Pannon is, and in its annual reports proclaims itself to be, a highly profitable company whose net income and asset value has increased steadily year by year. There is no evidence before the Tribunal to suggest any activity on the part of the Hungarian Government that remotely approaches the effect of expropriation. There has been no suggestion of government interference with Telenor’s network or its relations with its customers.

After referring to Pope & Talbot, the tribunal concluded:125

The Tribunal therefore concludes that Telenor has failed to make out a prima facie case of expropriation. It follows that the Tribunal has no jurisdiction over claims for expropriation made under Article VI of the BIT.

The outcome in Telenor is similar to a successful motion to dismiss in US court proceedings and such an approach in investment protection cases has received recent support from some governments.

(5) MOTION TO DISMISS IN RECENT US INVESTMENT PROTECTION AGREEMENTS

A new generation of investment treaties involving the USA includes an express provision allowing a respondent State to make an application akin to a motion to dismiss.

For example, the Central America–Dominican Republic–US Free Trade Agreement (CAFTA-DR), signed on 5 August 2004, states at Article 10.20:

4. Without prejudice to a tribunal’s authority to address other objections as a preliminary question, a tribunal shall address and decide as a preliminary question any objection by the respondent that, as a matter of law, a claim submitted is not a claim for which an award in favor of the claimant may be made under Article 10.26.

(a) Such objection shall be submitted to the tribunal as soon as possible after the tribunal is constituted, and in no event later than the date the tribunal fixes for the respondent to submit its counter-memorial (or, in the case of an amendment to the notice of arbitration, the date the tribunal fixes for the respondent to submit its response to the amendment).

(b) On receipt of an objection under this paragraph, the tribunal shall suspend any proceedings on the merits, establish a schedule for considering the objection consistent with any schedule it has established for considering any other preliminary question, and issue a decision or award on the objection, stating the grounds therefor.

(c) In deciding an objection under this paragraph, the tribunal shall assume to be true claimant’s factual allegations in support of any claim in the notice of arbitration (or any amendment thereof) and, in disputes brought under the UNCITRAL Arbitration Rules, the statement of claim referred to in Article 18 of the UNCITRAL Arbitration Rules. The tribunal may also consider any relevant facts not in dispute.

(d) The respondent does not waive any objection as to competence or any argument on the merits merely because the respondent did or did not raise an objection under this paragraph or make use of the expedited procedure set out in paragraph 5.

5. In the event that the respondent so requests within 45 days after the tribunal is constituted, the tribunal shall decide on an expedited basis an objection under paragraph 4 and any objection that the dispute is not within the tribunal’s competence. The tribunal shall suspend any proceedings on the merits and issue a decision or award on the objection(s), stating the grounds therefor, no later than 150 days after the date of the request. However, if a disputing party requests a hearing, the tribunal may take an additional 30 days to issue the decision or award. Regardless of whether a hearing is requested, a tribunal may, on a showing of extraordinary cause, delay issuing its decision or award by an additional brief period, which may not exceed 30 days.

6. When it decides a respondent’s objection under paragraph 4 or 5, the tribunal may, if warranted, award to the prevailing disputing party reasonable costs and attorney’s fees incurred in submitting or opposing the objection. In determining whether such an award is warranted, the tribunal shall consider whether either the claimant’s claim or the respondent’s objection was frivolous, and shall provide the disputing parties a reasonable opportunity to comment. (Emphasis added)

A short explanation of CAFTA-DR produced by the Office of the United States Trade Representative126 states:

The CAFTA-DR includes safeguards to ensure that investors cannot abuse the arbitration process, including provisions (based on U.S. court rules) that allow tribunals to dismiss frivolous claims at an early stage of the proceedings or to award attorneys’ fees and costs as a deterrent to such claims.

Article 10.20 was inspired by the ‘motion to dismiss’ procedure, in which the defendant asserts that the plaintiff has failed to state a claim upon which relief can be granted (Rules of Federal Procedure, Rule 12(b)(6)). In Pope & Talbot,127 the application made by Canada that the tribunal did not have jurisdiction on the grounds that the claimant’s claims fell outside the scope of NAFTA Chapter 11, because the measures did not relate to an investment, was entitled a ‘Motion to Dismiss’.

As explained in Westlaw’s Federal Practice & Procedure,128 a motion for dismissal of a claim raises only an issue of law. Such a motion tests the sufficiency of the pleaded claim and the court’s investigation when considering the motion is based upon the content of the statement of claim. However, the court may also consider other matters integral to, or incorporated by reference into, the claim, provided that such matters are uncontested. Such a motion only contemplates dismissal of the proceedings, not a judgment on the merits (as is the case in a successful motion for summary judgment).129

For the purposes of considering a motion to dismiss, the court will:

(i) construe the statement of claim in the most favourable light for the claimant;

(ii) take, as a general rule, the allegations of the claimant as true; and

(iii) draw all reasonable inferences that can be drawn from the pleadings in favour of the claimant.

However, the court is not obliged to accept every allegation made by the claimant as being true and will disregard conclusory allegations if they do not reasonably follow from the pleader’s description of what happened.

A motion to dismiss will be granted only in exceptional circumstances. It is justified only when the court feels that, even taking the facts as alleged by the claimant, there is no way in which the claim could succeed.

The test most often applied comes from the leading Supreme Court case of Conley v Gibson:130

[I]n appraising the sufficiency of the complaint we follow, of course, the accepted rule that a complaint should not be dismissed for failure to state a claim unless it appears beyond doubt that the plaintiff can prove no set of facts in support of his claim which would entitle him to relief.

The commentary notes that the complaint should not be dismissed merely because the court believes that the case is legally or factually doubtful or that it is unlikely that the plaintiff will prevail in the action on the merits. And that dismissal is justified only when the allegations of the complaint itself clearly demonstrate that whatever interpretation is given to the facts the plaintiff does not have a claim that is legally redressable.

An example that is given in the commentary of a successful motion to dismiss is where the plaintiff claimed damages for wrongful termination of a contract, but the contract on its face showed that the defendant had the right to terminate the agreement with or without cause. Given that there could not be an actionable claim, the motion to dismiss was granted.131

However, a motion to dismiss is not a challenge to the court’s jurisdiction, but a challenge to the legal sustainability of the claim at a very early stage of the proceedings. Nevertheless, there are clear parallels with a challenge to jurisdiction ratione materiae.

The wording of Article 10.20 of CAFTA quoted above is reproduced in Article 28 of the US Model BIT, which was completed in November 2004. This wording is also contained in the US–Uruguay BIT (4 November 2005), US–Peru FTA (12 April 2006), the US–Colombia FTA (22 November 2006), and the US–Panama FTA (28 June 2007).

It is also notable that the recent amendments to the ICSID Rules have introduced a procedure for determining an initial objection from a respondent that a claim is without legal merit. Rule 41.1 provides that a party may object that the dispute or any ancillary claim is not within the jurisdiction of the Centre or, for other reasons, is not within the competence of the tribunal. Rule 41.5 provides:

Unless the parties have agreed to another expedited procedure for making preliminary objections, a party may, no later than 30 days after the constitution of the Tribunal, and in any event before the first session of the Tribunal, file an objection that a claim is manifestly without legal merit. The party shall specify as precisely as possible the basis for the objection. The Tribunal, after giving the parties the opportunity to present their observations on the objection, shall, at its first session or promptly thereafter, notify the parties of its decision on the objection. The decision of the Tribunal shall be without prejudice to the right of a party to file an objection pursuant to paragraph (1) or to object, in the course of the proceeding, that a claim lacks legal merit. (Emphasis added.)

Accordingly, a distinction is made between an objection to jurisdiction and an objection that the claim is without legal merit, the latter being akin to a motion to dismiss.

CONCLUDING REMARKS

The prima-facie test is firmly established as the threshold test for establishing jurisdiction ratione materiae in investment treaty cases. The formulation of the approach and of the prima-facie test, which appears to find most favour, is the following:

The tribunal should be satisfied that, if the facts alleged by the claimant ultimately prove true, they would be capable of falling within (or coming within) (or constituting a violation of) the provisions of the investment treaty.

This formulation has received particular endorsement by the tribunals in Salini v Jordan,132 Impregilo v Pakistan,133 and Saipem v Bangladesh.134 The semantic differences in wording between ‘falling within’ or ‘coming within’ or ‘constituting a violation of’ have been said to be of little importance.

The prime-facie test has its origin in decisions of the PCIJ and ICJ. While reference is often made to the separate opinion of Judge Higgins in Oil Platforms,135 Judge Higgins’ formulation of the test was whether the actions complained of ‘might’ violate the applicable treaty. The phrase ‘capable of falling within the provisions’ of the treaty comes from decisions of the ICJ concerning provisional measures, and could be said to have been intended as a softer test given the relatively preliminary stage at which it is applied in such cases.

It has been questioned whether tribunals should apply the prima-facie test both to the more objective issues requiring treaty interpretation and to factual issues (such as whether the alleged facts can amount to expropriation) or just the latter. Judge Shahabuddeen, in his separate opinion in Oil Platforms, favoured applying the prima-facie test to both issues. However, it appears that tribunals, where possible, seek to give a definitive interpretation of the treaty provisions at the jurisdiction stage, but apply the prima-facie test to factual issues going to jurisdiction.

Judge Higgins emphasized the absence of any jurisdictional bias in favour of claimant or respondent and this has been reiterated in a number of cases. Whether this was the case in practice in the ICJ was questioned by Judge Schwebel in his separate opinion in the Nicaragua case.136 While some arbitral tribunals have suggested that particular regard should be given to the position of the respondent State (eg Mihaly v Sri Lanka,137 and Joy Mining v Egypt138), the consensus is that jurisdictional neutrality is to be preferred.

The identification of the three elements of the claimant’s case to which the prima-facie test should be applied, namely the facts of the case, the legal foundation of the case, and the relief sought, and the different approaches to each, as proposed in Continental v Argentina,139 is a very welcome refinement of the prima-facie test and it is hoped that this formulation will be adopted by tribunals.

The wording favoured by the USA and adopted in CAFTA–DR and other treaties, and the recent amendments to the ICSID Rules, suggests that some State parties want to encourage tribunals to be more robust in dismissing claims at an early stage. It will be interesting to observe whether tribunals take up this challenge by modifying the application of the prima-facie test.
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THE relationship between international tribunals deriving their existence from bilateral investment and other treaties and domestic courts is one of the most important and also interesting issues of modern investment arbitration. Tribunals have frequently struggled to address this relationship and the contradictions potentially arising from it.

The relationship between international arbitration tribunals and local courts, and to some extent even the dichotomy between those two, finds its expression in many contemporary issues surrounding investment arbitration today. The most obvious issue is of course the interaction of contract claims and treaty claims, their classification, and subsequent adjudication. This chapter addresses this issue and discusses related arbitral decisions and their consequences.

The implications of the dichotomy between the competing fora frequently found in investment arbitration influence a variety of issues arbitral tribunals—and to a lesser extent courts—have to deal with: the meaning of the so-called umbrella clause, fork-in-the-road provisions, the exhaustion of local remedies, the issue of a possible waiver of the investor’s rights, and, last but not least, the review of domestic judgments by arbitral tribunals and vice versa.

Apart from providing an overview of the current state of affairs with regard to the contract claim/treaty claim issue and the problem of the characterization of these claims, this chapter will restrict itself to addressing in some detail the issue of umbrella clauses and whether the right to arbitrate under a BIT can be waived by an investor.

While addressing these issues and, wherever possible, trying to identify the current ‘trend’ in the decision-making of arbitral tribunals, we recognize that, at the same time, one should refrain from over-generalizing. But for certain general features, BITs are worded differently and although a certain issue may appear to arise in the same disguise more than once, the circumstances of each case will always be different.

(1) THE DISTINCTION BETWEEN CONTRACT CLAIMS AND TREATY CLAIMS

The case-law in investment treaty arbitration has increased enormously over the past few years and has thereby dramatically eclipsed the earlier development of the past 20 years or so. One of the central points of debate which reappears in arbitral decisions—and to some degree one might say haunts the tribunals having to address it—is the issue of the relationship between contract claims and treaty claims. This issue usually arises out of circumstances in which an investment agreement—providing for resort to local courts in case of a dispute—is entered into and exists alongside the BIT concluded between the home state of the investor and the host state. When a dispute occurs, the question arises whether it should be submitted to the local courts—as usually argued by the respondent state—or whether the investor is entitled to commence international arbitration proceedings based on the BIT. Different tribunals have answered this question in different ways, but one explicit approach has been the introduction of the distinction between so-called contract claims and treaty claims. Nevertheless, the issue as to where to draw this distinction and the implications resulting therefrom is still not fully settled.

(a) The ‘Modern-Classic’ Approach

In his article ‘Investment Treaty Arbitration and Jurisdiction over Contract Claims—The Vivendi I Case Considered’, Schreuer succinctly sums up the state of law on this point by stating: ‘Compañía de Aguas del Aconquija S.A. & Compagnie Générale des Eaux v. Argentine Republic (the Vivendi I case) is the most important case on the relationship between claims based on a treaty and claims based on a contract’.1

Although the distinction between treaty and contract claims was first addressed in Vivendi I,2 it was the decision of the ad hoc committee deciding on the annulment request that formulated the distinction that was to become a classic within a short time-frame.3

The Vivendi case arose from a concession contract of 1995 concluded by a French company (CGE), and its Argentine affiliate, with Tucumán, a province of Argentina, concerning the operation of a water and sewage system. CGE alleged that the guarantees offered by the BIT between Argentina and France had been violated, both because the Republic of Argentina was responsible for provincial actions (including expressing inflammatory statements and other acts encouraging customers not to pay for services rendered by CGE) as the federal government had not intervened and because actions were attributable to the Republic. Article 16.4 of the concession contract contained a forum selection clause referring the parties to the administrative tribunals of Tucumán.

The tribunal distinguished between claims based on the BIT and claims based on the concession contract. The forum selection clause in the latter did not affect the claimant’s right to go to international arbitration on the basis of the BIT. Crucially, the tribunal held that the claims filed by CGE against the Republic of Argentina were based on violation by Argentina of the BIT through acts or omissions of the government and acts of the provincial authorities supposedly attributable to the central government.

As formulated, these claims against the Argentine Republic are not subject to the jurisdiction of contentious administrative tribunals of Tucumán, if only because, ex hypothesi, those claims are not based on the Concession Contract but allege a cause of action under the BIT.4

The tribunal then confirmed its jurisdiction. On the merits of the claim, the tribunal encountered considerable difficulties in drawing a distinction between treaty claims and contract claims. Because these claims were so closely linked, the tribunal held that it was unable to form an independent view of the alleged violations of the BIT. It therefore held that resort to ICSID arbitration would be open to claimants only after they had failed in the pursuit of their claims before the administrative tribunals of Tucumán.5

Subsequently, the award was partially annulled on the basis that the tribunal had manifestly exceeded its powers.6 The fact that a particular investment dispute may at the same time involve issues of contract and interpretation and application of the BIT’s standard may (but does not have to) impair the jurisdiction of the ICSID tribunal:

This being so, the fact that the Concession Contract referred contractual disputes to the contentious administrative courts of Tucumán did not affect the jurisdiction of the Tribunal with respect to a claim based on the provisions of the BIT. Article 16(4) of the Concession Contract did not in terms purport to exclude the jurisdiction of an international tribunal arising under article 8(2) of the BIT; at the very least, a clear indication of an intention to exclude the jurisdiction would be required.7

The ad hoc committee emphasized the distinction between a breach of contract and a breach of treaty and the effect of a contractual forum selection clause:

… where ‘the fundamental basis of the claim’ is a treaty laying down an independent standard by which the conduct of the parties is to be judged, the existence of an exclusive jurisdiction clause in a contract between the claimant and the respondent state or one of its subdivisions cannot operate as a bar to the application of the treaty standard.

A state cannot rely on an exclusive jurisdiction clause in a contract to avoid the characterisation of its conduct as internationally unlawful under a treaty.

… [I]t is one thing to exercise contractual jurisdiction (arguably exclusively vested in the administrative tribunals of Tucumán by virtue of the Concession Contract) and another to take into account the terms of a contract in determining whether there has been a breach of a distinct standard of international law, such as that reflected in Article 3 of the BIT.8

The distinction thus made in focusing on the cause of action (breach of treaty versus breach of contract) and the parallel distinction between the dispute resolution clauses contained in the BIT (usually ICSID arbitration) and in the underlying investment agreement (the contractual forum selection clause) is now well established.9 Numerous tribunals have confirmed this distinction, often citing some or many other tribunals which had previously confirmed this basic distinction.10

Before discussing a number of cases which display a somewhat different approach, it should be mentioned that some tribunals, notably Joy Mining v Egypt and Enron v Argentina, adopted additional reasoning supplementing the Vivendi II criterion. These tribunals refer to the so-called triple identity test, which is usually applied in the context of establishing a lis pendens defence.

In part, the distinction between these different types of claims [contract versus treaty] has relied on the test of triple identity. To the extent that a dispute might involve the same parties, object and cause of action it might be considered to be a dispute where it is virtually impossible to separate the contract issues from the treaty issues and to draw any jurisdictional conclusions from the distinction between them. A purely contractual claim, however, will normally find difficulty in passing the jurisdictional test of treaty-based tribunals, which will of course require allegation of a specific violation of treaty rights as the foundation of their jurisdiction.11

The application of this triple identity test in the context of a fundamental basis-analysis is not very helpful. As will be seen below, some tribunals have attached importance to whether the dispute resolution clause was concluded by the same party that is also the (central) government party to the arbitration. Nevertheless, the essence of the Vivendi II test is the emphasis on the nature of the claim and the right on which the claim is based. This is, if anything, an element of the triple identity test.12 It seems inappropriate to imply that the other elements of this test are also relevant for distinguishing between contract and treaty claims.

(b) Broader Jurisdiction of ICSID Tribunals

Some tribunals have deviated from this, by now classic, way of approaching the distinction between contract and treaty claims. They have held that in the event of a broadly drafted BIT dispute resolution clause, a BIT tribunal’s jurisdiction is not restricted to BIT claims but also extends to contractual claims.13

One of the main proponents of this view is the tribunal in Salini v Morocco, in which the dispute resolution clause contained in Article8 of the relevant BIT was held to extend to ‘[a]ll disputes or differences … between a Contracting Party and an investor of the other Contracting Party concerning an investment’. Based on this, the tribunal found that:

Art. 8 compels the State to respect the jurisdiction offer in relation to violations of the Bilateral Treaty and any breach of a contract that binds the State directly. The jurisdiction offer contained in Article 8 does not, however, extend to breaches of a contract to which an entity other than the State is a named party….

But this restriction of the Arbitral Tribunal’s jurisdiction only applies to claims that are based solely on a breach of contract. However, the Arbitral Tribunal retains jurisdiction in relation to breaches of contract that would constitute, at the same time, a violation of the Bilateral Investment Treaty by the State.14

Thus, the tribunal drew a distinction between contract claims arising out of contracts concluded directly with the state and those concluded with another entity. It extended the jurisdiction of BIT tribunals over contract claims—which under the ‘modern-classic’ approach is limited to those contract claims which at the same time amount to treaty claims—to claims based on contracts with the state directly. However, by doing so, it simply stated that the offer contained in Article 8 of the treaty does not extend to breaches of contract entered into with another entity but the state. The tribunal did not give any explicit reasons on which it based this conclusion.

At almost exactly the same time, a different tribunal came to a very similar conclusion in the case RFCC v Morocco.15 Addressing the issue of the tribunal’s jurisdiction over contract claims, it stated:

En d’autres termes, l’article 8 oblige l’Etat à respecter l’offre de competénce à raison des violations de l’Accord bilatéral et de tout manquement à un contrat qui le lierait directement. L’offre de compétence de l’article 8 ne s’étend pas par contre aux violations d’un contrat auquel une entité autre que l’Etat est nommément partie.

Mais cette restriction à la compétence du Tribunal arbitral ne s’applique qu’aux demandes qui reposent sur la seule violation du contrat. En revanche, le Tribunal arbitral demeure compétent pour les violations du contrat qui constitueraient en même temps, à la charge de l’Etat, une violation de l’Accord bilatéral.16

Lastly, by explicit reference to the Salini decision, the tribunal in Impregilo v Pakistan followed a similar approach. It held:

Given that the Contracts at issue were concluded between Claimant and WAPDA, and not between the Claimant and Pakistan; that under the law of Pakistan, which governs both the Contracts and the status and capacity of WAPDA for the purposes of the Contracts, WAPDA is a legal entity distinct from the State of Pakistan; and given that Article 9 of the BIT does not cover breaches of contracts concluded by such an entity, it must follow that this Tribunal has no jurisdiction under the BIT to entertain Impregilo’s claims based on alleged breaches of the Contracts.17

When addressing the connection between contract and treaty claims, it nevertheless also explicitly endorsed the Vivendi annulment decision. The tribunal stated that in determining whether a breach of treaty occurred, one should take into account the terms of the contract.18

A final case to be mentioned in this overview is SGS v Philippines, where the tribunal was, in principle and at first sight, inclined to follow a path similar to Vivendi by accepting that the general wording of the BIT dispute resolution provision could allow the exercise of jurisdiction over contractual claims.19 Certainly in light of the expansive language of the relevant treaty provision, accepting such a broad jurisdiction appears appropriate.20 By ruling so, it did not even draw the distinction between contracts concluded by the state or other entities and seemed therefore to broaden BIT tribunals’ jurisdiction even further.

Although the tribunal positively concluded that it had jurisdiction, it then denied the admissibility of the claims as it decided that the submission of an ICSID claim was premature and that the claimant should first address the Philippine courts to hear SGS’s contract claim to determine the scope of the respondent’s obligation.21

As Gaillard states, giving effect to the parties’ contractual arrangements while simultaneously respecting the general language of BIT dispute resolution provisions creates an impossible situation to the extent that it attempts to render compatible two contradictory intentions. The result of the SGS v Philippines decision, that is, accepting jurisdiction but immediately mitigating this conclusion by referring the claimant to the local courts, is thus hardly satisfactory.22 It is noted that the SGS v Philippines decision was made in the context of the application of an umbrella clause. Even though this may not render the decision more satisfactory, it may—partially—explain the paradoxical approach of the tribunal.23

The aforementioned decisions constitute an approach with regard to the interrelationship between contract and treaty claims which is different from the ‘classic-modern’ approach by explicitly allowing purely contractual breaches to be arbitrated by BIT tribunals (as long as the contract at issue was concluded directly with the state). This approach raises questions some of which will surely be answered in due course, that is, with further awards rendered. One of them is the issue of attribution which has been raised and which relates to the fact that although the contract was concluded by an entity separate from the state, one might have to look at the nature of this entity and whether its actions might be attributable to the state before drawing the above-mentioned distinction between contract and treaty claims.24 Furthermore, the implications of this approach appear to entail that purely contractual claims will be arbitrated by tribunals constituted under the BIT, that is they might decide a case completely detached from the substantive provisions of the treaty, as not every breach of contract by the state amounts to a breach of international law. Their sole point of reference within the treaty frame will be a broad jurisdiction clause. The scope of the state’s obligations will be measured solely on the basis of the contract. Effectively, this would render any umbrella clause—potentially—redundant.25 The practical application of this approach will be worth monitoring closely in the future.

(2) FURTHER ISSUES ARISING FROM THE INTERRELATION BETWEEN INTERNATIONAL TRIBUNALS AND DOMESTIC COURTS

(a) Characterization of Claims as Contract or Treaty Claims

Having discussed above the relationship between contract claims and treaty claims and tribunals’ jurisdiction in that regard, the question arises how and in accordance with which standard tribunals decide whether a claim presented is a claim falling under the jurisdiction of a BIT tribunal.

The formula increasingly used in recent investment arbitration jurisprudence states:

When considering its jurisdiction to entertain the Treaty claims, the Tribunal considers that it must not make findings on the merits of those claims, which have yet to be argued, but rather must satisfy itself, that it has jurisdiction over the dispute as presented by the Claimant.26

Two ICJ decisions provide the basis for this approach. In the Ambatielos case the Court stated:

In order to decide, in these proceedings, that the Hellenic Government’s claim on behalf of Mr. Ambatielos is ‘based on’ the Treaty of 1886 within the meaning of the Declaration of 1926, it is not necessary for the Court to find and indeed the Court is without jurisdiction to do so—that the Hellenic Government’s interpretation of the Treaty is the correct one. The Court must determine, however, whether the arguments advanced by the Hellenic Government in respect of the treaty provisions on which the Ambatielos claim is said to be based, are of a sufficiently plausible character to warrant a conclusion that the claim is based on the Treaty. It is not enough for the claimant Government to establish a remote connection between the facts of the claim and the Treaty of 1886.27

The subsequent decision in the Oil Platforms case used a more objective standard:

[T]he parties differ on the question whether the dispute between the two States with respect to the lawfulness of the actions carried out by the United States against the Iranian oil platforms is a dispute ‘as to the interpretation or application of the Treaty 1955 ’. In order to answer that question, the Court cannot limit itself to noting that one of the Parties maintains that such a dispute exists, and that the other denies it. It must ascertain whether the violations of the Treaty of 1955 pleaded by Iran do or do not fall within the provisions of the Treaty and whether, as a consequence, the dispute is one which the Court has jurisdiction rationae materiae to entertain, pursuant to Article XXI, paragraph 2.28

On the basis of these and subsequent decisions, arbitral tribunals have increasingly developed a similar line of reasoning. It is not enough to simply assert the breach of a treaty obligation.29 The test for jurisdiction is ultimately an objective one which entails that:

it is for the Claimant to formulate its case. Provided that the facts alleged by the Claimant and as appearing from the initial pleadings fairly raise questions of breach of one or more provisions of the BIT, the Tribunal has jurisdiction to determine the claim.30

Therefore, the current and most effective way for a tribunal to characterize the claims before it may best be summarized in the words of the tribunal in Bayindir v Pakistan, which held:

In performing this task, the Tribunal will apply a prima facie test standard, both to determination of the meaning and scope of the BIT provisions and to the assessment whether the facts alleged may constitute breaches. If the result is affirmative, jurisdiction will be established, but the existence of breaches will remain to be litigated on the merits.31

This approach essentially addresses and balances two concerns: on the one hand, tribunals will not be flooded with claims which apparently have no chance of success or may even be abusive, and, on the other hand, by considering issues of jurisdiction, they do not address the merits of cases without sufficient prior debate.

However, this balance will only be achieved if a standard such as the one set out above is adhered to. The tribunal in Eureko v Poland decided to be more liberal and held:

Claimant in the present arbitration advances claims for the breach of the Treaty and, applying the teaching of the decision of the ad hoc Committee in the Vivendi annulment case, every one of those claims must be heard and judged by this Tribunal.32

The result of this approach is that there is no true prima-facie test as to whether the claims presented might constitute a treaty breach, effectively rendering the distinction introduced by the Vivendi annulment committee useless. This can hardly be said to be in the interest of ensuring an effective investment arbitration regime.

(b) Application of Umbrella Clauses by International Tribunals

(i) The Development in Recent Case-Law

As indicated above, quite apart from the discussion as to whether BIT tribunals may accept jurisdiction over contractual claims on the basis of broadly drafted dispute resolution clauses, it is arguable that such expanded jurisdiction could be effected by incorporating specific undertakings in the BIT. Such clauses, which have also been referred to as ‘observance of undertakings’ clauses,33 are more commonly referred to as ‘umbrella clauses’.34 An example of such a clause can be found in the Dutch/Venezuelan BIT, which provides:

4. Each Contracting Party shall observe any obligation it may have entered into with regard to the treatment of investments of nationals of the other Contracting Party.35

Investors have invoked this type of clause in arguing that they transform or elevate breaches of contract into breaches of treaty, even if, strictly speaking, the requirements for a breach of international law under the relevant treaty had not been fulfilled. This topic has triggered substantial debate and the case-law on this point is far from consistent.

The main issue of debate is whether or not such clauses result in such an ‘elevation’ and if so, to what extent. A closely related issue that has been explored even less fully is whether the corollary of elevation should be the conclusion that all contractual rights and obligations are elevated, including any contractually agreed upon dispute resolution mechanism.

The first ICSID case in which an umbrella clause was actually applied was Fedax v Venezuela,36 which concerned Venezuela’s failure to honour a promissory note issued by the Venezuelan government. The tribunal did not explicitly address the issue of the umbrella clause but held that the failure to pay the contractually agreed upon amounts constituted a violation of the BIT:

… the Republic of Venezuela is under the obligation to honor precisely the terms and conditions governing such investment, laid down mainly in Article 3 of the Agreement, as well as to honor the specific payments established in the promissory note issued ….37

The next ICSID decision involving an umbrella clause, and the first case in which the concept was extensively debated, was SGS v Pakistan.38 The umbrella clause in Article 11 of the relevant Pakistan–Switzerland BIT provides:

Either Contracting Party shall constantly guarantee the observance of the commitments it has entered into with respect to the investments of the investors of the other Contracting Party.

The tribunal refused to accept that this clause resulted in elevation of breaches of contract into breaches of the treaty.39 It considered that the legal significance of accepting such elevation would be far-reaching in scope and burdensome and required clear and convincing evidence that the parties had intended such interpretation. An important consideration was that the interpretation as presented by the claimant would effectively make the BIT’s substantive provisions superfluous because the mere breach of contract would suffice to trigger a liability under the treaty.40

Similarly, in Joy Mining v Egypt,41 the tribunal rejected an argument that an umbrella clause should have the effect of transforming all contract disputes into investment disputes under the relevant treaty. The tribunal’s short reasoning emphasizes the innocuous appearance but far-reaching effect of such a clause:

In this context, it could not be held that an umbrella clause inserted in the Treaty, and not very prominently, could have the effect of transforming all contract disputes into investment disputes under the Treaty, unless of course there would be a clear violation of the Treaty rights and obligations or a violation of contract rights of such a magnitude as to trigger the Treaty protection, which is not the case.42

In Salini v Jordan,43 the tribunal also concluded that the provision relied upon by the claimant should not have the effect of transforming contractual undertakings into international law obligations. In this case, the tribunal’s main argument was the wording of the provision which it characterized, using the terms of the decision in SGS v Philippines,44 as ‘a kind of without prejudice clause’.45

A very different approach was applied by the Tribunal in SGS v Philippines46 where the tribunal had to interpret the umbrella clause contained in the Philippines–Switzerland BIT. Article X(2) of this BIT provides:

2. Each Contracting Party shall observe any obligation it has assumed with regard to specific investments in its territory by investors of the other Contracting Party.

The tribunal’s analysis was based on a textual interpretation of the clause and a review of the BIT’s object and purpose, which it determined supported an effective interpretation of the clause:47 the clause ‘means what it says’.48 The tribunal explicitly rejected the reasoning of the tribunal in SGS v Pakistan and in particular criticized the tribunal for failing to give any clear meaning to the umbrella clause.49

However, the tribunal in SGS v Philippines subsequently retracted much of what it had said before by qualifying the scope of the umbrella clause and limiting the effect of the provision to the performance of obligations entered into with regard to specific investments, once those obligations are ascertained.50 Specifically, that meant that the basic obligation on the state would be to pay what was due under the contract, but determining the amount owed by the Philippines did not become a treaty matter. The extent of the obligation would still be governed by the contract, and could only be determined by reference to the terms of the contract,51 that is, to be determined by the Philippine courts.52

Consequently, this case might be seen as opening the door for a broad interpretation of umbrella clauses. Indeed, a number of cases seem to have used this opening and appear to support a broad definition of umbrella clauses. In LESI-DIPENTA v Algeria, the tribunal referred to the classic distinction between contract and treaty claims and held that not every breach of contract would amount to a treaty breach. In this context, it considered that this interpretation was confirmed a contrario by the fact that while other BITs contained so-called umbrella clauses, which have the effect of transforming mere contract breaches into breaches of international law, the one between Italy and Algeria did not.53 Although this tribunal therefore seemed to have embraced the notion of elevation in theory, it did not actually elevate any contractual provision.

Another case, which at least at first sight looks like an example of actual elevation of contractual breaches onto the international plane, is Eureko v Poland.54 Here, the tribunal gave a detailed overview of cases dealing with umbrella clauses and spoke out in favour of the analysis of the tribunal in SGS v Philippines, describing its reasoning as ‘cogent and convincing’.55 The tribunal emphasized that giving effect to the plain meaning of an umbrella clause by no means rendered the other substantive protections of the BIT superfluous.56 After its clear and straightforward analysis, the tribunal’s conclusion is quite remarkable and less clear:

In view of the foregoing analysis, the Tribunal concludes that the actions and inactions of the Government of Poland that are in breach of Poland’s obligations under the Treaty—those that have been held to be unfair and inequitable and expropriatory in effect—also are in breach of its commitment under Article 3.5 of the Treaty to ‘observe any obligations it may have entered into with regards to the investments of investors’ of the Netherlands.57

The practical effect of the umbrella clause is hereby effectively decimated. The tribunal refers back, in one sentence, to its previous analysis that a breach of the substantive treaty provisions had been demonstrated, and concludes that that breach is sufficient also to constitute a breach of the commitment under the umbrella clause. This reasoning turns the purpose of an umbrella clause on its head: the whole point of a broad interpretation of such a clause is that any conduct which merely constitutes a breach of contract, while not sufficient to constitute a breach of any substantive provision of a treaty, may indirectly amount to a breach of the treaty. If an umbrella clause does nothing more than form another basis for a previous finding that a BIT breach was committed, its actual value is highly limited.

The last decision in this line of cases that in principle uphold the elevation of contractual claims is Noble Ventures v Romania.58 After a careful overview of case-law and the various arguments presented therein, the tribunal concluded that the formulation of the present BIT:

clearly falls into the category of the most general and direct formulations tending to an assimilation of contractual obligations to treaty ones; not only does it use the term ‘shall observe’ but it refers in the most general terms to ‘any’ obligations that either Party may have entered into ‘with regard to investments’.59

In the end, however, the tribunal did not apply the clause and therefore it considered that there was no need to express any definitive conclusion as to whether the umbrella clause perfectly assimilates any breach or whether some limitation should be applied, in light of the nature and object of the BIT.60 Interestingly, the tribunal considered a possible restriction based on the distinction between commercial and sovereign acts. The respondent state had argued that this distinction should be made so that not every breach of contract would result in a breach of international law. The tribunal agreed with the respondent that the principle of pacta sunt servanda does not entail that every breach by a state of a contract constitutes a breach of international law, but continued:

[b]ut that does not mean that breaches of contract cannot, under certain conditions, give rise to liability on the part of a State. On the contrary, where the acts of a governmental agency are to be attributed to the State for the purposes of applying an umbrella clause, such as Art. II(2)(c) of the BIT, breaches of a contract into which the State has entered are capable of constituting a breach of international law by virtue of the breach of the umbrella clause.61 (Emphasis in the original)

Therefore a breach of the relevant contract might constitute a breach attributable to the respondent by virtue of the umbrella clause.62 In this case, however, the tribunal concluded that the claimant’s claim failed not because a proved breach would not have constituted a breach of the BIT (ie the umbrella clause contained therein), but because there was no breach of contract.63

Finally, three cases conclude this overview. They demonstrate actual reluctance to apply the umbrella clause while approaching the issue in a rather different way than the above cases, which seem to support at least the principle of elevation. In CMS v Argentina,64 the tribunal agreed with the respondent that not all contract breaches result in breaches of the treaty:

Purely commercial aspects of a contract might not be protected by the treaty in some situations, but the protection is likely to be available when there is significant interference by governments or public agencies with the rights of the investor.65

Then again, none of the measures complained of in CMS could be described as commercial66 and therefore the tribunal was willing to give some effect to the umbrella clause. However, the actual effect seems to have been limited because the tribunal itself stressed that the kind of effect given is not very different from the protection that would have been provided under the treaty anyway:

While many, if not all, such interferences are closely related to other standards of protection under the Treaty, there are in particular two stabilization clauses contained in the Licence that have significant effect when it comes to the protection as extended to them under the umbrella clause.67

In El Paso v Argentina,68 the tribunal first emphasized the need for a balanced interpretation of the BIT, taking into account the state’s sovereignty as well as its responsibility.69 It then reviewed earlier cases and clearly sided with the restrictive interpretation and in particular the approach followed by the tribunal in SGS v Pakistan, the general reasoning of which it considered quite convincing.70 The tribunal stressed the need not to interpret the clause in such a way that it would be deprived of any effect, which it sought to do by distinguishing the state as a merchant and the state as a sovereign:

Interpreted in this way, the umbrella clause in Article II of the BIT, read in conjunction with Article VII, will not extend the Treaty protection to breaches of an ordinary commercial contract entered into by the State or a State-owned entity, but will cover additional investment protections contractually agreed by the State as a sovereign—such as a stabilization clause—inserted in an investment agreement.71

The last case in this group is the recent decision in PanAmerican v Argentina.72 Two of the three arbitrators (including the chairman) in this case also sat on the El Paso tribunal, which involved a claim based on the same BIT (US–Argentina). Except for minor textual differences, the passages on the umbrella clause are identical to the El Paso decision.73

(ii) Umbrella Clauses—The Future

The overview above illustrates the inconsistency in the approach in relation to umbrella clauses. The key issue is clearly the scope and effect of these clauses. Two basic positions can be distinguished: on the one hand, there are those who argue that the clause cannot operate so as to elevate the breach of municipal legal norms into breaches of international law. The consequence of this view is that effectively umbrella clauses are meaningless.74 The opposite view is that umbrella clauses do have the effect of transforming (breaches of) national legal norms into (those of) international norms. This position attributes considerable significance to the clause; in fact, so much so that it has been argued that the consequence is that the other provisions of the BIT have become redundant.75 This view in turn has been vigorously denied by others.76 Indeed, this argument lacks persuasiveness. Establishing breach of contract in a municipal law claim requires fulfilment of different criteria compared with claims based on expropriation or non-discrimination. Compare the distinction between contract and tort claims in national law: especially when these are related, there will be some overlap but the criteria are not identical. In short, either the umbrella clause is redundant or the other provisions of the BIT are redundant.

Before attempting to draw any conclusion about the scope and effect of umbrella clauses in general, a specific category of contractual obligations requires special attention, namely contractual forum selection clauses. If, hypothetically, one were willing to accept that an umbrella clause has the effect of transforming all contractual (rights and) obligations into obligations at the international level, this would mean that also any contractual forum selection clause is also ‘internationalized’. The consequence thereof would often be that contradictory terms would govern the dispute resolution mechanism (the mechanism provided for in the BIT and the mechanism provided for in the contract).

Few tribunals have thus far explicitly dealt with this topic—understandably, since many either did not conclude elevation was appropriate on the facts or otherwise restricted application of this principle. The tribunal in SGS v Philippines, however, focused clearly on this problem. In short, the tribunal held that the claimant should not be able to pick and choose with respect to the underlying contract: ‘if it claims under the contract, it should comply with the contract in respect of the very matter which is the foundation of its claim’.77

In other words, claimants should reckon with the ‘boomerang effect’ of the forum selection clause, in this case the reference to the Philippine courts. The recognition of this logically inevitable step forced the tribunal to create the construction whereby it first accepted jurisdiction and then held that the scope and extent of the respondent’s obligation to pay should be dealt with in local court and that until the Philippine court had issued its decision, the claim was inadmissible.78

This method is reminiscent of the private international law mechanism of renvoi whereby a reference to a foreign law is held to include a referral to that law’s conflict rules. In theory, the determination of the applicable law may bounce back and forth endlessly.79 Although this may be an unsatisfactory outcome, the conclusion that the referral to the underlying contract requires giving effect to all its provisions appears inevitable.80

At the same time, the two main general approaches to umbrella clauses, that is, elevation yes or no, are somewhat unsatisfactory. This sense of dissatisfaction appears to explain various tribunals’ struggling with the issue, more than, for example, the variant texts of the umbrella clauses at issue.81

The emphasis on exact wording, although important,82 does not appear a convincing argument, if for no other reason than that the wording of all the clauses are ambiguous and that none explicitly refers to obligations derived from any underlying contracts. Rather, even the more specific clauses refer obliquely to ‘any obligation’ that the state has assumed or has entered into ‘with regard to investments’.83

To some extent an analysis of the origins of the umbrella clause is useful in trying to solve the dilemma of the umbrella clause. Sinclair’s in-depth review of the origin of these clauses and Wälde’s subsequent work have helped to place these clauses in historical perspective.84 Wälde explains that the predecessors of the umbrella clauses were the pacta sunt servanda clauses. Their purpose was to ‘internationalize’, both in terms of substantive law and in terms of adjudication, the protection of investment agreements with governments against an abuse of the powers of government as an adjunct of the expropriation provision. These clauses sought to prevent the state from invoking the invalidity of a contract to which the government entity is a party.85 Wälde concludes that based on this original intention, application in modern times of such clauses should have the effect of triggering the conversion of contractual into international law breaches only if the government exercises its particular sovereign prerogatives to escape from its contractual commitments.86

Although tribunals thus far have not explicitly relied on the provenance of the umbrella clause to limit its scope to some certain obligations,87 the kind of limitation that has been applied is to some extent in line with the suggestions proposed by Wälde. See, in particular, the decisions of tribunals in CMS v Argentina88 and El Paso v Argentina.89 Nevertheless, Wälde’s rather forceful conclusion in a subsequent publication that ‘there is widespread acceptance that purely (or mainly?) commercial disputes are “out” while disputes with a significant (or predominant?) government dimension are “in”’90 may be somewhat overstated, also keeping in mind the different views expressed by some tribunals not covered in his publications.91 The attraction of this approach is that it does not result in a one-sided pro-investor interpretation, against which tribunals have cautioned,92 while doing justice to the ratio of adding to, rather than subtracting something from, the protection otherwise enjoyed by investors.93 Where to draw the line is not clear, however. The main example given by tribunals and authors alike, are stabilization clauses. If that remains the only type of provision for which the umbrella clauses have any significance, the scope remains highly restricted.94 It has also been suggested that the better approach would be to focus on the coexistence, rather than the clash, of jurisdictions of international tribunals and domestic courts.95

The direction future tribunals will take is therefore not clear. As Gaillard concludes, ‘it might make sense to better define the borders between dispute settlement mechanisms of the investment treaty and the underlying contract’.96 This might be done in the contract, which the El Paso tribunal appears to have envisaged, when it suggested that it was up to a contracting party to include an ICSID arbitration clause in its contract if it really envisaged the need for adjudication at an international level.97 However, this option is not realistic: it is precisely because states are often not willing to include international arbitration provisions in international investment contracts, that the indirect route, namely the incorporation through BITs of (ICSID) arbitration has become so successful.98 More fundamentally, it is questionable to what extent contractual provision can affect rights and obligations founded in international law.99 Therefore, the only effective way to address this ambiguity is to amend the terms of the BITs, rather than the contracts.100 Until then, a certain amount of ambiguity and even contradiction is inevitable.101

(3) THE WAIVER OF THE PROTECTION GRANTED BY INVESTMENT TREATIES

Another issue which is inextricably linked to the dichotomy in the relationship between local courts and international tribunals is whether the inclusion of a domestic forum selection clause in a subsequently concluded investment contract might constitute a waiver of the access to international arbitration provided for in a BIT.102 Arbitral tribunals have responded to this issue in two ways: they introduced a distinction between treaty claims and contract claims and ruled that the contractual domestic forum selection clause only applied to disputes arising from the contract and did not deprive them of their jurisdiction to decide whether rights under the treaty had been violated. This approach has been discussed in detail above. Another answer tribunals developed in certain cases was to rule that the local forums stipulated in the relevant contract did not actually qualify as a commonly agreed settlement procedure since they were administrative courts which could not be selected by mutual agreement.103

Curiously, however, most awards raising this issue do not address whether the investor would be able at all to waive his access to international arbitration.104 This question arises due to the nature of the foundations of modern investment arbitration. It finds its basis in bilateral or multilateral investment agreements. These are concluded between states in order to promote and protect foreign direct investment, thereby granting the investor of the home state rights against the host state should the latter fail to accord the investor the protection foreseen in the treaty. Thus, the question arises whether the rights granted in treaties are rights bestowed directly upon the investor or rights the investor derives from the state to which they belong.105

In Eureko v Poland,106 the Tribunal saw and addressed this problem briefly when it concluded:

The Tribunal notes that the unconditional waiver contained in Article 1 of the First Addendum as regards BIT claims is effective and in accordance with international law which recognizes that a party may waive certain rights entitled to international protection. The Second and Third Restatements of Foreign Relations of the United States are clear on this point:

A waiver or settlement by an alien of a claim against a state, made after an injury attributable to that state but before espousal … is effective as a defense on behalf of the respondent, provided the waiver or settlement is not made under duress.

A state’s claim against another state for injury to its national fails if, after the injury, the person waives the claim or otherwise reaches a settlement with the respondent state.

International law thus recognizes that an investor may, after a claim against a State has arisen, enter into a settlement agreement with that State and commit to a final waiver of those claims.107 (Emphasis added)

This statement, however, cuts a long story extremely short. It is still everything but undisputed whether an individual can be the subject of rights in public international law. Additionally, if that should be the case, it would need to be proven that modern investment treaties intend to vest such rights in the investor. These points shall be addressed subsequently.

(a) The Individual as Subject of International Law

Traditionally, international law was defined as governing the relations between states amongst each other. They made international law and were accountable to each other. The term ‘international law’ replaced the older terminology ‘law of nations’ or ‘droit de gens’ which can be traced back to Cicero108 and reflects this traditional understanding of the role of international law.109 Hence, the ‘classical’ doctrine of international law did and does not consider the individual a subject, but rather an object of international law—similar to ‘boundaries’, ‘rivers’ or ‘territory’.110 According to that theory, the individual cannot be the subject of rights and duties under international law.

However, even early in the science of international law, a notion existed that the provisions of international law are directly binding on individuals without the state as an intermediary and that the state and the individual were both subjects of international law.111 This understanding of the theory of international law has met with growing acceptance, especially since the inter-war period in the 20th century. Increasingly, the human being moved centre stage in international law and it is now recognized that even states act in defence of the interests of the persons behind them, their nationals.112

Since then, the ‘classical’ theory of international law recognizing solely states as players on the international plane has been confronted with the fact that, although states remain central, international organizations, non-governmental organizations, corporations, and ad hoc transnational groups have increasingly gained influence in that sphere.113 One of the best examples of such new players, especially international organizations, arriving on the international stage is the United Nations.

The main criterion in determining whether one deals with a subject of international law—and the one often used in an attempt to prove that individuals are merely objects of international law—is the subject’s inherent capacity to possess rights and duties.114 As early as the 16th century a minority of jurists acknowledged—contrary to the predominant view—that ‘non-state entities had internationally recognized legal rights’.115 Since then, it has been increasingly acknowledged that individuals enjoy rights, both human rights and others. The existence of human rights of individuals is manifested in various treaties, for example in the UN Charter, the Universal Declaration of Human Rights (1948), the International Covenant on Economic, Social and Cultural Rights, the International Covenant on Civil and Political Rights, and very importantly, the Optional Protocol to the Covenant on Civil and Political Rights which sets out in Article 1:

A State party to the Covenant [on Civil and Political Rights] that becomes a party to the present Protocol recognizes the competence of the Committee to receive and consider communications from individuals subject to its jurisdiction who claim to be victims of a violation by that State party or any of the rights set forth in the Covenant.

Individual rights as human rights have also been enshrined in the European Convention for the Protection of Human Rights 1950, the Inter-American Human Rights System of 1969, and the African System of Human and Peoples’ Rights of 1986.116 Within the European Community, the individual has been recognized as a subject of law equal to its member states. Thus, the European Court ruled that Community law intends to confer rights upon individuals and declared certain provisions of the Treaty to be directly applicable to individuals.117

Finally, the International Court of Justice in its judgment in the LaGrand case, also confirmed in 2001 that individuals possess international rights when it held regarding Article 36(1) of the Vienna Convention on Consular Relations of 1963 that:

… The clarity of these provisions, viewed in their context, admits of no doubt. It follows, as has been held on a number of occasions, that the Court must apply these as they stand … Based on the text of these provisions, the Court concludes that Article 36, paragraph 1, creates individual rights, which, by virtue of Article I of the Optional Protocol, may be invoked in this Court by the national State of the detained person. These rights were violated in the present case.118

By so ruling, the Court went one step further in developing a view which the Permanent Court of Justice (PCIJ) had already begun to articulate in the Polish Railways Workers case in 1928.119 In its Advisory Opinion, the PCIJ said:

It may be readily admitted that, according to a well established principle of international law, the Beamtenabkommen, being an international agreement, cannot, as such, create direct rights and obligations for private individuals. But it cannot be disputed that the very object of an international agreement, according to the intention of the contracting parties, may be the adoption by the parties of some definite rules creating individual rights and obligations and enforceable by the national courts. That there is such an intention in the present case can be established by reference to the terms of the Beamtenabkommen.120 (Emphasis in original)

Equally, it is now widely acknowledged that individuals have duties under international law. Frequently used examples for the proof of such responsibilities are the prohibition of piracy as now codified in the United Nations Convention on the Law of the Sea,121 the prohibition of the illegal use of a flag,122 individual responsibility for the crime of genocide in accordance with the UN Convention on the Prevention and Punishment of the Crime of Genocide,123 and prohibitions against airline hijacking in the Hague Convention for the Suppression of Unlawful Seizure of Aircraft of 1970124 as well as the Montreal Convention for the Suppression of Unlawful Acts against the Safety of Civil Aviation of 1971.125126

Of special importance in that regard is the London Agreement of 8 August 1945 which was concluded by Great Britain, the United States, France, and the USSR and to which 19 other states adhered subsequently. It established a tribunal for the trial of war criminals whose offences had no particular geographical location. The Charter annexed to the Agreement, which defines constitution, jurisdiction, and functions of the tribunal as well as principles of international law which the tribunal had to apply, mentions three categories of crimes for which individuals may be tried: crimes against peace, war crimes, and crimes against humanity. The Nuremberg trials were conducted on this basis. There, the tribunal had to consider the issue of individuals as subjects of international law and ruled:

It was submitted that international law is concerned with the actions of sovereign States, and provides no punishment for individuals; and further, that where the act in question is an act of State, those who carry it out are not personally responsible but are protected by the doctrine of the sovereignty of the State. In the opinion of the Tribunal, both these submissions must be rejected. That international law imposes duties and liabilities upon individuals as well as upon States has long been recognized…. On the other hand the very essence of the Charter is that individuals have international duties which transcend the national obligations of obedience imposed by the individual State.127

Although the fact that individuals can possess rights and duties under international law has been widely acknowledged—to some extent even by conservative jurists—a crucial point of argument for denying an individual the status of a subject of international law has for a long time been the perceived lack of standing of individuals before international tribunals.128 However, the issue of possessing a right is distinct from the ability to enforce it. The fact that an individual is not able to take measures in order to enforce rights in his own name shall not be taken as evidence for the assertion that he is not a subject of law or that they are rights of the state simply because it has the capacity to enforce them.129 At the same time, this view of limitations on standing is not entirely correct as examples exist of instruments which enable individuals to enforce their rights before international tribunals.130 They include the Central American Court of Justice created in 1907 in Costa Rica131 and the International Prize Court which was established through the—never ratified—Hague Convention XII in 1907 and would have allowed individuals injured by the decisions of national prize courts to bring claims against a foreign state.132 Furthermore, under the Treaty of Versailles of June 1919, individuals who were nationals of the Allied and Associated Powers could bring actions against Germany before Mixed Arbitral Tribunals.133 The last example of a treaty granting individuals the standing to advance claims against either state to be mentioned here134 is the German–Polish Convention of 15 May 1922, also called the Upper Silesia Convention. Article 5 of this Convention provided that ‘the question as to whether or to what extent an indemnity for the abolition or diminution of vested rights must be paid by the State, will be settled directly by the Arbitral Tribunal on the complaint of the person enjoying the right’. The Upper Silesia Convention is especially interesting as it grants individuals the right to sue not only the state of which they are not a national, but also their home state.135

In modern times, examples granting individuals standing before international tribunals are no longer rare. The tables have turned with the arrival of the Convention on the Settlement of Investment Disputes between States and Nationals of Other States, also known as the Washington or ICSID Convention,136 and the by now more than 2,500 bilateral investment treaties as well as important multilateral investment treaties137 which grant individuals jurisdictional capacity under international law. All of these treaties lay down a foundation for the right of private investors to sue foreign governments for the illegal interference with their investment made in another state. This development was not only not anticipated, it was outright unthinkable for many of the scholars addressing this issue even in the early second half of the last century.138

It is thus apparent that individuals can possess rights and duties under international law directly, that is without the need for a state as an intermediary, and that they have been given the opportunity to ascertain these rights without the assistance of their home states before international tribunals. Therefore, individuals can be subjects of international law as much as states and international organizations—a fact which is now established enough to have found its way into the Second and Third Restatement of Foreign Relations of the United States, as cited above. This capacity is not diminished by the fact that the scope of these rights and duties is dependent upon the will of the states as the treaties vesting individuals with rights remain instruments concluded between states.139

(b) The Investment Treaty Regime as a Source of Rights for the Individual

The fact that an individual can be the ‘carrier’ of rights and duties in international law does not yet, however, answer the question whether modern investment treaties intend to create a direct relationship between the investor and the state whereby he is given a direct right of action or whether he merely benefits from a permission by his home state to enforce rights which actually belong to the state parties to the treaty.140

Economic disputes had already arisen frequently prior to the enactment of the investment treaty regime. Whenever the interests of foreign investors were endangered, the traditional method for the settlement of these disputes was by means of diplomatic protection. By engaging in diplomatic protection, a state espouses the claim of its national and pursues this claim in its own name.141 Before a state could—and to the limited degree it still happens, can—exercise diplomatic protection, the investor must have exhausted all possible attempts to obtain relief through the local courts of the host state. The origin of the claim in an injury to a private interest is no longer relevant and the state becomes the sole claimant. Nevertheless, the state cannot maintain its claim unless the private party has exhausted the local remedies142 and unless the investor remains a national of the espousing state.143 Damages to the state are measured by the damages to the private party.144 On the other hand, the investor has no right to diplomatic protection. He depends on the political discretion and goodwill of his state, which will take a variety of considerations beyond the investor’s interests into account when considering whether to take up his case. Even if this state decides to do so, it may discontinue diplomatic protection at any time. It may waive the national’s claim or agree to a reduced settlement.145

Diplomatic protection can moreover lead to serious disruptions of international relations for the states involved. It leads to a politicization of these disputes and provides a ‘source of international friction’.146 The political element inherent in this settlement process allows power differences to affect the resolution of investment disputes. All these shortcomings of diplomatic protection, in particular from the investor’s perspective, are summarized in the statement of the International Court of Justice, which held in the Barcelona Traction case that ‘the State must be viewed as the sole judge to decide whether its protection will be granted, to what extent it is granted, and when it will cease’, a discretion ‘the exercise of which may be determined by considerations of a political or other nature, unrelated to the particular case’.147 They led scholars to argue in favour of the individual’s direct access to the International Court of Justice or special claims commissions for claims of violations of international law.148

The proponents of the view that the modern investment treaty regime merely creates a means whereby the investor is entitled to enforce rights on behalf of the state is born out of the idea that investment treaties simply ‘institutionalise and reinforce (rather than replace) the system of diplomatic protection’.149 The tribunal in The Loewen Group, Inc. & Raymond L Loewen v United States of America, a NAFTA case, endorsed this very view by stating: ‘There is no warrant for transferring rules derived from private law into a field of international law where claimants are permitted for convenience to enforce what are in origin the rights of Party states’.150

This view has generally been expressed by Canada,151 Mexico,152 and the USA153 as respondents in NAFTA proceedings and has been supported by scholars.154 It essentially adheres to the Mavrommatis Formula of Diplomatic Protection. In the Mavrommatis Palestine Concessions case, the judges held that:

It is an elementary principle of international law that a State is entitled to protect its subjects, when injured by acts contrary to international law committed by another State, from whom they have been unable to obtain satisfaction through the ordinary channels. By taking up the case of one of its subjects and by resorting to diplomatic action or international judicial proceedings on his behalf, a State is in reality asserting its own rights—its rights to ensure, in the person of its subjects, respect for the rules of international law.155

Although the validity of this approach in classic cases of diplomatic protection is not questioned here, it remains to be seen whether this approach, reflected in the opinion referred to above, whereby investors do not have a direct legal relationship with the host state, is consistent with the reality of modern investment arbitration.

Investment treaties themselves do not expressly name the actual beneficiary of the rights enshrined in them. Therefore, in order to be able to assess their intention in that regard, reference shall be made to Article 31 of the Vienna Convention on the Law of Treaties which provides: ‘A treaty shall be interpreted in good faith in accordance with the ordinary meaning to be given to the terms of the treaty in their context and in the light of its object and purpose’. Furthermore, Article 31(3) of the Vienna Convention provides that for the interpretation of treaties:

There shall be taken into account, together with the context:

(a) any subsequent agreement between the parties regarding the interpretation of the treaty or the application of its provisions;

(b) any subsequent practice in the application of the treaty which establishes the agreement of the parties regarding its interpretation;

(c) any relevant rules of international law applicable in the relations between the parties.

The general object and purpose of investment treaties, to create favourable conditions for greater direct foreign investment, does not help in drawing any conclusions concerning the issue of the true beneficiary of the rights enshrined in them. Under both possible approaches the investor and his investment enjoy the protection that might bear the incentive to encourage investments. As recourse to travaux préparatoires is virtually impossible due to the fact that these do not exist, recourse must be had to the ordinary meaning of the terms of the treaty in their context as well as the means set out in Article. 31(3) of the Vienna Convention. Of crucial importance will thus also be the practice regarding the application of the treaty as it establishes the agreement of the parties regarding its interpretation. A subsequent agreement between the parties regarding the interpretation of the treaty as mentioned in Article 31(1) exists in the shape of the (in)famous Free Trade Commission’s interpretation of Article 1105 of the NAFTA; however, this does not deal with the issue at hand.

Hence, some of the essential features of investment treaties, their meaning within the context of the treaty, and their application by tribunals and courts will now be examined below.156 Of special importance will be the approach followed in the context of diplomatic protection as set out above, as it provides the theoretical basis for the theory pursuant to which only states can be the direct beneficiaries of the rights at issue.

(i) Control over the Claims Brought by the Investor

Claims brought within the framework of an investment treaty are exclusively controlled by the investor commencing the proceedings. He is not obliged to consult or at least inform his home state at any point prior, during, or after the commencement of his arbitration, regarding either its existence or procedural or substantial issues arising from it. He himself is entitled to the damages he may recover and he himself has to bear the costs. This is in stark contrast to the features of claims brought under the regime of diplomatic protection which have been set out above. In that situation, the state controls the claim, decides when to begin, and when to terminate it. The individual is in the hands of the state. Whereas in proceedings under investment treaties, the investor can pursue only his own interests, the state when deciding if and how to proceed against another government will have to take numerous other considerations into account.

If the right acted upon were that of the state, it is difficult to explain why the investor nevertheless is at complete liberty with regard to the commencement and handling of the claim and is under no obligation at least to inform the relevant authorities of his home state. However, provisions stipulating such a requirement have not been traced by the authors. On the contrary, there are instances where the home state actually opposed the proceedings brought by the investor before a treaty tribunal.157 The aforementioned facts support the view that the investor in modern treaty arbitration pursues his own right rather than that of the state.

(ii) The Nationality of Claims

Modern investment treaties—and jurisprudence arising from them—display considerable flexibility with regard to the nationality requirement they are conditioned upon. Of course, all investment treaties are based on the condition that the investor seeking protection under it has the nationality of one of the state parties to the treaty. With regard to corporations, most modern BITs adopt the test of incorporation. As far as individuals are concerned, only a few BITs contain special requirements going beyond and qualifying that of nationality, for example, by also requiring the investor to be a resident of the home state.

Nevertheless, modern treaties allow for significant flexibility in complying with these requirements. The fact that the nationality test for corporations is satisfied pursuant to the respective seat of incorporation has promoted a growing practice of establishing investment vehicles in a jurisdiction which is covered by a favourable treaty with the host state of the investment. Often these vehicles are shells, which transfer the revenue from the investment to a parent company in a different jurisdiction. Investment treaties sometimes contain so-called denial of benefits clauses requiring that substantial business activity must be conducted within this jurisdiction for the investment to be protected by the treaty (see for eg Art 17(1) ECT and Art 1113 NAFTA).

Moreover, modern investment treaties have taken no precautions against claims relating to a single loss by investors with multiple nationalities due to the broad definition of an investment. Thus, some treaties define an investment as the ownership of either a company incorporated in the host state or the shares in such a company.158 This may lead to claims by investors of different nationality under different investment treaties with either type of legal interest in the same investment.159

The acceptance of an ‘indirect’ interest, that is an interest channelled through other companies, in an investment as sufficient to qualify for an investment can equally lead to competing national claims. This was the case in CME v Czech Republic160 and Lauder v Czech Republic,161 two UNCITRAL proceedings under two different BITs in which the conduct of the same executive organ of the Czech Republic was considered in relation to the same investment. Within ten days, both tribunals reached different conclusions. Both proceedings could exist alongside each other because the CME tribunal recognized CME’s shareholding of 99 per cent in a Czech company with the rights to operate a television licence as an investment for the purposes of the Treaty between the Netherlands and the Czech Republic162 whereas the Lauder tribunal found that Mr Lauder’s—who is a US citizen—shareholding in the parent company of CME met the definition of an investment under the Treaty between the USA and the Czech Republic.163 Subsequent decisions have confirmed this approach.164

In the decision Tokios Tokelès v Ukraine,165 however, the tribunal refused to base its decision on the fact that the investment, a company incorporated in Lithuania, was up to 99 per cent owned by Ukrainian nationals, but solely relied on the incorporation of the company in Lithuania in accordance with local rules and regulations, justifying this approach on the ground that it ‘fulfils the parties’ expectations, increases the predictability of dispute settlement procedures, and enables investors to structure their investments to enjoy the legal protections offered under the treaty’.166

The variety of options under modern investment treaties is fundamentally different from the approach taken in matters of diplomatic protection. There, with regard to protection of corporate interests the ICJ ruled in the Barcelona Traction case167 that the decisive criteria for the determination of the nationality of the claim is the place of incorporation, thus deciding that Canada as place of incorporation had jus standi. Belgium was denied the right to bring a claim although 88 per cent of the shares of the company belonged to Belgian nationals.168 A similarly strict approach was taken in the Nottebohm decision, where in relation to individuals the ICJ imposed a requirement of an ‘effective’ or ‘genuine link’ between the individual who has suffered the injury and the national state prosecuting the claim in order for the claim to be admissible.169 Thus, the Court ensured that only one state would be able to bring a claim for harm suffered by an individual on the basis that this individual ‘is in fact more closely connected with the population of the State conferring nationality than with that of any other State’.170 Therefore, looking at these two landmark decisions it becomes apparent that in cases of diplomatic protection much effort is placed on channelling the various interests of private individuals and corporations into a single category of nationality with just one claimant state representing the interests at issue.171 It thus becomes impossible for different claimants to vindicate claims essentially based upon the same prejudice of interests.

As has been shown above, under the investment treaty regime no such ‘channelling of interests’ is apparent in relation to claims advanced by juridical—as opposed to physical—persons. However, an exception to this ‘liberal’ approach under modern investment treaties was made in the Loewen case.172 In the absence of a special provision in NAFTA dealing with the temporary aspects of the nationality of claims, the tribunal strictly imposed upon the claimant the continuous nationality rule whereby the nationality must be that of the home state at the time of the events giving rise to the claim through to the date on which the award is rendered. The claimant company was incorporated in Canada at the time of the events giving rise to the claim, but after notice of the claim had been filed had been reorganized into a US company. It assigned its claim to a Canadian company established for the sole purpose of retaining the legal title to the claim.173 The tribunal, recognizing that the ultimate recipient of the benefits of the claim would be the reorganized US company, held that the Canadian special purpose vehicle could not ‘qualify as a continuing national for the purposes of this proceeding’.174 This decision has caused much controversy as the rule of continuous nationality is itself much debated in public international law,175 let alone in the context of investment arbitration. This debate will not be repeated here; it suggests, however, that it might not be easily applied in the future.

With regard to individuals, it appears settled in the context of investment treaty arbitration that an individual with more than one citizenship has the opportunity—subject to explicit restrictions in the BIT itself—to rely on any of them as long as the one he relies on in the case at hand is ‘effective’.176 Thus, the Nottebohm decision is faintly reminiscent. Nevertheless, the true test with regard to the applicability of the doctrine contained in it is still awaited and will be especially interesting with regard to cases involving dual nationals who hold both the nationality of the home as well as of the host state, which are not governed by the ICSID Convention.177

Despite the Loewen decision, investment treaty jurisprudence has demonstrated that it is not concerned with limiting the claims brought under treaties so as to ensure that multiple interests cannot be vindicated by various claimants arising out of essentially one prejudice suffered. This is a major difference to diplomatic protection proceedings and implies that the national state is not affected by these claims, that is, the respective claimant is not acting on his behalf.

(iii) The Law Applicable to the Procedure

Proceedings under investment treaties are generally governed by the provisions of the treaty, the relevant procedural rules chosen by the parties, such as UNCITRAL, and the lex fori, that is the municipal law at the seat of the arbitration. However, this is subject to those instances in which the arbitrations are conducted under the auspices of the ICSID Convention where the procedural rules contained in the Convention are exclusively applicable.178

The law applicable to proceedings between states, especially those conducted within the framework of diplomatic protection, is international law.179 Certainly, proceedings between states are conducted independently of the seat of these proceedings. Consequently, if the arbitration conducted under an investment treaty were to be considered as essentially one in which an investor acts on behalf of a state, public international law should theoretically be the only law applicable to the procedure. However, as set out above, at least for cases not governed by the ICSID Convention, this is not the case. Hence, the fact the municipal law is considered to govern the arbitration proceedings under modern investment treaties180 supports the view that under this regime the investor brings claims stemming from a direct right vested in him.

(iv) The ‘Fork-in-the-Road’ Provisions of Treaties

‘Fork-in-the-road’ provisions in investment treaties are clauses stipulating that the investor has to make a choice between the different procedural forums offered to him under the treaty, for example local courts, previously agreed dispute settlement mechanisms, or international arbitration proceedings, in order to have his claims heard. As soon as he, for example, selects the local courts of the host state and has initiated proceedings accordingly, he will not be able to submit the same claim to one of the other forums provided for in the treaty, including international arbitration.181 However, the loss of access to international arbitration applies only if the same dispute between the same parties is submitted to the local courts.182 A further restriction may be found in the requirement that a ‘fork-in-the-road’ provision will only be triggered if the matter was not only actually submitted,183 but submitted to an administrative tribunal or a court as defined in the relevant treaty.184

By contrast, the commencement of proceedings before municipal courts of the host state cannot in any way affect the standing of the home state of the investor to bring a claim for diplomatic protection against the host state. This follows from the nature of the right of diplomatic protection which is vested in the home state of the investor and not in the investor himself. Thus, even the acceptance of a ‘Calvo Clause’ in an investment agreement between the investor and the host state which seeks to cause an effective waiver of potential claims of diplomatic protection will not achieve the aim of preventing the home state from using this remedy.185

It has been suggested that the aforesaid constitutes further evidence that the investor who sues the host state vindicates his own right rather than that of his home state due to the fact that upon election of local courts by the investor no residual interest in the claim as pleaded survives on the international plane for the national state. However, this would be the case in diplomatic protection proceedings where, although the investor first has commenced proceedings in his own name, the state can still vindicate a claim as both derived from different capacities and based upon different rights.186 Regardless of whether the investor chooses to vindicate his claim before the municipal courts or an international arbitration tribunal provided for in the BIT at issue, in both cases he does so either pursuing his own right or acting on behalf of the home state—depending which theory one adheres to. Moreover, the ‘fork-in-the-road’ provision will only become effective if the proceedings involve the same cause of action and parties.187 On that premise, it does not seem surprising that the claim does not survive on the international plane for the home state—even if the obligations owed under the treaty regime were owed to the state—since by selecting the local courts as offered by the treaty the investor did so also on behalf of the state. It is not apparent why the state then should be given a second option to choose or, worded differently, two bites of the cherry. This would only be different if the decision for local courts was made outside the investment treaty regime—at which point the ‘fork-in-the-road’ provision might not take effect and the issue of the distinction between contract and treaty claims as discussed above becomes crucial.

This is not to say that these provisions in investment treaties do not give an indication as to the nature of the relationship between the investor and the respondent state: however, it is not so much the fact that no provision is made ensuring that the claim survives for the home state to take up again in potential proceedings against the host state, but rather that the home state has no means of influencing the investor as to which path he decides to go down. If the investor were acting on behalf of the state, one would presume that the state would take an interest in and be consulted with regard to the means it considered appropriate when defending its rights. However, as was set out above under (a)—this is not the case.

(v) The Exhaustion of Local Remedies

The provisions in investment treaties providing for resort to international arbitration do not generally condition it upon the prior exhaustion of local remedies. On the contrary, Article 26 of the ICSID Convention specifically excludes this requirement ‘unless otherwise stated’. Although the host state is at liberty to make the exhaustion of local remedies a requirement, only a few BITs do so.188 Only Guatemala has given notice to ICSID that it requires local remedies to be exhausted. Consequently, treaty tribunals have consistently held that claimants can resort to international arbitration directly without first exhausting the remedies offered by local courts.189

This is in contrast to the traditional procedure to be followed in matters of diplomatic protection which strictly requires the exhaustion of local remedies. This requirement can be considered a concession to the sovereign independence of the host state, which should be presumed capable of rendering justice through its own courts.190 Equally, the home state will have a genuine interest in the observance of this requirement as it might render justice without it becoming involved—a legitimate hope, especially in light of the burden and the negative repercussions diplomatic protection proceedings can entail.

Hence, if investment arbitrations were proceedings whereby the investor were acting on behalf of the home state, it appears logical that the state parties to the treaties would insist upon the exhaustion of local remedies. The fact that this is not the case supports the view that the right acted upon by the investor is his own, not that of the home state. Thus, the home state has no vested interest in the strict observance of this rule.

(vi) The Damages Claimed

The damages claimed in investment treaty proceedings are assessed on the basis of the prejudice suffered by the investor. Any factors beyond the personal economic loss suffered by the claimant investor, for example, any interests of his home state, are not considered.

In diplomatic protection proceedings, the mere assessment of the damages suffered is also conducted on the basis of the damages suffered by the individual. However, other considerations may play a role in the overall evaluation. The difference between the assessment of damages in proceedings where an individual is claiming its rights and those where states are involved on both sides has been explicitly stated by the PCIJ in the Chorzow Factory case,191 in which it ruled:

The reparation due by one State to another does not however change its character by reason of the fact that it takes the form of an indemnity for the calculation of which the damage suffered by a private person is taken as the measure. The rules of law governing the reparation are the rules of international law in force between the two States concerned, and not the law governing relations between the State which has committed a wrongful act and the individual who has suffered the damage. Rights or interests of an individual the violation of which rights causes damage are always in a different plane to rights belonging to a State, which rights may also be infringed by the same act. The damage suffered by an individual is never therefore identical in kind with that which will be suffered by a State; it can only afford a convenient scale for the calculation of the reparation to the State.192

The fact that in investment treaty arbitrations the damages are calculated purely on the basis of the prejudice suffered by the investor, which is—at least in theory—in contrast to proceedings involving states, supports the theory that the claims vindicated in these arbitrations are those of the investor.

(vii) Challenge and Enforcement of Awards

The challenge and enforcement of awards is closely linked to the law governing the preceding proceedings, which has been discussed under (c) above. Awards rendered by international tribunals in investment disputes are subject to challenges before the municipal courts at the seat of this arbitration,193 save awards rendered under the auspices of ICSID, and are deemed to fall within the ambit of the New York Convention.194

Conversely, truly international proceedings are subject only to public international law and the resulting judgments or awards cannot be challenged or reviewed before a local court.195 Only international courts or tribunals have jurisdiction to hear applications in that regard.

The fact that awards rendered in investment arbitration proceedings between an investor and a foreign state can be classified as ‘commercial’ and can be challenged before local courts is inconsistent with any notion of their having a public international law nature. It is thus further evidence that the relationship these proceedings are based upon exists between the investor and the host state directly.

(c) Conclusion

Considering all of the aforesaid, the interpretation of modern investment treaties in accordance with the principles of Article 31 of the Vienna Convention suggests that, although they are instruments concluded by states, a direct relationship is created between the respondent state and the investor. By virtue of an investment treaty, investors are enabled to vindicate the rights enshrined in them directly, thereby not acting on behalf of a state or deriving this capacity from it.196 This brings clarity, in particular for the investor who is not dependent on his home state in defending his interests, and allows the investor to have confidence in the process—as far as any legal proceedings can raise confidence for the one who is in them.

It needs to be emphasized that this conclusion arrived at on the basis of the above considerations explicitly relates to the investor’s right to commence proceedings against another state granted in modern BITs. This does not automatically and inevitably entail the same implications regarding the substantive rights contained in these treaties, that is, the protection against expropriation, the entitlement to fair and equitable treatment, etc. It would be imaginable that these rights remain on the inter-state level as long as the investor, being granted the direct right to invoke proceedings against the host state, can rely upon them when protecting his interests. However, the language in some investment treaties does not support this approach.197

This issue was addressed in the recent decision on the appeal in Occidental v Ecuador198 where the English Court ruled that:

That treaties may in modern international law give rise to direct rights in favour of individuals is well established, particularly where the treaty provides a dispute resolution mechanism capable of being operated by such individuals acting on their own behalf and without their national state’s involvement or even consent.199 …

The Treaty would have to be regarded as conferring or creating direct rights in international law in favour of investors either from the outset, or at least (and in this event retrospectively) as and when they pursue claims in one of the ways provided…. The former analysis is in our view natural and preferable, but it does not matter which applies.200

The Court thus supported the view that a direct relationship is not just created when the individual pursues a claim, but with the enactment of the treaty since as of that point in time direct substantive rights are created in favour of the individual. Ultimately, however, the important and powerful characteristic of each treaty—crucial in the eyes of the investor—is his capacity to invoke proceedings against a state without interference.201

Therefore, the question asked at the outset of this chapter, namely whether it is at all possible that an investor be able to waive his right to commence these proceedings is to be answered in the affirmative. One could pause for a moment and wonder whether such a waiver might be invalid in light of this right’s importance, possibly tantamount to that of human rights.202 In relation to the European Convention on Human Rights, the European Court of Human Rights held that ‘the nature of some of the rights safeguarded by the Convention is such as to exclude a waiver of the entitlement to exercise them, but the same cannot be said of certain other rights’.203 Subsequently, the European Court observed that the ‘waiver of a right guaranteed by the Convention—in so far as it is permissible—must be established in an unequivocal manner’204 and ‘that … [it] must not run counter to any important public interest’.205 Furthermore, it considered that ‘in the case of procedural rights a waiver, in order to be effective for Convention purposes, requires minimum guarantees commensurate to its importance’.206

The criteria applicable to a valid waiver of the investor’s right to arbitration in the treaty context have not yet been defined. International law does not provide any requirements to be observed. Human rights are concerned with the essence of human being and human dignity. Although economic interests do play an omnipotent role in modern life, they cannot rise to the same importance as human rights and, thus, in the absence of an explicit provision to the contrary, it is suggested that the discretion of an investor in that regard shall be substantially broader than with regard to human rights instruments. Nevertheless, criteria like the expression of a waiver in an ‘unequivocal manner’ and that it should not run counter to ‘any important public interest’ seem worth considering in the context of investment treaty arbitration.207 Whether or not this is the case will have to be evaluated very carefully by any tribunal called to make a decision on this point since—although not as important as human rights—the access to protection under an investment treaty is a crucial right for any investor. On the other hand, even if the investor wishes to waive his right to arbitrate under the investment treaty, proceedings of diplomatic protection continue to be available to the home state who can use them in order to safeguard a public interest which it considers at stake. One thing, however, is certain: the rule whereby ‘an important principle of international law should not be held to have been tacitly dispensed with by international agreement, in the absence of words making clear an intention to do so’208 should be applied when attempting to determine whether an investor intended to waive his right to arbitrate.

CONCLUDING REMARKS

As stated in the introduction, the relationship between international tribunals deriving their existence from bilateral investment treaties and domestic courts is one of the most important and interesting issues of modern investment arbitration. This contribution seeks to provide a general overview of how tribunals have addressed this relationship as well as (some of the) ensuing complications.

Although most tribunals follow the course set in the Vivendi annulment decision by applying an action-based distinction between treaty-based versus contract-based claims, some tribunals prefer to attribute international tribunals broader jurisdiction. This broader jurisdiction includes pure contract claims, although some restrictions have been made, notably by requiring that the contractual parties be the same as the parties before the international tribunal.

Precisely because the basis of the distinction is the nature of the claim, classification and burden of proof as to whether a claim is merely contractual or not are essential. Tribunals have to some extent relied entirely on the claimant’s submissions in this respect, although there is also significant support for the notion that some substantive review is required even at the preliminary jurisdictional stage.

A special category of jurisdictional and merits decisions involves so-called umbrella clauses. Here, there is a true divide between those in favour and those opposed to elevation of contractual issue into international issues, by virtue of the umbrella clause. The opponents use different techniques to come to their assessment, varying from more fundamental objections to practical obstacles based on circumstances. At the same time, proponents have not always applied or needed to apply the umbrella clause in such a way that mere breach of contract was held to amount to a breach of international law. Further case-law and writings will be required to provide guidance on the development of the theory, including the procedural consequences of the elevation. Solutions may well be dependent on revised treaty terms.

A fundamental element of the procedural consequences of a distinction between treaty and contract claims is the question whether the investor can waive his right of access to international arbitration under a BIT, or whether the right to bring a claim is not his to waive, as it is a mere derivative of the state’s right vis-à-vis another state. The better view appears to be that investors can be seen as subjects, not mere objects, of international law, which are given direct rights by modern investment treaties and, therefore, can indeed waive these rights, albeit not without consideration of certain factors.
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CHAPTER 25
PARALLEL PROCEEDI NGS*

KATIA YANNACA-SMALL
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INVESTMENT arbitration has expanded in the past decade thanks in part to the more than 2,500 bilateral investment treaties (BITs) now in force around the world as well as NAFTA, the recently concluded free trade agreements (FTAs), and other regional and multilateral investment treaties such as the Energy Charter Treaty. As the number of investment agreements has risen, the cases brought to dispute settlement have become increasingly complex too, encompassing multiple contracts and hence multiple parties and issues. The multiplication of investment agreements with investor–state dispute settlement provisions has raised the risk of multiple and conflicting awards, as the same dispute can lead to awards under different treaty regimes, as well as under different contracts.

Investors seeking to pursue claims for damages often have a choice of fora, that is, either of different arbitration regimes or of arbitration or a national court. Corporations are reported to begin structuring their transactions in such a way as to be able to benefit from the provisions of different BITs. The ‘Czech cases’ (CME v the Czech Republic and Lauder v The Czech Republic) and the approximately 40 cases currently pending against Argentina and arising from the same events demonstrate the increasing complexity of forum decisions.

The phenomenon of parallel proceedings in investment arbitration which could lead to potentially conflicting awards can be the result of—mainly—three different situations: (i) where, because of the wide definition of investor to include direct and indirect shareholders, investors are able to claim breaches of different BITs and to seek relief through different arbitration proceedings under each of the invoked treaties in respect of a single investment and regarding the same facts; (ii) where an investor may have both treaty and contract claims based on the same facts against the same host government; and (iii) where there is a jurisdictional overlap, that is where the same international dispute might be subject to adjudication by more than one international judicial body.

In the procedural laws of most jurisdictions there are well-developed rules available to the judge in order to deal with parallel and multiple proceedings. Such rules include the principles of lis pendens and res judicata, forum non-conveniens, anti-suit injunctions, as well as mandatory and discretionary consolidation of proceedings having a close connection with each other. The arbitration laws of most jurisdictions typically do not give arbitrators the same tools; nor are such issues usually regulated by the arbitration rules of arbitration institutions or by international instruments.

What are the tools currently available to prevent or minimize the negative effects of parallel proceedings in investor–state arbitration? Is there any guidance drawn from the domestic systems or general international law? Do international investment treaties provide for any ways to deal with this issue? This chapter looks briefly at the most common situations where parallel proceedings can occur in investment arbitration,1 then examines whether the principles of res judicata and lis pendens apply in investment arbitration and could prevent conflicting awards; and finally looks at the way investment treaties regulate and/or prevent the occurrence of parallel proceedings, with a particular emphasis on the consolidation of claims.

(1) WHEN CAN PARALLEL PROCEEDINGS OCCUR IN INVESTMENT ARBITRATION?

(a) Wide Definition of an Investor

Many, if not most BITs, protect not only investments made by nationals, individuals, and corporations of one state directly into the other state, but also investments made indirectly through a company established in one party but controlled by an investor in a non-party. The extension of treaty protection to indirect shareholders creates an option for a group of companies to bring multiple claims through different companies in the group regarding the same investment and against the same measures of the host state.2 The CME and Laude r cases against the Czech Republic are an example of such a situation.3 The Czech Republic was subject to two different UNCITRAL proceedings concerning certain governmental measures with regard to a local company that owned a TV licence. The claims were brought almost simultaneously by the ultimate controlling shareholder, a US investor, Lauder, under the US–Czech Republic BIT in London and by a Dutch company, the CME Czech Republic that held shares in the local company, under the Netherlands–Czech Republic BIT in Stockholm. The Czech Republic prevailed against Lauder, but was ordered to pay a substantial compensation to CME.

The Lauder tribunal acknowledged the potential problem of conflicting awards, noting ‘that damages [could] be concurrently granted by more than one court or arbitral tribunal … ’. Nevertheless, it reasoned that ‘the second deciding court or arbitral tribunal could take this fact into consideration when assessing the final damage’.4 The CME tribunal addressed the ramifications of the parties’ parallel proceedings but found no bar to adjudicating the same dispute;5 investors who are minority shareholders may be able to bring claims, too. A particular company may have minority shareholders of various nationalities. Hence, the host state may face multiple arbitrations under different BITs in relation to essentially the same set of facts. In recent arbitration cases a broad notion has been emerging of what constitutes an ‘investor’ and ‘investment’. Foreign corporations frequently establish local ventures as indirect subsidiaries, incorporated in the host state and held in a multi-tier arrangement. The tribunal in CMS v Argentina6 was the first to recognize that non-controlling minority shareholdings constitute an ‘investment’ for the purposes of the ICSID Convention and most BITs.7 Given the great number of noncontrolling minority shareholders in each company, the risk of multiple proceedings over the same claim based on the same measures is real.

(b) Treaty/Contract Claims

A second issue which could be a source of parallel proceedings is the coexistence of contract and treaty claims. BITs establish a legal framework for the treatment and protection of foreign investment and investors and any claims arising from the treaty are treaty claims. However, foreign investment also involves contracts between the investor and the host state or entities of the host state, for example in the form of concession contracts. Although the rights of the investor under each instrument are different, sometimes they may overlap. When a state-owned company breaches a contract concluded with a foreign investor—or when the host state breaches the contractual commitments assumed with a company in which a foreign investor has a stake—investors may have both contract and treaty claims against the host state. This has an impact on determinations of jurisdiction.

(c) Jurisdictional Overlap

Another relevant issue is the interrelation between international courts and tribunals and the potential overlap that may exist. For instance, a case of indirect expropriation of property belonging to a foreign investor might give rise to arbitration under ICSID (based on a BIT, an investment contract, or another investment agreement), under universal and human rights procedures such as the HRC and the ECHR (under human rights treaties) and inter-state adjudication, for example the ICJ.8 The question arising in this case is whether claims concerning the same facts but emanating from different legal bases can be considered as the same.9 Presumably, this competition can only arise if it is shown that the international dispute has common attributes even when addressed under different treaty regimes.

(2) ADDRESSING PARALLEL PROCEEDINGS THROUGH THE PRINCIPLES OF RES JUDICATA, LIS PENDENS: DOES IT WORK IN INVESTMENT ARBITRATION?

Only proceedings which address the same claims, demand or cause of action between the same parties qualify as competing procedures. The attitudes of the legal community towards the situation of competing/parallel proceedings are reflected in the application of the traditional jurisdictional regulating rules such as res judicata and lis pendens. These rules are of restricted temporal and substantive scope: the res judicata rule serves as a bar against adjudication only after the first proceedings are concluded and a valid judgment issued, while the lis pendens bars a second litigation only during the pendency of another set of proceedings. After the end of the proceedings, the rule does not prohibit the initiation of new proceedings elsewhere.

While these two principles are recognized and applied in domestic systems, their application in cross-boundary litigation in the relations between international fora is not always clear. Yet the principal policy arguments against parallel litigation within the same legal system (judicial economy and legal security by avoiding the risk of inconsistent decisions) apply, as mentioned above, also at the international level.

These principles are found neither in arbitration institution rules10 nor in international investment instruments. There are relatively few cases in which international tribunals or panels have evoked, relied upon, or applied these principles and even fewer in the field of investment arbitration. The ILA Committee on International Commercial Arbitration has undertaken an extensive study and discussion on both principles and recently, at the June 2006 meeting in Toronto, adopted Recommendations which, although non-binding, could ‘identify aspects where transnational rules could be developed’ and could be used ‘as a guidance to arbitrators when faced with an argument that other proceedings dealing with the same matter are running in parallel and that the arbitral tribunal should suspend or terminate the arbitration’. Some of these Recommendations are of direct relevance to investment arbitration.

(a) Res Judicata

The ILA Committee on Commercial Arbitration in its 2004 Interim Report stipulated that ‘the term res judicata refers to the general doctrine that an earlier and final adjudication by a court or arbitration tribunal is conclusive in subsequent proceedings involving the same subject matter or relief, the same legal grounds and the same parties (the so-called “triple-identity” criteria)’. It is a principle of judicial economy aimed at preventing re-litigation of already decided cases and serves the purpose of legal security by avoiding the potential of divergent decisions in identical cases.11 It is accepted that it is a rule of international law as a clear example of a general principle of law recognized by civilized nations.12 Some refer to it as a rule of customary international law.13

Res judicata (or the principle of finality) is said to have: a positive effect (namely, that a judgment or award is final and binding between the parties and should be implemented, subject to any available appeal or challenge); and, a negative effect (namely, that the subject-matter of the judgment or award cannot be re-litigated a second time, also referred to as ne bis in idem).14

The positive effect is largely uncontroversial15 and is considered when determining the possibility of some recourse against an existing decision: the concept is accepted as directly pertinent in international law. Ne bis in idem is a guarantee for the defendant not to be prosecuted again for the same fact and, as is also the case with lis pendens (preventive effect), it has not yet acquired the status of a rule of international law.16

(i) Recognition and Application of Res Judicata in Investment Arbitration

At the international level, the principle has been applied but in a sporadic way and essentially as a confirmation of its positive effect. The ICJ has recognized res judicata in a number of cases.17 The European Court of Justice (ECJ) has also relied upon res judicata in order not to admit cases that have already been decided by previous judgments18 and arbitral tribunals applying international law have confirmed the doctrine of res judicata.19

In the Southern Pacific Properties v Egypt case (the ‘Pyramids’ case) an ICSID tribunal refused to adopt findings of fact reached by ICC arbitration in earlier litigation of the same dispute—the ICC award had been nullified by the domestic courts. The reason stated by the tribunal was that the ICSID rules of procedure require tribunals to make their own findings of fact and law. It accepted jurisdiction over the case, rejecting the Egyptian claim that previous rulings in the case had res judicata effect.20 This reasoning was inconsistent with an earlier ICSID case, which showed a willingness to apply the res judicata rule (Amco Asia Corp v Indonesia).21

Res judicata was found to be part of international law applicable to international investment arbitration in the second proceedings instituted by Waste Management against Mexico (Waste Management II). The tribunal, as a response to Mexico’s preliminary objection concerning the previous proceedings (Waste Management I), held that: ‘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’.22

Mexico challenged the admissibility arguing that the decision in the first proceedings23 dismissing the claims for lack of jurisdiction constituted res judicata which prevented the claimant from again raising the claim. This argument was rejected by the tribunal: ‘the present tribunal in no way denies the value of the principle of res judicata nor its potential application in the present proceedings to the extent that any issue already decided between the parties may prove to be relevant at a later stage’. In applying the standard of ne bis in idem, it considered that there was no identity of issues.

In Plama Consortium Ltd v Republic of Bulgaria, the respondent asked the tribunal to suspend the proceedings pending the outcome of Swiss litigation to determine the ownership of shares by the claimant, arguing that there was a risk of a second arbitration claim by the new owners. The tribunal, referring to the doctrine of res judicata stated that its decision would be binding on the claimant with new shareholders.24

(ii) The Requirements of Res Judicata

What are the elements that could transform two or more sets of proceedings into competing proceedings under international law? There is a widespread acknowledgement that the main preconditions for res judicata (and lis pendens as well) to apply in international law are the following: (i) the proceedings must have been conducted before courts or tribunals in the international legal order; (ii) the proceedings must involve the same relief; (iii) they must involve the same grounds; and (iv) they must be between the same parties.

The Same Legal Order

Res judicata in international law has been viewed as relating only to the effect of a decision of one international tribunal on a subsequent international tribunal. There is an established law that the decisions of domestic courts cannot constitute res judicata vis-à-vis international courts and tribunals that belong to a different legal order.25 Included in the same legal order are tribunals established under treaties and mixed arbitration tribunals (between private investors and host states).

The ILA Committee in its Recommendations considered this requirement to go to the heart of a complex, evolving area and that the various legal orders (domestic, international, public, private) are not impermeable. It decided therefore not to include it in its Recommendations:

In order not to prejudge further developments … the Committee decided not to include the ‘same legal order’ as a requirement in its Recommendations. That decision was also inspired by the complexity of the issues raised as well as the Committee’s impression that a process of permeation and interaction between different legal orders is only beginning and may result in the legal community no longer viewing private law and public law as operating in separate legal orders’.26

Identity of Relief

Res judicata applies only if the same ‘object’ or ‘relief’ (or petitum) is sought in different proceedings. Some commentators argue against the strict requirement of the identity of relief and grounds which could lead to ‘claim splitting’ in order to avoid the res judicata effect of a previous award by asking for a different relief.27

Identity of Grounds

Res judicata applies when the ‘grounds’ (or causa petendi) of the two claims are the same. It is common that acts of states are subject to more than one treaty instrument and therefore more than one dispute settlement mechanism. By way of example, a situation which involves expropriation of property belonging to a foreign investor might give rise to proceedings under human rights procedures (ECHR), investor–state arbitration (ICSID or other), and state–state arbitration (ICJ). If these proceedings involve the same parties in interest and essentially the same grounds but are based on different legal instruments, can they be regarded as essentially the same?

Some tribunals lean towards the view that the decisive test for determining whether two claims involve the same issues is legal and not factual.28

In the CME case, the tribunal quoted the tribunal in The Mox Plant Case,29 which stated that:

the application of international law rules on interpretation of treaties to identical or similar provisions of different treaties may not yield the same results, having regard to, inter alia, differences in the respective contexts, objects and purposes, subsequent practice of parties and travaux préparatoires.30

However, some commentators31 believe that this is an artificial distinction and favour an approach that looks at the underlying nature of the dispute and not its formal classification. This would result in the dispute being considered a single identical dispute based on the same grounds when claims are based on two different treaties but all relating to the same factual background and invoking essentially the same legal theory.

Identity of Parties

The condition ‘same parties’ has been rather narrowly construed by international courts and tribunals. The dominant test that has emerged in practice has been that of ‘virtual identity’ or essentially the same parties. Some international legal scholars advocate deviating from a strict requirement of ‘identical’ parties.

The ILA’s 2004 interim report on res judicata noted that: ‘a number of commentators favour an approach that looks at the underlying nature of a dispute and not at its formal classification’. Professor Reinisch advocated an ‘economic approach’ which has already been developed by international arbitral practice and ‘under which strict legal conditions—even between legally distinct corporate entities—which do not reflect the underlying economic realities may be disregarded’.32 In particular, ICSID tribunals such as the Amco v Indonesia33 and the Klockner v Cameroon34 have also followed ‘an economic approach’ with regard to separate legal personality versus economic unity. They generally take a ‘realistic attitude’35 when identifying the party on the investor’s side by looking for the actual investor and ‘are unimpressed by the fact that the consent agreement only names a subsidiary’.

Professor Sacerdoti disagreed with this approach in his expert opinion on behalf of CME in the CME v Czech Republic case.36 He cited the Benvenuti and Bonfant case where the ICSID tribunal refused to find an identity between a shareholder and its company for the purposes of lis pendens (see below).37 He maintained that the ‘group of companies’ and ‘piercing the corporate veil’ theories ‘ … has been the basis for the extension of the subjective application of an arbitral agreement only when some additional factual element concerning the relationship at issue has also been shown, such as fraud on part of the parent company to avoid being bound by the contract that it made the subsidiary sign; intervening in the negotiations of the deal; taking advantage of the contract … ’.38

The tribunal in CME v The Czech Republic aligned with the latter view and held that res judicata did not apply to the earlier award made by the tribunal in Lauder v The Czech Republic because, inter alia, the claimants in each arbitration were different (albeit that Mr Lauder was in control of CME). The tribunal stated that:

Only in exceptional cases, in particular in competition law, have tribunals or law courts accepted a concept of a ‘single economic entity’, which allows discounting of the separate legal existences of the shareholder and the company, mostly, to allow the joining of a parent of a subsidiary to an arbitration. Also a ‘company group’ theory is not generally accepted in international arbitration (although promoted by prominent authorities) and there are no precedents of which this Tribunal is aware for its general acceptance. In this arbitration the situation is even less compelling. Mr Lauder, although apparently controlling CME Media Ltd, the Claimant’s ultimate parent company, is not the majority shareholder of the company and the cause of action in each proceeding was based on different bilateral investment treaties. This conclusion accords with established international law.39

(iii) The Applicability of the ILA Recommendations on Res Judicata in Investment Arbitration

The Final Report on Res Judicata and Arbitration and its related Recommendations of the ILA Committee on Commercial Arbitration are intended to apply to commercial arbitration and awards. The Committee was particularly cautious, and rightly so, in deciding not to enter the sphere of public international law and issue guidance on issues of commercial arbitration only. However, given its hybrid character, investment arbitration could benefit to some extent from some of its Recommendations.

The main issues which would be of relevance to investment arbitration and which have been identified by relevant jurisprudence and doctrine as the most controversial are essentially the requirements of res judicata relating to the ‘identity’ criteria (legal order, relief, cause of action, and parties).

The Recommendations do not deal with the ‘same legal order’ requirement since, as mentioned above, the Committee acknowledged the complexity of the issue and the increasing interaction of legal orders and decided not to include it in the requirements of res judicata. It also made it clear that the Recommendations do not directly envisage parallel arbitrations between a BIT dispute and a commercial dispute. However, if the host state is also the party to the contractual relationship, res judicata could apply—when the requirements are met (same legal order, same cause of action). This could cover parallel proceedings in the context of investment treaty/contract claims.

As for the identity of the parties, the Committee acknowledged the important and delicate problems which arise, particularly in relation to groups of companies and BIT arbitrations. In its commentaries it noted that these issues are too complex to deal with in a report which is focused on res judicata. It considered that a recommendation for an ‘economic approach’ as defined above, which provides that a person not party to an action but controlling (or substantially participating in the control of) the presentation on behalf of a party is bound by the determination of issues decided ‘as though he were a party’, had few chances of an international acceptance. It also considered that piercing the corporate veil raises fundamental issues of international corporate law regarding limited liability of subsidiaries in multinational corporate groups, which go beyond the scope of res judicata. The Committee however, did not exclude any further developments in this field which could be applied in investment arbitration.

Another useful element for investment arbitration is the scope of application of res judicata, which covers partial final awards, final awards (including awards on agreed terms), and awards on jurisdiction.

Finally, the preclusive effects of an arbitral award do not pertain to public policy and therefore they cannot be raised by the tribunal on its own motion, but need to be invoked in the first defence on the merits.

(b) Lis Alibi Pendens

Parallel litigation, when arising between courts of the same legal system, in both civil and common law countries, is viewed generally as a non-acceptable litigation tactic and is subject to rules remedying the situation. Therefore, most of the domestic legal systems, both common and civil law, apply the lis alibi pendens rule which provides that domestic courts cannot accept jurisdiction over a case already pending before another court in the same system. The application of this doctrine varies between the two legal systems: a common law court has discretion whether or not to stay the proceedings on the basis of forum non conveniens, whereas civil law courts will generally apply a first-in-time rule. From the acceptance and application of the principle by domestic systems, it seems then possible that the lis alibi pendens rule meets the conditions for being treated as a general principle of law.40 However, with regard to cross-boundary parallel litigation, the attitude of domestic legal systems has not been homogeneous and international law does not provide greater clarity either.41 It is also disputed whether international courts and tribunals have any power to suspend their own proceedings absent express authority.42

In the context of the CME case, the Czech Republic and the Netherlands, in their Agreed Minutes, considered the issues of parallel proceedings and noted that the question was not addressed under their treaty. The Netherlands took the position that ‘neither written, nor unwritten international law at present deals with this question’ and that an arbitral tribunal is to decide on its own jurisdiction.43 The reasoning behind the application of lis alibi pendens is very similar to the res judicata and the requirements for its application: identity of the parties, grounds, and relief.

The ILA Committee on Commercial Arbitration, in its report on lis alibi pendens,44 highlights the difference between lis pendens stricto sensu and case management in achieving the objective of efficiency. For instance, lis pendens stricto sensu would apply when two different arbitral tribunals constituted under the same arbitration agreement are called to decide on the same dispute. When the second arbitral tribunal constituted under the same agreement is called to decide on a different dispute ‘this situation gives rise to case management objective of efficiency and consistency’. The case of concurrent jurisdiction of a supranational tribunal or court raises issues of case management rather than lis pendens, since the cause of action is likely to be different.

(i) Recognition and Application of Lis Alibi Pendens in Investment Arbitration

Investment arbitration has given rise to lis pendens issues as between arbitral tribunals and between tribunals and domestic courts. Its application in this context assumes that arbitral tribunals and domestic courts are fora of equal status since lis pendens does not apply between supranational tribunals and domestic courts.

Some scholars believe that lis pendens has no relevance to international arbitration both because there is no coherent and single international legal system and because the jurisdiction of arbitral tribunals has a consensual basis and is not provided by law as is the case for municipal courts.45 As for investment arbitration, the arbitration provisions in two or more treaties are equivalent to contractual arbitration clauses. Professor Sacerdoti noted that ‘it would be contrary to the object and purpose of the BIT at issue to deny an investor on these grounds the right to pursue arbitration in order to seek protection against breaches under the terms of the treaty’.46

Very few investment arbitration tribunals have expressed an opinion on parallel proceedings and the applicability of the lis pendens principle and none of them has agreed to decline jurisdiction. They have either considered that the requirements of lis pendens were not met or they did not accept the applicability of the principle in investment arbitration.

One of the most well-known cases of parallel proceedings in the context of investment arbitration is the case of the Southern Pacific Properties v Egypt.47 This was an investment dispute referred to ICC arbitration and subsequently brought before ICSID. It involved a dispute between a Hong Kong-based corporation and Egypt over a cancelled investment project. In this case, a motion requesting the tribunal to decline jurisdiction by reason of the pending of domestic proceedings before the French Cour de Cassation was rejected. Furthermore, the tribunal explicitly stated that it did not consider itself bound by the lis alibi pendens rule: ‘When the jurisdictions of two unrelated and independent tribunals extend to the same dispute, there is no rule of international law which prevents either tribunal from exercising its jurisdiction … ’.48

Although it did not decline jurisdiction, the SPP tribunal held that international tribunals have an inherent power to exercise comity towards other tribunals engaged in parallel proceedings and suspended its proceedings:49 ‘ … in the interest of international judicial order, either of the tribunals may, in its discretion and as a matter of comity, decide to stay the exercise of its jurisdiction pending a decision by the other tribunal’.50

In contrast, the tribunal in Benvenuti and Bonfant Ltd v Congo, which confronted a similar motion in circumstances analogous to the Pyramids case, did not rule out the potential applicability of the lis alibi pendens rule, but simply expressed the view that in the specific circumstances of the case, the conditions of identity of the parties, cause, and object had not been met.51

In Azurix v Argentina, the tribunal emphasized the connection it drew between the US–Argentina BIT’s fork-in-the-road clause and the lis pendens doctrine. In explaining its reasoning it cited the above mentioned Benevenuti and Bonfant Ltd. v Congo case and said:

In one of the first cases that an ICSID tribunal had to decide on the existence of a pending suit and its relevance to the ICSID proceedings, the tribunal declared that there could only be a case of lis pendens where there was identity of the parties’ object and cause of action in the proceedings pending before both tribunals. This line of reasoning has been consistently followed by arbitral tribunals in cases involving claims under BITs.52

In the CME case, the tribunal stated that:

… Moreover, the fact that one tribunal is competent to resolve the dispute brought before it does not necessarily affect the authority of another tribunal, constituted under a different agreement, to resolve a dispute—even if it were the ‘same’ dispute.53

(ii) The Applicability of the ILA Recommendations on Lis Alibi Pendens in Investment Arbitration

The ILA Committee on International Commercial Arbitration issued a report accompanied by Recommendations on the application of lis alibi pendens in commercial arbitration in order to assist arbitrators, given the existing uncertainty on this matter. These Recommendations are of direct relevance to investment arbitration and could be used as guidance by investment arbitration tribunals when faced with parallel proceedings.

The arbitral tribunal should proceed to determine its own jurisdiction based on the principle of positive competence-competence, notwithstanding the fact that the issue of jurisdiction might be considered by a state court or another tribunal. However, it should have discretion to stay its own proceedings in appropriate circumstances.

The Committee considered that, when there are two parallel arbitrations raising the same, or substantially the same, issues, the second tribunal should give consideration to case management issues and it would be wrong for it to proceed with the arbitration. In addition, arbitral tribunals should exercise their case management powers even when all the traditional criteria for lis pendens are not met (although exercise them sparingly). However, this should be done upon request by a party and when there is no material prejudice to the party opposing the request and there is likelihood that the outcome of the other proceedings is material to the outcome of the arbitration in question.

If these recommendations were to apply in the Czech cases, for instance, this would mean that one of the tribunals would have to stay its proceedings since the requirement of identity of issues is not strict—but applies where they are substantially the same (the Committee does not recommend the application of the rigid first-in time rule).

As with res judicata, lis pendens does not pertain to public policy and cannot be raised by an arbitral tribunal on its own motion.

(3) TREATY-BASED REGULATION/PREVENTION OF PARALLEL PROCEEDINGS: EXHAUSTION OF LOCAL REMEDIES, FORK-IN-THE-ROAD, WAIVER, AND UMBRELLA CLAUSES

A considerable number of investment treaties, including regional FTAs and BITs, have provisions which could regulate and/or prevent parallel proceedings, despite the fact that the rationale behind their existence is not this one. These provisions include: exhaustion of local remedies, fork-in-the-road, waiver, umbrella clause, and consolidation of claims. In light of the limited application of the first three—exhaustion of local remedies, fork-in-the-road and waiver, and the particular character of the umbrella clause, this section examines these provisions. As the issue of consolidation of claims aim has a greater impact on parallel proceedings (arguably one of its principal objectives is to prevent conflicting and inconsistent awards), it is examined fully in the next section.

(a) Exhaustion of Local Remedies

The advantages of investor–state dispute settlement for foreign investors are clear: investor–state disputes are resolved by means of mechanisms governed by international standards and procedures and do not rely on standards of the host State and domestic courts which may have a local bias or be subject to the influence of the host government.

Some BITs attempt, however, to limit parallel proceedings by clauses requiring the investor to submit a dispute to arbitration after the dispute has been before the local courts or administrative tribunals. These clauses, however, are very rare and as Professor Schreuer has observed, they are characteristics of older BITs. In addition, arbitral practice confirms that the exhaustion of local remedies is no longer required in investment arbitration.54

Article 26 of the ICSID Convention permits states to reserve the right to impose the requirement of exhaustion of local remedies, but only one state has done so.55

Although this requirement is hardly an issue any more, as Professor Schreuer observed, ‘it keeps haunting us in other legal disguises’. One of these disguises is for some BITs to require that ‘efforts be made in domestic courts to resolve the dispute for a certain period of time’.56 They allow international arbitration, provided no decision has been taken by domestic courts within a certain time. Although these clauses have not proven very effective, caution may be necessary so they do not reintroduce the local remedies rule through the back door.

(b) Fork in the Road

‘Fork-in-the-road’ clauses aim at making irrevocable the choice of the investor (who would otherwise have a generous choice of jurisdictions)57 and therefore de facto ban parallel proceedings. Not all investment agreements contain such a clause. This clause is often found in BITs concluded by the USA, based on the former US Model BIT.

The clear distinction between contract and treaty claims in order to determine the two types of litigation available for the same investment has an implication on the conditions of application of the fork-in-the-road clause. Investors are often involved in legal disputes which are of a commercial or private law nature and may need to appear before a domestic court or an administrative tribunal. While these disputes may relate somehow to the investment, they are not ‘identical’ to the investment dispute. This recourse to domestic courts does not necessarily reflect a choice which would preclude international arbitration. The emerging case-law58 related to the application of the ‘fork-in-the road’ provision is fairly consistent. The requirements for the application of this provision and the loss of access to international arbitration are the same as for res judicata and lis alibi pendens,59 that is, only if the same dispute between the same parties has been submitted to domestic courts or administrative tribunals of the host state before the resort to international arbitration.

Given the complexity of these clauses and their limitations, in practice, they have had very little application so far. As one commentator said, arbitral tribunals have demonstrated a tendency to deprive these clauses of their genuine meaning by never applying them in favour of a state.60

The Energy Charter Treaty in its Article 26(3)(a) takes a different position with respect to the choice of venue. According to this article, the contracting parties could give their consent to international arbitration despite the fact that an investor has already submitted the dispute to local court proceedings or in accordance with a ‘previously agreed dispute settlement agreement’ (when the parties have included an arbitration clause in their contract for instance). However, the signatory parties can opt out of this alternative by putting themselves on a list in Annex ID of the Treaty. Up to now, 24 states—the majority of the signatories—have made use of this possibility. These states will be subject to a traditional fork-in-the-road provision.61

Interim or Injunctive Relief

An issue relating to ‘fork in the road’ concerns possible rights of recourse to interim or injunctive relief in order to prevent irreparable harm (ie to preserve property from dispersal or destruction) during the course of the dispute settlement proceedings. Even in cases where an investor must choose between pursuing international arbitration and domestic legal proceedings, provision could be made to protect investors’ rights to interim or injunctive relief. This exception to the ‘fork-in-the-road’ rule would allow the investor to seek interim or injunctive relief under domestic procedures without foreclosing his right to initiate international arbitration. ICSID (Art 47)62 provides for the possibility of such relief as does NAFTA (Art 1134),63 many BITs and the draft Multilateral Agreement on Investment (MAI).64

(c) Waiver Provisions

NAFTA has introduced a straightforward solution to the issue of competing domestic and international proceedings: it does not include a ‘fork-in-the-road’ provision, but a waiver. Its Article 1121 requires as ‘a condition precedent to submission of a claim to arbitration’ that investors and, in certain circumstances enterprises owned or controlled by them: ‘ … 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’.

Similar language has recently been included in the new Model US BIT,65 US–Central America–Dominican Republic FTA (CAFTA-DR),66 US–Chile FTA,67 and the US–Morocco FTA.68

According to C Brower and J Sharp,69 Article 1121 appears to eliminate one element of the Czech cases problem, in that it precludes an investor like Lauder from bringing a NAFTA claim against one of the NAFTA parties while he (or an enterprise that he ‘owns or controls’, such as CME) simultaneously brings another claim arising from the same governmental ‘measure’ under a related contract or under a BIT.70 However, Article 1121 would not prevent a claimant from a non-NAFTA state party from initiating an arbitration under a contract or BIT for a claim arising from a governmental ‘measure’ that also gives rise to a NAFTA claim by another claimant from Canada, Mexico, or the USA. Or as the tribunal in the Azinian case noted, jurisdiction in one forum does not ‘exclude recourse to other courts or arbitral tribunals … having jurisdiction on another foundation’.71

Article 1121 does not allow ‘claim splitting’ unless the domestic proceedings are brought first;72 it excludes therefore the distinction between treaty claims and claims under domestic law.

In the context of NAFTA, this issue was considered in Waste Management Inc v United Mexican States (I),73 where the claimant argued that the waiver required by NAFTA did not apply to Mexican proceedings ‘involving allegations that [Mexico] has violated duties imposed by other sources of law, including the municipal law of Mexico’. The arbitral tribunal rejected this argument, reasoning that:

when both legal actions have a legal basis derived from the same measures, they can no longer continue simultaneously in light of the imminent risk that the Claimant may obtain the double benefit in its claim for damages. This is precisely what NAFTA Article 1121 seeks to avoid.74

The tribunal dismissed the claim for lack of jurisdiction with one arbitrator dissenting with the majority decision.

The claim was submitted for a second time to a new tribunal two years later. The second Tribunal in this case stated:

Chapter 11 of NAFTA does not contain any express provision requiring a claimant to elect between a domestic claim and a NAFTA claim in respect of the same dispute. Such ‘fork in the road’ provisions are not unusual in bilateral investment treaties, although their language varies …. Chapter 11 of NAFTA adopts a middle course. A disputing investor is evidently entitled to initiate or continue proceedings with respect to the measure in question before any administrative tribunal or court of the respondent State in accordance with its law, without prejudice to eventual recourse to international arbitration. It is only when submitting a claim under Article 1120 that the requirement of waiver arises.75

(d) Umbrella Clause

The umbrella clause creates an international law obligation that a host state shall, for example, ‘observe any obligation it may have entered to’; ‘constantly guarantee the observance of the commitments it has entered into’; ‘observe any obligation it has assumed’ with respect to an investment, and other formulations.76 Clauses of this kind have been added to provide additional protection to investors and are directed at covering investment agreements (including contracts) that host countries frequently conclude with foreign investors.

The existence of this clause could help avoid parallel proceedings in an investment arbitration tribunal and a domestic court, by permitting an investor who has claims of contract violation as well as violation of treaty standards to bring both types of claims to the international arbitral tribunal rather than being required to submit the contract claims to a domestic court.

The umbrella clause began to appear in investment agreements, in both a draft form and concluded agreements, in the 1950s. It has been a regular, although not omnipresent, feature of bilateral investment treaties and up to 2004 has attracted only the attention of scholars,77 a majority of whom considered it a clause elevating contractual obligations to treaty obligations. No arbitral tribunal had considered the issue before those arbitrating the SGS v Pakistan and SGS v Philippines cases.78 Since then, a considerable amount of ink has been spilled on this issue both by arbitral tribunals and scholars. The interpretation of their treaty’s clause by the Swiss authorities, in the aftermath of the SGS v Pakistan Decision on Jurisdiction, is the only interpretation by a state expressing what its intention had been at the time of the inclusion of that clause in its treaties.

There is diversity in the way the umbrella clause is formulated in investment agreements. Because of this diversity, the proper interpretation of the clause depends on the specific wording of the particular treaty, its ordinary meaning, context, the object and purpose of the treaty, as well as the negotiating history or other indications of the parties’ intent. The OECD stocktaking exercise79 of the umbrella clause language used in a significant number of treaties indicates that, although there are some disparities, the ordinary meaning of ‘shall observe’ ‘any commitments/obligations’ points towards an inclusive, wide interpretation which would include all obligations assumed/entered into by the contracting states, including contracts, unless otherwise stated. A majority of arbitral tribunals, when faced with a ‘proper’ umbrella clause, that is one drafted in broad and inclusive terms, seem to adopt a fairly consistent interpretation which covers all state obligations, including contractual ones.80 A different wording, such as ‘shall guarantee the observance’ or ‘shall maintain a legal framework apt to guarantee the continuity of legal treatment’ might lead to a narrower interpretation, as shown in arbitral practice.81 On the other hand, there are clauses which specifically exclude the jurisdiction of the treaty-based arbitral tribunal in favour of an administrative tribunal or a court, by preserving the distinctive jurisdictional order for existing contracts.

(4) CONSOLIDATION OF CLAIMS

Consolidation is a procedural device which denotes the process whereby two or more claims are united into one single procedure concerning all parties and all disputes.82 Although it is a recent concept in investment arbitration, it is not a new one in the commercial arbitration context where it is used when multiple and parallel arbitral proceedings have been initiated. Issues relating to consolidation of claims are of particular concern to the business community as business relationships, and disputes which arise therein, can and do often involve a multiplicity of parties and contracts. When two or more disputes arise, it may prove beneficial to one or more parties to hear all disputes in one forum.

This can be contrasted with ‘de facto consolidation’, where each individual arbitration is heard by the same panel of arbitrators or under a similar procedure,83 in which two or more arbitrations are heard in the same time-frame by the same panel of arbitrators but an award is rendered separately for each individual proceeding.

Certain civil procedure rules allow the concentration of related or connected disputes in one forum (principle of connexity). One example is the Brussels Regulation which in its Article 28 provides that in case of related actions pending in the courts of different member states, the court seized of the second related dispute may stay its proceedings to await and take into consideration the decision of the first court when issuing its own decision.84 The connexity requirements are not as strict as the requirements in the case of lis pendens. It is the court which will decide whether the actions ‘are so closely connected that it is expedient to hear and determine them together to avoid the risk of irreconcilable judgments resulting from separate proceedings’ (Art 28.3).85

In the context of commercial arbitration, consolidation can involve the uniting of two or more court proceedings, consolidation of two or more arbitral proceedings, or the consolidation of court and arbitral proceedings. Issues relating to consolidation of court proceedings will not be addressed in this chapter as such a situation raises different issues or concerns and is often regulated under a different legal regime. In the latter two scenarios, however, consolidation raises many of the same issues and thus will be treated in the same manner. The most commonly used basis for consolidation of claims in commercial arbitration is a provision in national arbitration law. It is worth noting that although in general national arbitration laws require the consent of the parties, there are cases where a consolidation order by courts is provided for, even when the consent between the parties is absent.

At present, only the Netherlands,86 Hong Kong,87 and Colombia88 provide for court-ordered consolidation of claims. Article 1046 of the Netherlands CCP makes no distinction between the legal regime applicable to domestic and international arbitrations although there exist two restrictions on court-ordered consolidation. First, all relevant arbitrations must have their seat in the territory of the Netherlands. Secondly, parties may ‘opt out’ of Article 1046. Exclusive jurisdiction over a request for consolidation is vested in the President of the District Court in Amsterdam.

By contrast, section 6B of the Hong Kong Ordinance applies only to domestic arbitrations. However, parties to an international arbitration may ‘opt in’ to the domestic arbitration regime, including the provision on consolidation.

In the case of Colombia, the1989 decree on arbitration renders invalid an arbitration agreement between two parties where a dispute may have effects on a third party that is not party to this agreement and refuses to be joined in the arbitration. In such a case, the arbitration proceedings are effectively consolidated with any related court proceedings despite the absence of an agreement of all parties in this respect.89

In investment arbitration, the need for consolidation arises when there are multiple arbitration proceedings filed with common questions of law or fact which raise the possibility of inconsistent or even conflicting awards. In this context, it often arises when there are two or more claims arising from the same governmental measure. The Lauder v The Czech Republic and CME v The Czech Republic cases might have reached a different result if the claims had been consolidated; in this case, however, the respondent was unwilling to agree to consolidate the claims.90

(a) State Practice and International Rules

The UNCITRAL Rules,91 the ICSID Convention,92 and the Additional Facility Rules do not have any provision for consolidation of claims. The Draft MAI93 had provided for consolidation of multiple proceedings in its Article 9 of the Chapter of Investor–State Procedures. A provision worth mentioning under the Draft MAI, which is not found in any agreement in force, gave the investor who objected to consolidation ordered by a consolidation tribunal the right to withdraw his arbitration request but without prejudice to the non-arbitration dispute settlement options, for example local courts.94

The first multilateral agreement in force which provided for consolidation of claims was NAFTA. Article 1126 of NAFTA provides that where a tribunal established under this article is satisfied that claims submitted to arbitration have a question of law or fact in common the Tribunal may, in the interests of fair and efficient resolution of the claims, and after hearing the disputing parties, order that the tribunal assume jurisdiction over and hear and determine together, all or part of the claims, the determination of which it believes would assist in the resolution of the others.95 Since NAFTA, provisions of consolidation have been included in investment chapters of FTAs of all three NAFTA parties, such as in US FTAs with Chile,96 Morocco,97 Central America–Dominican Republic (CAFTA-DR)98 and in the FTAs between Canada and Chile (Article G-27)99 and between Mexico and Bolivia, Costa Rica and Japan.100

A novel element which appears in the Mexico–Japan FTA,101 is the opportunity given to an investor who considers that his claim raises questions of fact and law common to those upon which the consolidation has been requested, but has not been named in the request for consolidation, to ask the tribunal to consider the consolidation of its claim.

Consolidation provisions can be found for the first time in BITs in the new US Model BIT102 as well as the new Model Canada FIPA.103 As is the case with NAFTA and the US FTAs, these new model agreements provide for consolidation upon request by a disputing party and concern multiple claims having a question of law or fact in common and arising out of the same events or circumstances, usually a state measure alleged to be in breach of the state’s obligation.104 The requested consolidation should be in the interest of fair and efficient resolution of claims. However, although they are very similar, one difference is to be noted: under Canada’s new model FIPA, only treaty claims, and not claims based on an investment contract, may be referred to arbitration and possibly consolidated under the BIT provisions.

All the above agreements provide for consolidation in full or in part.105 If consolidation in full is ordered, the tribunals constituted to hear each of the claims cease to function. If partial consolidation is ordered, then these tribunals no longer have jurisdiction over the part over which the consolidation tribunal has assumed jurisdiction.106

An important question is who is in charge of the decision on consolidation. In the context of commercial arbitration, consolidation can be ordered by the courts, by the arbitrators, or by the arbitral institution chosen by the parties, although the most widespread option is for court-ordered consolidation. In the context of investment arbitration, the investment agreements provide that the party requesting consolidation addresses its request to a third person, usually the ICSID Secretary-General, or another person within the relevant institution. However, as mentioned above, neither the ICSID nor any other arbitral institution’s Rules include specific provisions on this matter and the authority given to the arbitration institution derives only from the governing investment agreement.

(b) Jurisprudence

(i) Consolidation ‘Stricto Sensu’

The first application of the NAFTA provision on consolidation was the consideration of a request by Mexico for consolidation of three claims (‘ The High Fructose Corn Syrup (HFCS) cases’, HFCS hereinafter) by a tribunal constituted to this effect.107 Corn Products International, Archer Daniels Midland Company and Tate & Lyle Ingredients Americas, Inc, three US-based companies, had submitted requests for institution of arbitration proceedings to ICSID against Mexico, for alleged breaches of NAFTA arising from the imposition of an excise tax on soft drinks containing high fructose corn syrup. A ‘Consolidation Tribunal’ was constituted upon agreement of all the parties on both the membership and its mandate, to rule upon Mexico’s request and decided against this consolidation in its Order of 20 May 2005. It held that, although there were some common questions of fact and law, there were several reasons to reject the claim: the direct and major competition between the claimants which would require complex confidentiality measures throughout the arbitration process and the numerous distinct issues of state responsibility and quantum.

On 7 March 2005, the USA filed a request108 with ICSID pursuant to NAFTA Article 1126 to consolidate three claims: Canfor Corp v United States of America, Terminal Forest Products Ltd v United States of America, and Tembec Inc et al v United States of America, (‘the Softwood Lumber’ cases, hereinafter), related to losses allegedly suffered as a result of certain US anti-dumping, countervailing duty, and material injury determinations on softwood lumber. The USA made this request ‘in the interest of a fair and efficient resolution of those claims and to avoid the possibility of conflicting determinations’, claiming that relevant issues of fact and law in the three notices of arbitration were nearly identical. A tribunal was constituted to this effect by the Secretary-General of ICSID and held its hearing on 16 June 2005.109 On 7 September 2005, the tribunal issued its Order110 agreeing to the request for consolidation after having found that all four conditions of Article 1126(2) of the NAFTA were met. First, the claims in question had been submitted to arbitration under Article 1120; secondly, many questions of law and fact were common in the three Article 1120 arbitrations (including the similar jurisdictional objections raised by the USA); thirdly, the interests of fair and efficient resolution of the claims merited the assumption of jurisdiction over all of the claims; and fourthly, the parties to the proceedings had been heard. The interests of avoiding conflicting awards and enhancing ‘procedural economy’ were also important factors in its decision. The tribunal disagreed with the statements found in the HFCS cases related to the major competition among the claimants and the respect of confidentiality as the main impediments to such consolidation. After the tribunal issued its decision, Tembec voluntarily withdrew its claim from the consolidation tribunal and is seeking to set aside the consolidation award in the US courts.

(ii) ‘De facto’ Consolidation

In order to avoid inconsistencies in the findings of different tribunals, parties could also appoint the same arbitrators. There have been some recent cases filed at ICSID in which the parties agreed to have their claims against a particular state consolidated de facto, when two or three claims were brought by different investors against the same host state for similar actions taken by that state.111 For instance, the ICSID Secretariat recommended such an action in the cases Salini Construttori SpA and Italstrade S.p.A. v Kingdom of Morocco112 and Consortium RFCC v Kingdom of Morocco113 based both on the same BIT between Italy and Morocco and on similar factual and legal backgrounds. Although the two procedures were conducted separately, an identical tribunal was named to hear both and, naturally, avoided issuing inconsistent decisions.114

In the context of the ICSID claims pending against Argentina, a single tribunal has been appointed to hear two independent claims. In March 2004 Sempra Energy International and Camuzzi International agreed to set up a single tribunal to hear their claims registered within a three-month period and raised under two different BITs (US–Argentina for Sempra and Belgo-Luxembourg Economic Unit–Argentina for Camuzzi). The Sempra Energy International v Argentina115 and Camuzzi International AA v Argentina116 cases were heard by one tribunal.117 One set of arbitrators has also been appointed to hear two disputes against Argentina involving electricity distribution companies in Electricidad Argentina, SA, & EDF International SA v Argentina118 and EDF International SA, SAUR International SA & Léon Participations Argentinas SA v Argentina.119 The same tribunal was also constituted in three cases involving water services concessions: Aguas Provinciales de Santa Fe, SA, Suez, Sociedad General de Aguas de Barcelona, SA and Interagua Servicios Integrales de Agua, SA v Argentine Republic,120 Aguas Cordobesas, SA, Suez, and Sociedad General de Aguas de Barcelona, SA v Argentine Republic121 and Aguas Argentinas, SA, Suez, Sociedad General de Aguas de Barcelona, SA and Vivendi Universal, SA v Argentine Republic.122

(c) Rationale for the Consolidation of Claims: Arguments in Favour of Consolidation

In situations where a consolidation of claims is possible, it remains to be determined whether such a course of action is appropriate in the circumstances of the case at hand. To make this determination, a balancing of the advantages and disadvantages of consolidation of claims as compared to separate proceedings is undertaken. In the Softwood Lumber tribunal (the only arbitral tribunal which decided in favour of such a consolidation), Mexico and the USA (which have argued in their submissions in favour of consolidation), as well as several commentators, have generally identified two main benefits of the consolidation of claims: (i) an increase in the efficiency of arbitration and; (ii) avoidance of conflicting or contradictory awards.123 On the other hand, the arguments against consolidation by objecting parties and some commentators focus on: (i) lack of the parties’ consent; (ii) non-participation in the appointment of the arbitral tribunal; (iii) potential infringements of a party’s substantive rights; and (iv) apportionment of arbitral fees and other costs.

(i) Efficiency

Efficiency considerations concern legal efforts, time, and cost. When claims arise from the same measures, it is likely that they would present common issues of treaty breach and treaty interpretation and require common grounds of defence. Time and financial expenditures can be reduced through having a unified process; repetition or duplication of the same evidentiary materials is avoided as is litigation- or arbitration-related costs such as expert witness fees. A second source of costs-savings relates to the single payment of arbitrators’ fees, an expenditure which often constitutes a significant portion of the cost of arbitration.124 Here the necessity of balancing the ‘overall’ efficiencies becomes apparent.125 On the whole, it seems reasonable to conclude that the consolidation of closely related disputes, where essentially the same evidence will be presented, will result in significant savings of both time and money.126

However, it is possible that an individual arbitration may be more efficient for an individual disputing investor.127 The investor may have small or indirect claims, the determination of which is likely to take longer and be more expensive in a consolidated arbitration than in a purely bilateral resolution of the dispute. In contrast, consolidated proceedings may be more efficient for a respondent state party.128

Article 1126 of NAFTA provides for consolidation ‘in the interests of fair and efficient resolution of claims’. The Softwood Lumber consolidation tribunal in making the determination of efficiency also considered what is ‘fair’. It noted that ‘the interests of all parties involved should be balanced in determining what is the procedural economy in the given situation … it includes the consideration that all parties shall continue to receive the fundamental right of due process … ’.129 It found as a guiding test for measuring efficiency the comparison with the existing situation, if no consolidation were ordered.

(ii) Avoidance of Inconsistent or Contradictory Awards

The second, and often cited as the most important, justification for consolidation is the avoidance of inconsistent or contradictory awards.130 In the context of investment arbitration, the concern over inconsistent or contradictory awards gains a heightened importance because of the public interest issues raised and inso-far as the grounds for review of arbitral awards are narrow and do not allow for re-examination of questions of law or fact. The grounds for such review under the ICSID Convention are limited to annulment procedures on limited grounds and for non-ICSID awards through challenge procedures or through resisting recognition and enforcement of an award based on Article V of the New York Convention on the Recognition and Enforcement of Foreign Arbitral Awards 1958 (The New York Convention) pertaining primarily to breaches of due process and a few other narrow exceptions.131 As a consequence, inconsistent or contradictory awards risk not being reconciled or set aside by annulment committees or judicial authorities.

The consolidation tribunal in the Softwood Lumber cases acknowledged that inconsistent results do occur, making reference to the Czech cases. It added that, although arbitral awards do not constitute binding precedent, they do constitute persuasive precedent and the effective administration of justice requires the avoidance of conflicting results. Consolidation, both full and partial, would work in favour of avoiding conflicting results:

… if a total consolidation occurs, no conflicting decisions can arise. But if a partial consolidation under that provision occurs, no conflicting decisions can arise either since a decision by an Article 1126 Tribunal must be deemed to be binding to the Article 1120 Tribunals to the extent of the questions chosen for determination in the partial consolidation.132

Some argue that the risk of inconsistent awards is easily over-emphasized from a theoretical point of view whereas arbitral practice shows this risk has rarely materialized and thus does not pose a substantial problem.133 Others have argued that the risk of inconsistent or contradictory awards in and of itself detracts from or diminishes the confidence of the international community in arbitration as an effective means of dispute resolution as it may result in an unjust or inequitable solution, in particular where issues of public interest are at stake.134

(d) Arguments against Consolidation of Claims

Arguments against the consolidation of claims relate to: (i) the intention and consent of the parties to submit their claims to arbitration; (ii) non-participation in the appointment of the arbitral tribunal; (iii) potential infringements of a party’s substantive rights; (iv) apportionment of arbitral fees and other costs.135

(i) Parties’ Consent

In the context of commercial arbitration, it is argued that when the parties to a dispute have not expressly provided for consolidation, to impose such a course of action runs counter to the intent and consent of the parties as expressed in the dispute resolution mechanism provided for in each individual arbitration agreement.136 Critics of consolidation consider the nature of arbitration as a consensual process as paramount and thus as outweighing all suggestions that a court or tribunal may revise an arbitration agreement to provide for or allow consolidation.137

The situation might be different in investment arbitration. One argument raised in the NAFTA Softwood Lumber consolidation case against unifying claims into a single procedure was that it would be against the consensual nature of arbitration (or the principle of party autonomy). Although this might be true for commercial disputes where the parties’ consent is the guiding force for such a consolidation, it might not necessarily be the same for investment arbitration where the guiding consolidation principles are the unity of the economic transaction affected by the same state measure. As the Softwood Lumber consolidation tribunal noted on this point, by submitting their dispute to arbitration under NAFTA Chapter 11, the investors accepted the conditions set by the three NAFTA states who negotiated the treaty. Therefore, ‘party autonomy is not relevant for considering a consolidation request under Article 1126 ’. It supported this point by citing H Alvarez:

Although mandatory consolidation is not widely accepted in private commercial arbitration, it makes good sense in the case of Chapter 11 of NAFTA, which is not the usual private, consensual context of international commercial arbitration. Rather, Chapter 11 creates a broad range of claimants who have mandatory access to a binding arbitration process without the requirement of an arbitration agreement in the conventional sense, nor even the need for a contract between the disputing parties. In view of this, some compromise of the principles of private arbitration may be justified.138

A different view was held by the consolidation tribunal in the HFCS cases. The tribunal considered that the opposition of the claimants to consolidation was a factor weighing against it:

It would appear to follow that since party autonomy at least for certain limited purposes, has been read into Article 1126 and accepted by three NAFTA treaty states as well as by the private parties in this consolidation proceeding … should be a relevant consideration to be taken into account in the interpretation and application of Article 1126; in this case … three of the four parties before it do not wish to have the claims consolidated…. the Tribunal views those wishes as a relevant consideration in evaluating the fairness of the proposed consolidation.139

(ii) Non-participation in the Appointment of the Tribunal

It is often stated that one of the primary advantages of arbitration over judicial remedies is the ability of the parties to appoint the arbitrators. Arbitration agreements and investment treaties in the case of investment arbitration can expressly prescribe the method of appointment or do so by reference to institutional arbitration rules. These methods of appointment, however, may not be practicable or appropriate to a consolidated tribunal where there is to be a panel of arbitrators and the claim involves multiple parties. Where the tribunal is to be composed of three arbitrators, a typical arrangement is to provide for each party to nominate or appoint one arbitrator while the chair or neutral arbitrator is to be appointed by agreement of the party-appointed arbitrators.140 Where claims are consolidated to the effect that the consolidated claim is raised against or by multiple parties, enabling each party to appoint an arbitrator may prove more difficult.

On the other hand, it has been suggested that non-participation in the appointment process may not necessarily prove fatal to consolidations, since what is important is equality of treatment between the parties.141 This could, for instance, be effectuated through the appointment of all the arbitrators by an appointing authority, for example the Secretary-General in the case of ICSID.

(iii) Infringement of a Party’s Substantive Rights

Potential infringements of a party’s substantive rights—in particular the investor’s—include two separate considerations. First is whether consolidation is liable to increase the likelihood of arbitrator error; second is the issue of confidentiality.

As regards the question of arbitrator error, it has been suggested that the increased complexity of consolidated proceedings may increase the likelihood of arbitrator error.142 Against this proposition is the suggestion that errors of fact are less likely to occur in a consolidated procedure as the arbitrators are presented with a more complete set of facts or a wider perspective from which to draw their conclusions.143

Confidentiality is often advanced as a primary advantage of arbitration over court proceedings,144 although it has been strongly debated and increasingly bypassed in the context of investment arbitration. It is argued that consolidation proceedings may affect confidentiality with regard to additional parties to a dispute. A typical example where issues of confidentiality are pertinent is in the sphere of investors who are direct competitors where, for example, they may not wish to disclose to their sub-contractors details as to the nature of their investments, business strategies, production costs, plant design or profit margins.145 Some commentators, Mexico in the HFCS cases and the consolidation tribunal in the Softwood Lumber cases, argued that confidentiality concerns can be protected through other means such as protective orders, imposition of confidentiality undertakings, partially separate hearings in camera, classifying submissions, documents, and testimony, appointment of a confidentiality adviser, arbitral orders restricting access, while ensuring that each party is afforded a full opportunity of presenting its case. As the tribunal in the Softwood Lumber cases noted, ‘in many international arbitrations, parties negotiate and execute an appropriate confidentiality agreement among themselves’.146 It also noted that protecting confidentiality is a balancing act for the tribunal which is called to make its decision based on due process considerations for the parties:

The exceptional cases where confidentiality would defeat efficiency of process or would infringe the principle of due process enunciated in Article 1115 of the NAFTA, if proceedings were consolidated, are not likely often to occur. Such a situation may be present in the event that clearly identified and significant confidentiality issues are bound to arise in the proceedings, if consolidated; that these issues overweight all three factors (time, cost and avoidance of conflicting results); and that these issues are such that, if the proceedings are consolidated, they are manifestly counterproductive to an effective administration of justice.147

Other commentators argue that confidentiality concerns should not prevent the consolidation of claims ipso facto but rather should operate to guide the discretion of the court or tribunal as to whether consolidation is appropriate in the specific case.148

(iv) Apportionment of the Costs of Arbitration

Another issue raised regarding consolidation of claims is the appropriate or correct apportionment of fees and costs of arbitration. Some rules require each party to pay its own arbitration costs. Others, however, may require the losing party to pay all costs or apportion costs between the parties.149 As no generalized formula exists, equitable distribution of costs remains a discretionary function of the arbitral tribunal having regard to the particular circumstances of each individual case.150

CONCLUDING REMARKS

Parallel proceedings, both between domestic courts and arbitration tribunals and between arbitration tribunals, is a situation which may engender a higher risk of inconsistent and conflicting decisions. In the field of investment arbitration, where issues of public interest are at stake, though inconsistent decisions do not often occur, the risk that they may is a significant consideration. The result could be for a state to be exposed to two opposite decisions in regard to the same measure (one decision condemning it for having violated its international obligations, the other not finding any responsibility, as seen in the Czech cases), which may undermine public acceptance of the adverse award.

The international dispute settlement system consists of an increasing number of permanent and ad hoc tribunals, each of which is autonomous and not linked by a system of hierarchy to other tribunals. There is a view that those conflicts can be avoided only by specific treaty clauses providing a precedence or exclusivity, as has been provided in some human rights conventions. However, this may not necessarily be the only way, given the evidence of acceptance of res judicata as a general principle operative in the international order.

In today’s world, the current legal, social, and economic framework is a moving target, open to evolution. In interpreting and applying legal principles such as res judicata and lis pendens, is legal formalism the path to follow or is the answer rather economic flexibility? The Recommendations of the ILA Committee on International Commercial Arbitration, on both res judicata and lis alibi pendens, offer guidance to arbitrators on how to view and apply these principles with a greater flexibility. A product of eminent jurists and practitioners, including arbitrators, although nonlegally binding, may constitute a first step towards recognition and more regular and less formalistic application of these principles in international arbitration. They have a direct impact on investment arbitration, which can only benefit from this soft law approach.

Treaty law provides a number of tools for dealing with parallel proceedings by essentially requesting the investor to make a choice, mostly irrevocable. The exhaustion of local remedies which bans an investor from bringing a parallel claim to investment arbitration is now history. The fork-in-the-road provision is subject to the same requirements as res judicata and lis pendens, that is identity of the parties, object, and grounds and in reality it has been proved complex, inflexible, and almost meaningless by its restrictions. The waiver included in NAFTA, recent US FTAs, and the new Model US BIT represents a broader forum selection provision which is more flexible than the previous ones. Its application has been scarce and its benefits remain to be tested further.

The umbrella clause could be seen as a preventive tool against the occurrence of parallel proceedings, since it covers both treaty and contract claims which otherwise would have been submitted at the same time to domestic courts. However, no consensus has emerged yet as to its interpretation and application.

Consolidation of claims emanating from the same state measure and based on similar factual and legal elements could protect against the risk of inconsistent decisions and is a promising path. It has its roots in commercial arbitration where it is based essentially on the party autonomy principle (ie parties’ consent), except in a few cases where national arbitration laws provide for court-ordered consolidation. In investment arbitration, NAFTA as well as a number of recent US, Canada, and Mexico FTAs and the US model BIT and Canada model FIPA, provide for consolidation of claims when there are questions of law and fact in common. Two NAFTA consolidation tribunals issued their opinions on this issue, which differ in their conclusions as to the fairness of consolidation in the circumstances. A number of arguments have been advanced in favour of consolidation and counter-arguments to dispute its legitimacy.

Recent attempts by political and legal communities to reach a consensus on the desirability of consolidation provisions in investment agreements have failed, principally because they were not convinced that their advantages exceed the disadvantages. The consent of the parties as a prerequisite to a request for consolidation and concerns about confidentiality still weigh strongly against the advantages of consolidation. More discussions will be needed to reach a favourable result on this issue.

In the meantime and in the absence of such provision in most investment treaties, those disputing parties who wish to do so could take the initiative and ask for consolidation (or ‘de facto’ consolidation). Arbitral institutions such as ICSID could facilitate the process by appointing the same panel of arbitrators as has already been done in some of the cases involving Argentina.
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IN the dynamics of investment arbitration, the question of compensation and damages is often the poor cousin when the battle royal rages first about jurisdiction and then about the merits. For the lawyers, the question of win or lose is easily about these questions, with only an afterthought for ‘how much’. It is the same with academic study and professional comment. International lawyers and academics are also interested in creating new legal doctrines. Clients who have the key interest, by contrast, are not interested in building legal norms; they simply hope to get their grievance remedied, often by getting paid as much as possible. This is what this chapter is about: how investors obtain compensation and damages for their grievances once the tribunals have decided they are competent to make an award and once they have decided that at least on one count the investor has proven that the state is liable.1

This chapter contains ten sections. Section 1 explains the terminology, different functions, effect of damages awards on the acceptability of investment arbitration jurisprudence, and the main principles (mainly the Chorzow Factory dictum) governing awarding damages. Section 2 explains some of the elements that may have an impact on awarding damages, such as litigation dynamics, overcompensation, and moral hazard, and finally damnum emergens and lucrum cessans. Section 3 examines compensation for expropriation, including standard of compensation, valuation methods, compensation for creeping and regulatory expropriation, date and time of expropriation. Section 4 discusses compensation for breach of non-expropriatory investment treaty disciplines such as national treatment, denial of justice, legitimate expectations. Section 5 examines the damages for contractual breaches as well as the breach of an umbrella clause. Section 6 touches upon the concepts of causation, as well as compensation-reducing and compensation-enhancing elements. Section 7 examines the role of equitable considerations in awarding damages. Section 8 examines different aspects of awarding interest. Section 9 discusses burden of proof and evidentiary issues. Section 10 provides an overview of other issues that have not been discussed in this chapter. Finally, few concluding remarks are presented.

(1) FUNDAMENTAL CONCEPTS RELATING TO DAMAGES, INDEMNITY, AND COMPENSATION

This section discusses fundamental concepts underlying the practice and theory of compensation. The more detailed subsequent discussion will then refer back to this general part.

(a) Terminology

‘Compensation’ and ‘damages’ are perhaps the two terms that more than any others are used in the international law terminology dealing with reparation, and naturally in this chapter. The term ‘compensation’ is sometimes understood to be distinguished from ‘damages’ (‘indemnity’) by being less linked to an unlawful act, as, for example, when compensation is due for an otherwise lawful expropriation.2 Compensation can also be understood as the duty to make financial reparation for expropriation or quasi-expropriatory conduct. Since the several investment disciplines or obligations are closely related and could even be said to express the common theme of abuse of governmental power towards the investor, that could cover as well the non-expropriatory disciplines to the extent they produce a comparable effect on the investor. Finally, compensation may be closer to the concept that governments are responsible for the detrimental impact they cause through administrative conduct.3

‘Damages’ has a closer connection to unlawful conduct in general and, more specifically, breaches of contract. It is generally seen as the legal duty to pay for the detrimental consequences that the victim of an unlawful act has suffered.4 It is also linked more closely to the contractual approach to damages, focusing on the consequence of breach of a contractual obligation, rather than to the expropriation approach, which is the predominant influence on international investment law.5 Compensation, therefore, is more general in character.6 For the purpose of this chapter, however, the two terms (plus ‘indemnity’) should be considered as largely synonymous.7

(b) Different Functions of Compensation

Compensation not only indemnifies the victim for losses suffered; but also ensures that the perpetrator—the tortfeasor8—does not profit from breaching the law by becoming unjustly enriched.9 In this way, compensation also encourages compliance with the applicable legal rules by both providing a sanction for breaching a rule and removing an incentive (enrichment) for the same. The mere prospect of a plausible arbitral, contract- or treaty-based, claim will often help to settle or avoid disputes. It contributes thus to the good-governance signalling effect of investment arbitration,10 by contributing to a definite resolution of the dispute in a juridified procedure—rather than by political or informal pressure or bribery.

(c) Effect of Damages Awards on the Acceptability of the Investor–State Arbitration Regime: Commercial Arbitration versus Administrative Law Paradigm11

Very little proper economic analysis has been carried out on the question of compensation in investment disputes.12 Nor have arbitral tribunals or the damages debate given much thought to it—partly because economic analysis of the larger impact of rules created by tribunals is at present still alien to both arbitrators and advocates, who mainly have a legal background. There are several issues that merit the attention of tribunals: an important one pertains to the perception of the interested and sometimes critical communities13 of this novel regime of investor–state arbitration, which may have a direct impact on its acceptability and legitimacy. The perception of these communities is more likely to be formed by the damages awards, which are more tangible, by virtue of providing for the payment of a monetary amount and thus more easily intelligible, than by the jurisdictional and merits awards. There is nothing as likely to fuel a backlash as damages awards that are seen as excessive and are not founded on satisfactory reasoning.14 Damages awards are the most sensitive—but the least developed—part of investment arbitration awards. Any plausible criticism of ‘excessive’ awards is therefore likely to undermine the essential political legitimacy of investment arbitration. A trend more restrictive of investor rights has already started,15 which could only worsen if arbitral tribunals render awards that are unsatisfactorily reasoned and can be legitimately viewed as excessive.16 A few very visible awards tend to overshadow the fact that most investment claims fail either in general or to generate significant compensation awards, particularly when contrasted with the initial claims made.17 One also needs to bear in mind that some precedents are of limited value—in particular from claims commissions, as these commissions have a limited budget to distribute.

Further, there is a divergence of the two main ‘paradigms’ with respect to damages/compensation. From a public and in particular administrative law perspective (both international and comparative), compensation is just one of several possible remedies.18 The approach is typically more restrictive in light of the concern not to ‘chill’ and immobilize governmental action by the prospect of large damages awards;19 it also prefers as a rule ‘restitution’—re-doing a procedurally flawed decision in a procedurally correct way or annulment—to payment of damages.20 The commercial arbitration approach which has greatly influenced the materially quite different area of investment arbitration (in our eyes, a form of international administrative law), on the other hand, emphasizes the way damages are calculated in commercial arbitral awards for breach of contractual duties. This approach emphasizes the ‘benefits of the bargain’.21 These issues are at the moment unresolved; it is not clear if investment arbitration will ultimately rather lean towards the precedents set by comparative administrative law or commercial arbitration. But the caution intuitively though inchoately applied by many investment treaty tribunals towards an extensive notion of damages may involve an understanding that judicial review of governmental action requires a very cautious approach to compensation, with restitution including annulment rather as the primary sanction followed, in appropriate cases, by financial compensation. Comparative administrative law also suggests that the amount of compensation should be related to the significance and intensity of breach (proportionality between injury and reparation); that principle is not yet well developed in investment law except in a few comments on the need for higher compensation in case of unlawful expropriation, breach of stabilization commitments, and egregious breaches. One needs to bear also in mind that well-established international courts may have more legitimacy for adjudication that intrudes into the national regulatory space; but then, very high compensation awards are likely to be often much more intrusive than restitutive orders to repeat an administrative procedure.

(d) Main Principles: Chorzow Factory Dictum

(i) Chorzow Factory Dictum

The classic starting point in a damages analysis is the 1928 PCIJ judgment in the Chorzow Factory case:22

The essential principle contained in the actual notion of an illegal act—a principle which seems to be established by international practice and in particular by the decisions of arbitral tribunals—is that reparation must, as far as possible, wipe out all the consequences of the illegal act and re-establish the situation which would, in all probability, have existed if that act had not been committed. Restitution in kind, or, if this is not possible, payment of a sum corresponding to the value which a restitution in kind would bear; the award, if need be, of damages for loss sustained which would not be covered by restitution in kind or payment in place of it—such are the principles which should serve to determine the amount of compensation due for an act contrary to international law. (Emphasis added)

The Chorzow statement23 expressed the prevailing opinion in 1928 on breaches of legal obligations between states. It regarded restitution as the first-ranked remedy24 and monetary compensation as a secondary remedy in case direct restitution was not practical. The Chorzow dictum is also illustrative of a dilemma which will continue throughout this analysis: it requires the comparison between a real situation, on one hand, and a hypothetical situation, on the other; that is, how would reality have—in theory—evolved had the unlawful act not occurred.25 That approach has been termed by Irmgard Marboe—in reliance on civil law damages concepts—the ‘differential method’ as it compares the real with a hypothetical course of events.

This standard relies on speculating how a hypothetical course of events would develop. Thus, in most cases, it will not provide significant certainty. It requires going back in time to the moment before the unlawful act occurred. From that moment on, however, the intellectual operation becomes difficult: should one omit only the unlawful act and forecast how things would have moved on; or should one conjecture how the government would have been able and likely to act in a lawful way? In this comparison, one should not assume that life would simply have stood still, but should identify what it is most likely that the government would and could legitimately have done. That requires the construction of a hypothetical course of events with necessarily speculative elements.26 Such a hypothetical course of events extends both into the past (how would the government have acted if it had acted lawfully?) and into the future, to calculate damages due to the interference in a long-term, usually contractual, relationship (how would life have moved on, or how is it likely to move on if the ‘lawful-conduct scenario’ were to apply?)27 The longer into the future the extension is, the more speculative the claimed losses.28 Given the reasonable aversion of investment arbitral jurisprudence against ‘speculative’ losses, one should raise the question whether ‘compensation’ under the ‘expropriation’ approach, that is, the focus on the going concern value, should not in most cases provide a comparator and perhaps also a cap for breach of non-expropriation treaty disciplines, except in cases of egregious breaches meriting a more extensive sanction.

(ii) Rationale Underlying the ‘Practical’ Primacy of Compensation over Restitution: Is It Still Valid?

A key element highlighted in the Chorzow award (‘if this is possible’—‘as far as possible’)—is the practicality of the remedy. The last 80 years, however, have been influenced by the idea that while restitution—restoring the status quo ante—may be preferable in theory,29 it is not practical.30 Because, first, the respondent state may be unwilling or unable to undo what was done (due to political or internal legal and constitutional constraints); secondly, compelling a state by an arbitration award to annul the measures that it has taken may be seen as an undue interference with its sovereignty; thirdly, the situation may have evolved in such a way that restoration becomes impractical or impossible.31 Finally, the discretion of an arbitral tribunal is limited by the rule non ultra petita; meaning that if the parties have not asked for a particular remedy, then the tribunal should not award it.32

Compensation is the one remedy that is traditionally seen as the least intrusive into sensitive areas of government sovereignty because the international tribunal does not order the government to follow a particular course of conduct but rather requires it to pay in the fungible currency of money for the harm done.33 The idea behind this traditional notion is that for individuals and companies, money is the best and most fungible expression of their interests, while for the state pride, prestige, and domestic political sensitivities against imposition of commands from abroad is more important than the much more anonymous role of money.

It is for these reasons that jurisprudence, theory, and now Article 35 of the International Law Commission’s Articles on Responsibility of States for Internationally Wrongful Acts, still start with the restitution obligation, but qualify it readily by considerations of impossibility and proportionality.34 But these limitations—de facto excluding restitution and focusing exclusively on monetary compensation—may no longer be appropriate to the new disciplines in investment treaties, which have been designed in reaction to the emergence of the regulatory state.

The WTO dispute settlement regime, for instance, which is the most influential and effective system of international adjudication relating to external disciplines on government conduct, does not use financial compensation.35 Similarly, in comparative administrative law and adjudication, financial compensation takes a second place behind orders against the pertinent state authority to rescind its action or to act in specific ways (‘specific performance’).36 Similarly, in EU law, the normal remedy is striking down a government measure (regulation) or ordering a government to take measures (eg to recover unlawful state aids) rather than providing compensation.37

In light of these developments, it is not certain if the traditional perspective is still valid as state authorities are now more used to interaction with international adjudicatory bodies; in addition, large damage awards have the same, or even more politically intrusive potential than direct orders requiring specific conduct.38 The view that restitution—in particularly of severe breaches of procedural rules (‘denial of justice’), but also other forms of ‘fair and equitable’ and ‘national’ treatment—is so ultra-sensitive that in practice it has to yield to financial compensation may rather reflect the attitudes of and about the nation state of the 19th century rather than the modern ‘market state’ embedded in an intricate international network of rules, institutions, procedures, and other forms of interaction.39 In the public law of modern states (and in international human rights—perhaps the closest to investment arbitration), the primary consequence of unlawful conduct by the administration is injunctive relief40—often the order to repeat the incriminated measure but this time in a lawful way—rather than compensation.

It is recognized that courts and tribunals have an inherent power to award a variety of remedies subject to the limitations available in the specific treaty and also in the wider framework of international law.41 That inherent power provides considerable flexibility—more than is recognized at present.42 The ILC Articles—with the broad concept of reparation, broken down into the subcategories of restitution, satisfaction, and compensation, including combinations of them—should therefore be read not only against the practice of international courts and tribunals, but also against the remedies available in national courts.43 To the extent this inherent power to determine the proper remedy is not limited by treaty,44 advocates and tribunals should therefore think not only of monetary damages as they usually do, but about the most suitable and practical forms of remedy permissible under the applicable investment treaty.45 The Goetz v Burundi tribunal’s both flexible and effective procedure in this respect merits greater attention. The Goetz tribunal did not render a final award initially, but only a decision on liability, finding the government responsible for indirect expropriation. It postponed its decision on compensation, giving the parties time to agree on compensation within four months and also the government to consider reissuing a free zone certificate (ie the closest solution to full restitution). Ultimately, the government paid the compensation and also reissued the certificate. The tribunal then embodied the settlement agreement (consisting of both cash and a reissued certificate) in an award.46

Even within the limitations imposed by treaties, tribunals still have flexibility in terms of using instruments such as recommendations, interim orders, and awards, and conditionalities attached to awards based upon specific powers granted by treaties or applicable procedural rules, provided that the ultimate, final, and enforceable award complies with the respective treaty.

(2) VALUATION METHODS AND TECHNIQUES

Assessing damages requires valuation. A major challenge for the assessment of damages is therefore to find an objective valuation method which can be founded on rational reasoning, and on objective standards independent from an individual’s subjective judgment or the psychological dynamics of litigation and internal tribunal decision-making. While earlier awards and judicial practice in some legal cultures accepted the ‘discretionary judgment’ of the adjudicators and did not establish too stringent expectations for the reasoning justifying a damages award, that is no longer the case. Damages awards are now expected to be explained carefully and in some detail. Various methods and techniques are used in order to assess damages. Some techniques rely on historic cost accounting and book value of the investment.47 More recent techniques do not look backwards, but forwards: they attempt to estimate the market value of the investment based upon its ability to generate profits in the future. ‘Market value’ looks at how the market—at present—does or would hypothetically value an asset. Market value may be determined in a variety of ways; for publicly traded companies in a competitive market, the easiest way would be to start with prices of publicly traded shares—though market volatility will in many cases require an averaging-out of share prices over a prolonged period. If there is no such price, which in investment arbitration is usually the case, then one may benchmark the investment against comparable transactions in that market or perhaps in other similar markets. A related method is to rely on an offer made in an arm’slength transaction to acquire the investment as a point of reference and make the necessary adjustments.48 Application of the more recent methods is easier said than done, however. They raise serious problems which underlie most disputes and need more in-depth examination. Therefore, in the following subsections we will explain different concepts that have an impact on valuation such as litigation dynamics, over-compensation, moral hazard, damnum emergens, and lucrum cessans.

(a) Litigation Dynamics and its Consequences for Valuation

The damages issue cannot be understood without appreciation of the litigation dynamics and the political economy context.49 Valuation complexities and lack of effective penalties for manifest over- or under-statement of the amount of damages are among such dynamics. They may lead tribunals to split the baby,50 that is, award damages at a mid-point between claimant and respondent positions,51 or engage in an ex-post facto rationalization of the amounts awarded, which in turn may encourage the advocates (and their experts) to push their claims to very high or very low valuation estimates.

These dynamics call for both sanctions for overstated claims, for example through cost allocation,52 and more commitment by tribunals to focus on the damages issue,53 if need be by having a separate phase after the merits’ award on damages. Tribunals may also consider appointing a neutral expert to assist them in understanding how the valuation models presented by the parties work.54 Splitting the difference is an emergency brake that should in most cases not be necessary if tribunals are prepared to spend more time and resources on the issue of damages.

There are also internal tribunal dynamics at work. In a consensus-based award (which most chairpersons prefer) the compensation amount (including interest and the cost decision) may be used as an (implicit or explicit) bargaining variable to achieve a unanimous agreement. The choice of valuation methodology favouring a lower-end outcome or of compensation-reducing concepts (eg mitigation, contributory negligence) can be used to achieve a consensus. That incentive is absent in awards with a dissent where internal tribunal dynamics (both absence of incentives for a consensus and ‘chairman’s revenge’ against the dissenter) might at times lead to higher compensation (and cost) awards.

(b) Over-compensation, Moral Hazard, and Risk

Compensation analysis needs to examine and understand properly the issue of risk. Misunderstanding the risk associated with a business activity when valuing the business may result in over-compensation. To avoid this situation, a damages award should ensure the investor is put into a risk/reward-wise equivalent position, for example, either equivalent to a situation where the business is continued with the same exposure to risk or to a risk-free investment (eg by cash compensation), where the amount of compensation reflects freeing-up from the earlier risk exposure. Failure to factor in the impact of the risk would put the investor in a significantly better position. It works like substituting by compensation a high-yield, high-risk ‘junk bond’ for a high-yield, but now low-risk government bond. This latter scenario would create a situation well known in the insurance industry: moral hazard.55 Moral hazard means that the investors no longer have to work at predicting, managing, and minimizing the political risk since by investment arbitration (functioning as a special form of political risk insurance) they can reallocate it to the respondent, with only the litigation risk (which can be substantial) remaining.

Compensation rules should create incentives for all relevant parties in an investment dispute to be mindful of the risk in the first place, to look for risk minimization strategies, and when the risk materializes, to adopt prudent risk mitigation measures. These efficiency incentives are already embedded in the principles of contributory negligence/damage mitigation. In addition, a proper reflection of the risk of the investment can be achieved primarily by applying a discount rate that reflects the risk.

(c) Damnum Emergens and Lucrum Cessans (Direct Damage and Lost Profits)

The concept of in particular ‘lucrum cessans’—lost profit—has been playing a very confusing role in compensation; what is more, it is a concept that can most easily lead (and has led) tribunals into awarding double recovery if the implications of this concept and other compensation and valuation methods are not fully thought through.56 Reisman and Sloane, in their discussion of the valuation of a directly expropriated property, consider the concept as ‘economically anachronistic’ which could lead to double-counting; they do, however, see value in the concept as a ‘deterrent’ to penalize egregious expropriations—‘essentially a fine’.57

The damnum emergens/lucrum cessans combination, which was the traditional remedy for breach of contract, needs to be seen as arising at a time when valuation was backward/historic and based on the accounting value of individual items of property. That did not represent market value properly as the combination of all items—the package value including goodwill—and the ability to make profits was not taken into account. The lucrum cessans add-on was therefore meant, at least until payment of a judgment, to compensate for the shortcomings of a purely historic and cost-based focus on individual property items.58 It was thus a reaction to the shortcomings of a purely historic-cost-based approach when applied to an operating business. Thus far, it may have made sense. It seems that (without further analysis of the history of the concept) it envisaged actions like damage to a workshop; compensation had then to enable the owner to repair and replace the workshop, but also to pay the profits he or she would have made until the workshop was operating again.59

The problem with these concepts is that they coexist with modern valuation methods which are forward-looking and incorporate future net income streams; even more so, in the case of long-term contracts (where most risk of exorbitant double recovery exists and has materialized),60 lucrum cessans can tempt an unwary tribunal to first order payment of market value calculated in a historic, cost-based way and then again the value of future income expected long into the future. Carrying-over the lucrum cessans (‘lost profits’) concept into the world of modern, future-oriented valuation methodology thus very easily results in multiple recovery: the value based on historic costs (which should on average be equal to the going concern/market value), the going concern/market value based on future net income streams, and, if the future income is not discounted by the risk factor, a third measure of the value. In addition, the investor can invest the prior investment expenditures—once recovered by compensation payment—in one new project without risk. That can provide the investor with twice the value (once from DCF-based net present value and once from future profits or from historic cost); it will also free him from the risk of the original investment. The slope towards multiple recoveries is therefore particularly slippery when long-term contracts are in dispute.61

When dealing with ‘lucrum cessans’, one should consider that it is basically a concept for the awarding of damages for breach of contract, but not for expropriation where the commercial value of an investment (a ‘going concern’)62 or ‘fair market value’63 of the project is primarily at issue. That limitation is often not appreciated. It only becomes relevant in expropriation valuation if a method was used that merely added the value of separate property items, without taking into account their package value as a business.64 Where value is established either by market perception or comparable transactions or by an extensive cost-based (inflation-upgraded) approach or by the NPV/DCF method, lucrum cessans is incorporated in such value; any separate payment in recognition of lost profit would amount to double recovery. We therefore concur with the extensive study by Irmgard Marboe which concludes that the ‘damnum emergens’–‘lucrum cessans’ dichotomy is a concept related to the law of damages which does not fit compensation for expropriation.65

The conclusion of this general discussion of valuation concepts, of relevance to the determination of compensation under the main ‘heads of claim’ discussed below, is that there is not one fool-proof method. There are a variety of valuation methods, each with its drawbacks. It is best—and that also seems to be the main current arbitral practice—to apply a combination of the various methods and then to try to narrow down the differences between the results of applying each by understanding, assessing, and judging the reasons for such differences.

(3) COMPENSATION FOR EXPROPRIATION AND ACTION TANTAMOUNT TO EXPROPRIATION

(a) Standard of Compensation for Expropriation

(i) Historical Development

There has been extensive debate during the last 80 years over the appropriate standards of compensation for expropriation. The issue has been at the core of the confrontation between, on the one hand, capital-exporting (mainly Western developed) and capital-importing countries (here mainly the former Communist and then developing countries).66 In essence, there have always been two main positions, each one with some modification and in a softer and a harder form.

The Western position67 has always been that there is an international law obligation of full compensation; that is expressed in terms such as ‘prompt, adequate, and effective’ (the Hull formula), ‘market’ or ‘genuine value’. The term ‘appropriate’, in itself vacuous, has been understood as denoting both the Western position and the New International Economic Order (NIEO) position. It occurs in the almost unanimous and therefore more authoritative UN resolution on permanent sovereignty over natural resources of 1961.68 That position drew strength from some statements of the PCIJ (Chorzow Factory case and others).69

The NIEO position, best expressed in the majority-based resolution of the UN General Assembly in 1974 (against the vote of virtually all capital-exporting Western countries), contended that compensation issues are exclusively settled under national law, a principle that is related to the Calvo doctrine.70 Therefore, if the expropriating state did not want to pay compensation, it was free to do so. The NIEO position also relied on the fact that in lump-sum settlements usually less than full compensation was paid.71

(ii) Current Status of Standard of Compensation for Expropriation in Light of the Language of the BITs

Most if not almost all modern investment treaties include the principle of full compensation (market value, genuine value, adequate).72 Whatever one makes of differences in language it seems that currently the overwhelming state practice in concluding investment treaties has outweighed the challenge to customary international law in the NIEO period.73

This has two implications for the required standard of compensation for expropriation: first, nearly every expropriation dispute will be adjudicated not under customary international law, but under specific binding treaty language. Secondly, should there be cases where international law may still be applicable (eg by reference, Art 42 ICSID Convention, to international law) in lieu of a specific treaty standard, then the weight of state practice opinio iuris sive necessitatis is rather towards the ‘full’ than the ‘appropriate’ or state-regulated compensation standard.74

(b) Valuation of the Expropriated Property75

(i) Market-based Valuation Approaches

There is largely an agreement that the ‘going concern’ as ‘fair market value’ should be the principal objective of valuing expropriated assets.76 However, this is easier said than done for several reasons. First, almost all of the recent and prospective takings involve unique assets for which there is no established competitive market.77 Secondly, for the same reason, proxies for market value, such as transactions in other countries by other companies at other times involving comparable assets, are never likely to be fully comparable; adjustment for quality, time, location, strategic interest premium, and risk are inevitable. Thirdly, market instability makes the market value dependent to a large extent upon the timing of the expropriatory events, such as the valuation time, which may be difficult to determine in a precise manner. Benchmarking against comparable transactions may yield an objective value, but markets are not rational:78 they can move within quite short periods between extreme highs and extreme lows, resulting inter alia from the divergent application of forward-looking methods in assessing the value of the respective assets. Internet ‘dotcom’ companies that were valued (based on NPV-DCF methodology) at 1000 in 2001, lost, often with the same business continuing, up to 99 per cent of their value by the end of 2002.79 Small changes in the market’s estimates over future growth rates and risk can have rapid and dramatic repercussions for valuation. Market attitude towards risk is particularly volatile.

Should one use market value, then, the choice of the comparable transaction and the time of the comparator transaction will make a crucial difference. For example, a valuation of an asset by Enron, endorsed by the world’s leading business consulting firm in 2001, may easily have been 20 times more than a valuation of the same, continuously and stably producing asset, a year later.80 The better approach is clearly to select not a point in time, but a larger range in time, which allows the averaging out of at least shorter-term swings in market moods. In particular, as expropriation risk evolves incrementally and as markets perceive and react to risk, the point of time—or the time range for averaging a market valuation—becomes crucial and inevitably a matter of subjective and biased selection.81 Party-appointed experts will therefore have little difficulty in reading from market data either a very high value (ie before markets become concerned about political risk) or a very low value (ie after markets have become—with usually the same amount of information available to the public—worried about the political risk). The most persuasive indicators of ‘fair market value’ are valuations achieved by objective and competitive procedures, for example, public tender. But such a method is usually not available for investment projects except at the very outset when truly competitive tenders were used in the privatization process. If the investor, in such circumstances, and relatively recently, has received credible offers for its investment (all or in part), those may indicate the valuation by market participants, though again they may reflect both over- or under-valuations at a particular point in time.82

(ii) Book Value and Related Methods Focusing on Historic Cost and Income Information

Traditional valuation techniques rested mainly on the available historical information, which consisted of expenditures incurred: book value.83 These techniques are accounting methods and are used in many fields (such as tax, inventory, and so forth). Their advantage is that they are the most objective available; they are based on data generated for purposes other than litigation;84 as such, they are less likely to be infected by potential bias that could cloud the judgment of a party-appointed expert.85 It is often suggested that their weakness lies in their limited relationship to how markets—capital markets, investors in companies—value assets; markets tend to see less the money spent, but in the main what income an asset is likely to produce in the future.86 Additionally, it has been suggested that while they may be suitable under certain circumstances for valuing an enterprise, they may not be so suitable for compensating an investor for loss of a contract.87

On the other hand, a prudent—and successful—investment method tends to rely much more on historical data than speculative future projections, which tend to be very easily manipulated,88 subject to various biases and rapidly changing sentiments in markets (eg on risk).89 The Buffet/Graham method of valuation—arguably at present the most successful long-term method of prudent valuation, for example, uses—inter alia—larger ranges of historical data, in particular earnings.90 It is therefore not correct to contrast the ‘old-fashioned and obsolete’ method of relying very much on historical data against an allegedly ‘modern’ method of relying mainly or exclusively on future earnings predictions. The methodological framework for compensation should aim at being as objective—not prone to bias and easy manipulation—and as prudent as possible.91

Objective historical data should in case of doubt be given rather greater weight than inherently speculative forecasts.92 A certain preference for the ‘objective’ rather than the ‘subjective’ approach can therefore be advocated. But one cannot be dogmatic about either of the two main approaches to valuation. A pure cost-based method requires at a minimum an updating commensurate with inflation; it will not yield a proper result where the investment had to overcome significant and unusual risks. For example, in petroleum exploration, most, very costly, exploration wells are dry; they get compensated by the few successful results of a drilling campaign.93 This means that the value of the successful exploration is—often by a multiple—much more than the expenditures incurred. In essence, expenses have either to be multiplied by the exploration risk (historic method) or in this situation (and other comparable situations where a particular high risk is overcome) one needs to look at comparable transactions and forecasts of future income. A combination of historic cost (adjusted by exploration risk), future income, and market-value-based valuations is here called for. The issue of whether country and project political risk should also lead to a discount for value achieved solely by historic cost (because the investment is now exposed to risk for its future duration) has to be left open here.94

(iii) Discounted Cash Flow (DCF) Method95

More modern—but not necessarily definitively better or conclusive—valuation techniques look forward rather than backward. The ‘net present value of discounted future cash flow method’ (NPV of DCF), which is currently dominant, estimates future cash flows; it then applies a ‘discount rate’ reflecting cost of capital and risk (eg in simplistic terms a rate that incorporates a risk-adjusted industry-, country-, and company-specific rate of return) to estimated future income streams to identify the present value. That method has been widely used over three decades.96 It expresses, in essence, the evident truth that income at present is worth more than uncertain income in the distant future.

Debates among international lawyers are largely focused on the appropriateness of the traditional historic-cost method (which is still the most objective and reliable) and this ‘modern’, future-oriented, and thus speculative method—which is now present in probably all valuation debates before tribunals.97

The difficulty with this method—as compared to the historic-cost method—is that while it may look objective and scientific when presented by experts using spread-sheet models, it does not provide objective and predictable outcomes. The DCF method is in essence a speculation about the future dressed up in the appearance of mathematical equations. The inherent subjectivity present in most of the assumptions of the financial model explains why rational bankers and business executives put highly different values on the same asset.98 Small, and continuously occurring, mood-influenced changes in, for example, future income growth rates or appetites towards risk have a disproportionate impact on the present value determination. As stock markets demonstrate on a daily basis, valuation can change dramatically if the present attitude to an essentially unknowable future event changes, even if only slightly. Party-appointed experts can therefore easily and plausibly add or subtract from their valuation by taking greater or lesser account of uncertain events in the future. Simply maintaining an initial high growth rate for the future can multiply present value, while assuming a frequent levelling off for such growth rates, or a decline through such possible and often plausible factors as competition from new entrants, higher taxes, or regulatory change will depress present value. There is no reliable way of predicting such events several years down the line as we are unable even to predict the stock market of tomorrow.

The NPV/DCF method is not the received wisdom on valuation. Successful investors use historical data extensively.99 Book value or other ‘conservative’ methods are therefore less obsolete than may appear from a too modern, but naïve perspective.100 The late Tom Stauffer argued convincingly that inflation-updated book value, market price, and NPV of DCF should be largely similar in well-functioning, and efficient markets.101 In applying the current valuation techniques, in particular scenario-based NPV of DCF, it is essential to identify the key assumptions underlying the spreadsheet-based financial models. Arbitral tribunals, therefore, should ensure they understand not so much the difference in result (which is inevitable between claimant and respondent experts), but rather the difference in the assumptions where they have an impact on the outcome (‘sensitivity analysis’).102 This worthwhile goal is very often achieved by the use of tribunal-appointed experts.103 Knowing the right questions to ask is crucial.

(iv) Net Book Value (NBV) v Discounted Cash Flow (DCF)

The main dispute here has been between historic and cost-based approaches on the one hand, and more subjective methods (like DCF) on the other.104 Tribunals have been led to consider NPV of DCF valuation,105 but they have been much more cautious than more enthusiastic proponents. Almost every tribunal now repeats the mantra that ‘speculative profits’ or ‘speculative elements’ should be discounted in valuation.106 This—arguably firmly established—principle is manifestly contradictory to the application of NPV of DCF methodology, which relies entirely on speculation. It was compared by the late Professor Seidl-Hohenveldern to the ‘obscure 16th century prophecies of Nostradamus’.107 The widespread principle that NPV of DCF methodology should only be used for well-established projects with a solid record of commercial performance108 again reflects a justified reluctance on the part of tribunals to get involved in what are essentially competing prophecies of often equal plausibility. The prudent way to value assets is to rely not on one specific method, but to allow the use of all methods—updated book value relying on historic-cost data, valuation based on historic earnings over an extended period (5–10 years),109 replacement value if practical,110 NPV of DCF with the proviso that projections must be based on a historic performance figure of 5–10 years and projected into the future only to a point of reasonable certainty. There needs to be a cut-off point where the projection is too much extended and where risk and probability considerations prevail over tangible evidence. Assumptions over the conclusion of new contracts and extension of existing contracts and licences should therefore in most cases—except if highly probable, if not certain and of right—be excluded from the NPV of DCF calculation with the objective of minimizing speculative elements.111

(v) Appropriate Risk Factor/Discount Rate

Future income is not certain; it should therefore not only be discounted (to reflect the time value of money), but also risk adjusted. Risk adjustment should reflect, first, the probability of the occurrence of future events that are considered a risk, and, secondly, the detrimental effect and aversion in markets over an extended period with respect to the probability that risks materialize—from a ‘prudent investor’ perspective. If compensation is paid using a low discount rate for a project with high risk (long exposure to high risk), the claimant is essentially allowed to swap a high-risk and presumably high-return investment112 for a low-risk and high-return investment from the time the investment is paid. That involves an element of double recovery. Tribunals and reputed writers are as a rule reluctant to accept unusual profitability rates as a basis for the valuation;113 unusually high profitability projections indicate an unusual risk and thus suggest a commensurate discount rate. This is particularly so in an economic crisis where profitability is likely to be squeezed under the impact of the crisis (collapsing demand, ability to pay).114

The proper approach is to identify the risk implications and factor them into the compensation model. That can be done either by a discount factor that incorporates both a loss-of-value for time (inflation element) and a risk factor that includes both a reasonable, industry-wide return over inflation plus a rate that represents the special risks over the industry average of the project, and the country risk. This approach would mirror the way risky projects are evaluated at the investment phase: they have to exceed not only a rate reflecting a safe investment rate (eg US government long-term bonds) plus a rate that reflects the investor’s own cost of capital (say another 3–10%), but also an additional premium rate reflecting the investment in the particular industry, country, and projects (risk-reward function). The discount rate applied should reflect that risk premium.

The best way for tribunals to handle this sensitive and difficult issue, which transcends the professional competence of arbitrators, is to insist that the parties use a range of valuation methods, including an inflation-adjusted historic method, a comparison with comparable benchmarkable transactions, and a prudent application of NPV/DCF (and similar methods) with a strong emphasis on using longer-term historical project performance, a cut-off point when income is no longer certain or highly probable, and a discount rate that reflects the risk assumed by the investor in comparison to safe-investment benchmarks.115 The ultimate result should be in a range that is not too wide; if it is too wide, the parties have to explain the assumptions (price, cost, risk) underlying their models. After due examination, the tribunal should—itself or with the help of its own expert—determine the correct assumptions (inevitably with some margin of appreciation)116 and adjust the model. Splitting the difference only makes sense if the results of the various approaches are positioned on a relatively narrow range and once excess values have been taken off.117 This method is not only the most rational one but is also most likely to reflect the intuitive approach of most prudent tribunals.118 Splitting the difference between ‘excess values’ would only encourage the parties to come up with ever more exorbitant compensation claims.

(vi) Special Case of Investment Projects before Start-up and without Extensive Record of Performance

It would be within the logic of the NPV/DCF approach to disregard the fact that an investment may only be in its early stages. In these early stages, there will always be ‘business plans’ which are intended to persuade those with control over funds to make contributions. These business plans are by nature optimistic and are not a serious indication of the value of a venture. Tribunals dealing with such cases have as a rule adopted a prudent approach—an approach that mirrors in the main that of successful portfolio investors.119 Projects that have not been completed where their track record does not amount to several years120 are as a rule compensated on book value (ie expenditures) rather than on the capitalization of financial expectations. To be compensated as a ‘going concern’ with at least co-application of the NPV/DCF method, there has to be ‘a sufficiently long time to establish a performance record’.121 That requirement is eminently sensible as an initial financial situation after start-up will be characterized by both high initial costs, but also high income, which gives way to normalcy once competitors follow the lead of very profitable projects.

(c) Compensation for Creeping and Regulatory Expropriation

Formal or direct expropriation has become rare over the last two decades. Currently, the most common way to affect foreign investor property is by ‘creeping expropriation’ (expropriation through a series of acts initiated or tolerated by the government at the end of which the foreign investor is deprived of the economic use of its property),122 confiscatory taxation,123 and regulatory taking (regulation has the same effect as expropriation, but is not justified as an exercise of police powers and other inherent limitations of property).124 The question here is if the application of the compensation standards for expropriation is called for in this case, or if such indirect forms of expropriation require a modification of the compensation methodology.125

There has been little discussion of compensation for creeping expropriation and regulatory taking.126 Reisman and Sloane focus on the relevant time for calculating compensation in such cases; Merrill suggests that regulatory taking should not result in the same—full—compensation as formal expropriation. The proper approach is to follow the Chorzow Factory principle by starting with the value before the measures started to have an effect and compare the result with the value the property would have had if either the government had refrained from taking the injurious measures or if it had carried out lawful regulatory measures not up to the threshold required for an indirect expropriation. In contrast to formal expropriation, in indirect expropriation the investor usually retains property (of a much diminished value) and title. The investor should be obliged, as a condition of the compensation payment, to transfer the residual property and rights attached to the government against compensation, with an added element for the value of the residual property rights.127

In a case of regulatory taking, the compensation issue is more complicated. Requiring the state to pay only the—possibly quite small—difference between the value the property would have had had the state exercised its powers without exceeding the ‘taking’ threshold and the full value will in some cases not encourage the state to think carefully about how its regulation affects private property—one of the purposes of the compensation clause.128 Requiring the full amount, on the other hand, is likely to cause over-compensation: the owner is compensated for what the state could not do (the excess-of-threshold portion), but also for what the state could legitimately do (the below-threshold portion). An application of the Chorzow test suggests that the actual situation—regulatory taking—has to be compared with what the state could and would have done in all probability if it had proceeded in a way that still pursues its policy, but avoids the breach, for example, if in a case of national treatment breach or where discrimination is a constituent element of the indirect expropriation test, the state had pursued the policy, but without discrimination.129 There are also issues of moral hazard and incentive on both sides to consider. It is too early to suggest a bright-line test. Probably, the proper course is to reduce full compensation (or enhance partial compensation) by taking into account the relative legitimacy of the state’s regulation (intention, good faith, legitimate purposes pursued, proportionality of measure and purpose) on one hand and the investor’s special hardship (disappointment of legitimate expectation on property; good-faith efforts to come to a solution; time and trouble to find a replacement purpose for the property; or finding another property) on the other.130

(d) Relevant Valuation Time and Date

The time of valuation can be the key factor in valuation—in particular if a truly market-based valuation is carried out rather than one of its proxies. Treaty formulations use the ‘date of the expropriation’ or the date when the impending expropriation became known131 as a point of reference. The time of the formal act of expropriation—if there is any—will be too late to reach a fair result, because expropriations mature gradually as the expropriation ripens; from first indications towards the final act, the value of the asset will decline.132 This is especially so in cases involving indirect or creeping expropriation. It is therefore quite difficult to determine an exact point in time when ‘expropriation is impending’. If such a point can be found—for example, a definitive political decision which makes expropriation irreversible under normal circumstances but does not yet constitute the formal legal act—then that point could be the relevant point in time for valuation purposes.133 But political decisions usually are taken in a self-propelled process, which gradually gains momentum until it becomes irreversible and only needs a formal completion.

A possible solution could be not to focus on an exact point in time, but rather to average out the relevant market- and risk-based values over a time period, starting from when the first serious warnings (even if without hindsight not properly identified) came about and ending when the formal decision was taken. Equitable circumstances would suggest that threats of nationalization by influential members of the government should be taken into account if they are part of a political dynamic that in the end leads to expropriation. In that case, the main date—or the beginning of the relevant time period—should be when such threats are expressed if they have already had a noticeable effect on the valuation. That is because wrongful acts should not benefit the expropriating state, even if we only have the impending shadow of what later ripens into a wrongful act rather than a concrete wrongful act.134 Otherwise, states could reduce the compensable value by a well-timed sequence of threats which only gradually build up into identifiable expropriatory action.

The issues become even more complicated if creeping expropriation is examined.135 Here, the first steps may be innocuous; they can be seen as acts by people for whom the state is not directly responsible at first or as measures that appear prima facie as a reasonable reaction to economic, political, and other emergencies.136 They may reflect legitimate conduct by the state exercising its police powers in a period of national turmoil. But if these individual acts (which are not wrongful per se) accumulate and crystallize ultimately into action by the state or attributable to the state, then the state should be seen as taking on responsibility for the whole sequence of events.137 That means that the relevant date—or rather the relevant ‘range of time’—should cover the time period when the first significant steps in that sequence were taken and started to have an impact on the market valuation.

(4) COMPENSATION FOR BREACH OF OTHER STANDARDS OF TREATMENT

The calculation of due compensation for expropriation is, in spite of debates, relatively well established. There is, however, little precedent and even less theoretical analysis of how financial compensation should be assessed for breaches of non-expropriation standards of treatment in investment treaties, such as in particular national treatment and fair and equitable treatment.138 So far, tribunals have tended to gravitate, for understandable reasons, towards analogy with either the expropriation standard139 or the breach of contract standard.140

The proper approach to this issue would be to follow the lead of the Chorzow dictum and ask ‘[i]f the government had not committed that breach, what would have been the position of the claimant investor today?’ The problem with this test is that it was formulated for expropriation-type actions and assumed that by simply going back (ex-ante) and comparing the previous situation with the situation now (ex-post), one would have an easy comparator. However, in order to properly apply this test to cases involving the breach of non-expropriation standards of treatment, in the exact sense, one has to compare the situation now (ex-post) with the situation as it would have evolved had the government pursued in all likelihood the same policy, but complied with the applicable, procedural, and/or substantive rules.141 This study can at this time only provide a sketch of the issues that are now arising. It will review the question of monetary compensation for each of the major standards of treatment, that is:

• National Treatment (non-discrimination);

• Fair and Equitable Treatment, as well as two of its sufficiently identifiable subcategories: denial of justice and legitimate expectations

(a) National Treatment (Non-discrimination)

The substantive scope of this standard is far from clear at present; it can range from a manifest and intentional discrimination against foreign investors to conduct with a discriminatory effect which is not intentional.142 A financial remedy in this context should place foreign investors in a financially equivalent position either as if they were treated as well as the best-treated domestic investors or as if the government’s differentiation had gone as far as would be justified by legitimate reasons.143 The first approach examines, measures, and translates into financial terms the difference between the foreign and the comparable domestic business. The second approach looks at the difference between the ex-post situation and a hypothetical situation where the government would have adjusted its conduct so that it either no longer differentiated or only differentiated as much as it was legitimate to do so.

Investment arbitration jurisprudence on national treatment is not extensive and hence the observation of the tribunal in Myers v Canada that ‘considerable discretion’ is exercised by tribunals when dealing with damages is especially accurate in this context.144 Lack of a clear methodology in investment treaties for assessing damages for breach of national treatment has left the tribunals, which often have limited or no means of independent investigation and expertise, largely at the mercy of the way the parties’ pleadings define the issues. Expert submissions will often be based on insufficient instructions except that they should present a minimal value, for the respondent, or a maximal value, in the case of the claimant. Some tribunals, therefore, have quite rightly split the damages examination into a separate procedural phase, following awards on jurisdiction and merits.145

Tribunals have not so far defined a methodology for awarding damages in such cases either.146 This shortcoming may be attributed to several causes. In some cases, for instance, states were found responsible for breaching both expropriation and national treatment standards. In such cases, tribunals have assessed damages assuming that the property was expropriated.147 In other cases, tribunals have been able to rely on an already well-defined tangible value expressing the discrimination. In Occidental v Ecuador, for example, the tribunal found discrimination in the fact that no oil companies (including the foreign claimant) got a tax refund, while other companies obtained a tax rebate, and so it was also relatively easy to define the compensation due as the otherwise well-defined tax rebate that was not paid.148 Likewise, in Feldman v Mexico, the non-payment of specified tax refunds—something clearly definable—was the basis for the compensation assessment. The tribunal rejected the claimant’s proposal that damages should be assessed based on the fair market value of the business as required in ‘expropriation’ cases.149 It also rejected the claimant’s plea for lost profits, finding inter alia that based on the available facts, the claimant’s business could not become profitable.150 Like most reasonable tribunals, it looked for something that was reasonably certain and quantitatively definable rather than speculative.151

In Nykomb v Latvia,152 the tribunal found safe ground in relatively quantitative and well-circumscribed terms of contractual payment obligations that were not performed. The tribunal had to face a situation where both foreign and domestic cogenerators were promised a ‘double electricity purchase tariff’ by the state energy monopoly to encourage co-generation, acting under legislative pressure. The state energy company paid, after domestic litigation, to the domestic co-generators, but not to Nykomb. The tribunal found discrimination; both Nykomb and the domestic co-generators were in a comparable situation. Nykomb was treated worse. The double tariff agreement had been recognized for the domestic companies as valid by Latvian courts. Latvia had not provided a satisfactory explanation to justify such different treatment. The tribunal awarded all future payments owed, and one-third of past payments not paid, to the claimant.153

It was only in Myers v Canada that the tribunal carried out an in-depth analysis of lost and delayed business entailing an endless chain of interdependent and market-related speculations. The tribunal found that Canada’s discrimination (ie closing of the border for hazardous waste exports) destroyed and delayed parts of Myers’ income stream.154 Then, it carried out a very detailed analysis of what would have happened if the export ban had not been in force, including an analysis of the competitive situation—as it was before the ban, after the ban, and speculating on how it might have been if the ban had not been imposed, in a complex interaction between Myers, its customers, and its other competitors, usually through tendering procedures. In addition, availability of equipment, the estimation of how Myers, its customers, and competitors thought the Canadian authorities might decide, all played a role; the tribunal had to speculate itself about the plausibility of the speculation by the witnesses produced. It had to hypothesize about the likely success rate of Myers’ bids in tendering, but also about the likely impact on the price levels (presumably lower) if Myers as a foreign competitor had participated in such tenders.

In dealing with the compensation issue in national treatment claims, one should bear in mind that international law, as reflected in Articles 34–39 of the ILC Articles, provides a much wider range of remedies, similar to non-pecuniary remedies ordered in WTO and EU adjudication. This approach may also help to manage politically sensitive cases, using a greater variety of remedies available, in particular where the prospect of being propelled to make very large damages awards discourages the tribunal from proper application of the substantive law.155 Greater flexibility with remedies thus can help tribunals to reach a conclusion on the merits without fear of the political repercussions of a large damages award.

(b) Fair and Equitable Treatment

Fair and equitable treatment, unlike expropriation, has only during the past ten years become a popular cause of action, surpassing expropriation.156 A review of the arbitral jurisprudence reveals a variety of approaches to the issue of damages for breach of fair and equitable treatment: when the wrongful acts have led to the total deprivation of property rights, the tribunals have followed the standard of compensation for expropriation by awarding the fair market value of the investment.157 Other identifiable approaches are the standard of compensation for the classic delict of ‘denial of justice’,158 and the proposed standard for frustration of the legitimate expectations of investors. This subsection examines these issues in the order explained.

(i) Compensation for Breach of Fair and Equitable Treatment

Similar to national treatment, there is no guidance in investment treaties regarding the applicable standard of compensation for breach of fair and equitable treatment. This gives tribunals discretion to decide the issue on a case-by-case basis.159 The CMS tribunal, for instance, based on the cumulative impact of the breaches (which did not include expropriation), found the standard of fair market value suitable. It stated inter alia that that standard ‘might also be appropriate for breaches different from expropriation if their effect results in important long-term losses’.160

In Petrobart v Kyrgyz Republic, the tribunal found the government in breach of the fair and equitable standard under Article 10(1) of the ECT; it did not award the full amount of the proved losses (certain unpaid invoices backed up by a court judgment), however, as it appeared improbable that the investor could have recovered them. The weak financial situation of the governmental company (KGM) would, most likely, have prevented it from paying the invoices in full. The tribunal, however, stated that had it not been for the actions of the government, Petrobart, in a hypothetical bankruptcy sale of KGM’s assets, would most probably have recovered substantial parts of the unpaid invoices. Therefore, it ruled that the Republic had to reimburse Petrobart for 75 per cent of its justified claims against KGM.161 This application of an ‘enforcement risk discount’ mirrors the ‘litigation risk’ discount concept introduced by Jan Paulsson for ‘denial of justice’ damages as discussed below.

(ii) Denial of Justice

Denial of justice may take a variety of forms, each of which may require a particular compensation approach. One form of denial of justice is when a government prevents the execution of a judgment in its domestic courts.162 Jan Paulsson’s considerations,163 which mirror our approach, suggest that a material breach of the due process principle implicit in ‘denial of justice’ does not lead to an award as if the investor had prevailed in the incriminated litigation, but only to the ‘loss of a chance’—the possibility, not the certainty, of prevailing at trial and on appeal.164 If a denial of justice claim resulted in compensation equal to the claim, then the investor would in effect swap a risky litigation claim for certain, risk-free income. That could be qualified as ‘double recovery’ except in cases where on the basis of the facts and law available, the domestic court had in the tribunal’s view no other choice but to adjudicate fully in favour of the claimant. This approach—to apply a litigation risk discount to a denial of justice claim—might have helped the Loewen v US tribunal to achieve an award that was consistent with its own assessment of the justice of the claimant’s case without becoming politically unpalatable. Flexibility with damages—two steps forward, one backwards—can thus be a way to manage the at times unavoidable politics of investment disputes.

(iii) Legitimate Expectation

The principle of ‘legitimate expectation’ is emerging not only as a principle that is used to define the scope of other investment law concepts (regulatory taking, scope of damages/compensation), but also in its own right as one of the subcategories of the ‘fair and equitable treatment’ obligation.165 It does not replace a formal and legally valid contractual commitment—such as a concession contract, even if the tendency of claimants is to equate a ‘legitimate expectation’ claim with a full contractual or quasi-contractual right. Furthermore, legitimate expectation does not lead automatically to a claim, but rather sets the stage for a balancing process between the investor’s legitimate expectation and the state’s legitimate needs to develop its policies.166

The consequence for compensation, therefore, is a claim not for a ‘positive interest’ in future contract performance and contractually secured income, but rather to ‘negative interest’, that is, reasonable costs incurred by the claimant in appropriate confidence in and reliance on legitimate governmental assurances. The outer scope of compensation is therefore the expenditures of the claimant made in reliance on the assurance or government conduct triggering the legitimate expectation.167 Given the balancing process between investor and state legitimate interests involved, one should therefore expect a valuation range for tribunals to be defined by the use of principles such as damage mitigation and due diligence, on one hand, and the egregiousness of government conduct, on the other (ie strength of expectation versus intensity of reversal of government position in light of known investor reliance).168 Legitimate expectation cannot only be a concept to describe a subcategory of the fair and equitable treatment standard, but it can also be used to expand or delimit the scope for compensation.169

(5) COMPENSATION FOR CONTRACTUAL BREACHES—UMBRELLA CLAUSE

In modern investment treaties,170 contracts are protected in a number of ways: as a rule, they are covered by the now very extensive definition of ‘investment’ under investment treaties.171 Governmental action against contractual rights can therefore constitute breach of investment treaty standards such as expropriation, fair and equitable treatment, national treatment, and umbrella clauses.172

Two approaches to damages for loss of contractual rights vie for priority—and are rarely properly distinguished: the ‘expropriation/international law perspective’, where a contract is deemed to establish a property right capable of being expropriated and declining in value. Accordingly, breach of a contract could for instance become equivalent to an expropriation if it leads to the ‘evaporation’ of the economic value of the investment. The other approach is the ‘contractual perspective’. Government action that is covered by one of the investment treaty’s protections is considered analogous to a commercial breach of contract and contractual remedies—mainly damages—are awarded.173 The application of the two approaches (not very clear at present) to international contract protection would be as follows.

Expropriation/international law perspective Contract as a species of property is protected against expropriation or other breaches of international law, and its cancellation entitles an investor to full compensation, that is, the present value, before the cancellation, or other measures of compensation depending on the extent of the diminution in value of the contract.174 This will generally be less than under the contractual perspective as the risk of the investment (and the higher the profitability, the higher presumably the risk) will be reflected in a commensurate discount rate.

Contractual ‘damages’ perspective With a normal damages analysis, not incorporating the government risk,175 the investor will be entitled to receive damages as if a properly functioning domestic court had adjudicated, awarding all future payments due, minus payments for cost savings, alternative earning possibilities, but also possibly allowing for impact of foreseeable external events, with limits such as ‘too remote’ and ‘intervening third party caused damages’.176 The contractual perspective could lead to a higher award as it would arguably not incorporate government risk—which would be how markets would view the value of the contract, but not a court responsible for holding the government to its commitments.

In practice, both approaches coexist without clear separation. This can lead, for example, to the incorporation of the contractual income stream as the non-speculative and reasonably certain future income into a compensation analysis,177 but also in the incorporation of the risk-reflective discount rate into a contractual analysis. One enhances, the other one diminishes the outcome for the claimant. The major risk for a tribunal is to first pick the historic-expenditure value from the compensation methodology and add to it, as a second element, a net present value of future income. That is, in fact, classic double counting; it gives the investor twice the value (once derived from expenditure, once from going-concern and future income value).178

The ‘hard issue’ is how to compensate an investor for ‘hard contracts’ concluded with the host state and later cancelled for whatever reason. On one hand is the principle that compensation—or damages—should reflect the original bargain made (‘to be held to the benefits of the bargain’). If a government, for instance, had a weak bargaining position, and agreed to contractual terms which were highly favourable to the investor, then it has to bear the risk of rescinding such a contract; that is the ‘benefit of the hard bargain approach’, which is warranted under the contractual damages perspective.179 The international law—compensation for expropriation—perspective, however, allows equitable principles (such as abuse of right, and unjust enrichment) to correct the otherwise inevitable perpetuation of a hard deal to the unilateral benefit of the investor. A contract perspective, however, provides less opportunity for such a correction.

Based on the current state of the law, it is preferable to use the expropriation/international law perspective in treaty-based investment disputes for actions that qualify as governmental revocation of a contract. It is possible to argue that the expropriation analysis should control the determination of compensation also in the case of contractual rights affected by government action—quite different from contractual arbitration dealing with long-term contracts. Compensation for expropriation would thus place a ‘cap’ on investment treaty cases dealing with contracts; but then, there are ways to modulate compensation upwards (with punitive elements for unlawful and egregious breaches) or downwards (when high risk margins, equitable considerations, national economic emergencies, or very one-sided contracts are at play). Investment treaties were set up to deal with abuses of governmental powers affecting investor rights, and not to provide an arbitral jurisdiction for normal contract disputes. Even if there is an ‘umbrella clause’, it should be seen as a special case of (quasi-)expropriatory action against contractual rights. For actions which interfere with a contract, but do not rise to the level of expropriation, the Chorzow logic should apply: in what position would the investor have been if the government had, in trying to extricate itself from the contract, not ‘abused’ its dual power as regulator and contract party. Depending on the situation, the damage arising could be minor—for example, if the government could have legitimately used its dual role to pursue a similar policy or if the government could have legitimately used its role as contract party to pursue that policy. But if the difference between what it could legitimately have done and what it did is large, for the investor damages could rise to the level of expropriatory compensation. At times, a ‘contract analysis’ of damages will produce the same result as the international-law-based ‘Chorzow analysis’, for instance when the breach of the contract can be subsumed under a national treatment or fair and equitable treatment obligation breach, as, for example, in Nykomb v Latvia.

(6) CAUSATION, COMPENSATION-REDUCING, AND COMPENSATION-ENHANCING ELEMENTS

(a) Causation

Damage calculation relies on the concept of causality.180 This concept requires a causal relationship between the unlawful act and the harm done to be shown, thereby excluding recovery for damages that have not been caused by the wrongful acts. It is difficult to establish causality in a scientific way, as a multiplicity of factors may have contributed to the occurrence of an event, and it may not be possible to measure the impact of each factor separately.

This dilemma has in all major legal systems led to the development of complex rules distinguishing direct damages from indirect and furthermore from consequential losses. Standards such as ‘proximate cause’ or its mirror concepts—such as ‘too remote’ or ‘indirect’, or relevant intervening causality—are used to make the inquiry into relevant causality end at some point—usually within the range of foreseeability of the omnipresent fictitious ordinary and reasonable, but well-informed and prudent, person.181 In the context of international law, the ILC has discussed this concept in Article 31(2) of the ILC Articles.182 The commentary on this article states inter alia that ‘the requirement of a causal link is not necessarily the same in relation to every breach of an international obligation. In international as in national law, the question of remoteness of damages “is not a part of the law which can be satisfactorily solved by search for a single verbal formula” ’.183

Arbitral awards contain some references to and sometimes a more extended discussion of causation.184 By and large, however, they do not discuss the effect of causation on damages in detail. One issue, however, that has received adequate attention in at least one investment arbitration award seems to be that of concurrent causes and their effect on the extent of recovery. The tribunal in CME v Czech Republic rejected the government’s contention that since a third party (Dr Zelezny) had also contributed to the loss of the investor, the government should be absolved. It then went on to review the implications of this principle for the amount of reparation, relying, among others, on the ILC Articles and their commentary, to conclude that the international practice does not ‘support the reduction or attenuation of reparation of concurrent causes’.185 The tribunal also stated that the investor could also bring a claim against Dr Zelezny, but in the end it could only recover one set of damages, that is, no double-recovery.186 The main approach appears to be to qualify as ‘indirect’, ‘too remote’, or not ‘directly caused’ those losses which were not easily foreseeable and required speculation.187

Another question is whether events following the unlawful act can be taken into account in determining compensation.188 On the ‘damages’ concept (Chorzow, ‘subjective’), all the events up to the award should be taken into account, irrespective of whether they reduce or increase the value. An exception, however, should be made for unlawful conduct by the state, which should be disregarded. With the ‘compensation for expropriation’ perspective, however, it would seem that it is the value at the time of the injurious act which is relevant, perhaps on the analogy that a direct or indirect expropriation ‘simulated’ a buy-out by the government and that the obligation to pay compensation crystallized on the date when the taking becomes effective, indirectly or directly. This value should then only be updated by the appropriate interest rate.189 This approach has the advantage that subsequent events—over which the investor/owner has no longer any influence—can be disregarded.

(b) Compensation-reducing Elements

During the NIEO era, compensation under national law (and claimed for international law as well) was sometimes reduced because of the ‘excessive profits’ the investor is alleged to have been making.190 There was an older then official British Foreign Office theory according to which the investor was responsible for political risk itself, without right to compensation if the risk materialized.191 That doctrine seems to be re-emerging under the ‘caveat investor’ principle. The argument continues to be made by respondent states. The normal response is that investment treaties are meant precisely to reduce that risk and provide protection in high-risk countries.

On the other hand, under the principles of contributory negligence192 and damage mitigation,193 tribunals have felt entitled to substantially reduce compensation194 if they considered that the investor contributed substantially to risk or damage and did not apply professional due diligence.195 This can lead to difficult questions about the extent of a duty to redeploy investment and efforts if it becomes clear a contract can no longer be implemented due to a host-state economic crisis, insurmountable political opposition, or governmental repudiation. There is also the risk that renegotiation, under pressure, may be required both as damage mitigation, but then later claimed by the host country to amount to a voluntary acceptance of change, that is, a waiver or forfeiture of its contract or other (fiscal, administrative) rights.196 The duty to minimize damage in principle only arises after the breach has occurred; issues of risk management before such an event should be primarily factored into the determination of the appropriate risk-adjusted discount rate for valuation purposes. Damage mitigation by the claimant may thus require a re-adjustment (which should be done under protest) of investor rights, a re-deployment of the investment and investor efforts, and abstention from continuation of investment efforts which clearly no longer make any economic sense.197

Reisman and Sloane note correctly198 that ‘depreciation of the investment’s value may be caused by a complex series of interactions between failures of the host state to fulfil its obligation … and misjudgements of the investor or exogenous market factors’. Foreign investors may misunderstand government actions, provoke political resentment, or not do enough to manage it effectively. Virtually every investment dispute indicates what with hindsight can be qualified as a risk management failure. The dilemma for the tribunal to solve is when such management failures exceed what could be termed ‘normal’ and ‘expected’ and acquire such gravity that they trigger the application of the damage mitigation concept.199 This concept, together with equitable considerations, grants the tribunal discretion which is hard to control with objective criteria.200 The question seems so far not to have been resolved nor even properly identified and examined if damage mitigation requires full use of domestic remedies;201 the issue of exhaustion of domestic remedies (long believed to have been excised from modern investment treaty arbitration) can thus re-surface not only with respect to admissibility,202 but also in the context of the determination of the compensation due. The principle should probably follow a ‘rule of reason’: reasonable, practically and easily available domestic remedies do have to be used to mitigate damages, but that should be within a relatively wide ‘margin of appreciation’ for the claimant.203 The mitigation principle should also not be used to bring in through the back door the principle of exhaustion of domestic remedies when the treaties have clearly excluded it.

While the NIEO doctrine of ‘excessive profits’ has not been heard of recently,204 governments continuously raise ‘counter-claims’ to reject or at least diminish the compensation obligation.205 Counterclaims may be raised based upon the violations of a host state’s tax laws.206 Or they may be based upon an investor’s alleged breach of domestic safety, employment, and environmental laws, which would render him liable to pay penalties which can be off set against the compensation due. If the issue is inextricably linked with the compensation issue and if the government raises it in the context of the investment dispute, the tribunal should normally have jurisdiction207 to consider such counter claims, at least if they are apt to reduce the compensation due.

Another question in this context is whether the manifest inability of a state to pay justifies reducing the compensation due. There is a general principle of the law of obligations according to which the capacity to pay has no relevance for the validity of an obligation. But this rule operates in conjunction with bankruptcy law where private debt is erased, an option that is not available to states.208 There have been voices in the literature both for and against the proposition.209 Tribunals have rarely dealt with the matter head-on, though, as Seidl-Hohenveldern suggests, they may have used their large discretionary powers to implicitly adapt compensation to payment capacity in order to render an award that gets enforced rather than an award that cannot be enforced.210 The recent CMS v Argentina award and also a judgment by the European Court of Human Rights suggest that extraordinary circumstances should have an influence either on the scope of the substantive obligation or at least on the compensation payable.211 It remains to be seen how these issues will be litigated and decided in the currently ongoing Argentine ICSID cases.212

A final delimiter of compensation is the concept of ‘unjust enrichment’.213 But it is in essence nothing but a secondary control mechanism to ensure that compensation does not lead to ‘double’ or ‘excess recovery’. If the claimant is better off after the award—for example, by swapping a risk-exposed to a risk-free investment of an equivalent character, that can be qualified as unjust enrichment. But it is simply a matter of an inappropriate determination of the compensation. The principle serves thus as a last check to corroborate a result reached using other methodologies.

(c) Compensation-enhancing Elements

The reverse mirror of the debate of compensation-reducing elements is the debate about compensation-enhancing elements. The issues here are primarily: whether compensation should be higher than normal in the case of an unlawful expropriation;214 if the breach of a stabilization clause in the course of an expropriation requires or justifies a higher compensation; and if the compensation determination should or could include punitive elements.215 That is related to the question of whether compensation should (and normally will) be higher in cases of ‘egregious’ breaches.

The consensus in the literature is that one should start with the principle that compensation expresses the market value of the asset before the taking, with the legality of the taking having no influence on such market value. However, the various statements usually proffer a loophole for taking into account government conduct that is unlawful beyond the mere fact of not offering full compensation.216

With respect to the impact of a stabilization clause on the amount of compensation,217 the current view seems to be that stabilization clauses should be interpreted cautiously in terms of restricting government powers of expropriation; if they do, however, prohibit expropriation, then damages could be assessed by awarding the larger of a sum calculated based upon an expropriation-compensation analysis and one based upon a contractual damages model, if they diverge. One way to give effect to such an interpretative intention is to conceptualize the breach of a stabilization clause as a breach of the investor’s legitimate expectation, which has been relied upon by tribunals to define the damages due.218

While the commercial arbitration approach will probably tend to disregard the egregiousness of a breach, the international law and in particular the comparative administrative law approaches seem rather to suggest that ‘egregiousness’—of the breach and of the weight of the rule in protecting the investor plays a role in assessing damages in a less ‘mathematical’ or quasi-scientific way than the ‘differential’ method applied in commercial contract breaches.

(d) Direct and Derivative Damage—Multiple Damages Claims

A novel issue in the damages discussion is the relationship between damages due to a subsidiary incorporated in the host state with that due to its foreign parent. This is sometimes described as ‘indirect’ damages—suffered by the foreign parent—versus ‘direct’ damages—suffered by the domestic subsidiary.219 The main question is whether a corporate parent can recover all the damages suffered by its subsidiary. The classic case on the extent of shareholder rights under international law was the decision of the ICJ in the Barcelona Traction case, which did not allow diplomatic protection for such ‘indirect shareholder’ rights.220 The ICJ later took a more favourable position in ELSI by recognizing the right of the USA to espouse the claim by its nationals for protection of their shares in the two Italian companies. This gap in international law has currently been filled by the conclusion of thousands of BITs, most of which recognize shareholders’ rights mainly by a ‘wide definition’ of investment.221

Respondents, in particular Argentina,222 have argued that this expansion of the ‘investment’ concept does not mean that indirect (‘derivative’) damages to share-holders can be covered. But tribunals, so far, have, without exception, determined that the treaties cover both government conduct that directly and formally affects shareholder rights, but also such conduct that affects directly only the rights of the subsidiary.223

The question of direct versus derivative damages reveals a rift between the two approaches: the corporate law approach, where a company’s separate legal personality (and limited liability) is respected except in a very few egregious cases of abuse (‘piercing the corporate veil’) versus the investment law approach, where arguably the focus is on the foreign investor and where an ‘economic identity’224 between the foreign parent and the domestic subsidiary can be more easily assumed to exist, at least in terms of damages.

The relatively extensive investment arbitration jurisprudence, however, does not solve some of the practical problems associated with the right of shareholders to recover indirect damages. In fact, the current state of the law would leave the state parties to investment treaties to face a multitude of claimants, including both full or partially owning parents as well as an indefinite number of subsidiaries—possibly with minimal interest—the identity of which could not be foreseen. In order to deal with this situation, it is essential to set a ‘cut-off (ownership) point’225 and perhaps also require a ‘sufficiently direct’ relationship between the shareholding and the damage suffered by the subsidiary to serve as an upstream filter protecting the host state against manifestly unpredictable investors.226 A minimum shareholding of 10 per cent—often used in corporate law as a threshold—and knowledge or at least the reasonable possibility of knowledge, on the part of the host state, of the identity of the investor could be useful criteria in this respect.

Other issues that should be considered in the future are the possibility of multiple arbitrations against a given host state by different-level members of the same group of companies. The question here is whether these should not be consolidated and controlled under quasi-bankruptcy principles and coordinated in terms of damage assessment.

The second issue is how the damage to the subsidiary relates to the damage situation with the parent. The corporate law approach will tend to emphasize the legal independence of the subsidiary and suggest that damage does not need to be identical between parent and subsidiary (eg due to factors such as local costs and taxes).227 The Nykomb v Latvia tribunal, without any clear reasoning, awarded to the foreign investor full payment of the double co-generation tariff owed to the domestic subsidiary for the future, but only one-third of the underpayment not made in the past.228 In Azurix v Argentina, the tribunal did not allow the parent to recover the amount of the unpaid bills owed to its subsidiary.229

Considering all aspects, it seems correct to apply rather a standardized approach to ‘economic identity’ and to presume, without detailed counter-proof, that the subsidiary’s harm is economically equivalent to the harm suffered, and to be compensated, by the foreign owner pro rata commensurate with its share ownership. The issue of damage claims (and other remedies’ claims) by multiple and parallel proceeding has not been analysed in great depth so far. Current rules and procedures do provide considerable leeway for parallel proceedings for what could be termed a not-identical dispute in legal and formal terms, but identical or highly similar in economic and factual terms.230 Coordination must therefore take place on the level of remedies and compensation; financial compensation in one award must take into account compensation already paid, or possibly to be paid, in other awards (eg by use of contingent damage awards); non-compensatory remedies which reduce damages suffered have also to be taken into account when designing the compensation award.

(7) ROLE OF EQUITABLE CIRCUMSTANCES

In conventional international law, in particular in ICJ jurisprudence, equitable circumstances play a role not only, for example, in boundary determinations,231 but also in other areas.232 Equity, as a subjective, discretionary standard, on the other hand, plays a minor role in international commercial arbitration. It is largely recognized that the parties have to explicitly agree to a tribunal applying an ‘ex aequo et bono’ approach.233 Tribunals relying on equity—if defined as a concept beyond the legal rules applicable—risk their awards being set aside,234 though that risk may occur when it comes to damages assessment as there has been an international and comparative law tradition recognizing a wide ‘margin of appreciation’ for courts and tribunals in the determination of damages.235 Equitable circumstances should therefore—very much in the international law tradition236—be seen as a ‘legal’—not ‘ex aequo et bono’—criterion that allows correction of outcomes achieved by application of normal standards, but not consistent with the overall purpose and policy of the investment treaty.

Some investment arbitration awards and treaties have considered equitable circumstances in assessing damages.237 Others—where the compensation award had little relation to the reasoning—have stated that it is ‘considered just and reasonable to take some measure of account of all elements of an undertaking’.238 What arises from this less than conclusive evidence is that tribunals cannot replace a proper application of the existing law on compensation exclusively by equitable considerations; equitable circumstances, however, can be relied upon in order to determine the exact point of compensation on a range that has been suggested by the competing valuations of the parties. The principle therefore corrects the results that appear excessive; in essence, it can serve as an emergency brake for tribunals when faced with exorbitant values produced by an application of the NPV/DCF method when the tribunal otherwise has difficulties in controlling the speculations inherent in this method. The Himpurna v Indonesia (a long-term contract dispute) tribunal felt it necessary to apply, under a different name, the principle of equitable circumstances (labelled: abuse of right).239

Tribunals ultimately, when choosing between competing and equally plausible and legitimate valuation methods, and in weighing the significant assumptions (in particular, discount rate and risk factors) underlying such models, cannot avoid exercising discretion. This is where they will be influenced by equitable considerations.240 For transparency purposes, it is better if they acknowledge their reliance on equitable principles. This latter approach may save the tribunal in a post-award attack for lack of reasoning.241

Finally, it would be useful to identify the range of equitable considerations that could be relied upon—rather than just relying on a residual concept of subjective justice. General principles of international law and law contain a number of identifiable subordinate principles which are in-between ‘hard law’ and subjective justice and can be resorted to.242

(8) INTEREST243

(a) Introduction

There is no uniform practice on awarding interest in international investment law.244 Counsel for claimant and respondent will find ample precedent to support their respective positions. This study is too short to solve the issue once and for all, but we will attempt to provide guidance in order to somewhat reconcile and justify this amalgam of precedents. First, it is necessary to identify the key variables that have a bearing on the amount of interest. These variables are as follows:

• Should there be simple interest or compound interest?

• What is the date from which interest should be awarded?

• What should be the rate of interest?

Secondly, it is imperative to understand the link between compensation and interest. Interest payment in investment awards is an integral part of the calculation of compensation and damages;245 it is nothing but the application of the Chorzow logic to the loss of the time value of money. In all modern cases where a forward-looking valuation model (such as DCF or NPV) is applied, therefore, the tribunals have to be extra-careful not in effect to award interest twice, because the lost time value of money has been built into these valuation models.

There may also be issues about the currency of the compensation; governments frequently try to restrict compensation by paying in non-convertible currency, providing bonds traded below value or providing only compensation for reinvestment. The principle under most investment treaties is payment in convertible currency.246

(b) Simple v Compound Interest

The norm, until recently, has been to award simple interest.247 That practice, however, seems to be changing rather in favour of awarding compound interest248 whenever the injured party can prove that it could only be made whole (Chorzow principle) by receiving compound interest. This may require providing evidence that it, for instance, paid compound interest on borrowed substitute funds to fulfil its obligations towards the other party; or it ‘could have received compound interest … by placing its money in a readily available and commonly used investment vehicle …’.249 Recent investment awards confirm this. In fact, most recent awards provide for compound interest—in spite of earlier practices against awarding compound interest.250

(c) Rate of Interest

The rates vary between six-month US certificates of deposit (reflecting a prudent, risk-free standard corporate re-investment practice), prime borrowing rates (reflecting high-class corporate borrowers), rates derived from the contractual relationship,251 or rates that have to be specifically proved by claimants for their particular case.252 There are many candidates for the right interest rate as confirmed by precedents.253 Absolute figures—such as the interest rates quoted—are of no relevance at all since they will reflect rates of interests prevailing at the time. Interest rates can be either generic (ie generally prevailing at the time for first-class companies) or individualized (eg the specific rates payable by the particular claimant-investor or companies in its class). The proper approach seems to be to apply generic rates254 except if the claimant proves satisfactorily that, with prudent management, it would have achieved or had to pay a higher rate.255

Another significant difference is if the interest rate is derived from either an investment or a debt perspective. Debt-based interest rates are logically higher as they include profit, risk, and cost elements for the lender. The proper approach again seems to be to choose a rate that a prudent investor managing another individual’s money would have chosen with minimal risk-taking.256 Only if the claimant-investor can prove that it had to increase its debt level rather than invest this type of money should the higher debt-related interest rate be used.

(d) Date from which the Interest Should Accrue

Article 38(2) of the ILC Articles provides that the interest obligation start ‘from the date when the principal sum should have been paid until the date the obligation is fulfilled’. That presumably translates in takings’ cases into the date of the taking (when compensation under international law—‘prompt’—is payable). In quasi-expropriatory breach of contract cases, the relevant starting date is when the contract was no longer fulfilling a useful economic function. Should one use investment arbitration to adjudicate on all contract issues (eg under the umbrella clause), it would be the date from which damages are due under the law applicable; which may require among other things default on the part of the state. It is not enough, however, to refer to the ‘circumstances of each case’ and arbitral ‘discretion’ to define the starting date.257 The visualization of the transaction host state and investor could have negotiated to buy out the investor from his right may help to fix the relevant date as would applicable national tort or contract law.

In the novel, mainly non-expropriatory standards of treatment, the relevant date should be when the state becomes aware or should have become aware that a serious case of breach of the treaty exists. It is from that moment onwards that the state is under an obligation to repair the damage caused.

Another possible date is when the breach becomes effective as against the investor;258 but states may often not be aware of difficulties of this nature, in particular in cases of general regulation where the anti-foreigner discrimination emerges only subsequently when its implementation is anticipated or when it is actually applied. In such a scenario, however, the investor in principle shall not profit from fixing too early a date, when for instance the investor had continued its operations unharmed because the new rule was not yet applied; nor should the state profit by the setting of a later date (eg substantially after the harm was done because the state claims ignorance of both breach and harm).

It is essential that the starting date for interest be aligned with the end date of the calculation of the principal of the compensation/damage.259 Visualizing the compensation mechanism as a hypothetical buy-out of the claimant helps: the moment a fictitious buy-out price is agreed (ie the principal of the compensation payment), then an interest rate can and should be added onto that principal.

(e) Pre-award and Post-award Interest

National laws often distinguish between pre-judgment and post-judgment interest.260 There is no particular reason to distinguish between these concepts in investment arbitration. At most, the investor is somewhat more certain of payment after the award (though not absolutely certain) than before the award. But one should not over-complicate interest issues by complex risk theory. In general, the pre-award interest rate should therefore be the post-award interest rate. The only question is if they should be expressed in nominal terms (x%) or by reference to a benchmark (eg US dollar prime borrowing rate as published each 1 July in the Wall Street Journal).

Since the past is known to the tribunal, it might be better to express the interest rate for the past in nominal, absolute terms, and leave at least the possibility of a substantial change of interest rates open by expressing the post-award interest rate as an absolute figure (on the day of the judgment), but open it up for automatic adaptation if the underlying benchmark quotation should change.

(f) Interest and Islamic Law261

A special issue is the implication of Sharia law for some types of Muslim states or borrowers.262 Since interest payment is forbidden according to the prevailing Sharia perspective, an alternative has to be found. It should not penalize claimant or respondent for an aversion to formal interest payments. One response—applied anyway by tribunals with less detailed reasoning in the past—is to let the tribunal adjust the principal of the award in line with equitable principles; these will inevitably take into account the claimant’s additional harm by being paid with delay and any unjust enrichment of the respondent because of the delay. Unjust enrichment identified from the actual or estimated gain the respondent has made should be Sharia-compliant. The award should not be substantially different, but should avoid using the concept and the precise calculation mechanism of interest in the reasoning and the formal operative decision of the award. An alternative would be liquidated damages—but that would have to be spelled out in the original contract.

(9) BURDEN OF PROOF, EVIDENCE, AND PROCEDURE

The allocation of the burden of proof is an essential and not satisfactorily developed part of investment arbitration.263 It comes into play when, for the tribunal, there is no clear conclusion on the evidence presented.264 But a more systematic approach to the burden of proof also helps tribunal and parties to organize their submission of evidence. Essentially, the claimant has to prove damages and their likely causation by conduct contrary to the treaty obligations; but such proof can be established by showing, prima facie, a typical and in business highly likely course of events (eg that damages suffered by a subsidiary will as a rule be equivalent to the damage suffered by the parent, that there are interest costs of financing financial losses). The respondent has then to refute such prima-facie proof either by providing sufficient contrary detail in the specific case or by pointing to the equal plausibility of another typical course of events. If the respondent relies on exceptional events to refute claims for specific damage elements, it has to prove them, as the party putting forward a defence considered relevant by the tribunal has the burden of proof (legal and factual) for it. The respondent, for example, will have the burden to prove compensation-reducing elements (eg failure to mitigate damage; contributory negligence; equitable circumstances; substantial third-party intervention or supervening circumstances), while the claimant has to prove damage-enhancing elements (eg particular egregiousness). The burden of a party does not only cover facts to sustain its argument, but also legal points sustaining its position.

Tribunals frequently use what appear to be evidentiary rules (or conventions) to reject indirect damage claims (expenses, consequential damages) as not having been substantiated enough.265 This may simply reflect the claimant’s failure to submit a substantially detailed claim (rather than a grand overall assertion); but it may also show a tendency for tribunals to be more strict about claims for ‘indirect’ or ‘consequential’ damages.

The general principle is reversed if particular evidence is under the control of a party which refuses to disclose it or when particular facts are rather within its ‘sphere of responsibility’.266 Similarly, if a party does not seriously and in a substantiated way contest the other party’s allegation, this can be qualified as implicit admission. The rules on evidence for damages call for a more in-depth examination with the help of comparative law.

This chapter generally prefers a separate procedural phase, hearing, and award on damage in complex cases. It also takes a favourable position in general on the use of tribunal experts.267

(10) OTHER ISSUES

There are other significant issues that cannot be dealt with in this chapter. Compensation in investment disputes differs from the damages concept in contract law (on which commercial arbitrators will tend to rely). It is influenced most of all by expropriation analysis, which focuses on the value of the direct loss of the proprietary assets taken, and not on consequential, indirect, remote, and ancillary consequences. Treaty-based compensation cannot provide an exhaustive insurance system for every indirect financial loss that may occur;268 that is part of the general business risk. The more extensive and less solid the scope for compensation awarded, the less will investment arbitration acquire the political acceptance it still needs.

Losses claimed for ‘business reputation’ should in most cases be considered as too remote, without, though, full exclusion in cases of egregious state conduct.269 Non-financial remedies—for example, a quotable statement by the respondent on the ‘integrity’ of the claimant or a similar statement in an award will sometimes be suitable for ‘wiping out’ even specific and substantiated reputational damage. The tribunal should also use the non-financial remedies at its disposal, for example, ‘satisfaction’ under the ILC Articles, which can be a statement made by the tribunal, by the respondent, or a ‘symbolic’ payment of a minimal amount.270 On a Chorzow analysis, costs of management, legal, and expert time caused by the breach cannot be excluded from compensation, but they require specific and substantiated proof so they can be distinguished from ‘normal’ business expenses incurred even without the breach and its consequences.271 Tribunals’ practice—if surveyed in more depth—might suggest that the more ‘indirect’ the damage, the higher the evidentiary requirement, that is, use of a procedural instrument to achieve the effect of a substantive rule with a presumption against consequential damages. Costs of legal representation during the dispute are rather subject to specific cost rules (including Art 40 of the UNCITRAL Rules) than part of the damages analysis. While the Chorzow approach would lead to a larger number of categories for damages, it cannot be applied unconditionally. All legal systems impose some ‘normative’ screen on ‘natural damages’. Unusual or excessive costs will as a rule be disregarded unless there are compelling circumstances. An ‘objective’ standard will be super-imposed on or replace ‘subjective’ damages if these fall out of the ordinary.272 These issues, again, require a separate treatment that has to examine comparative law of damages and place it in the specific context of investor–state disputes under international law.

Modern extensions of the concept of damages—for example, into environmental and resource damage273—seem at present not relevant for investment claims as they refer to what is essentially a ‘public’ or ‘social’ damage. But such issues will be (and have been) part of the defence armoury of state defendants in raising counterclaims;274 the modern version of the 1970s ‘deduction for excess profits’ is deduction for natural resource damage. While such claims have already been raised (Ecuador; Russia), they have not yet been the subject of in-depth comment or adjudication.

Tax issues can play a substantial role in the assessment of contractual damages, though probably less so for compensation.275 They will be less relevant for valuation based on historic cost/income, but quite relevant for valuation based on future income; here, likely taxes (again a speculative issue) will be deducted from future cash flows.276 Care must be taken not to allow for double reduction, for example, as part of the valuation process and by exposure of the award to subsequent taxation.277 The proposition seems sound that the tribunal as a rule has no jurisdiction to rule over applicable tax law except if the tax at stake is not contested.278 The question of the deductibility of prospective future tax changes, in particular windfall profit taxes, cannot be settled here.279

CONCLUDING REMARKS

Like everything else, the law and practice of compensation moves with the times—and here in particular with the way modern financial practices for valuation of assets under circumstances of risk and uncertainty evolve. The main ‘fashion’ has been the paradigm change from backwards (‘historic cost’) to forwards (‘net present value of future cash flows’). But these modern standards are not infallible; they are continuously being supplemented by more recent financial inventions—and that is likely to continue. If we take a sober look comparing the ‘old-fashioned’ historic-cost standard with the modern ‘prospective earnings potential’ method, the old-fashioned standard has virtues which are well recognized by the leading investors: it provides objectively identifiable and reasonably certain inputs while the forward-looking method in essence relies on speculation. In perfect market conditions, these methods should lead to the same result. While tribunals have paid lip-service to modernity, they have moved cautiously and as a rule rejected ‘speculative elements’—which is in essence the very core of the net present value method. In these circumstances, the proper approach, for the time being, should be to use both the historic method and supplement it cautiously with calculations based on the prospective, future earnings method as only a corrective element, for example, in cases where the historic-cost method is likely to diverge substantially from the current market value. Current market value, while generally endorsed, is itself in most situations of little help as investment projects are not commodities with ready market-based price quotes, but rather very individualized projects for which market prices are rarely available—and if so, as a rule heavily fluctuating, in particular if risk perceptions are priced in properly. The main challenge is how to avoid double recovery, in particular in cases of cancellation of long-term contracts. Reliance on the forward-looking method carries a particular risk of double recovery.

Valuation for compensation is essentially torn between two conflicting poles: on one hand, a subjective approach where the individual situation of the investor (always volatile, changing, and hard to identify objectively) is relied upon (eg to calculate interest rates, value an asset, identify risk relevant for discount rates) and, on the other hand, a more standardized or generic approach where an ‘objective’ generic comparator is used to identify the value and compensation due to the investor. This approach is often found in law—for example, in the issue of pre-quantified penalties as an expression of presumed damages. In legal history, ‘objective’ approaches (eg ‘penalty tariffs’) seem to have been around first; the 19th century with its emphasis on individual freedom moved towards the ‘subjective’ approach. At present, the complexity and unpredictability of individual situations suggest perhaps a reversal to an again more ‘objective’ and ‘standardized’ approach, in particular with respect to the assessment of damages, valuation for compensation, risk, discount, and interest rates. Our suggestion is to start with the generic approach, use it to create a presumption for damages, and only deviate if the individual situation of the investor can be shown to be significantly different and if this relevance can be shown to be known to the host state. In our prudent approach, the ‘objective’ condition is in principle preferable and should set up a presumption, but not exclude, if substantiated in a satisfactory way, a more subjective assessment. The more subjective, speculative, volatile, and uncertain, the more tribunals should be able to revert to and rely on objective comparators as the principal foundation for their determination.

The particular challenge—so far neither properly identified nor discussed satisfactorily in the jurisprudence—is how to calculate compensation in the case of breach of the non-expropriatory disciplines—national treatment, denial of justice, and fair and equitable treatment in particular. It is premature to come up with a proposal for a conclusive set of rules here. Tribunals and counsel should envisage much more the use of non-financial remedies that can be categorized as ‘restitution’, in particular a preliminary order to lift a discriminatory treatment (‘annulment’ in administrative law terms), to re-do an administrative or judicial decision in full compliance with due process, or to seek other administrative remedies that provide full satisfaction to the investor and which correspond to the detriment suffered. The approach by the Goetz/Burundi tribunal recommends itself here. Only if such remedies—for example, by interim awards—prove to be impractical or are not allowed under the respective treaty, should one consider financial compensation as the remedy of last recourse. In this case, the currently unresolved problem is to compare the situation the investor is in due to the breach of the treaty obligation by the government with a situation the investor would have been in had the government conducted its affairs properly in compliance with the applicable treaty rules. Tribunals, so far, have tried to avoid these difficult questions by identifying easily and objectively ascertainable obligations—for example, non-payment of contractually due obligations or over-imposition of tax duties—to determine the compensation due in such situations. It remains to be seen how the jurisprudence in this respect will develop, but comparative and international administrative law would seem to provide the best material for ‘benchmarking’ and analogy, with its preference for injunctive ‘restitution’ or annulment over financial compensation, its linking of compensation with the egregiousness of the relevant breach of legal rules and its balancing between legitimate regulatory and investor interests.280 The right way to firmly establish investment arbitration as an instrument of international good governance and sustainable economic development is a two-step rhythm reminiscent of the seminal US Supreme Court decision in Marbury v Madison: bold in principle, but prudent with respect to the consequences.

Appendix 1: Table of Damages

[image: Image]

[image: Image]

[image: Image]

[image: Image]

1 The majority of the amounts included in this column do not include interest.

This table is an updated and expanded version of the table created by Gus van Harten (Draft of April 2006).
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(c) Review of Arbitral Awards in (International) Commercial Arbitration—Mixed Views

Concluding Remarks

RUDYARD Kipling once said that nothing was settled until it was settled right.1 Could or should this idea be used as the motto for the settlement of international investment disputes?2 In my short contribution, I should like to deal with the fundamental question of whether and under what circumstances this principle can be applied also to the settlement of disputes in international law, with particular regard to international (investment) arbitration.

I have tried to find an answer to a similar question in an article for the Czech professional public.3 In that article I dealt with the issue of review of decisions generally in the settlement of international economic disputes, affording only a fleeting mention of the possibilities of review within the ICSID framework. The main purpose of the quoted Czech article was, in fact, to draw the reader’s attention principally to one of the aspects of the relatively newly developing settlement of disputes in the World Trade Organization. As these issues are becoming, once again, an integral part of legal discussions on the issue of investment disputes, I believe that a brief review of the past would not go amiss.

The present chapter will first sum up briefly the development of opinions on the possibility of review of the decisions of international tribunals in general. It is obvious that international investment arbitrations fall under the notion of dispute settlement in public international law. It is equally obvious, however, that the drafters of the relevant international treaty and, in the end, also the arbitrators themselves have also drawn—and are still drawing to a considerable extent—from private law, in the first place from international commercial arbitration. Subsequently, the chapter will attempt to analyse briefly several key decisions of ad hoc committees established in accordance with the provisions of Article. 52 of the ICSID Convention.4 In the conclusion, I shall briefly assess whether it is necessary to broaden the scope of the review of arbitral awards in investment disputes and particularly whether it would be convenient to introduce into investment disputes an appellate system allowing for the review of the merits of investment disputes.

Marginally, I should like to mention that the review of a legal act concerns, naturally, an allegedly or actually defective act. Similarly, as court decisions, arbitral awards can suffer from various defects. With respect to the review procedure, it is important whether the defect is such that it could influence the decision and cause its factual wrongness.5 Generally, a decision can be considered defective because of errors in appreciation of the facts or it can just suffer from various legal defects, such as procedural errors or errors in interpretation and/or application of law. In arbitration, the view of defectiveness is rather narrow and a defective act is deemed generally to be an act that shows only legal defects of some kind. In most cases of the review of an arbitral award, regardless of whether the award was rendered in commercial arbitration or in international investment disputes,6 such an award is considered defective if it does not comply with the relevant legal rules of procedure.

(1) REVISION OF INTERNATIONAL ARBITRAL DECISIONS: THE BACKGROUND

Before dealing with the possibility of revision of awards rendered within the framework of investment disputes, we shall discuss the definition of the notion of international arbitration as well as the different forms of review of investment awards. Moreover, this section will provide a brief historical excursus on revision in international law as well as an examination of the concept of judicial review in the continental legal tradition.

(a) The Notion of International (Investment) Arbitration

The notion of arbitration may cover various types of dispute settlement, in particular the settlement of disputes between different subjects, the object of which involves various claims arising from various legal relations. Although it is possible to find numerous identical features in different types of arbitration proceedings, it is also true that many differences also exist, particularly in light of the character of the parties to the dispute and the object of the dispute. That is probably also the reason why, from a historical perspective, views have changed over some procedural aspects of arbitration proceedings. Among the disputed issues, one finds the question of whether it is appropriate to permit revision of the arbitral award, and if so, whether it is appropriate to limit such revision to procedural aspects only or to allow review of merits as well.7

According to Schlochauer, arbitration is the process of dispute settlement between states by means of arbitration tribunals appointed by the parties, where the tribunal may be established before or after a dispute has arisen between the parties.8 Article 37 of the Hague Convention on the Peaceful Settlement of International Disputes of 1907 (cf Hague Peace Conferences of 1899 and 1907) provides that the aim of international arbitration is the settlement of disputes between states by the judges appointed by them on the basis of respect for law. Recourse to arbitration involves also the obligation to abide by the award in good faith.9 Even though arbitration proceedings may arise between states also in the framework of investment disputes (eg in connection with the interpretation of investment treaties), we shall not deal much with this type of arbitration.

According to the same author, the notion of international arbitration does not include mixed arbitration tribunals, which deal with the claims of private natural or legal persons from foreign states, as such disputes have been generally litigated by the state of nationality of the private person concerned through diplomatic protection.10 The institution of mixed arbitration tribunals has its origin in the Mixed Claims Commissions established in the 19th century between the USA and the states of South and Central America, although most of these commissions actually satisfied the definition of international arbitration tribunals with reference to the de facto restriction of their competence to settle the disputes between states. Mixed arbitration tribunals were established in great numbers on the basis of peace treaties after World War I. As a result of the broad spectrum of provisions dealing with the consequences of the war, the number of cases decided by mixed arbitration tribunals exceeded by a large margin the number of all international arbitration awards ever rendered. The number of mixed arbitration tribunals established after World War II includes in particular two tribunals established according to Articles 29 and 32 of the London Agreement on German External Debts 1953 (Annexes I and IV), the Arbitral Commission on Property, Rights and Interests in Germany 1954, and the Austro-German Property Treaty Arbitral Tribunal, 1957, established according to Article 108 of this treaty.11

The classification of the settlement of investment disputes by arbitration according to this criterion is not entirely clear. On the other hand, it is clear that with reference to the parties to the dispute, it can be considered a category approaching mixed disputes, as it involves disputes between states and investors (juridical or natural persons) of another state. However, the current system of investment dispute settlement developed from the espousal by states of claims of their nationals through diplomatic protection. This is attested to by the decisions of the International Court of Justice in such notorious cases as Nottebohm, Elettronica Sicula, and others.12 However, as this system proved cumbersome and started hindering the development of cross-border economic cooperation,13 states started looking for another model.14 The result was a number of bilateral investment treaties (BITs) (supplemented also with several multilateral treaties) that have gradually replaced FCN treaties negotiated in the 19th century and well into the 1930s, which were based on the old model of espousal of claims.15 The earliest BIT dates back to 1959 (between Germany and Pakistan) and the Washington Convention (establishing ICSID) came a few years later in 1965. The treaties on the protection of investments concerned, in particular, two types of disputes: (a) disputes between the parties to the treaty concerning the interpretation of the treaty itself and (b) disputes between a state and an investor of the other party to the treaty concerning inter alia an alleged breach of the treaty itself.

(b) Different Forms of Review in Investment Arbitration

Different types of review mechanism are quite routinely used without raising any controversy, while others are heavily debated. Just a glance at the ICSID Convention shows that it contemplates several remedies, spanning from Article 49 to Article 52.

‘Supplementation’ and ‘rectification’ are provided for in Article 49(2) and they serve as a remedy for certain types of omissions or errors in the award. They can be made by the tribunal that rendered the award and are meant to deal only with minor technical or clerical mistakes in the award itself.

Some problems might require ‘interpretation’ as provided for in Article 50 and some parties to the dispute may be tempted to use it as a tool enabling them to avoid an adverse award. Interpretation is meant to clarify the meaning of the award when parties disagree on its construction.

‘Revision’ provided for in Article 51 takes account of new facts that were unknown when the award was rendered. Revision is a quite traditional16 post-award or post-judgment remedy and (on the international plane) we can track it also to Article 61 of the Statutes of the International Court of Justice and of its predecessor the Permanent Court of International Justice.17 Revision can bring substantive alteration of the original award on the basis of newly discovered facts. It is not necessarily the kind of revision that has evolved within the theory of civil procedure as a third system of review alongside ‘appellation’ and ‘cassation’.

The most controversial issue by far is whether the ‘supreme’ post-award remedy in an investment dispute consisting of vacating the award18 should be limited to the annulment (or setting aside) of the award in narrowly defined circumstances or whether a broader remedy should be allowed. The crucial point is what the subject of the review should be. As we have already mentioned above, there is a broad range of possibilities, some typical of appellate systems, others of cassation or even of revision.19

While some national systems allow for the review of all aspects of the decision (errors of law as well as errors of facts), it seems that the debate in the international arena revolves around the acceptance of the mechanism implemented within the WTO dispute settlement system, and for those who favour it, whether it should deal just with errors of law or allow for a limited review of the facts in exceptional circumstances. An effective change of the system would probably require agreement on an international scale that would include not only change to the ICSID Convention, but would require accord among states to harmonize relevant domestic legislation since national courts in ad hoc (mostly UNCITRAL) investment arbitration play an important role in setting aside the investment arbitration awards. A third alternative, would be the creation of a kind of appellate body with the mandate to review all investment disputes in ad hoc as well as institutional arbitration. The present chapter is limited to the last-mentioned post-award remedy, that is, the vacation of the award.

(c) A Historical Excursus

The revision of the decisions of international tribunals is by no means a new subject. We could even call it a traditional subject—a classification attested to by the fact that it has been treated by whole generations of international jurists, from Hugo Grotius20 to Emmerich de Vattel,21 the latter considered today the author of the modern theory of international law dealing with the possibility of revision of an arbitral award in the field of international public law.

The revision of arbitral awards as such may be considered without doubt a subject of the history of law and can be traced back to the works of classical Roman jurists. It goes without saying that the founding fathers of international law were influenced considerably by the Roman law tradition.22 When speaking of the Roman law tradition, we do not mean international public law and the dispute settlement in relation thereto. In the field of public law, arbitral awards in Roman times were issued during the exercise of Roman sovereignty or as hegemonic measures for the maintenance of pax romana. Thus, it is no wonder that Rome itself never submitted to such international arbitration.

Under Roman private law, the arbitral award was not subject to review, as noted, for instance, by Ulpianus.23 It was impossible to appeal an arbitral award or request its annulment. As soon as the arbitrator issued his award, his role as arbitrator became functus officio (its functions terminated). Paulus noted that an arbitration award could not be changed24 and Gaius that the arbitrator could not correct his award even if he had committed an error.25

The period of the Middle Ages is somewhat nebulous. This follows also from the citations of Goldschmidt26 and Novakovich27 in the quoted work by Kuĉera.28 According to Goldschmidt, in the Middle Ages arbitral awards, both judicially and by legislation, were subject to the same system of remedies of judicial decisions. An appeal was permitted as if the award was a judgment issued by a court of first instance, unless there had been an express agreement to exclude an appeal. Annulment could also be sought in case of obvious unlawfulness. Even in cases where an appeal was forbidden, it was possible to resist arbitral awards due to gross injustice, which mixed the office of decision-maker with that of the arbitrator.

Novakovich, on the other hand, asserts that in arbitration between states it was possible to (judicially) revise arbitral awards in the Middle Ages. After an analysis of the cases of arbitration from the 12th to the 15th centuries Novakovich states that arbitrators, having issued their award, could decide on the issues resulting from the interpretation or execution of their decision, but the award itself was final. If we compare this approach with the relevant provisions of the ICSID Convention, we can easily find certain parallels between the medieval and the contemporary approaches.

If we compare the statements of both above-mentioned authors, a certain discrepancy may appear at first sight. A more painstaking analysis, however, will lead to the conclusion that this discrepancy is only apparent. While Goldschmidt deals with arbitration proceedings in general or analyses the issue of arbitration proceedings on a national level, Novakovich deals with the settlement of disputes on the international plane. After all, decisions of international tribunals in traditional international disputes between states have not been subject to review. If the losing party is not satisfied with the results of the proceedings, it has no remedial instance (provided the parties to the disputes have not agreed on such a possibility) to which it could address its request for review of the judicial decision or the arbitral award. There was only the possibility of refusing to accept such a decision and to initiate a new proceeding concerning the issue in question which, naturally, entailed a number of risks.

Let us return, however, to the classics of international law. Grotius who, like a number of other jurists of his time, was inspired by Roman law to which he added the new concept of natural law, was of the opinion that an appeal has no place between the king and the nation.29 As this categorical opinion of Grotius had certain limits, a change did not take long to come. From the 18th century onwards, some authors started admitting the possibility of not respecting ‘unjust’ arbitral awards. As mentioned above, the writings maintain that the author of such a modern approach was the author of the theory of exces de pouvoir (excess of power) in the modern judicial system, Emerich de Vattel. According to de Vattel:

When sovereigns cannot agree on their claims and yet crave for the maintenance or restoration of peace, they entrust often the decision of their disputes to arbitrators; they have undertaken to do so and should observe their commitments. However, if the arbitrators themselves by their obviously unjust and unreasonable arbitration award have betrayed their commitments, their award does not deserve attention and the parties have respected it only in doubtful issues. Let us assume that the arbitrators, to remedy the suffered wrong, condemn a sovereign state to becoming the subject of the offended state: will a reasonable man say that this state would respect the award? If the injustice is small, it should be suffered for the good of peace and if it is not entirely obvious, it should be suffered as a wrong which the state intended to suffer. Because if the conviction of the justice of the arbitral award should be required for the state to abide by it, it would be unnecessary to apply to arbitrators.

It is not necessary to fear that by granting the parties the freedom not to abide by the obviously unjust and unreasonable arbitral award the arbitration judiciary will become superfluous; moreover, such decision is not at variance with the character of submission or compromise. A difficulty may arise only in case of submission to arbitration judiciary if it is vague and unlimited, namely in the case in which the object of the dispute has not been stated accurately, or the limits of disputed claims have not been defined. It may happen, like in the case which will follow, that the arbitrators will exceed their power and will pass a sentence on what has not been submitted to them. Having been asked to decide about the satisfaction which a State should grant for an offence, they will condemn it to become the subject of the offended State. Obviously that State has never granted them such great power and their nonsensical award is not binding for it. To prevent such difficulties, to eliminate every pretext for dishonesty, the compromise should define accurately the object of the dispute, mutual claims and the content of the requests of both parties. That is what is submitted to arbitrators and in which the parties promise to abide by their award. And if the arbitral award remains within these accurate limits, it should be observed. It is impossible to maintain that it is unjust, because it gives the opinion on the issue which the disagreement of the parties has rendered questionable and which was submitted to arbitrators as such. To disregard such an arbitral award it would be necessary to prove by undisputable facts that the award is the result of corruption or obvious bias.30

As stated, for example by E Nys, Vattel’s theory has struck firm roots in international law and was further developed by legal positivists. In the 19th century, we can find attempts to enumerate expressly the reasons for which states may refuse to abide by the arbitral award. They all agree that there may be cases in which the decision of the arbitration tribunal is not binding upon the parties to the dispute. In this way, the 19th century authors follow de Vattel. The reason, in their opinion, is particularly the fact that ‘there is no real decision’. The parties are confronted by a decision which is incorrectly qualified as an arbitration award.31 For instance, Bluntschli maintains that a party to the dispute may claim invalidity of the arbitration court award for one of the following reasons:

(a) that the arbitration court in its decision has exceeded its power,

(b) that the arbitrators’ approach was dishonest,

(c) that the arbitration court has denied the parties a hearing or has broken obviously the basic principles of all proceedings in some other way, (d) that the content of the arbitral award is incompatible with the principles of international law and human rights (international public order reservation).

On the other hand, according to Bluntschli, the fact that the award is incorrect or unjust to one party does not constitute a reason for its annulment.32

(d) Judicial Review—Continental Traditions

To complete the picture, it is useful to shortly describe the kind of review that has been available in continental Europe since the French Revolution.33 Civil procedure distinguishes two fundamental remedial systems by which it understands the definition of certain remedy-guiding principles. They are ‘appellation’ and ‘cassation’ supplemented later by the so-called ‘revision’. While appellation and cassation follow the two-stage system, revision was originally thought as part of the three-stage system (third instance).

The broadest remedial system is appellation, since it allows review of decision without any limitation. Both errors of law and errors of fact can be subject to appellation. A challenged decision can be overruled, altered, set aside, and/or upheld. Within appellation, a distinction can be made between a system of total appellation and a system of partial appellation. Total appellation allows a second-stage court to take into consideration new facts and evidence that had not been submitted and known to the court at the first stage.

A system of cassation allows a second-stage court to review issues of law but not issues of fact. Courts of cassation review whether the decision is in compliance with substantive and/or procedural laws. New facts and evidence are not admitted and courts of cassation are not allowed to review facts. Challenged decisions of the lower court can be either set aside or upheld, but they cannot be altered by the higher court.

A revision system allows the higher court to review the legal aspects of the challenged decision. The difference with the cassation system is that, unlike the courts of cassation, revision enables alteration of challenged decision, but only in cases where the lower court had correctly ascertained the facts of the case but its evaluation of the merits of the case was legally erroneous (incorrect). The result may be to uphold or alter the challenged decision but this will be based on the findings of fact made by the lower court. As we shall see, this kind of revision is not identical with the revision in international law, as described above.

Current review of investment awards ranges from a limited cassation system (a tribunal is mostly allowed to review only procedural errors of law)34 to a full cassation system (allowing the tribunal to deal with errors of law generally). It is questionable where the ICSID system now sits and where it should go in the future. It is also interesting to point to the WTO Appellate Body, whose competence is ‘limited to issues of law covered in the panel report and legal interpretations developed by the panel’.35 It is clear that the WTO appellate system is based on revision and cannot be considered as a true ‘appellate’ system.

It is quite obvious that this context gives rise to a number of further questions, for example, whether to introduce the principle of appeal, revision, or whether to adhere to the principle of cassation and if so, whether to remand the award to the same arbitration tribunal, and so on.36 In international practice it is possible to find a number of the most varied approaches. As mentioned earlier, we can submit that what is suitable for international commercial arbitration need not be suitable for the settlement of investment disputes or the settlement of disputes between states; what may be suitable for quasi-judicial dispute settlement at the WTO need not be so for investment disputes either. In this chapter, I should like to concentrate on investment disputes; this does not mean, however, that the issues in other fields of arbitration should be neglected.

(2) REVIEW OF ARBITRAL AWARDS IN INVESTMENT DISPUTES

The current rules concerning review of arbitral awards in investment disputes are not uniform either at the national or the international level. The reason for this lack of uniformity is particularly due to the fact that the bilateral or plurilateral treaties on investment protection usually comprise the settlement of disputes under ICSID, ICSID Additional Facility Rules, or UNCITRAL rules. Depending on the rules governing the arbitration, the review of awards may be left, somewhat unsystematically,37 to international tribunals (for ICSID arbitration) or national courts (for ICSID AF and UNCITRAL arbitration).

The following analysis deals mostly with review of arbitral awards under the ICSID Convention rules. Judicial review of arbitral awards issued in ad hoc arbitration under UNCITRAL rules or under ICSID Additional Facility Rules is mentioned just marginally, as national laws adopt different approaches even if there are some common principles, for instance, in countries that have adopted the UNCITRAL Model Law on Arbitration. In order to map this field correctly, one would have to deal with some 200 national legislations, to say nothing about the fact that legislation or practice is not uniform even within certain states (as differences in interpretation may appear even where the relevant legislation identically worded). Another problematic issue might be the applicability of rules whose primary purpose is to serve (international) commercial arbitration in review of investment arbitration awards in particular states.38

In practical terms, judicial review of international investment awards by national courts is relatively limited, in particular for two sets of reasons: (1) most of the cases fall under the ICSID Convention, which precludes judicial review by national courts and (2) the handful of non-ICSID cases left would only affect certain states.39

(a) Annulment Procedure under the ICSID Convention and the Issue of the Applicable Law

Under Article 52 of the Convention on the Settlement of Investment Disputes between States and Nationals of Other States (ICSID Convention) parties may request the annulment of the award. The grounds for annulment of the award are that:

(a) the tribunal was not property constituted,

(b) the tribunal has manifestly exceeded its power,

(c) there was corruption on the part of a member of the tribunal,

(d) there has been a serious departure from a fundamental rule of procedure,

(e) the award has failed to state the reasons on which it is based.

The application must be submitted to the ICSID Secretary-General within 120 days from the date on which the award was rendered, except for cases of corruption where there is an objective three-year term of limitation, which starts from the day that the award was rendered, and a subjective term of 120 days from the day that corruption was discovered. Having received the request, the Chairman of the ICSID Board of Directors (ex officio the Chairman of IBRD) appoints a three-person committee from the Panel of Arbitrators. The members of an ad hoc committee may not be the same arbitrators who decided the underlying dispute previously. Every member of the ad hoc committee must be of a different nationality and none of them may be a citizen of the state party to the dispute or of the state of the disputing investor. The ICSID annulment procedure proceeds in accordance with a principle reminiscent of ‘limited cassation’: the ad hoc Committee may only confirm or annul the award and if the award is annulled, the dispute may be decided by a new arbitration tribunal constituted in accordance with section 2 of Chapter IV of the Treaty.40

Of five grounds, two seem to be interesting from the point of view of understanding the nature, and the future development, of the review mechanism in ICSID practice. These are ‘manifest excess of powers’ and ‘failure to state reasons’. Manifest excess of powers is not just limited to the most obvious example of it, that is, decision on the merits by a tribunal that lacks jurisdiction.41 As is known from Vivendi, manifest excess of powers is also constituted by failure to exercise jurisdiction in cases where jurisdiction does, in fact, exist. Open-ended examples of possible or alleged manifest excess of powers might come up in regard to issues already decided or pending in a different proceeding, that is, res judicata and lis pendens issues.42 While these cases are more or less clear, a third example of manifest excess of powers, the failure to apply the proper law, might be considered more problematic and jurisprudence on this issue is far from clear. The remainder of this section addresses this issue in more detail.

Article 42(1) of the ICSID Convention deals with the applicable law to the dispute. This provision is quite crucial and is one of the essential elements of the parties’ agreement to arbitrate. There is still a distinction being made between failure to apply proper law and incorrect application of that law. However, from the point of view of the final outcome, both seem to have the same impact. While the application of a law other than that agreed to by the parties constitutes an excess of powers and is a valid ground for annulment at the ICSID level, erroneous application of the proper law is not a ground for annulment.43 This was emphasized by ad hoc committees in several awards.44 The ad hoc Committee in Amco v Indonesia is somewhat illustrative on this point:

The law applied by the Tribunal will be examined by the ad hoc Committee, not for the purpose of scrutinizing whether the Tribunal committed errors in the interpretation of the requirements of applicable law or in the ascertainment or evaluation of the relevant facts to which such law has been applied. Such scrutiny is properly the task of a court of appeals, which the ad hoc Committee is not. The ad hoc Committee will limit itself to determining whether the Tribunal did in fact apply the law it was bound to apply to the dispute. Failure to apply such law, as distinguished from mere misconstruction of that law, would constitute a manifest excess of powers on the part of the Tribunal and a ground for nullity under Article 52(1)(b) of the Convention.45

Such a clear message is in contradiction with the Swedish Court of Appeal in the CME case. In its partial award, the tribunal arbitrarily, as it appears from that award, omitted to apply part of the applicable law and only subsequently and under pressure tried to improve its image in the quantum decision. Although one could argue that this could have led to annulment at the ICSID level, the Swedish Court of Appeal avoided having to deal with the whole issue in a very formalistic way.46 The whole issue rests on the legal certainty and predictability of the system. Even annulment decisions should be reasonable and as just as possible. It is not a problem of differing decisions at the ICSID level and at the level of 200 national jurisdictions. There are just two possible decisions available in any given case: to confirm or to set aside the award. What is fundamental is that the procedures are standardized and predictable.

The Czech Republic alleged that the arbitral tribunal failed to apply the law that the arbitrators were obligated to apply in accordance with the Treaty, namely Czech law and international law. The arbitral tribunal, instead, based the award on general assessments of reasonableness. According to the Republic, the arbitral tribunal thereby exceeded its mandate and, in any event, committed gross procedural errors, each of which individually, and in any event taken together, affected the outcome of the arbitration proceedings.

The Swedish Court in its decision dealt with the differences between UNCITRAL Model Law and the Swedish Arbitration Act, which does not contain any rules as to the legal premises on which arbitrators should determine a dispute. In the view of the Swedish Court, on the basis of the legislative history of the Arbitration Act, such a rule may be dispensed with. It also stated as follows:

As it was added by the Court, in Sweden, there is probably a unanimous view that arbitrators should base their awards primarily on governing law, unless the parties may be deemed to have decided differently. In light of the desire to restrict the possibilities of challenge, in favour of the finality of an arbitration award, there exist predominant reasons against the implementation of any rule as to the legal premises on which a dispute shall be determined. However, the aforesaid does not prevent the parties from entering into an agreement that the dispute shall be determined in accordance with the law of a particular country or that the arbitrators shall determine the dispute based on reasonableness. Where it is evident that the arbitrators have applied the law of a different country in violation of such an agreement, upon application to the Court, the award may be set aside on the ground that the arbitrators have exceeded their mandate. In doing so, the Court should not, of course, engage in a determination of whether the arbitrators erroneously applied the law agreed upon by the parties, as that should not lead to the arbitration award being set aside (Government Bill 1998/99:35 p. 123).47

The Swedish Court also stuck to the generally shared view on the issue in another part of its decision where it stated:

A general conclusion which may be drawn from that which is stated in the legislative history is that the legislature has sought to reduce the possibilities to challenge an arbitration award on the ground that the arbitrators have applied the wrong law. The arbitrators may be deemed to have exceeded their mandate only where they have applied the law of a different country in violation of an express provision that the law of a particular country shall govern the dispute; in the opinion of the Court of Appeal, an almost deliberate disregard of the designated law must be involved. There is no excess of mandate where the arbitrators have applied the designated law incorrectly. Nor can there hardly be any question of excess of mandate where the arbitrators have been required to interpret the parties’ designation of applicable law and, in so doing, have interpreted the designation incorrectly.48

The same conclusion of the Swedish Court can also be found in the section of the decision that dealt with Articles 8.2 and 8.5 of the BIT entered into between the Czech Republic and the Netherlands:

The arbitration proceedings have taken place within the scope of the UNCITRAL rules. Articles 33.1 and 33.2 of the UNCITRAL rules provide, inter alia, that the arbitral tribunal shall apply the law which the parties stated to be applicable to the dispute and that the tribunal shall base its decision on assessments of reasonableness (shall decide as amicable compositeur or aequo et bono) only where the parties have expressly authorized the tribunal to do so.49

The relevant choice of law clause was correctly found by the Court in Article 8.6 of the Treaty. It is worded as follows:

The arbitral tribunal shall decide on the basis of the law, taking into account in particular though not exclusively:

• the law in force of the Contracting Party concerned;

• the provisions of this Agreement, and other relevant Agreements between the Contracting Parties;

• the provisions of special agreements relating to the investment;

• the general principles of international law.

The following reasoning of the Swedish Court of Appeal was quite surprising, and not only for the Czech Republic:

The first part of the provision whereby the arbitrators ‘shall decide on the basis of the law’ is clear, while the following parts leave room for interpretation, as shown by the arbitrators’ differing opinions regarding the correct legal purport of the provision. The arbitrators were obliged to comply with the choice of law provision and, accordingly, their mandate has also included interpretation of the provision insofar as it is not clear or not unambiguous. In the opinion of the Court of Appeal, an excess of mandate may be involved only where the arbitrators’ interpretation of the choice of law clause proves to be baseless such that their assessment may be equated with the arbitrators almost having ignored a provision regarding applicable law.50

The wording in Article 8.6 of the Treaty that the arbitral tribunal shall ‘take into account in particular although not exclusively’ must be interpreted such that the arbitrators may apply rules other than those listed. The four references to the applicable law are not numbered, nor is there any indication that one should take precedence over another. The un-numbered list almost gives the impression that the contracting states have left to the arbitrators the determination, on a case by case basis, as to what specific law should be applied ….51

The parties to the dispute had agreed upon the interpretation of the choice of law clause in the BIT: the arbitral tribunal must ‘take into account as far as they are relevant to the dispute the law in force of the Contracting Party concerned and the other sources of law set out in Article 8.6 ’. The interpretation which can be given to the wording of the clause is thus hereby confirmed, namely that the clause leaves the arbitral tribunal to take into account Czech law and other sources of law in so far as they are relevant in the dispute.

The Court of Appeal did not believe that the various sections in the arbitral award were to be reviewed in order to ascertain which law was applied by the arbitral tribunal from the list contained in Article 8.6 of the Treaty. In the Court of Appeal’s opinion, when assessing whether the arbitrators had exceeded their mandate, it was sufficient to clarify whether the arbitral tribunal applied any of the rules listed in the choice of law clause or whether the tribunal had not based its decision on any law at all but, rather, judged in accordance with general reasonableness. The various sections in the arbitration award under review, which the parties had invoked to support their respective arguments with regard to which source of law was not applied, led to no conclusion other than that the arbitral tribunal had complied with the provisions of the choice of law clause (ie it had applied the relevant sources of law, primarily international law). Accordingly, the Swedish Court concluded that the tribunal had violated the Treaty by basing its decision on a general assessment of reasonableness devoid of any basis in law. The fact that each legal statement in the award was not directly and expressly connected with a rule of law cannot be deemed to mean that the tribunal conducted a general assessment of reasonableness. Accordingly, taking into consideration the aforesaid, the Court of Appeal found that the arbitral tribunal did not exceed its mandate by failing to apply the applicable law.

Schreuer’s comments,52 following the opinion he and Reinisch provided to the Czech Republic as expert witnesses, expressed a different view. It reads as follows:

The key passage on applicable law in the Final Award is contained in para. 402. The Tribunal analyzes Article 8(6) of the Bilateral Investment Treaty between the Czech Republic and the Netherlands (‘the BIT’) containing the choice of law clause and comes to the conclusion that this provision is broad and grants a discretion to the Tribunal. The Tribunal adds that there is no exclusivity in the application of these laws. The Tribunal points out that the provision instructs the Arbitral Tribunal to take into account (not apply) the sources of law, in particular though not exclusively….

The Tribunal’s chief argument is that Article 8(6) gives discretion. But under the provision’s wording, the discretion refers to the application of additional sources not to disregarding the sources listed in Article 8(6) but to disregard others. If that were true the Tribunal would also have discretion to disregard the BIT itself—an obvious absurd result.53

In their opinion, Professors Schreuer and Reinisch summarized the consistent practice of ICSID tribunals on the issue of applicable law, and under their opinion, the ICSID practice could also be accepted in UNCITRAL arbitration. Not only did the arbitral tribunal refuse to recognize its failure to apply proper law, its attitude was upheld by the Swedish Court of Appeal. The ratio decidendi of the Swedish Court of Appeal is far from persuasive. If such an experienced court can deliver such a decision, what can one expect from the national courts of a country with minimal or no arbitration tradition? One can just speculate how the revision would have been dealt with, for example, by the Czech Courts. This was yet another example of how the current investment dispute settlement does not work properly, nor does it work properly at the level of review of awards. The reason is obvious, and it is submitted that it is lack of predictability.

Commercial arbitrations are based on the general principle that the national court at the venue of arbitration proceedings may set aside the award for reasons provided in the respective national legal system, in the law governing the arbitration process, and in recognition and enforcement of arbitral awards. At first sight, it may appear that there is no substantial difference between legal regulation on the possibility of annulment of an award under the ICSID Convention and setting aside arbitral awards under most national laws,54 for example Czech law,55 Swiss law,56 or the Federal Arbitration Act (FAA) of the USA.57 As noted above, there may not be a substantial difference in the wording as such, but there may be such a difference in the application and interpretation of the relevant legal documents.

A problematic situation is admitted even at the UNCITRAL level. It should be noted that the national arbitral legislation in many states is based on the UNCITRAL Model Law on International Commercial Arbitration.58 Reasons for setting aside the arbitral award in Russia,59 India,60 or elsewhere are copied from Chapter VII dealing with ‘Recourse Against Award’.61 An explanatory note by the UNCITRAL secretariat on the Model Law on International Commercial Arbitration62 supports our view:

Although the grounds for setting aside are almost identical to those for refusing recognition or enforcement, two practical differences should be noted. Firstly, the grounds relating to public policy, including non-arbitrability, may be different in substance, depending on the State in question (i.e. State of setting aside or State of enforcement). Secondly, and more importantly, the grounds for refusal of recognition or enforcement are valid and effective only in the State (or States) where the winning party seeks recognition and enforcement, while the grounds for setting aside have a different impact.63

These rules do not apply to arbitral awards issued pursuant to the ICSID Convention. As opposed to awards issued under the UNCITRAL rules, the ICSID Convention awards are protected against challenges before national courts (particularly those of the host state), which may not always be impartial to the investor.64 This feature is considered one of the principal advantages of the settlement of investment disputes under the ICSID Convention. Another advantage, according to numerous authors, is the fact that the Washington Convention comprises its own review mechanism. As stated by Van Houtte, the possibility of annulment of an arbitral award represents an important guarantee of the assurance of the basic requirements for a just decision.65 The possibility of revision functions as an incentive for arbitrators to proceed so as to make their decision as objective as possible while observing all procedural principles considered standard not only in arbitration proceedings, but also in judicial proceedings. It is obvious that the learned Belgian has not been a party to a dispute before a court of first instance in the Czech Republic, where an entirely opposite interpretation of the institute of award revision can be encountered. The approach of the judge to the decision is often highly alibistic: the judge almost advises the parties of the possibility of appeal, as he is actually not sure of his decision.

(b) Experience with Award Revisions in ICSID

So far the aforementioned ad hoc committee has dealt with award annulment in several cases, for example Klockner v Cameroon,66 Amco v Indonesia,67 MINE v Guinea,68 Vivendi v Argentina,69 and Wena Hotels v Egypt.70 Gruslin v Malaysia was not taken up due to the failure to pay the judicial fees.71

The above-mentioned annulment applications (Klockner I, Klockner II, Amco I, Amco II, MINE, Wena, and Vivendi) show that the parties have usually challenged the award on several grounds, which is understandable as they wanted to avail themselves of all possibilities. At the same time, it should be noted that two of the aforementioned grounds for annulment have not been pleaded at all. Challenges have not involved allegations that the tribunal was not properly constituted (Art 52(1)(a)) or that there was corruption on the part of a member of the tribunal (Art 52(1)(b)). All other grounds have been invoked, although the grounds for contesting the award have, naturally, differed from case to case.

The seemingly laconic text of Article 52 may cover a whole range of possibilities. In five of the seven cases the parties referred to Article 52(1)(b): lack of use or excess of the powers of the tribunal. In other words, the ground for the annulment request was that the original tribunal had failed to act (or did not exercise its power) although it should have done so, and failure to apply the proper law.

Article 52(1)(d) was invoked because of the alleged lack of impartiality, the right to be heard, scope of arbitrators’ discretion, and defects of evidence. At least one of these grounds was invoked in all seven cases.

Article 52(1)(e) was invoked in six cases, on allegations of the non-existence of reasons substantiating the award, unsatisfactory and improper reasons, discrepancies between the reasons and failure to deal with the issues submitted to the tribunal.72 Probably the most frequent challenge concerns Article 52(1)(e), lack of reasons. It is in this respect that an extensive interpretation was used in some cases which made the appropriate ad hoc committees revise the merits of the award.

In the field of investment disputes within the framework of the ICSID Convention, more than 110 cases have been dealt with up until now, with almost 40 of them having been settled. In about 11 out of these 110 cases, an annulment application was submitted: two in Klockner v Cameroon and Amco v Indonesia. As noted above, the case of Gruslin v Malaysia was suspended.73 Some authors state that the number of revised cases is low, but the opposite opinion could equally be defended. With regard to the character of the disputes (huge amounts of money at stake, the prestige of the parties to the dispute, in case of states enhanced by political aspects of home policy), I would accept the opinion of those who consider the number of contested awards within ICSID to be low rather than high. In any event, an analysis of the decisions of the ad hoc committees is useful both for the arbitrators—the opinion of outstanding jurists deciding about the annulment of an arbitration award may be an inspiration for other arbitrators—but also for the legal representatives of the parties to the dispute. Moreover, these decisions may also enrich and influence the development of international investment law. Unfortunately, not all decisions have been published, which can be considered the greatest shortcoming in comparison with the settlement of disputes with the WTO framework.74

What requirements are generally imposed on an arbitral award and what is the position of an ad hoc committee? The arbitration award must satisfy several criteria. In particular, the arbitral award must be effective; the necessary prerequisite for its effectiveness is that it is final. On the other hand, it is obvious that an arbitral award should also be correct. Apart from the fact that investment disputes put pressure on arbitrators to settle them without undue delay and so contribute to the economy of the arbitration proceedings, it is obvious that a conflict may originate between the need for correctness and the need for effectiveness of the arbitral award. In international public law, as suggested in the historical excursus, the mechanism of appeal and revision is not permitted in principle. The only exception is the above-mentioned dispute settlement system of the WTO. We are speaking, naturally, only about the formally regulated, institutionalized system of appeal and revision. This does not mean that everyone must necessarily submit to an incorrect decision under any circumstances without the possibility of refusing to abide by such a decision.

The possibility to annul an award under the ICSID Convention is considered a feature resulting from the semi-private character of investment disputes. The principal task of an ad hoc committee is to find the correct relation between the above-mentioned requirement of finality of the award and its correctness.75 Naturally, it is hardly possible to allow the requirements regarding finality of the decision and its speed to be preferred to its correctness.

Scholars divide the decisions of ad hoc committees into several generations, with most emphasizing the existence of three generations (although a fourth generation is admittedly in the process of formation).76

The first generation of annulment decisions includes the decisions of the ad hoc committees in the Klockner I and Amco I cases. These decisions have attracted the attention of critics particularly since the ad hoc committees did not assess procedural defects, but endeavoured to apply the appellate principle and tried to review the merits of the decisions of the original arbitration tribunals.

The concern to introduce an element of appeal into the revision of arbitral awards under the ICSID Convention has found a response in the second generation of annulment decisions, including the decisions in the MINE, Klockner II, and Amco II cases. Unfortunately, the latter two decisions have not been published.

According to the prevailing opinion of authors, the third generation of decisions of ad hoc committees represent an equilibrium between the decisions of the first and the second generations. Among these are the decisions in the Wena and Vivendi cases. Even these decisions did not escape some interesting criticism, particularly on the part of the legal representatives of the parties to the dispute.77 According to Professor Schreuer, the last two decisions in particular show that an ad hoc committee will interfere (ie annul the award) only in the case of serious and important faults by the arbitration tribunal.78

While in the Klockner I case (a first generation decision), the ad hoc committee based its decision on the conviction that any procedural defect represents a reason for annulling the award, in the second generation decisions the ad hoc committees refused a purely formal assessment and emphasized the breach of material principles by the arbitration tribunals.

According to the author of this chapter, the above-mentioned equilibrium in the approach of ad hoc committees in the third generation decisions consists particularly in the confirmation of the trend towards moderation in the review of an award on the merits. It is obvious that an ad hoc committee cannot ascertain an alleged serious breach of fundamental procedural rules or alleged failure to state the reasons (which could result in a serious or important fault of the tribunal) unless it has examined the merits of the case. However, this process shifts to a certain extent the revision of awards in investment disputes from the assessment of procedural shortcomings, which is the case in commercial arbitration, to a full appellate review (similar to the settlement of disputes in the WTO dispute settlement system).

The introduction of appellate review in investment arbitration has a number of advocates even at present, although it is necessary to note that those opposing such appellate review have by far no means left the battlefield.79 It is possible that this is a really well-balanced procedure and that this method of review of decisions in investment disputes will assert itself elsewhere also and will become standard in commercial arbitration80 or will also enrich the methods of dispute settlement in the field of international public law. Much water may run under the bridge before this happens. Until then, heated discussions will rage between the advocates and the opponents of this approach.

However, there are a number of arguments which call for caution and point to the unfeasibility of the appellate principle, if the appellate or revision authority works only on the basis of written documents (particularly decisions, submissions of parties, minutes of hearings, and documentary evidence). Direct contact with the parties, their legal representatives, and witnesses may provide more information on the dispute than written submissions, distorted, moreover, by interpretation and written records provided during the ‘first instance’ hearings.

(c) Review of Arbitral Awards in (International) Commercial Arbitration—Mixed Views

It is frequently said that the main advantage of arbitration is to allow parties to settle their disputes without having to resort to courts. Permitting parties to contract for expanded judicial review of arbitration awards would take away this advantage by allowing a party back into court for a second try. Generally, parties to an arbitration agreement are trying to avoid the costs and delays inherent in the court system. These goals are abandoned by expanded judicial review. What we have in mind here is the revision of the merits of the case, not the revision of the eventual procedural faults. I believe that national legislation all over the world is pretty similar and enables parties to ask for review of an arbitral award for alleged procedural shortcomings that could have a negative impact on an award. A very similar attitude was chosen by drafters of the ICSID Convention. It is also clear that a similar possibility is given in investment arbitration under UNCITRAL rules. Yet, there might be significant differences in the treatment of review by particular courts all over the world, bearing in mind slight differences in national legislation in this respect as well. In a number of potential national jurisdictions, the outcome of the review might vary substantially. There is hardly any consistency or predictability in revisions of arbitral awards in UNCITRAL investment arbitration. This seems to be the main disadvantage of the investment disputes decided under UNCITRAL. Arbitration is characterized as an informal, inexpensive, fast, and private adjudicative process that may consider custom as well as principles of fairness and equity to reach an outcome that is final and subject to limited revision.

It seems that the classical reasons for setting aside an arbitral award do not suit the changing needs for the correctness of an award in the 21st century. The difference is particularly visible in investment disputes where there is even more pressure for a ‘just’ award. Requirements of proper and transparent decision overshadow other aspects of arbitration, namely disputable advantages of inexpensiveness, expediency, privacy, etc. Finality is not the only value, especially, if one takes into consideration possible incorrectness as the highest cost. There is growing controversy over the issue of extending the grounds for setting aside of arbitral awards. This controversy is clearly visible not only in the above-mentioned ICSID cases but also in domestic arbitration and revision of awards in regular courts. Interesting discussions may be heard not only at ICSID but also elsewhere. In the USA, for example, Circuit Courts of Appeal try to find an answer to the question whether parties to an arbitration agreement could agree to federal court appellate review of an arbitral award beyond the level of review Congress has set forth in the Federal Arbitration Act.81 Although this question poses no problems in European states with a strong tradition of arbitration, some issues raised by arguing parties may be interesting to explore. What is at stake here is whether a clause expanding judicial review of an award (a) may give either party a right to request a revision of the award on the grounds that the award is not supported by the evidence, (b) may provide for de novo review for ‘errors of law’, or (c) may do both and set out the specific scope of review. Some Circuit Courts have held that parties are not permitted to expand the scope of review beyond the limits of the Federal Arbitration Act, while other Circuit Courts have held that parties may do so.82 If nothing else, the above-mentioned discussion clearly illustrates the danger of the review mechanism common to UNCITRAL investment arbitration. Not only can legislation vary from state to state but also state courts within the same jurisdiction differ substantially in interpreting their own national legislation. The issue deserves thorough analysis from other points of view as well. The discussion about expanding grounds for setting aside an award in investment dispute is reminiscent of a similar discussion at the ICSID level.

CONCLUDING REMARKS

Along with numerous authors, I share the idea voiced by Pierre Lalive that in the whole field of dispute settlement there is nothing more important than the finality of arbitral awards and the possibility of their annulment.83 Nobody believes that the finality of an arbitral award should become a dogma. It is evident that the very possibility of contesting an arbitral award hangs over the arbitrators as a permanent threat and makes them deal with the case with maximum care. It is also obvious, and here it is possible to agree with a number of authors, that the Washington Convention without the review mechanism would be unacceptable for a number of its states parties.

There are a number of procedural rules under which investment arbitration may be conducted. The more widely used are the UNCITRAL Arbitration Rules and the ICSID Convention rules. One of the main differences between these two sets of rules is the post-award remedies in the sense that, while ICSID offers quite a complex and to some extent foreseeable system of award remedy, UNCITRAL rules are silent in this respect and post-award remedy is left to rules adopted in national jurisdictions. In contrast to the ICSID system, UNCITRAL can reach a level of predictability only with great difficulty and national courts having jurisdiction in motion to set aside arbitral awards not only apply a municipal law that differs from state to state, but also vary in their decision-making under similar rules. On the other hand, neither are ICSID ad hoc committees immune from various approaches to interpreting the same set of rules they apply.

It seems indisputable that the settlement of investment disputes under the ICSID Convention has significant advantages when compared with other dispute settlement methods.84 It involves inter alia a combination of flexibility of arbitration proceedings and at least to a certain extent of foreseeability of arbitrator’s thinking as reflected in their decisions. The consistency of decision-making is contributed to also by the existence of the revision mechanism and the relative transparency of award publication. The question remains how to interpret the provisions of Article 52 of the Washington Convention in terms of the grounds for contesting an arbitral award. So far there is no agreement over whether interpretation should be restrictive and any review should approach that in commercial arbitration or whether, with regard to the character of disputes, it would not be better to adopt an extensive interpretation with the risk that the remedial system will change into a so-called ‘appellate’ system (within WTO dispute settlement meaning) and that disputes, settlement of which is relatively long as it is, will be further protracted. More controversial in this respect is probably the provision of Article 52(1)(e) which could make it easier to slip into reviewing the merits of the case rather than serious procedural defects that could influence the decision itself. We shall see in the next few years what decisions we shall encounter. It will not be without interest to monitor the interpretation of Article 52(1)(b), especially with reference to the application of governing law. So far there is no doubt that the application of incorrect law or the failure to apply correct law is not identical with the incorrect application of correct law. I believe, therefore, that this provides a relatively wide field for the enhancement of the review of the merits even in the settlement of investment disputes. The impossibility of reviewing a serious error in the legal assessment of a case may completely undermine trust in the settlement of disputes using this method. And it is obvious that such a fault does not constitute a reason for the annulment of the award,85 at least not for the time being. The discussion of this subject is certainly highly interesting, but the final decision is still some way off. We shall see whether this decision will be correct. Should it be erroneous, perhaps it will be possible to review it.86

At present I cannot but agree with Curtis D Brown87 that the limitations of judicial review provide real benefits to some parties to a dispute.
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CHAPTER 28
AN APPELLATE SYSTE M IN INTERNATIONAL INVEST M ENT ARBITRATION?

ASIF H QURESHI

(1) The Basis for the Call for an Appellate Process

(2) The Choice of Appellate Process?

(a) An Appellate Process Added to Existing Adjudicative Systems in the Investment Sphere Ring-fenced from Other Systems?

(b) An ICSID Appeals Facility?

(c) The Relevance of the Appellate Process in the WTO

(3) A Supreme Investment Court?

(4) The Development Perspective

Concluding Remarks

MOST successful judicial systems are accompanied by an appellate process. However, the need to accommodate such a mechanism in disputes processed through arbitration systems has not necessarily been apparent. Thus hitherto many of the US free trade agreements (FTAs) which deal with investment issues do not include appellate processes to follow the standard arbitral facility that is included in the agreements. In an international investment system wherein an external conflict resolution system is shopped for (eg the International Centre for Settlement of Investment Disputes (ICSID)) as and when needed, the introduction of an appellate system in ICSID with potential ‘precedential’ consequences for other bilateral investment systems poses interesting challenges.

This brief chapter rehearses some of the arguments for an appellate process in the investment sphere, identifies some of the potential appellate options, and focuses on the development perspective to such a proposal. This chapter is not intended to be exhaustive but rather is proffered mainly as a framework paper focusing on some key issues.

(1) THE BASIS FOR THE CALL FOR AN APPELLATE PROCESS

The call for the possible introduction of an appellate system in international investment arbitration has been particularly attributed to the USA,1 along with the placing of a proposal for an Appellate Facility under the auspices of ICSID.2 These developments have led to a number of learned conferences on investment arbitration in which the proposal for an appellate system has been the subject of discussion involving both academics and practitioners in the field.3 The impetus for an appellate system, however, seems to have lost its edge, at least of the political level, since 2004.4

The USA’s agenda for the introduction of an appellate system in investment arbitration is to be found in the US Trade Promotion Authority under section 2102 of the US Trade Act 2002. Herein the USA’s objectives in negotiations with respect to investment chapters5 in international trade agreements are expressed as involving the inclusion in these agreements of ‘meaningful procedures for resolving investment disputes’ between an investor and a government, through inter alia the provision of ‘an appellate body or similar mechanism to provide coherence to the interpretations of investment provisions in trade agreements ….’ In the circumstances, it will be noted, the US justification for an appellate process focuses on the need for coherence in interpretation, along with the need to institute proper safeguards in dispute settlement, particularly where the USA is taken to task in international arbitration.

This approach by the United States is reinforced in Annex D of the New Draft US Model Bilateral Investment Treaty (BIT)6 which states:

Within three years after the date of entry into force of the Treaty, the Parties shall consider whether to establish a bilateral appellate body or similar mechanism to review awards rendered under Article 34 in arbitrations commenced after they establish the appellate body or similar mechanism.

It is not surprising therefore that this same agenda was also taken up within ICSID. Thus, the ICSID Discussion Paper of 22 October 2004 points out: ‘A further, potentially most important, issue that has been raised is whether an appellate mechanism is desirable … in case law generated in ICSID and other investor-to-State arbitrations initiated under investment treaties’.7

In the same vein, there is evidence of a growing consensus over the need for an appellate system in the investment sphere amongst investment practitioners and academics.8 In sum the initiative and call for an appellate system comes mainly for the moment from interests in the developed hemisphere. Indeed, ‘the coherence in the interpretation of investment provisions’ which forms a basis for such a call is somewhat reminiscent of the OECD’s failed initiative for a multilateral agreement on investment (MIA), and the failure on the part of developed countries in the WTO to set the agenda on trade and investment issues. These initiatives for an appellate process, coming as they do shortly after these abortive attempts at multilateralizing international investment law, beg the question whether they are focused purely on strengthening dispute settlement mechanisms (because initial arbitration decisions could be flawed); or seek to bring about substantive coordination in international investment law. However, the possibility that they partake of both concerns cannot be excluded.

In the circumstances, there are several reasons for this call for an improved dispute settlement system in the investment sphere that encompasses an appellate process. First, an appellate system operates as a corrective mechanism in case an arbitration decision is made wrongly. Secondly, the increased number of ICSID cases has meant that the real and potential risk of inconsistent arbitration decisions is on the increase.9 Therefore an appellate system is advocated to address the ‘sustainability’ of the existing arbitration system.10 However, it needs to be noted that the achievement of the objective of consistency is limited by the differences in the provisions of the different international investment agreements. Furthermore, although there is no formal doctrine of precedent in investment arbitration, it has been noted that the reasons given for (and in) the awards are assuming ‘greater importance for other disputes’.11 In this respect, it is believed that an appellate system would ensure coherence and consistency,12 predictability, objectivity, and sensitivity in judicial decisions.13 Thirdly, the advent and success of the WTO appellate system has a bearing on the thinking in the investment sphere, in particular given that the international trade and investment regimes operate in each other’s shadows. Fourthly, certain sectors or origins of investment enjoy dispute settlement systems with appellate processes, and consequently open the way for distortions in investment flows and forum shopping in dispute settlement, for example, in relation to those investment disputes that are trade related under the WTO. Indeed, a growing number of trade agreements have begun to incorporate references to appellate processes, for example Annex 10-H US–Chile FTA and The Central American FTA.14 This growing practice with respect to investment provisions in trade agreements is also to be found in BITs. In this respect, the following statement in the ICSID Discussion Paper is of note:15

There have already been concluded several treaties that envisage, in broad terms, the eventual creation of such a mechanism. Several more such treaties are being negotiated. By mid-2005, as many as 20 countries may have signed treaties with provisions on an appeal mechanism for awards in investor-to-State arbitrations under the treaties.

In conclusion, whilst the weight of opinion within the discourse for an appellate process appears to be in favour for an appellate system, there are also arguments against the introduction of such a system. To complete the picture, these need to be noted. This side of the case has been eloquently formulated as follows:

Significant inconsistencies have not to date been a general feature of the jurisprudence of ICSID. It might also be argued that providing an appeal mechanism could fragment the ICSID arbitral regimes: ICSID arbitrations would in some instances be subject to the mechanism and in other cases remain free of the mechanism. Subjecting ICSID arbitral awards to an appeal mechanism might also detract from the finality of the awards and open opportunities for delays in their enforcement.16

It may be observed that one of the frequently advanced reasons for an appellate process is ‘coherence and consistency’. This is the case despite the fact that the whole discourse for an appellate process has been in the setting of institutional reform in investment arbitration. Consequently, there are some prior questions here that precede an evaluation of the case for an appellate process, and which is missing in much of the commentary in this field.

First, it seems that deconstructionists would have much to say about proposals for reform in the international investment dispute settlement system, given that it is largely set against a normative framework that is bilateral, disorganized, and nonmultilateral. Is it really possible meaningfully to evaluate the arguments for and the obstacles in setting up an appellate facility in the investment sphere, with the objective of providing normative coherence, in circumstances where the multilateral consensus on substantive matters is not very evident? Does this institutional debate not partake of concerns and preferences with respect to the normative framework of investment? Indeed, one may even venture to query whether the suggestion for an appellate facility at a multilateral level is not an attempt to force onto the international agenda an issue which has not received endorsement for being so negotiated by a significant constituency concerned with international investment law—namely, the developing countries. In recent history, as pointed out earlier, this lack of endorsement has happened twice, first in the context of the negotiations for a Multilateral Agreement on Investment (MIA) under the auspices of the OECD, and then under the Doha Agenda within the WTO.

As is the case, appellate processes are about interpretations of legal norms—and the system that partakes of the ultimate interpreter is also the ultimate legislator. Therefore, at the outset, it needs to be highlighted that the question posited is not simply a procedural/institutional one—one that is concerned about adjudication and the place and need for appellate processes in that system—but rather very much concerns the wider and much discussed question as to whether and how the international investment regime should be organized normatively. In short, advocacy of an appellate system can indirectly partake of the call for a multilateral investment agreement, given that the appellate system would operate as a ‘multilateral quasi-legislative body’. This is granted of course that the legislative impact of such an appellate process would depend on its character—namely, its composition, locus, and powers etc.

Secondly, and in the same vein, it is not possible to engage in constructing dispute settlement mechanisms—without reference to the nature of the underlying normative structure. The case for an appellate facility must be set against the objectives and purposes of the provision of dispute settlement in the international investment sphere. It is not possible to de-link institutional building from its substantive sphere and its underpinnings. The objects and purposes of the international investment order inform the institutions that govern and serve it. In this respect, it needs to be noted that the objects and purposes of a normative framework in international investment, along with conflict management system in the field, are not confined to the investors’ concerns alone. Thus, ‘consistency and coherence’ in dispute settlement may be significant reasons for institutional reform for both States and investors—but there are other concerns which may seek to trump these considerations—for example, human rights, environment, and of course the development objectives of the host state.

(2) THE CHOICE OF APPELLATE PROCESS?

The discourse for an appellate process is not unconnected with the kind of appellate process and its locus. There are in this respect a number of options: appellate processes included in existing dispute settlement mechanisms in BITs; an appellate facility in ICSID; the availability of an appellate process in the framework of the WTO along with the inclusion of appellate processes in existing trade agreements dealing with investment; and finally a Supreme Investment Court (SIC) and/or the International Court of Justice (ICJ) functioning as such. However, the main focus amongst the ‘investment fraternity’ appears to be on ICSID, as a logical extension point in the arbitral process it offers in the investment sphere. The locus of the arbitration process has a bearing on the question of institutional uniformity (or conversely fragmentation of appellate processes); and indeed nuances in approaches stemming from the location of the appellate process—for example, with investor, trade/investment liberalization, development, and internationalist orientations respectively.

(a) An Appellate Process Added to Existing Adjudicative Systems in the Investment Sphere Ring-fenced from Other Systems?

The case for such a system is grounded in transparency, fairness, and a move to rule-orientated systems of adjudication. There is general support for such a move including investor–state disputes. Certainly it has been canvassed in UNCTAD.17 Promoting the inclusion of appellate processes in existing or new BITs has the advantage of simplicity—in that it simply augments existing dispute settlement mechanisms and practices—and leaves the choice of inclusion to the parties to the respective investment agreements. Such an approach is also to be found in the sphere of double taxation agreements (DTAs) wherein the OECD has recently suggested the introduction of a kind of an ‘appellate’ arbitration system added on to the existing Mutual Agreement Procedure in DTAs.18 However, such a step has drawbacks and this is reflected in the degree of support for such a proposal. The shortcomings have been aptly pointed out as follows:

It would in this context seem to run counter to the objectives of coherence and consistency for different appeal mechanisms to be set up under each treaty concerned. Efficiency and economy, as well as coherence and consistency, might best be served by ICSID offering a single appeal mechanism as an alternative to multiple mechanisms.

(b) An ICSID Appeals Facility?

The ICSID proposal is to set up a single appeal mechanism19 (the ICSID Appeals Facility) under a set of ICSID Appeals Facility Rules to be adopted by the Administrative Council of ICSID. This would be as an alternative to individual appeal processes that may be set up in individual treaties. The Appeals Facility is to be available for ‘both forms of ICSID arbitration, UNCITRAL Rules arbitration and any other form of arbitration provided for in the investor-to-State dispute-settlement provisions of investment treaties’.20 The introduction of such a Facility would necessitate amendment of ICSID.

The principal features of note of the proposed facility are as follows. first, the availability of the appeals process would ‘depend on the consent of the parties’.21 Thus, the option to opt for arbitration without recourse to the appeal process would remain.22 Secondly, it is proposed that an Appeals Panel would be established ‘composed of 15 persons elected by the Administrative Council of ICSID on the nomination of the Secretary-General of the Centre’.23 Each appellate member would be from a different country, and ‘be persons of recognised authority, with demonstrated expertise in law, international investment and investment treaties’ as per the WTO Appellate Body conditions.24 The WTO, however, has a smaller appellate panel. Each Appeal Tribunal would comprise of three members from the panel of 15.25 Thirdly, the grounds for appeal would comprise of ‘clear error of law’, or ‘any of the five grounds for annulment of an award set out in Article 52 of the ICSID Convention’ or ‘serious errors of fact’.26 Fourthly, the Appeal Tribunal would be able to uphold, modify, reverse, or annul the award concerned.27 Finally, access to the Facility would be subject to the approval of the Secretary-General of ICSID.28

A number of points may be made about this proposal. First, the appointment of the judges on the panel at the sole behest of a nomination by the Secretary-General without further ado needs more justification. In the WTO, it is the members who nominate individuals for consideration by the WTO for judicial appointments in the Appellate Body. Secondly, there is no mention of any geographical distribution, or developed/developing, investor home/host state constituencies within this panel. In the WTO, a kind of representative formula has been found in practice. Thirdly, the appeal process seems not to be compulsory but to be based on its consensual user. In the WTO, the appeal mechanism is automatically available to the parties without further ado. Finally, BITs are international agreements entered into between states. An appellate process allows a non-governmental investor entity to affect the nature of the agreement entered into between two state entities, through the interpretative appellate process—not to mention the fact that such an appellate interpretation could impact upon other bilateral agreements. Thus, whatever may be the merits of this argument, it needs to be pointed out nevertheless that such an appellate process may have a further limiting effect on sovereign foreign policy decisions—in particular to engage in ‘efficient breaches’. On the other hand, the proposal appears to be silent with respect to the submission of amicus curiae briefs. In contrast, such submissions by NGOs are possible in WTO appellate proceedings, although this is not explicitly stated as such in the Dispute Settlement Understanding (DSU).29

(c) The Relevance of the Appellate Process in the WTO

The focus here is mainly set against the choice of the dispute settlement system in the WTO against the background of (current and/or future) investment rules within the WTO. However, such a focus raises both fundamental as well general questions. Can and should conflict resolution mechanisms for investment be located in the WTO alongside investment rules or in their absence? What impact would having conflict resolution mechanisms for investment disputes in the WTO have on litigation strategy in investment disputes? What impact would the WTO dispute settlement mechanism for investment have on furthering the development objectives of developing countries? What lessons can be learnt from the conflict resolution mechanisms in the WTO?

Under the Doha Ministerial Declaration, the membership of the WTO recognized the need for a multilateral agreement in the investment sphere, and its role in expanding international trade.30 However, agreement on actual negotiation and its modalities were deferred until such time as an explicit consensus emerged for this after the Fifth Session of the Ministerial Conference. Meanwhile a Working Group on the Relationship between Trade and Investment was mandated to consider inter alia dispute settlement procedures in the sphere.31 The prospects for negotiations on trade and investment have now become an even more remote possibility after the suspension of the whole Doha Round negotiations.

The Working Group considered both the availability generally of the WTO dispute settlement system to service a future multilateral investment agreement, as well as the use of the WTO dispute settlement system in the event of the integration of investment regulation with international trade. In the circumstances, some insight into its deliberations is apposite here.

On the question whether the ‘existing WTO dispute settlement mechanism should apply to investment disputes among parties to a multilateral framework, or whether some changes would be needed for its application in this context’, one view was that it could apply without the need to make major changes.32 Indeed, a number of mainly developed members made submissions to the Working Group which seem supportive of the use of the WTO Dispute Settlement System in investment matters—including its appellate system. These included the EU, Japan, and Canada. However, although the majority of developing members did not specifically focus on this issue, it is to be noted that India in one submission made the following general observation: ‘Developing countries must never subscribe to any doctrine that would limit policy flexibility in this important area’.33

However, an appellate system could also safeguard policy flexibility, depending on the kind of appellate system envisaged. Certainly, in so far as trade conflicts are concerned, the Appellate Body has repeatedly affirmed member sovereignty to the extent that it has not been constrained by WTO Agreements.34 However, an Appellate System in the investment sphere that is secured within the WTO and its trade liberalization culture may well suffer from the imprint of a trade liberalization regime, and therefore could hinder national policy flexibility in the development sphere. Thus, it has been observed that ‘the situations in the investment disputes are different and the priorities are different’.35

The following questions would however need to be addressed if access to the WTO dispute settlement system were to be made available for investment disputes.36 First, whether to allow investors standing in the dispute settlement system. Secondly, whether to allow the provisions on compensation and suspension of concessions in the WTO to investment disputes. Thirdly, whether the relationship of the WTO dispute settlement system needed to be coordinated with existing bilateral and regional agreements. With respect to investor standing some delegates argued against it given that the WTO is an inter-state organization. Thus, the mandate of the Working Group on Trade and Investment was to consider dispute settlement between members. Therefore, some members, for example Japan, went out of their way to mention their preference for a state–state system. However, others, for example Taiwan, have been open to an investor–state process as well. In relation to remedies, one current Appellate Body judge, albeit when working in UNCTAD, took the view that to maintain a development-friendly investment framework, there should be a stand-alone dispute settlement system without the system of cross-retaliation currently available.37

Finally, with respect to the relationship between the WTO dispute settlement system and others contained in bilateral and regional investment agreements, some members of the WTO ‘pointed out that the use of WTO procedures should not preclude recourse to provisions of bilateral or regional investment agreements if the parties to a dispute so decided’.38 However, in this respect it was conceded that there would be the need to ‘design specific rules to avoid inefficiency and duplication’.39

The conflation of investment in trade agreements, along with the multiplicity of conflict resolution mechanisms in international agreements dealing with trade and investment, do indeed open the doors both to litigation strategies, as well as to potential jurisdictional conflicts. Thus, it will be noted that in the recent Mexico—Tax Measures on Soft Drinks and Other Beverages,40 the Appellate Body upheld the Panel’s conclusion that ‘under the DSU, it had no discretion to decline to exercise its jurisdiction in the case that had been brought before it’.41 Mexico had invited the Panel to decline jurisdiction and invite the parties to subject their grievances to an Arbitral Panel under Chapter 20 of the North American Free Trade Agreement (NAFTA).

The Working Group also considered the differences between the WTO disputes settlement system and those provided for in international investment agreements (IIA).42 The main and relevant differences identified are shown in Table 28.1.

More specifically with reference to the differences of review procedure these are described as follows:43

Table 28.1 WTO and IIA Dispute Settlement Systems

[image: image]

There is also a significant difference as regards review procedures. Under ad hoc investor-State arbitration, the arbitral awards are normally final, although a losing State may request that an award be set aside or annulled on procedural grounds before municipal courts. The ICSID Convention goes beyond ad hoc regimes, by requiring that ICSID awards not be subject to any appeal or to any other remedy except those provided for in the Convention. Under the WTO system, on the other hand, the DSU allows the disputing Members to request for an appellate review of the panel report concerning issues of law and the legal interpretations made by the panel.44 The main difference between ICSID’s annulment procedures and the WTO appellate review is that, while under the former an award can only be annulled on the narrow procedural grounds set forth in the Convention and the parties are thus free to submit the dispute to a new tribunal, the WTO’s Appellate Body can not only nullify a panel decision for procedural defects, but it can also modify or reverse the legal findings and conclusions of a panel and substitute its own decision for the panel’s recommendations.45 (Footnote numbers changed)

The differences in the two systems of dispute resolution do provide some useful lessons for the construction of an appellate system in the investment sphere. Thus, for example, it has been pointed out that some of the ‘diplomacy orientated’ practices in the WTO dispute settlement system may have a bearing in investment disputes; as would the institution of legal support by lawyers in the Appellate Body Secretariat to the members of the Appellate Body. By the same token, the practice of consultations amongst Appellate Body members with respect to a particular dispute may prove useful in the investment sphere. However, the need for caution in borrowing practices from the WTO without further ado needs to be borne in mind. Both spheres of dispute resolution come from different traditions. Thus, it may be observed that the WTO dispute settlement originates in the diplomacy-orientated approach to the settlement of disputes. On the other hand, in the investment sphere, this has not been as critical as other considerations.

(3) A SUPREME INVESTMENT COURT?

A Supreme Investment Court (SIC) could be set up as such, or as part of a chamber in the ICJ. However, whatever the institutional modalities, there are interesting parallels here between the case for an SIC and the general question of the role of the ICJ in an appellate context in the sphere of international economic relations generally.46

In an international economic order that is increasingly becoming fragmented both in the context of its disparate fields, as well as in terms of regional developments, the ICJ has an important constitutional role in this order, alongside its normal adjudicatory function.

First, at a very fundamental level, the ICJ serves in a number of ways to guard and facilitate some of the principal substantive and procedural pillars upon which international economic relations rest; and which are founded, inter alia, upon general international law. Thus, the Court has a role in ensuring certain basic freedoms without which international commerce and investment would not be possible. For example, the ICJ has frequently been instrumental in clarifying the circumstances in which international communication and navigation systems ought to be unhindered.47 Similarly, the Court has an essential function in clarifying questions of basic state economic sovereignty—particularly in the context of rights over territorial and maritime resources. Thus, the Court has frequently been asked to clarify competing claims of sovereignty over natural resources48 and the demarcation of boundaries, especially maritime zones, with important economic significance for states. Furthermore, the Court has a role in identifying the circumstances which entitle a state in the economic sphere to make a claim on the international plane on behalf of different national and transnational entities. An SIC could arrogate to itself such a constitutional function in the investment sphere—guarding and facilitating some of the principal substantive and procedural pillars upon which international investment relations rest—including the development dimension.

Secondly, the ICJ, despite the presence of other mechanisms of conflict resolution in the international economic sphere, is still an important judicial organ of the international economic order, as much as it is of the United Nations; and in that context also has a constitutional role in international economic law (IEL). First, the Court services many international economic treaties, which refer to it in the event of the need for conflict resolution, as well as international economic organizations for advisory opinion.49 Secondly, in an international economic order that is characterized by different bilateral, regional, and multilateral legal regimes, the existence of conflicts and tensions arising from the different sources of obligations is inevitable. The ICJ has an undoubted role here. Indeed, there are examples of its role in this context.50 Thirdly, the Court has a function in the resolution of disputes that draw from the rights of states under general international economic law. Thus, there is evidence that states have resorted to the Court for the resolution of economic disputes falling outside treaty provisions.51 An SIC would be the principal adjudicative organ in the investment sphere, and could facilitate conflict resolution between different investment regimes, and the application of general international law in the sphere.

Finally, the ICJ has a law-determining function in the context of general IEL. Thus, the Court has been instrumental in confirming certain fundamental principles of IEL, for example the right to development, the right to environmental protection, and the principle of sustainable development.52 Further, this law-determining function, in the context of determining whether treaty norms serving different spheres of IEL have transformed into customary IEL, is more authoritatively performed by the ICJ than those disparate and specialist international economic judicial organs servicing such economic regimes. An SIC could contribute to a law-determining process in the general international law of investment.

In conclusion, an SIC could perform a fundamental, overarching, and above all constitutional role in international investment relations. This constitutional role is particularly evident in its guardianship of fundamental principles and procedures, in its function in the development of international investment norms, and in its advisory and conflict-resolving role for and between different legal regimes—as well as its function as a judicial system for residual international investment problems, not adequately covered by existing multilateral, bilateral, and regional investment agreements.

This constitutional role of an SIC could facilitate the airing of different perspectives in international investment relations. First, the SIC could provide a forum for outsiders not part of the existing investment regimes. Secondly, the court could act as a reservoir for the nurturing of new perspectives in international investment relations not otherwise effectively catered for in existing regimes. Thirdly, it could facilitate the trumping of the existing investment regimes—where there are sound external reasons for such trumping—in terms, for example, of development priorities or the fairer management of the power ratio that may sometime be encapsulated in bilateral investment bargains.

In summary, generally there is a discernible consensus for an appellate process in the investment sphere. Arguably, there may also be a case for a supreme investment type of court. An appellate process of whatever kind would contribute to greater transparency, accountability, and legitimacy in the adjudicative process; deal with the asymmetry in the manner in which different types of investment are currently dealt with; and provide certain safeguards.

(4) THE DEVELOPMENT PERSPECTIVE

Certainly, there is a development perspective in the establishment of an appellate process in the investment sphere. This involves ensuring inter alia that:

• the review process facilitates the development objective;

• the review process reduces or alleviates the burdens that accompany investment liberalization through the interpretative process;

• there exist independent, fair, and transparent processes in the appellate structure, through for example ensuring effective participation of developing/host countries in the appellate process;

• the power of multinational corporations is not unduly strengthened through the abusive use of an appellate process. The availability of the process could result in frivolous and vexatious claims paralysing host state action;

• the national legislative ‘ policy space ’ developing countries need for their development objectives is not undermined through the introduction of an appellate process. If investor–state appeals are permitted (and in particular where they are successful), then this would empower private parties to engage in legislative activity in a sphere where there may be sound national and public policy arguments for preserving the power of the government;

• the appellate system does not lead to the multilateralization of bilateralynegotiated agreements; and thereby compromise the flexibility afforded by a bilateral system along with the collective decision of developing countries not to engage in a multilateral system that is not development friendly.

The need for an appellate system from a development perspective is informed by the type and location of the appellate process being advocated. The different types of appellate systems may call for different responses from a development perspective.

CONCLUDING REMARKS

A number of points may be made in the form of questions. First, is the justification for an appellate system on the basis of ‘consistency and coherence’ in judicial outcomes not really an argument for incorporating a particular kind of ‘consistency and coherence’ into the disorganized international investment system—given that interpretation by an appellate process is a form of law-making? Is the objection to ‘inconsistency’ not really a call for normative uniformity? Secondly, should disparate investment norms necessarily be interpreted identically on the basis of equality, fairness, predictability, and reliability? Thirdly, if investment involves and is about ultimately ensuring development—should development not be the overriding consideration in the process of interpretation? Should there not be consistent striving at better facilitating the ‘development objective’ and better decisions all round, rather than pursuing a fetish for identity of interpretation? Fourthly, will a non-ring-fenced appellate system, set against a disorganized bilateral investment normative framework, not add to uncertainty and complexity—given that the beneficiaries of and parties to bilateral agreements will not be clear as to how ultimately their rights and obligations will be ‘coherently and consistently’ interpreted—not to mention the added complexity in interpretation arising from such a system? Finally, will an appellate system not lead to further investor bias in relation to weaker host states, by augmenting the capacity of multilateral companies to pursue an appeal?

In conclusion, the need to place ‘consistency and coherence’ as sacrosanct—as the basis for an appellate system—needs to be considered with some degree of caution. I would not put it on such a high pedestal as other objectives—particularly the development objective. From a development perspective, until there is agreement on a multilateral investment agreement, a treaty-specific appeal system is favoured. A principal concern about the effort to introduce a non-ring-fenced appellate system in the investment sphere is that it seeks to add to the coherence and development of international investment law via a somewhat non-transparent route. Further, the need to inject the development dimension into any proposed appellate system is important. A development-friendly appellate system requires in particular a focus on its apparatus of interpretation, on participatory rights, and on technical assistance.
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(1) Recognition, Enforcement, and Execution of Investment Arbitration Awards

(a) Benvenuti & Bonfant v Congo and SOABI v Senegal

(b) LETCO v Liberia

(c) AIG Partners v Kazakhstan

(d) Sedelmayer v Russia

Concluding Remarks

ONE of the most novel and exciting elements of the recent advent of international investment arbitration is that international law has become accessible in a manner never before available to investors. As international law has traditionally been a state-to-state activity, espousal of the claims of nationals by states was previously the only means by which an individual or legal person could receive some form of international justice. The foundation principle of international law has been that states, and not private parties, or individuals, are the subject of international law. International investment instruments, such as Bilateral Investment Treaties (BITs) and the ICSID Convention, have effectively turned this fundamental element of international law on its head.1

At this early stage of development, international investment arbitration law is moving slowly through many procedural issues. One of these issues, which has received little attention, is the problem of compliance and enforcement for investment arbitration awards. It appears necessary still to affirm that states that enter into international obligations, such as a BIT or the ICSID Convention, will comply in fact with the obligations set out in the Agreement. The principle of pacta sunt servanda and good faith are fundamental elements of a properly functioning international system.2 Without such touchstones, it would be impossible to designate such a system as being one of ‘law’, rather than simply of politics or diplomacy.

As a more fully formed legal system, and one based procedurally to a great extent on international commercial arbitration, investors have an expectation that the system will be fair, efficient, and effective. One of the most important elements of an effective system of dispute resolution is that decisions must be enforceable.

However, there is an important distinction between compliance with international investment instruments and the procedural issues of enforcement, recognition, and execution of arbitral decisions. While compliance is an international treaty concept concerning the good faith performance of treaty obligations, the question of enforcement of arbitral awards has largely involved the challenge by state respondents to adverse investment awards in domestic courts. Although it is irritating to investors when a losing state respondent does not promptly pay the arbitral award, inviting accusations of ‘non-compliance’, investment instruments explicitly permit the further judicial review of arbitral awards prior to enforcement, and challenges to enforcement of awards.3

In the case of the ICSID Convention, this expectation by investors of compliance, especially with regard to enforcement of ‘pecuniary obligations’ of awards, is certainly justified when one examines Articles 53 and 54 of the Convention. In those articles, the drafters of the Convention were very clear that there should be a high level of deference by national courts concerning the enforcement of arbitral awards that have the status of ‘a final judgment of a court’ in that state.4

In the case of ad hoc arbitrations under the UNCITRAL Arbitration Rules, or the ICSID Additional Facility, the investment arbitration rules frequently provide for a minimal form of judicial review, not unlike the ICSID annulment procedure, and there is again a justified expectation of a high level of deference from national courts in the execution of these awards. However, the scope of an enforcement challenge under the UNCITRAL Model Law or New York Convention may be greater than the experience under the ICSID Convention as there is potential, for example, for the consideration of public policy.5

The question of treaty compliance is accordingly a separate issue from that of enforcement. The more empirical question of whether state respondents ultimately comply with adverse awards, following the exhaustion of judicial review or enforcement procedures, is one that has not been addressed in any substantive manner and is a matter that needs to be addressed, albeit in a future paper.6 Some investment instruments do indeed include state-to-state mechanisms and remedies for those instances in which such non-compliance occurs, although there is no current example in which such a challenge to a state’s failure to comply with an investment award has occurred. This question is addressed at the end of this chapter.

There are two basic systems in international investment arbitration concerning the review of arbitral awards—the internal annulment system under Article 52 of the ICSID Convention7 and the national court-based review system permitted under many BITs.8 The court judicial review process is largely based on the model developed with respect to international commercial arbitration. The New York Convention9 and the national adoption of the UNCITRAL Model Law10 are examples of rules applied to this type of judicial review of arbitral awards.11

The jurisprudence that has arisen in the context of investor–state, or ‘mixed’, arbitration with respect to the review of arbitral awards has been relatively small in contrast to the similar jurisprudence that has developed concerning the review of international commercial arbitration awards.12 It is not the purpose or intention of this chapter to delve into that specific topic area, which is being dealt elsewhere in the present publication.13 The focus of this chapter is on those awards arising from international investment instruments and related jurisprudence concerning the challenge of domestic enforcement and execution.

Amongst those awards that have been subject to annulment proceedings under the ICSID, or judicial review before national courts, the process has been used as a sword by losing state respondents, in essence to attempt to re-argue the case, rather than as a shield to defend an enforcement action by a claimant. In comparison, those relatively few cases which have dealt directly with a claimant’s enforcement action have involved the use of domestic enforcement laws by respondents as a shield. With respect to awards under the ICSID Convention, there have only been four court decisions involving challenges by states to the enforcement and/or execution of investment awards in national courts. With respect to ad hoc arbitrations under the ICSID Additional Facility or UNCITRAL Arbitration Rules, there has been only one recent case of note addressing the enforcement or execution of a BIT arbitration award. These five domestic court decisions are the main subject of this chapter.

(1) RECOGNITION, ENFORCEMENT, AND EXECUTION OF INVESTMENT ARBITRATION AWARDS

ICSID Convention Articles 53 and 54 make very clear the intention of the drafters that ICSID awards should be given high deference by national courts when the time came to enforce such awards.14 Article 53 states as follows:

(1) The award shall be binding on the parties and shall not be subject to any appeal or to any other remedy except those provided for in this Convention. Each party shall abide by and comply with the terms of the award except to the extent that enforcement shall have been stayed pursuant to the relevant provisions of this Convention.

(2) For the purposes of this Section, ‘award’ shall include any decision interpreting, revising or annulling such award pursuant to Articles 50, 51 or 52.

Article 53(1) states that the award of an ICSID tribunal ‘shall be binding’ on the disputing parties and ‘shall not be subject to any appeal or to any other remedy except those provided in the Convention’. This clause makes clear the finality of an ICSID award, the absence of any external review, and the binding force of the award on the parties to an arbitration.

Article 54 provides as follows:

(1) Each Contracting State shall recognize an award rendered pursuant to this Convention as binding and enforce the pecuniary obligations imposed by that award within its territories as if it were a final judgment of a court in that State. A Contracting State with a federal constitution may enforce such an award in or through its federal courts and may provide that such courts shall treat the award as if it were a final judgment of the courts of a constituent state.

(2) A party seeking recognition or enforcement in the territories of a Contracting State shall furnish to a competent court or other authority which such State shall have designated for this purpose a copy of the award certified by the Secretary-General. Each Contracting State shall notify the Secretary-General of the designation of the competent court or other authority for this purpose and of any subsequent change in such designation.

(3) Execution of the award shall be governed by the laws concerning the execution of judgments in force in the State in whose territories such execution is sought.

Article 54 again makes clear that the ICSID drafters intended that awards given by arbitral tribunals should be fully enforceable, just like a ‘final judgment of a court in that State’. The only matter in which some discretion is left to the local courts, as set out in Article 54(3), concerns the execution of the award in the state in whose territories the execution is sought.

However, Article 55 of the Convention provides that ‘Nothing in Article 54 shall be construed as derogating from the law in force in any Contracting State relating to immunity of that State or of any foreign State from execution’. In other words, sovereign immunity defences are applicable to the domestic execution of ICSID awards.

As mentioned above, there are five examples of cases in which the enforcement of investment arbitration awards have been challenged by state respondents involving four ICSID Convention arbitrations and one ad hoc arbitration. The four ICSID cases are: Benvenuti & Bonfant v Congo,15 SOABI v Senegal,16 LETCO v Liberia,17 and AIG Partners v Kazakhstan.18 The fifth recent case involving an ad hoc arbitration is that of Sedelmayer v Russia.19

(a) Benvenuti & Bonfant v Congo and SOABI v Senegal

The first two cases, Benvenuti & Bonfant and SOABI were before the Paris Tribunal de grande instance (Court of First Instance) and the Cour d’appel (Court of Appeal). The ICSID awards were rendered in 1980 and 1988, respectively, with the court decisions regarding enforcement and execution following shortly thereafter. In both cases, it was clear that there was some confusion in the French courts as to whether they were obliged to provide the high level of deference to ICSID awards contemplated by commentators and the ICSID Convention drafters. As noted by Schreuer, ’… the problems encountered by the French courts with ICSID awards are primarily due to the fact that the laws concerning the execution of judgments were erroneously applied to the recognition of the awards’.20 However, in both cases, the less deferential views of the lower court were not upheld after appeal to a higher court.

In 1973, Benvenuti & Bonfant, an Italian company, entered into an agreement with the government of the People’s Republic of the Congo to set up a company to manufacture plastic bottles and produce mineral water. The relationship between the government and the claimant broke down after two years, resulting in a nationalization of the investment and other breaches of the investment agreement. An ICSID arbitration was launched and an award was subsequently rendered in favour of the claimant. However, because the Congo refused to pay, the claimant took the step of locating assets of the Congo in France and attempted to have the award enforced and executed there.

The Paris Tribunal de grande instance recognized the award with the grant of an exequatur (leave for enforcement) on 23 December 1980; however, the court order was made subject to a condition that the claimant would need to obtain prior authorization for any measures of execution in order to ensure the immunity of sovereign public assets.21

Benvenuti & Bonfant objected to the condition as making the execution of the award effectively impossible and confusing the distinct concepts of recognition and enforcement as against execution. The claimant appealed to the higher court. The appeal was allowed by the Cour d’appel regarding the restrictive condition on 26 June 1981. The lower court’s order was amended, confirming that Article 54 of the ICSID Convention had laid down a simplified procedure for obtaining recognition of ICSID tribunal awards and that municipal courts were limited to ensuring that the award before them was authentic and properly certified by the Secretary-General of the ICSID. The appeal court acknowledged the distinction between the first-stage process of granting exequatur, which it characterized as simply a preliminary measure of recognition, and that of the second-stage measure of execution, at which point the court could become involved in addressing the question of immunity.

Although it was not an issue at the Cour d’appel, the lower court showed a further lack of deference when it incorporated a public policy standard as part of its conclusion. The court noted in its decision that the ICSID Award ‘does not contain anything that is in conflict with law and public order [“aux lois et à l’ordre public”] we rule that the said decision shall be executed according to its form and tenor …’.22

In the final result, the claimant unsuccessfully sought to obtain an attachment order over funds held by a French bank on behalf of the Banque Commerciale Congolaise (BCC). In a judgment of 12 March, 1985 the Cour d’appel held that the attachment was void; the BCC could not be liable for payment of the award since the award was against Congo and BCC was not a subdivision or agency of Congo.23 Ultimately, Congo paid the sum due under the award.24

In 1982, an ICSID arbitration was instituted by SOABI against the Republic of Senegal over a dispute concerning a project for the construction of low-income housing in Dakar, as well as a related project to build and operate a factory for the prefabrication of reinforced concrete. The tribunal made an award in favour of SOABI on 25 February 1998, and the claimant subsequently obtained from the Tribunal de grande instance an order recognizing the award with the grant of exequatur on 14 November 1988. However, in this instance, Senegal appealed the grant of exequatur to the Cour d’appel which vacated the court decision on 5 December 1989, holding in particular that Senegal ’… did not waive its right to invoke its immunity from execution’ and that SOABI had not demonstrated that execution of the award in France would affect assets which were not subject to the principle of sovereign immunity from execution. In addition, the public policy (or ‘ordre public’) issue ‘raised its head again’ in the decision of the Cour d’appel. The court found that the execution of the award in France would be contrary to public policy since it would violate the principle of immunity.

The Cour d’appel’s decision in SOABI has been subject to much criticism for its failure to acknowledge the distinction between recognition and enforcement as against immunity from execution—which the same court readily acknowledged in its decision in Benvenuti & Bonfant in 1981.25 SOABI then appealed the vacated order of the Cour d’appel to the Cour de cassation and the decision of the Cour d’appel was quashed and annulled.26 The Cour de cassation held that under the ICSID Convention a foreign state must accept that an award will be granted exequatur and that such a grant does not in itself constitute an act of execution which could give rise to immunity from execution. As summarized by Schreuer, ‘The Court added that the ICSID Convention had in its Articles 53 and 54 created an autonomous and simplified regime for recognition and execution which excluded the otherwise applicable provisions of the Code of Civil Procedure and the remedies provided therein’.27

Again, similar to the case of Benvenuti & Bonfant, the French upper courts have drawn a distinction between the recognition of an award and its execution.28 Moreover, it was confirmed that there is no sovereign immunity with respect to recognition. As Schreuer notes with respect to these cases, ‘The French courts do not seem to be fully aware of their lack of power to review ICSID awards’.29 Despite the suitably deferential final result of these two cases, there remains still some scope for concern that other courts in other contexts may take the opportunity to ignore the plain meaning of Articles 53 and 54 and inject a higher level of review than permitted by the Convention.

(b) LETCO v Liberia

The third case is that of LETCO v Liberia in which US courts have, like the French courts, distinguished between the recognition of awards and their execution. The LETCO arbitration involved a forestry concession granted by the Liberian government to LETCO in 1970. The concession operated from 1972 to 1980, at which time, based on LETCO’s alleged shortcomings of and concern over conservation and proper utilization of timber resources, Liberia drastically reduced the scope of the concession, and then later terminated the concession entirely. An ICSID arbitration was instituted and on31 March 1986, an award of almost US$9 million was made in favour of the claimant.

On 5 September 1986, the US District Court, Southern District of New York, following the form of ICSID Convention Article 54, confirmed that the award ’… be docketed and filed by the Clerk of this Court in the same manner and with the same force and effect as if it were a final judgment of this Court …’ and made an ex parte order directing entry of the judgment for the amount specified in the award. A writ of execution was issued by the US Marshal in the Southern District of New York on 25 September 1986.

The Liberian government moved to vacate the judgment, or in the alternative, to vacate the execution of the judgment on its property located in the USA. The basis of Liberia’s argument was that the ex parte judgment violated its sovereign immunity, which it did not waive. In its judgment of 12 December 1986, the same court rejected Liberia’s request to have the recognition of the award vacated. The Court discussed the impact of ICSID Convention Article 54 in detail, confirming that:

… Liberia, as a signatory to the Convention, waived its sovereign immunity in the United States with respect to the enforcement of any arbitration award entered into pursuant to the Convention. When it entered into the concession contract with LETCO, with its specific provision that any dispute thereunder be settled under the rules of ICSID and its enforcement provision thereunder, it invoked the provision contained in Article 54 of the Convention which requires enforcement of such an award by Contracting States.30

On the second issue of Liberia’s motion to vacate the writ of execution issued against Liberia’s property or assets, the Court confirmed Liberia’s immunity from execution as provided under Article 55. As noted by the Court, US law provides ’… exceptions to the immunity of a foreign state from execution upon a judgment entered by a Court of the United States if the property is or was “used in commercial activity in the United States” ’.31 In its decision, the Court indicated the assets in question, fees and taxes, were sovereign rather than commercial. The Court granted Liberia’s motion to vacate the executions and directed the Marshall to release the funds at issue.

As with the French cases, the US courts in LETCO followed Article 54 by distinguishing between the recognition of awards and their ultimate execution. However, when the US laws on sovereign immunity were applied, the claimants were unsuccessful in having their executions enforced.

(c) AIG Partners v Kazakhstan

More recent cases suggest the difficulty of enforcement, or more precisely execution, where the state has refused to comply with investment arbitration awards. In AIG Partners v Kazakhstan, the fourth and most recent ICSID case, notwithstanding Article 54(1) of the ICSID Convention, the claimant found itself unable to execute against certain assets in the face of sovereign immunity principles.

AIG Partners v Kazakhstan arose following the seizure of the property of a construction joint venture owned by AIG Capital Partners (AIG) and the Republic of Kazakhstan (RoK). The City of Almaty transferred all project property to itself and provided no compensation. AIG and another claimant brought an arbitration claim before ICSID and pursuant to the US–Kazakhstan BIT, alleging violations of the BIT. In October 2003, the tribunal rendered a decision where the RoK was found to have breached the bilateral investment agreement, failing to compensate the claimant. The RoK was ordered to pay AIG damages of US$9.9 million.

The RoK failed to satisfy the award granted to AIG. The claimant then sought leave to register the award in the High Court of Justice in the United Kingdom. Having been granted leave, the claimant obtained interim charging orders and third-party debt orders in respect of certain securities and cash, respectively held by third parties (ABN AMRO Mellon Global Security Services BV) pursuant to a global custody agreement with the National Bank of Kazakhstan (NBK). The NBK then intervened in the proceedings and sought to discharge the interim orders, arguing that the property was the property of the NBK and immune from execution under section 14(4) of the State Immunity Act 1978 (UK) (SIA). Section 14(4) provides that the property of a central bank is deemed not to be in use, or intended for use, for commercial purposes. Section 13(4) of the SIA is itself an exception to sovereign immunity claims based on the property in question at the time being in use, or intended for use, ‘for commercial purposes’.

The principal question before the High Court of Justice, Queen’s Bench Division, then was whether the assets held by ABN MRO, as custodian and banker for the ultimate beneficiary of the RoK constituted ‘property of the State’s central bank’ within the meaning of section 14(4) of the UK SIA.

The central bank advanced two grounds to defeat the interim orders of AIG. The first ground advanced was that the property (cash and securities) was properly the NBK’s and not the RoK’s and therefore not subject to enforcement pursuant to sections 13(2)(b) and 14(4) of the SIA. The second argument advanced was that the court had no jurisdiction to make a third-party debt order under the rules of procedure as the debt was a debt due to NBK. The claimant, on the other hand, argued that the assets were the property of the RoK and intended for use for commercial purposes and thus fell to the exception to sovereign immunity under section 13(2)(b) of the SIA. In addition, the claimant argued the RoK was the beneficial owner of these assets and they constituted a debt due or accruing to the RoK, thus providing the necessary jurisdiction to the court to issue a third-party debt order.

The court was definitive in the judgment issued. It concluded that the wording of section 14(4) was ‘clear and imperative’ and extends to all property of a central bank, notwithstanding how the central bank holds the property or the purpose to which it is held. Further, the court argued, central bank property shall not be regarded as in use or intended for use for commercial purposes and the intent of the section was to provide ‘complete immunity from the enforcement process in the UK courts’. In addition, the court determined that even if the assets were those of the RoK, they were property of the state which was not for commercial purposes, since the management of the state’s economy and revenue constitutes a sovereign activity. Finally, the court determined that there was no jurisdiction to grant an interim order for these assets, as had been done where the judgment debtor was the RoK. The courts assessed that the RoK had no contractual rights against the third party holding the cash accounts and that there was no relationship of debtor and creditor required by the civil procedure rules.

(d) Sedelmayer v Russia

In Sedelmayer v Russia, a non-ICSID or ad hoc tribunal case, the claimant faced similar sovereign immunity arguments raised by the state party as seen in AIG Partners. While the tale is factually far more complicated, it appears that through the continuing, even dogged, efforts of the particular claimant, he was ultimately able to satisfy the outstanding award.

The claimant in this dispute was one Franz Sedelmayer, a German citizen who owned a US corporation called the Sedelmayer Group of Companies International Inc. (SGC). The case arose following Sedelmayer’s relocation to St Petersburg, Russia.32 There Sedelmayer through his company negotiated a 25-year lease on a villa previously used as a retreat by Soviet ministers. In August 1991, SGC and the Leningrad police entered into a joint venture called Kammenjj Ostrov (KO). After significant renovations, Sedelmayer opened the villa as a conference centre and training facility for security personnel. The joint stock company was, among other things, to produce police equipment and to provide for transportation and protection services for foreign and Russian citizens. Difficulties arose soon thereafter with a Russian court proceeding that determined that the joint venture’s registration was null and void In December 1994, a presidential decree directed that the assets of the joint venture were to be transferred to a ‘Procurement Department’. Though it took some time (not until 1996), authorities in addition finally barred Sedelmayer from the facility as well.

As a result of the Russian governmental action, Sedelmayer filed a claim under the 1989 German–Soviet BIT with the Arbitration Institute of the Stockholm Chamber of Commerce. Sedelmayer alleged expropriation. The tribunal ruled that the Russian Federation had expropriated the property and ordered a payment to Sedelmayer in the amount of US$2,350,000, plus interest, in the July 1998 award. In turn, Sedelmayer had the 1998 award declared enforceable under the New York Convention by the German Superior Court of Justice (Kammergericht) in Berlin.

Though Mr Sedelmayer’s case and award were not untypical of other claims by Western businessmen who had lost investments in Russia, his persistence in attempting to satisfy the award of the international tribunal was not. As Mr Sedelmayer has described the Russian government efforts to block payment: ‘They tried every trick to thwart me, but a building can’t run away’.33 Mr Sedelmayer’s first step to execute the award was to attempt to impound Lufthansa Airlines’ payments to Russia for overflights of Russian airspace. To accomplish this, Mr Sedelmayer brought an action to execute against these assets in the municipal court (Amtsgericht Köln) of Cologne. The partial award granted was some €511,000.34 In turn, the Russian Federation and the third-party debtor lodged appeals against the order and the municipal court overruled its earlier decision, annulling the order on the basis of public purpose. Although it had overruled its earlier order, the municipal court permitted Sedelmayer to appeal to the Federal Court of Justice on grounds of law.

The case was then heard by Germany’s highest court.35 The Federal Court of Justice determined that the German courts had no international jurisdiction in execution proceedings against the Russian Federation concerning these overflight rights. Overflight rights, including both the transit and entry fees, were deemed to be of a public character and not private law contract-type claims and were, therefore, not subject to internal execution. The German court stated that the determination of whether such assets as these fees were of a public character had to be determined according to German law. The fees, according to the court, arose out of the territorial sovereignty of a foreign state and were a benefit for a public function carried out by the Russian Federation and were, therefore, public in nature. An additional factor was that the assets were located in Russia and not Germany. The court concluded that the Russian Federation was not subject to German jurisdiction and that sovereign immunity applied.

Significantly, the court in its decision held that the arbitration clause implied no waiver of immunity for execution proceedings. The German court asserted that immunity in proceedings on the merits has to be treated in a different manner from immunity in execution proceedings. The BIT only regulates proceedings on the merits. For the Federal Court, the agreement pursuant to Article 10 of the German–Soviet BIT that the award was to be recognized and enforced in accordance with the New York Convention did not raise a waiver of immunity in execution proceedings such as those before the German courts. The BIT is designed to encourage investment activities and raises the prospect that an award will require execution against a state party. However, an execution against assets that are identified as being for public purpose is not necessary to achieve the purposes of the BIT.

Notwithstanding the refusal of German courts to order execution against these landing rights, Mr Sedelmayer has remained undeterred and continues to seek execution of his award. As a postscript, Mr Sedelmayer has traced Russian real estate assets in Germany. In Cologne, Mr Sedelmayer came across a former KGB compound near the downtown of the city. At first Sedelmayer was unable to act since the registered owner on title was the defunct Soviet Union. Sedelmayer continued to check the ownership every few months and was rewarded in late 2002 with a change in ownership to the Russian Federation. At that point, Mr Sedelmayer filed against the real property. While allegedly there have been threats against Sedelmayer and his family, Sedelmayer has begun to collect against the rent payments amounting to some $29,000.00 per month while he awaits sale and disposition of the revenues from the eventual sale of the property.36

What all of these recent cases strongly suggest is that there continue to be difficulties in achieving complete claimant satisfaction in the enforcement and execution of investment arbitration awards. All of the cases discussed above, and the Sedelmayer case in particular, are cautionary tales for those claimants. Ultimately, as experience with the enforcement and execution of awards grows, it may be necessary to re-examine the application of sovereign immunity by domestic courts and ask the question as to whether the current system set in place, whether under the ICSID Convention or other arbitral settings, is satisfactory as an effective system of international justice for investors and their investments.

CONCLUDING REMARKS

At this point in time, subject to a more empirical study, anecdotal evidence would suggest that state respondents in investment arbitrations have complied with their international obligations by abiding by final awards. However, there are a number of examples in which respondents have aggressively resisted execution in domestic courts. This raises a potentially serious question about the future of investor-state arbitration, in particular whether it is an effective system of ‘justice’.

In the French and US ICSID cases of the 1980s, clearly there was a certain amount of confusion on the part of the courts as to the proper scope of their powers, and ultimately what the appropriate level of deference was when faced with a request for enforcement through the processes of recognition and then execution. The end result is that a clear distinction, as envisioned by the drafters of the ICSID Convention in Articles 53 and 54, between recognition and execution has been recognized, though not without some difficulty. Since that time, there have been very few cases. The two most recent cases clearly demonstrate the major weakness in the system for enforcement of investment awards—the continued role sovereign immunity plays in limiting the means by which investors may execute against ‘State’ assets under domestic legal systems.

With the maturity of investment arbitration, and with more final awards in the future, the issue of enforcement and particularly execution will become increasingly important. It raises the spectre of a rising set of actions by recalcitrant state respondents determined to avoid enforcement of awards. The risk that investment arbitration will become potentially ineffective is accordingly higher than in the past.37

For investment arbitration to be a complete system of justice, the enforcement of the will of the arbitral decision-makers is a critical and final element of that system. The international law delict of denial of justice places a basic requirement on domestic systems that the judgments of courts must be enforceable.38 No less a standard may apply to international investment arbitration. Applying the concept of denial of justice to international investment arbitration, there is a strong argument that state parties to a BIT or the ICSID Convention have no less an obligation to maintain a ‘decent’ and available system of justice with respect to the investment arbitration system they have created. Although there is yet to be an example, the question should be raised whether there may be an independent action for an investor to make a new claim against the respondent for failure to enforce the original award. The question would, of course, remain as to how that award would become enforceable.

Continuing with this situation in which the execution of an award is effectively impossible, what if an investor completely exhausts the opportunities for the execution of its award against a non-compliant respondent? Does it have a remedy? Under the ICSID Convention, the obligation under Article 53(1) to abide by and comply with the award remains. BIT instruments, like Article 1136(2) in NAFTA’s Chapter 11, similarly include this international obligation. However, these are international obligations between the state parties to the instruments in question.

For example, under NAFTA Article 1136(5), if a disputing state party fails to comply with a final award, a further arbitral panel may be established to determine whether such failure to comply is, ’… inconsistent with the obligations of the Agreement’. The ultimate remedy by the panel is a recommendation that such Party ‘abide by or comply with the final award’. Under the ICSID Convention, a refusal by a state to abide by and comply with an award in accordance with Article 53 could potentially result in two types of legal sanction. The first type of legal sanction involves the right of espousal, which would otherwise be barred under Article 27(1). Clearly, a claimant’s state could espouse an independent international claim. Secondly, Article 64 provides for referral to the International Court of Justice (ICJ) with respect to the ‘interpretation and application’ of the Convention. This could conceivably lead to a traditional state-to-state dispute concerning one state’s failure to comply with an award under the Convention after the exhaustion of all means to enforce and execute the award.

As investment arbitration grows and develops, there will be a question that is likely to be raised with respect to enforcement: is international investment arbitration effective? And then the corresponding practical question for investors and potential claimants is: does it provide a remedy that is finally enforceable?

As the present case-review has indicated, domestic courts that have been seized with the issue of enforcement and execution of final awards have been largely deferential, if somewhat confused at times. In the context of challenges to recognition of ICSID awards, there has been no successful challenge. The problems that have arisen have related to the application of the sovereign immunity defence, which is endorsed in ICSID Convention Article 55. As we have seen elsewhere in this volume,39 although a number of respondents have argued that courts should not be deferential to investment arbitration awards, courts have rejected those arguments and maintained a high level of deference. Whether this high-level deference by domestic courts to arbitral awards continues will remain an open question for the foreseeable future. More critical though is the difficulty placed in front of claimants where the respondent state party refuses to satisfy the award and the claimant has been forced to identify assets that can withstand the sovereign immunity claims raised by state respondents. Thus, enforcement and execution remain problems for claimants.
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CHAPTER 30
A DOCTRINE OF PRECEDENT?*
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(1) Precedent in International Law

(2) Practice of Investment Treaty Tribunals

(3) Inconsistent Decisions

(4) Interpretative Statements by States

(5) Institutionalized Mechanisms

(a) Official Interpretations
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(1) PRECEDENT IN INTERNATIONAL LAW

RELIANCE on past decisions is a fundamental feature of any orderly decision process. Drawing on the experience of past decisions plays an important role in securing the necessary uniformity and stability of the law. The need for a coherent case-law is evident. It strengthens the predictability of decisions and enhances their authority.

In actual fact, tribunals in investment disputes, including ICSID tribunals, rely on previous decisions of other tribunals whenever they can. At the same time, it is also well established that the doctrine of precedent, in the sense known in the common law, does not apply in international adjudication.1 In other words, tribunals in investment arbitrations are not bound by previous decisions of other tribunals. Moreover, each tribunal is constituted ad hoc for any particular case. Therefore, ICSID tribunals cannot be expected to act like national courts.

Under common law systems, a doctrine of precedent exists to provide ‘guidance, predictability, efficiency, uniformity and impersonality’.2 Within a unified legal system, a consistent application of precedent provides fairness and equality as like cases are treated alike. These concepts are difficult to apply to a series of unconnected arbitrations governed by public international law. The system, if it can even be called a system, of investment treaty arbitration is not unitary in the sense of each tribunal sitting under the same source of jurisdiction. More fundamentally, it is not a common law system. The common law system of precedent, with judges inching step by step towards a current exposition of the law, is at odds with the code-based approach where the law is set out, in a fully developed form, for all to know in advance.3 It would be inappropriate for investment treaty tribunals to prefer a common law approach over that of the civil law.

In listing the sources of international law to be applied by the Court, Article 38 of the ICJ Statute mentions ‘judicial decisions’ in fourth place. Even then, they are only ‘subsidiary means for the determination of rules of law’. This can be contrasted with the first three sources listed in Article 38, which are primary means for establishing, rather than merely determining, rules of law. There is no doubt that:

… the role of precedent in international law is a matter of considerable delicacy. Just as jealous sovereign States are averse to any suggestion that compacts other than those to which they have consented may be invoked against them, so too are they unwilling to submit to the elaboration of international law by anything resembling the accretion of binding precedents known as common law.4

The first part of Article 53(1) of the ICSID Convention states: ‘The award shall be binding on the parties …’. This may be read as excluding the applicability of the principle of binding precedent to successive ICSID cases. Nothing in the Convention’s travaux préparatoires suggests that the doctrine of stare decisis should be applied to ICSID arbitration.

The Statute of the ICJ is even more explicit than the ICSID Convention in rejecting the precedent value of its decisions. Article 59 provides that: ‘The decision of the Court has no binding force except between the parties and in respect of that particular case’. In practice, this does not prevent parties to litigation before the ICJ from making reference to, and seeking to rely upon, findings and dissenting opinions made in earlier cases.

There is nothing unusual about international law developing in this manner. Crawford has observed this common law-style process having begun long before the present system of treaty arbitration developed:

The content of the law of state responsibility, at least in the important field of injury to the persons and property of aliens, was not based on any codified approach, or even on any general principle of law. It was dependent largely on diplomatic correspondence or decisions of arbitral commissions in relation to particular facts and situations. In some respects at least, it resembled the evolution of the common law of torts before Donoghue v Stevenson. For example, we are still working out the content of the ‘international minimum standard’ on a case-by-case basis—as witnessed in current developments in the application of Articles 1105 and 1110 of the North American Free Trade Agreement and their equivalent in bilateral investment treaties.5

One of the members of the US negotiating team for NAFTA has written that a purpose behind the incorporation of the customary international law standard of treatment in NAFTA Article 1105 was to allow NAFTA practice to develop in line with decisions of other tribunals in spite of the formal absence of a stare decisis effect.6 Yet NAFTA contains a specific provision, Article 1136(1), stating that a decision from one panel has no precedent effect on any other panel.7

The fact that tribunals are aware of the role they play in developing legal principles should be welcomed. Part of the responsibility of a tribunal is to work out the applicable principles of international law to be applied to the dispute before it. A tribunal should be seeking to set out the principles it finds as clearly as possible as part of its professional duty to render the best award possible. If this is achieved, it is understandable and positive that the award should be perceived as a contribution to the field of international legal scholarship. Investment treaty awards can thus play a role in counteracting the increasing fragmentation of international law.

(2) PRACTICE OF INVESTMENT TREATY TRIBUNALS

Tribunals have pointed out repeatedly that they are not bound by previous ICSID cases. In the annulment proceedings in Amco v Indonesia8 the ad hoc committee stated:

44. Neither the decisions of the International Court of Justice in the case of the Award of the King of Spain nor the Decision of the Klöckner ad hoc Committee are binding on this ad hoc Committee. The absence, however, of a rule of stare decisis in the ICSID arbitration system does not prevent this ad hoc Committee from sharing the interpretation given to Article 52(1)(e) by the Klöckner ad hoc Committee. This interpretation is well founded in the context of the Convention and in harmony with applicable international jurisprudence. Therefore this ad hoc Committee does not feel compelled to distinguish strictly between the ratio decidendi and obiter dicta in the Klöckner ad hoc Committee decision.9

Similarly, in LETCO v Liberia,10 the tribunal, before quoting authority from other ICSID tribunals, said: ‘Though the Tribunal is not bound by the precedents established by other ICSID Tribunals, it is nonetheless instructive to consider their interpretations … ’.11

Tribunals operating under the NAFTA in the framework of the ICSID Additional Facility have reached the same result. For instance, the Tribunal in Feldman v Mexico12 said:

… this Tribunal has also sought guidance in the decisions of several earlier NAFTA Chapter 11 Tribunals that have interpreted Article 1110. The Tribunal realizes that under NAFTA Article 1136(1), ‘An award made by a Tribunal shall have no binding force except between the disputing parties and in respect of the particular case,’ and that each determination under Article 1110 is necessarily fact-specific. However, in view of the fact that both of the parties in this proceeding have extensively cited and relied upon some of the earlier decisions, the Tribunal believes it appropriate to discuss briefly relevant aspects of earlier decisions. …13

Other tribunals have followed the same line in finding that they are not bound by previous decisions but will take due account of them.14 

The question of the authority of previous decisions became the subject of heated debate in some of the cases against Argentina. Despite numerous decisions to the contrary, Argentina tenaciously kept raising the same jurisdictional objections over and over again. In the Decision on Jurisdiction in the resubmitted Vivendi case,15 one of Argentina’s objections concerned the question of whether the participation of foreign shareholders in a domestically incorporated company constituted an ‘investment’. The tribunal not only rejected the Argentinian objection but added an appendix to its decision in which it listed previous decisions that had rejected that same argument. The tribunal said:16

94. Finally, numerous arbitral tribunals have rejected this very same jurisdictional objection as shown by the18 cases referred to in Appendix 1 to this Decision. In each of those eighteen cases the tribunals upheld the right of shareholders to pursue such claims. In 11 cases, the Argentine Republic was respondent and asserted, and lost, this same objection. In the last one of these cases, the Tribunal observed that the very objection which Argentina raises in this case ‘has been made numerous times, never, so far as the Tribunal has been aware, with success’.17

Despite the tedium of repeated identical objections, tribunals have treated Argentina’s right to reintroduce arguments that had failed in other cases and its insistence on the irrelevance of previous decisions with respect and caution. In Enron v Argentina, 18 the tribunal said:

40. The Tribunal is of course mindful that decisions of ICSID or other arbitral tribunals are not a primary source of rules. The citations of and references to those decisions respond to the fact that the Tribunal in examining the claim and arguments of this case under international law, believes that in essence the conclusions and reasons of those decisions are correct.19

In a subsequent decision in the same case, the tribunal was even more specific. It said:

The Tribunal agrees with the view expressed by the Argentine Republic in the hearing on jurisdiction held in respect of this dispute, to the effect that the decisions of ICSID tribunals are not binding precedents and that every case must be examined in the light of its own circumstances.20

The tribunal in AES Corp v Argentina21 has made the most detailed examination of the role of precedent in investment arbitration to date. The claimant pointed out that Argentina’s five objections to jurisdiction were similar or identical to arguments that Argentina had presented unsuccessfully in previous arbitrations. It sought to persuade the tribunal to treat Argentina’s jurisdictional objections as ‘moot if not even useless’ on the basis that previous tribunals had consistently rejected the objections. In response, Argentina insisted on the specificity of each treaty involved and said:

Repeating decisions taken in other cases, without making the factual and legal distinctions, may constitute an excess of power and may affect the integrity of the international system for the protection of investments.22

The tribunal was not willing to accept the extremities of the claimant’s position. It agreed with Argentina that every BIT has its own identity. The terms of each treaty should thus be carefully analysed to determine the exact scope of the consent expressed by the two parties. Here the AES tribunal was following the position taken by the International Tribunal for the Law of the Sea in the MOX and OSPAR cases where it was stated that identical or similar provisions of different treaties may not necessarily yield the same interpretive results once differences in the respective context, objects and purposes, subsequent practice of parties, and travaux préparatoires have been taken into account.23

Argentina could thus not be prevented from raising its objections again. The tribunal stated that the provisions of Article 25 of the ICSID Convention, together with fundamental principles of public international law, dictate that:

… each decision or award delivered by an ICSID Tribunal is only binding on the parties to the dispute settled by this decision or award.24 There is so far no rule of precedent in general international law; nor is there any within the specific ICSID system for the settlement of disputes between one State party to the Convention and the National of another State Party. This was in particular illustrated by diverging positions respectively taken by two ICSID tribunals on issues dealing with the interpretation of arguably similar language in two different BITs.25

The AES tribunal pointed out that each BIT has its own identity and that striking similarities in the wording of many BITs often dissimulate real differences.26 The tribunal drew the following conclusion:

From the above derive at least two consequences: the first is that the findings of law made by one ICSID tribunal in one case in consideration, among others, of the terms of a determined BIT, are not necessarily relevant for other ICSID tribunals, which were constituted for other cases; the second is that, although Argentina had already submitted similar objections to the jurisdiction of other tribunals prior to those raised in the present case before this Tribunal, Argentina has a valid and legitimate right to raise the objections it has chosen for opposing the jurisdiction of this Tribunal.27

At the same time the tribunal rejected the ‘excessive assertion’ that ‘absolutely no consideration might be given to other decisions on jurisdiction or awards delivered by other tribunals in similar cases’.28 In case of a high level of similarity or identity of underlying legal questions, the tribunal did not feel barred as a matter of principle from considering the position taken by other tribunals.29 

This led the tribunal to the following compromise solution:

An identity of the basis of jurisdiction of these tribunals, even when it meets with very similar if not even identical facts at the origin of the disputes, does not suffice to apply systematically to the present case positions or solutions already adopted in these cases. Each tribunal remains sovereign and may retain, as it is confirmed by ICSID practice, a different solution for resolving the same problem; but decisions on jurisdiction dealing with the same or very similar issues may at least indicate some lines of reasoning of real interest; this Tribunal may consider them in order to compare its own position with those already adopted by its predecessors and, if it shares the views already expressed by one or more of these tribunals on a specific point of law, it is free to adopt the same solution … precedents may also be rightly considered, at least as a matter of comparison and, if so considered by the Tribunal, of inspiration.30

Having made these broad statements on the practical standing of ‘precedents’, the tribunal actually proceeded to examine and rely on previous decisions by other tribunals.31

In a similar manner, the tribunal in Bayindir v Pakistan32 considered the issue of precedents and concluded that it was ‘not bound by earlier decisions, but will certainly carefully consider such decisions whenever appropriate’.33

The decision in Gas Natural v Argentina34 demonstrates the tribunal’s cautious attitude towards ‘precedents’ not only in its wording but also in the decision’s structure. The tribunal first gave its Decision on Jurisdiction without reference to previous cases.35 After having reached a result it stated:

The Tribunal wishes to emphasize that it has rendered its decision independently, without considering itself bound by any other judgments or arbitral awards. Having reached its conclusions, however, the Tribunal thought it useful to compare its conclusion with the conclusions reached in other recent arbitrations conducted pursuant to the ICSID Arbitration Rules and arising out of claims under contemporary bilateral investment treaties. We summarize a few of these decisions here, and confirm that we have not found or been referred to any decisions or awards reaching a contrary conclusion.36

Only after having made that statement does the tribunal examine a number of previous decisions which it finds to be in line with its own conclusions.37 Its conclusion is as follows:

In sum, the Tribunal is satisfied that its analyses and decisions, independently arrived at, are consistent with the conclusions of other arbitral tribunals faced with similar issues. It does not follow that the ultimate decisions of this Tribunal on the merits will be wholly consistent with those of other arbitral tribunals, because different claims have been based on different treaties and different factual situations.38

Whether a decision that relies preponderantly or exclusively on previous decisions might be subject to annulment for that reason may be subject to doubt. No ad hoc committee in ICSID proceedings has ever annulled an award because it rested its reasoning on precedents. But an application for annulment that alleges an excess of powers or a failure to state reasons because the tribunal has simply relied on earlier decisions without making an independent decision or developing its own reasons is entirely possible. From the perspective of tribunals it seems wiser not to expose themselves to this charge.

(3) INCONSISTENT DECISIONS

Thus a de facto practice of precedent certainly exists. However, it is not identical to that prevailing within domestic common law systems. For example, there is no doctrine of hierarchy whereby certain courts are obliged to defer to judgments rendered by higher courts. Instead, individual tribunal decisions have persuasive force and compel the respectful attention of tribunals confronted with similar cases.

Nonetheless, in some cases tribunals did not follow earlier decisions but adopted different solutions. At times, they simply adopted a different solution without distancing themselves from the earlier decision. At other times, they referred to the earlier decision and pointed out that they were unconvinced by what another tribunal had said and that, therefore, their decision departed from the one adopted earlier. Increasingly, tribunals are following this latter path.

A clear example of a rejection of an earlier decision occurred in SGS v Philippines.39 The tribunal discussed the earlier decision in SGS v Pakistan40 and voiced its disagreement with some of the answers given there. The SGS v Philippines tribunal said:

As will become clear, the present Tribunal does not in all respects agree with the conclusions reached by the SGS v. Pakistan Tribunal on issues of the interpretation of arguably similar language in the Swiss-Philippines BIT. This raises a question whether, nonetheless, the present Tribunal should defer to the answers given by the SGS v Pakistan Tribunal. The ICSID Convention provides only that awards rendered under it are ‘binding on the parties’ (Article 53(1)), a provision which might be regarded as directed to the res judicata effect of awards rather than their impact as precedents in later cases. In the Tribunal’s view, although different tribunals constituted under the ICSID system should in general seek to act consistently with each other, in the end it must be for each tribunal to exercise its competence in accordance with the applicable law, which will by definition be different for each BIT and each Respondent State. Moreover there is no doctrine of precedent in international law, if by precedent is meant a rule of the binding effect of a single decision. There is no hierarchy of international tribunals, and even if there were, there is no good reason for allowing the first tribunal in time to resolve issues for all later tribunals. It must be initially for the control mechanisms provided for under the BIT and the ICSID Convention, and in the longer term for the development of a common legal opinion or jurisprudence constante, to resolve the difficult legal questions discussed by the SGS v Pakistan Tribunal and also in the present decision.41

The consistency or lack thereof of decisions has become a prominent issue in investment arbitration.42 There have been a number of instances in which tribunals sitting in different cases have come to conflicting conclusions on identical questions. Five examples may suffice to illustrate this point:

1. Many BITs in their consent clauses contain phrases referring to ‘all disputes concerning investments’ or ‘any legal dispute concerning an investment’. Tribunals have given conflicting meanings to these terms.43

2. Umbrella clauses have received divergent interpretations in the practice of tribunals.44  Some tribunals found that treaty clauses guaranteeing the ‘observance of commitments’ made by host states meant that breaches of contracts were elevated to breaches of the treaty. Others have emphatically rejected such an interpretation.

3. A common condition in BITs for the institution of arbitration proceedings is the observance of so-called waiting periods. This means that an amicable settlement must have been attempted through consultations or negotiations for a certain period of time. The reaction of tribunals to these provisions has not been uniform. In some cases the tribunals found that non-compliance with the waiting periods did not affect their jurisdiction.45 In other cases, they reached the opposite conclusion. For example, in Enron Corp and Ponderosa Assets, LP v Argentina, the tribunal, although disagreeing with previous tribunals, noted the findings of its predecessors:

The Tribunal wishes to note in this matter, however, that the conclusion reached is not because the six-month negotiation period could be a procedural and not a jurisdictional requirement as has been argued by the Claimants and affirmed by other tribunals. Such requirement is in the view of the Tribunal very much a jurisdictional one.46

4. Most BITs and some other treaties for the protection of investment contain most-favoured-nation (MFN) clauses. This has led to the question of whether the effect of MFN clauses extends to the provisions on dispute settlement in these treaties. Tribunals have given conflicting decisions on this point.47 In doing so, tribunals often use the language of precedent-bound systems. The tribunal in Suez, Sociedad General de Aguas de Barcelona SA and Vivendi Universal SA v Argentina48 referred to the broad MFN decisions (ie Maffezini) and the narrow MFN decisions (ie Plama) as constituting a ‘line of cases’.49 In deciding to follow Maffezini, it took upon itself the task of distinguishing Plama in the best traditions of common law advocacy.50 This was noted in a subsequent decision, Telenor Mobile Communications AS v Hungary, where the tribunal described the Aguas case as dissenting from Plama!51 Its contribution to the conversation was to agree with Plama.

5. The existence of a state of necessity is to be judged in accordance with customary international law as set out in the ILC Articles on State Responsibility.52 The tribunals in CMS v Argentina53 and in LG&E v Argentina54 have given sharply conflicting responses to Argentina’s pleas of a state of necessity. The differences relate to both matters of fact and of law.55 What is remarkable about the two cases is that they did not concern a divergence of interpretation of separate treaties but the application of the same legal principle of customary international law to the same state of emergency declared by Argentina. Even more surprisingly, the later decision does not even mention the earlier one rendered 15 months previously, despite the fact that one arbitrator sat on both tribunals.

Fortunately, the problem of inconsistency is not pervasive. Most tribunals carefully examine earlier decisions and accept these as authority most of the time. But sometimes they disagree with them and make their disagreement known. In addition, the growing number of simultaneous cases makes it increasingly likely that tribunals may reach conflicting results without realizing it. Therefore, the problem of conflicting awards is a reality and has led to a discussion on how to address the problem.

(4) INTERPRETATIVE STATEMENTS BY STATES

Occasionally, the state parties to a treaty may issue a joint statement without binding force on a question of interpretation pending before a tribunal. In CME v Czech Republic,56 the BIT between the Czech Republic and the Netherlands provided for ‘consultations’ with a view to resolving any issue of interpretation and application of the treaty. Pursuant to this procedure, the Netherlands and the Czech Republic issued ‘Agreed Minutes’ containing a ‘common position’ on the interpretation of the BIT, after the tribunal had issued a partial award.57 The tribunal, in rendering its final award, took this joint statement into account as supporting its view.58

A unilateral assertion of the disputing state party, on the meaning of a treaty provision, made in the process of ongoing proceedings is of limited value. Such a statement will be perceived as self-serving since it is probably determined by the desire to influence the tribunal’s decision in favour of the state offering the interpretation.

Alternatively, the non-disputing state party to a BIT may give a unilateral statement on the interpretation of the treaty. Such a statement may or may not confirm the position of the disputing state party to the treaty. In Aguas del Tunari v Bolivia,59  the claimant had submitted statements made by ministries of the government of the Netherlands to the parliament of the Netherlands.60 In addition, the tribunal wrote to the legal adviser to the foreign ministry of the Netherlands enquiring about certain aspects of the BIT’s interpretation.61 The Tribunal found the information thus obtained not helpful.62 It said:

… the Tribunal can find no ‘subsequent practice … which establishes an agreement of the parties’ regarding the interpretation of the BIT. In addition, the response from the Netherlands provides no additional information of the type suggested by Article 31 of the Vienna Convention on the Law of Treaties as being possibly relevant and upon which a general interpretative position might be based.63

In one case, the government of the claimant’s state of nationality took the unusual step of writing to ICSID to voice its disapproval of an interpretation given by an ICSID tribunal. In SGS v Pakistan64 the Swiss government in a letter to ICSID’s Deputy Secretary-General stated that the Swiss authorities were wondering why the tribunal had not found it necessary to enquire about their view of the meaning of the provision in the Pakistan–Switzerland BIT in spite of the fact that the tribunal had attributed considerable importance to the intent of the contracting parties in drafting it. The Swiss authorities were alarmed by the interpretation given by the tribunal to the provision. The letter added that the interpretation ran counter to the intention of Switzerland when concluding the treaty and was neither supported by the meaning of similar articles in BITs concluded by other countries nor by academic comments.65

It is obvious from these examples of practice that occasional views expressed by states parties to treaties on the meaning of particular provisions are not a viable method to achieve uniformity of interpretation.

(5) INSTITUTIONALIZED MECHANISMS

(a) Official Interpretations

Plans to create institutionalized mechanisms to achieve uniform interpretations have yielded limited results so far. The NAFTA has a mechanism whereby the Free Trade Commission (FTC), a body composed of representatives of the three states parties, can adopt binding interpretations of the treaty.66 The FTC has made use of this method in July 2001 in interpreting the concepts of ‘fair and equitable treatment’ and ‘full protection and security’ under Article 1105 of the NAFTA.67

NAFTA tribunals have accepted this interpretation as binding.68 The tribunal in Methanex v United States69 said:

With respect to Article 1105, the existing interpretation is contained in the FTC’s Interpretation of 31st July 2001. Leaving to one side the impact of Article 1131(2) NAFTA, the FTC’s interpretation must also be considered in the light of Article 31(3)(a) of the Vienna Convention as it constitutes a subsequent agreement between the NAFTA Parties on the interpretation of Article 1105 NAFTA. …70

BITs do not normally have institutional mechanisms to obtain authentic interpretations of their meaning. But the US Model BIT of 2004 provides for a mechanism that is similar to the one in the NAFTA:

Article 30(3)

A joint decision of the Parties, each acting through its representative designated for purposes of this Article, declaring their interpretation of a provision of this Treaty shall be binding on a tribunal, and any decision or award issued by a tribunal must be consistent with that joint decision.

This method is efficient, but has a serious drawback. States will strive to issue official interpretations to influence proceedings to which they are parties. As the example of the July 2001 interpretation of the FTC under NAFTA demonstrates, the home states of disputing investors are less interested in interpretations favourable to their nationals in pending disputes than in interpretations that favour state respondents generally. It is obvious that a mechanism whereby a party to a dispute is able to influence the outcome of judicial proceedings, by issuing official interpretation to the detriment of the other party, is incompatible with principles of a fair procedure and is hence undesirable.

(b) Appeals Procedures

Another possible solution is the creation of an appeals facility that would open the possibility of reviewing decisions, thereby increasing the chances of a consistent case-law. A number of US treaties foresee this possibility in the form of an appellate body or similar mechanism.71 The US Model BIT of 2004 contains the following provision in an Annex:

Annex D
Possibility of a Bilateral Appellate Mechanism

Within three years after the date of entry into force of this Treaty, the Parties shall consider whether to establish a bilateral appellate body or similar mechanism to review awards rendered under Article 34 in arbitrations commenced after they establish the appellate body or similar mechanism.

This idea of a bilateral appeals mechanism has found entry into the US BIT with Uruguay.72

It is doubtful whether appellate bodies established under different bilateral treaties would lead to a coherent case-law. Separate mechanisms for different treaties, even if used regularly, will only have a limited impact. The issues in question, such as the proper interpretation of umbrella clauses or the reach of MFN clauses, recur in the context of many treaties. A harmonizing effect will be achieved only if the institutional mechanism applies to all or at least many treaties.

A similar idea, though directed at a multilateral appeals mechanism, is reflected in the CAFTA–DR Free Trade Agreement (FTA)73 as well as in US FTAs with Singapore74  and Chile.75 To this effect, the FTA with Chile provides:

10. If a separate multilateral agreement enters into force as between the Parties that establishes an appellate body for purposes of reviewing awards rendered by tribunals constituted pursuant to international trade or investment agreements to hear investment disputes, the Parties shall strive to reach an agreement that would have such appellate body review awards rendered under Article 10.25 in arbitrations commenced after the appellate body’s establishment.76

ICSID at one point floated a draft that foresaw the creation of an appeals facility at ICSID. A Discussion Paper of October 200477 pointed to the danger of inconsistencies, and offered the prospect of a single appeal mechanism as an alternative to multiple mechanisms. An annex to the paper presented possible features of an ICSID Appeals Facility. Submission to the Appeals Facility would have to take place by treaty. It would be available for ICSID as well as for non-ICSID awards rendered in investor–State arbitrations. An appeal would be heard by an appeal tribunal consisting of three members and selected for each case from a panel of 15 persons. The appeal would have to be based on an error of law or fact or one of the grounds for annulment set out in Article 52 of the ICSID Convention. The appeal tribunal would have the power to uphold, modify, or reverse the award concerned.

In a subsequent Working Paper of May 2005,78 the idea of an appellate mechanism was dropped, at least for the time being, since ‘it would be premature to attempt to establish such an ICSID mechanism at this stage’.

The project of a multilateral appeals mechanism at ICSID would have created certain problems. Article 53 of the ICSID Convention says that an award shall not be subject to any remedy except those provided for in the Convention. In addition, the appeals mechanism would have excluded the application of the annulment procedure under Article 52 of the ICSID Convention. Any attempt to amend the ICSID Convention would be far too complex to be realistic. The idea was that bilateral treaties providing for appellate mechanisms would operate in partial derogation of the ICSID Convention. While this avenue may be feasible under the law of treaties, it is questionable whether an organ created by a multilateral convention is the right body to take the initiative towards the derogation of that convention by way of bilateral or regional treaties.

An appeal before three arbitrators selected from a panel of 15 would not have guaranteed any uniformity of decisions. The different composition of appeals tribunals would not offer a guarantee against inconsistency.

Another problem would be the avoidance of national setting-aside procedures for non-ICSID awards. The legal bases for these setting-aside procedures are national arbitration laws. It would be necessary to ensure that, where an appeal is available under the international procedure, there would be no possibility to turn to a national court for the setting aside of the award. Equally, it would be important to shield the decisions of the appeal tribunal from review by national courts. Any other solution would lead to an undesirable situation of competing and possibly conflicting appeals procedures.79

(c) Preliminary Rulings

An appeals facility is not necessarily the best mechanism to achieve coherence and consistency in the interpretation of investment treaties. Appeal presupposes a decision that will be attacked for some alleged flaw in order to be repaired. Rather than try and fix the damage after the fact through an appeal, it is more economical and effective to address it preventively before it even occurs.

A method to secure coherence and consistency that has been remarkably successful is to allow for preliminary rulings while the original proceedings are still pending.80 Under such a system, a tribunal would suspend proceedings and request a ruling on a question of law from a body established for that purpose. This procedure has been very successfully used in the framework of the European Community to secure the uniform application of European Community Law by domestic courts. It is contained in Article 234 (formerly 177) of the Treaty establishing the European Community81 and provides for preliminary rulings by the European Court upon the request of domestic courts.82

Adapted to investment arbitration, this method could provide for an interim procedure whenever a tribunal is faced with a fundamental issue of investment treaty application, a situation where it wants to depart from a decision by a previous tribunal, or where there are previous conflicting decisions. In such a situation, the tribunal might be required to suspend proceedings and request a ruling from the central decision-maker. Once that ruling has been forthcoming the original tribunal would continue its proceedings. This method promises to be successful at warding off inconsistency and fragmentation.

A number of details would have to be worked out. One is under what circumstances a tribunal would request a preliminary ruling and whether it would be under an obligation to do so. Another would be whether these rulings would bind the tribunal or would merely constitute recommendations. Not least, the composition of a body charged with giving preliminary rulings would need to be discussed.

Preliminary rulings would leave Article 53 of the ICSID Convention untouched. They would not affect the principles of expediency and finality, two of the chief assets of arbitration. And they would help to prevent the development of inconsistencies rather than create a costly and time-consuming repair mechanism.
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CHAPTER 31
TRIBUNAL’S POWERS VERSUS PARTY AUTONOMY*

GIUDITTA CORDERO MOSS

(1) The Tribunal as an Umpire or an Inquisitor?

(a) ICSID Arbitration
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(2) Rules on the Tribunal’s Power

(a) Treaty Rules: Nature of Claim, Applicable Law
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(ii) Applicable Law

(b) Arbitration Law Rules: Decisions ex Bono et Aequo, Arbitrability

(i) Decisions ex Bono et Aequo

(ii) Arbitrability

(c) Arbitration Agreements Rules: Factual Scope of the Dispute, Exclusion of Specific Relief, Applicable Law

(i) Factual Scope of the Dispute

(ii) Exclusion of Relief

(iii) Applicable Law

(3) Rules on the Tribunal’s Conduct

(a) Party’s Default

(b) Adverse Inferences
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(d) Burden of Proof

(e) Impartiality

(f) Fair Hearing

(4) Rules on the Validity and Enforceability of the Award

(a) No Review of the Merits

(b) Excess of Power

(c) Fair Hearing

(d) Procedural Irregularity

(e) Need for Guidelines as to the Tribunal’s Role

(5) The Tribunal’s Power in Respect of Questions of Fact

(a) Can the Tribunal Request Additional Information to Undermine Uncontested Evidence?

(b) Is the Tribunal Bound to Decide only on Invoked Facts?

(6) The Tribunal’s Power in Respect of Questions of Law

(a) Can the Applicable Law be Disregarded if the Parties do not Sufficiently Prove it?

(b) Can the Tribunal Develop its Own Legal Arguments?

(i) New Qualifications under Sources Already Introduced in the Proceedings

(ii) New Sources

(iii) New Remedies

(c) Distinction between Domestic and International Arbitration?

(7) Inviting the Parties to Comment

Concluding Remarks

THIS chapter analyses the relationship between the tribunal’s initiative and the arguments made by the parties. As a general rule, the parties’ submissions determine the scope of the dispute and hence the tribunal’s mandate. The arbitral tribunal is not supposed to exceed the powers thus conferred on it by the parties. There are situations, however, in which the arguments made by one or more parties may require integration or further elaboration. The most evident example is the situation where the defendant does not participate in the proceedings. Even the arguments made by a participating party, however, may be insufficiently developed. This chapter will analyse to what extent a tribunal may or shall integrate or develop arguments that should have been made by the parties, both in respect of questions of fact and in respect of questions of law.

The question of how active the tribunal may be in respect of the arguments made by the parties is not approached uniformly in the various arbitration systems, as will be briefly explained in Section (1) below.

The power of the tribunal is ultimately limited by the rules on jurisdiction (Sect (2)) and any mandatory rules of procedure (Sect (3)) contained in the applicable international investment treaty, the ICSID Convention or the applicable arbitration law, as well as the applicable arbitration rules or the arbitration agreement. The power of the tribunal is also limited, indirectly, by the criteria for determining the validity and enforceability of an arbitral award (Sect (4)), and, in particular, by the principles of excess of power, adversarial proceeding, and procedural irregularity. These principles are fundamental in most arbitration regulations that an investment dispute may be subject to, whether it is an ICSID procedure, an ad hoc procedure under the UNCITRAL Rules, or an institutional arbitration as referred to in the relevant investment treaty, such as arbitration under the Arbitration Rules of the Stockholm Chamber of Commerce. They are generally to be found also in the national arbitration laws that become applicable to investment arbitration if the proceedings are carried out not as ICSID, but as ad hoc or institutional arbitration.

Within the framework of these principles, the tribunal enjoys a certain freedom in respect of the arguments made by the parties. This chapter argues that the tribunal is bound in respect of its jurisdiction and of the factual scope of the dispute, but enjoys considerable freedom in respect of the inferences that it draws from the evidence (Sect (5)) and in respect of the legal consequences of the proven facts (Sect (6)). Under certain circumstances, the tribunal’s own inferences and arguments should be communicated to the parties, so as to give them the possibility to comment there on (Sect (7)).

(1) THE TRIBUNAL AS AN UMPIRE OR AN INQUISITOR?

The role of the tribunal is not regulated clearly and uniformly. Some rules on the conduct of arbitral proceedings are relevant to this question, as will be seen in Sections (2) and (3) below, and some rules on the validity and enforceability of arbitral awards constitute the ultimate limits upon the tribunal’s initiative, as will be seen in Section (4) below. Within the range of these principles, there seems to be a certain room for the tribunal to decide its own role in respect of the arguments made by the parties. The various arbitration systems have different approaches to the tribunal’s role.

(a) ICSID Arbitration

Within the framework of ICSID arbitration, it seems to be undisputed that a tribunal is not bound to base its award on the legal arguments that were presented to it by the parties. In numerous cases, the validity of an award was challenged by alleging that the award was not based on the parties’ arguments, and the relevant ad hoc Committees have always concluded that the tribunals had not committed a procedural irregularity by founding the decision on legal arguments that were not presented by the parties.1

The only limitation on a tribunal’s initiative in this respect seems to have been mentioned by the Klöckner I ad hoc committee, which, after having affirmed the tribunal’s ability to develop its own legal arguments, briefly affirmed that the legal framework established by the parties should not be exceeded. This limitation should not be interpreted in the sense that the tribunal should disregard any legal arguments applicable to the facts submitted in the proceeding, as long as these arguments lead to a qualification different from those proposed by the parties; otherwise, the tribunal’s own initiative in respect of the legal arguments would be reduced significantly. This would not be compatible with the tribunal’s duty itself to ascertain and apply the relevant law in the given circumstance of the case.2

(b) Arbitration Laws Applicable to Non-ICSID Arbitration

Investment arbitration that takes place in the framework of an arbitration institution or as ad hoc arbitration is subject to the arbitration law and rules that apply also to commercial arbitration in the respective countries. In respect of commercial arbitration, there does not seem to be a generally acknowledged understanding of how active a role the tribunal may assume: commentators range from encouraging an active role for the arbitral tribunal,3 to scepticism towards such a role4 and nearly exclusion thereof.5

It is not unusual for legal doctrine on international commercial arbitration to focus its attention on the consensual character of arbitration and emphasize that the arbitral procedure should be left totally to the parties. Party autonomy is, and rightly so, deemed to be the clear fundament of commercial arbitration; as a consequence, the arbitral tribunal is deemed to have a rather restricted scope for its own initiative. This neutral role of a tribunal that does not interfere with the autonomy of the parties, that listens to their arguments, and confines its own role to deciding which of the presented arguments deserves to win, is sometimes defined as the ‘role of an umpire’. The opposing role, more judiciary and interventionist, inspired by the maxim iura novit curia, would consist in the tribunal taking various measures on its own initiative, rather than upon the request of one of the parties, to develop a factual and legal argumentation, as well as to identify the applicable law.

(i) An Adversarial System?

The alternative between an ‘umpire’ and an ‘inquisitor’ may be reminiscent of the classical opposition between the adversarial common law systems and the inquisitorial civil law systems. The usefulness of the classical division into adversarial and inquisitorial systems, however, may be questioned: while either of these forms is rarely to be found in its pure form in any system of civil procedure nowadays, it is dubious how much it would be possible to apply it to international arbitration.6

An adversarial approach in the strict sense is certainly not reflected in the arbitration law that mostly represents the common law systems, English law. The UK Arbitration Act of 1996 does not seem, in many respects relevant here, to be substantially different from the approach in civil law countries.7 The UK Arbitration Act confers on the tribunal the power to determine a series of matters on its own initiative (provided that there is no agreement to the contrary between the parties): for example, the decision of procedural and evidential matters,8 or the default power to determine a series of remedies, if the parties have not specified the remedies that may be awarded.9 Also, in drawing inferences from the evidence produced by the parties and in developing its reasoning, the tribunal is not bound by the arguments made by the parties.10 All these powers speak for arbitrator autonomy, rather than for party autonomy. This, however, does not mean that the tribunal faces no limits in assuming an inquisitorial role or taking over one party’s interests against the other party’s: the overriding principle is that the proceeding is conducted fairly and impartially,11 and this mandatory requirement is deemed sufficient to ensure a balance between adversarial and inquisitorial proceedings.12

(ii) Foreign Law as a Fact?

A peculiar treatment is reserved, in the common law systems, for foreign law: foreign law is considered as a fact and has therefore to be proved by the parties. This is unknown in most civil law systems, where not only domestic, but also foreign law has in principle to be applied ex officio by the tribunal, in accordance with the maxim iura novit curia.13 However, even if foreign law is treated as a fact under English arbitration law, which is examined here as representative of the common law systems, it does not mean that in questions of foreign law party autonomy totally prevails over the tribunal’s independent evaluation. First of all, as seen above, the arbitral tribunal has extensive powers in procedural evidential matters and may evaluate the evidence independently. If foreign law is treated as a fact, it will be subject to the same powers as described above. Secondly, if the foreign law is not satisfactorily proved, the tribunal may apply the presumption that foreign law is the same as English law, and will apply (on its own initiative) English law, thus avoiding falling into the role of an umpire who would have to choose the arguments made by the other party.14 

(iii) Not a Pure Umpire

The role of a pure umpire, therefore, is not to be found in the English arbitration law any more than in the international or national civilian arbitration rules that are discussed in more detail in Section (3) below. As will be seen, tribunals have considerable powers to act on their own initiative by requesting additional information, and they are not bound to decide in favour of the participating party in case of default by the other party (which implies that they have the power to make their own independent evaluation of the arguments, rather than limiting themselves to choose between the available arguments).

(2) RULES ON THE TRIBUNAL’S POWER

The arbitral tribunal must exercise its mandate within the limits that have been granted it by the applicable sources. These consist mainly of: (i) the rules in the relevant treaty establishing the arbitration, the ICSID Convention, or the applicable state arbitration law, (ii) arbitration rules applicable to the chosen arbitration proceeding, and (iii) the arbitration agreement. Below, there follows an examination of the most important limitations on the tribunal’s power in respect of the parties’ arguments contained in these respective sources.

It is important, in this context, to distinguish between the situations where a tribunal exercises powers that it does not have, and the situations where it wrongly exercises powers that it has. The distinction is of significant relevance to the effectiveness of the award: while awards rendered as a consequence of an erroneous exercise of existing powers may, generally, not be considered as invalid or unenforceable,15 awards rendered as a consequence of the exercise of powers that were never conferred on the tribunal may be set aside and refused enforcement.16 This distinction will be pursued in the following subsections.

(a) Treaty Rules: Nature of Claim, Applicable Law

Investment arbitration concerns disputes between a foreign investor and the host state, and is carried out on the basis of a Bilateral Investment Treaty (BIT) between the host state and the investor’s state or of a multilateral treaty such as the NAFTA or the Energy Charter Treaty. The treaty establishing arbitration may contain rules that are relevant to the analysis of the tribunal’s power to act on its own motion in respect of the parties’ arguments.

(i) Nature of the Claim

Arbitral jurisdiction may be limited to claims relating to violations of the treaty or it may extend also to claims relating to a breach of contract.17 These treaty provisions must be considered as limits on a tribunal’s power; a tribunal may not exceed these limits while it is integrating or developing the parties’ arguments. Thus, a tribunal that is empowered to decide only on a claim for violation of treaty may not extend or interpret the arguments by the parties and award damages for breach of contract (unless the breach of contract also constitutes a violation of the treaty, in which case, however, the basis of the award is the latter). The general principle according to which an award may not be reviewed for error in law or for error in the interpretation of the contract would not be applicable in this context. This is because the error in question would be made in connection not with the decision on the merits (which is beyond the scope of control that may be exercised on an award), but with the exercise of the tribunal’s jurisdiction, as determined by the applicable investment treaty (which is within the scope of the validity control). An award rendered on matters outside the jurisdiction of the tribunal is an award rendered without power, therefore invalid and unenforceable, as will be seen in Section (4) below.

(ii) Applicable Law

The treaty establishing arbitration may contain instructions in respect of the law to be applied by the tribunal to the merits of the dispute.18 Violation of these rules does not necessarily simply amount to an error in the merits of the award. Disregard of treaty rules on applicable law is a violation of the duties established by the treaty in respect of the conduct of the proceedings and, in particular, in respect of the legal standard against which the disputed facts shall be measured. Given the significance of the applicable law for the outcome of the dispute, such violation may be considered as a serious procedural irregularity or an excess of the power conferred on the tribunal. Both are grounds for invalidity and refusal of enforcement of the award, as will be seen in Section (4) below.

It is not easy, however, to draw the borderline between such a violation of the tribunal’s duties and a simple error by the tribunal in interpreting or applying the treaty: the tribunal’s wrong interpretation of the choice of law rule contained in the treaty is not a ground for ineffectiveness of the award, just as the wrong application of the law is not. If, however, the tribunal’s failure to apply this choice of law rule is not due to an error in its interpretation or application, but is a violation of the duty to take that rule into consideration, it may lead to ineffectiveness of the award (just as the disregarding of a choice of law rule in the applicable arbitration law or in the arbitration agreement would, as will be seen in Sect 2(c) (iii) below).19

A criticism of a recent decision by the Svea Court of Appeal in Sweden20 illustrates this point. The decision was rendered in connection with the challenge to an SCC award between CME and the Czech Republic issued in an investment arbitration based on the BIT between the Netherlands and the Czech Republic. One of the questions that the Court was called on to decide was whether the arbitral tribunal had disregarded the rule on the governing law contained in the BIT. The BIT provided for application of the law of the host country in combination with principles of international law; the tribunal did not consider the law of the host country but only principles of international law, and the validity of the award was therefore challenged. The Swedish Court relied on the principle that error in the interpretation or application of the law cannot be judicially reviewed, and limited itself to prima–facie verifying whether the tribunal seemed to have applied any law at all. The Court seemed to consider a more detailed examination of the matter to be beyond the scope of its own jurisdiction.

This approach does not seem to be fully justified. It has been observed that, in respect of technical aspects such as those that were at issue in that particular case, applying the principles of international law could be deemed equivalent to applying no law at all, because they do not contain relevant rules.21 Apart from this point of substance, however, the point of procedure mentioned above remains: a tribunal that fails to apply the choice of law clause contained in the BIT is a tribunal that violates the treaty. According to Article 34(6) of the Swedish Arbitration Act, a procedural irregularity can be sanctioned with the invalidity of the award if it has probably influenced the outcome of the case. In order to verify whether Article 34(6) of the Swedish Arbitration Act was applicable, the Court should have examined more accurately whether the tribunal, when it determined the applicable law, had taken into consideration the choice of law rule contained in the BIT. The examination, however, should have been restricted to the question whether the rule had been applied. Whether the rule had been applied erroneously is not within the scope of judicial review.22

The opposite approach was taken by the Supreme Court of British Columbia in its decision on a challenge to an award rendered between the US company Metalclad and the United Mexican States under the NAFTA.23 One of the questions that the Supreme Court examined was whether the tribunal had applied the correct legal standard to assess the conduct of the state. The tribunal had measured the state’s conduct against Article 1105 of the NAFTA. Also the Supreme Court considered Article 1105 to represent the applicable rule. However, the Court disagreed with the tribunal in the assessment of the content of Article 1105: while the tribunal considered Article 1105 to require transparency in the regulatory system of the host country, the Court held that the ‘fair and equitable treatment’ and ‘full protection and security’ granted by Article 1105 do not extend to requiring a transparent regulatory system. The Court concluded that, by reading such a requirement into Article 1105, the tribunal had exceeded the scope of the submission to arbitration.

In its eagerness to ascertain that the proper legal standard was applied, the Court seems here to have gone dangerously close to reviewing the tribunal’s interpretation of the law.24

(b) Arbitration Law Rules: Decisions ex Bono et Aequo, Arbitrability

If an investment dispute is subject to institutional or ad hoc arbitration, it is not regulated by the ICSID instruments, but by the relevant arbitration rules and by the arbitration law existing in the country where the tribunal is located. The Energy Charter Treaty, for example, provides for investment disputes to be submitted to arbitration according to the ICSID Rules, the UNCITRAL ad hoc Arbitration Rules, or arbitration in the Arbitration Institute of the Stockholm Chamber of Commerce.25 In case of ad hoc or institutional arbitration, therefore, the investment dispute will be subject to the arbitration law of its venue, as if it were a commercial dispute (without prejudice, however, to any additional rules applicable to investment disputes and contained in the applicable investment treaty, such as those mentioned in Sect (2)(a) above).

Arbitration law is quite heterogeneous, since it extends from the uniform regulation contained in international conventions (of which, for non-ICSID disputes, the most notable is the 1958 New York Convention on the Recognition and Enforcement of Foreign Arbitral Awards), via the 1985 UNCITRAL Model Law on International Commercial Arbitration, to the arbitration law in force in each country. While the New York Convention uniformly regulates the enforcement of arbitral awards in the 137 countries that have so for ratified it,26 the UNCITRAL Model Law is not a binding instrument. It has been adopted, literally or with minor variations, in about 50 countries,27 and has thus achieved a certain harmonization of those national arbitration laws. In the remaining countries (including Sweden), arbitration law is not harmonized and may vary considerably from system to system.

(i) Decisions ex Bono et Aequo

A rule that is often encountered in arbitration law and that might have relevance for the question of the tribunal’s power in respect of the parties’ arguments is the rule preventing the tribunal from deciding the merits as an amiable compositeur unless it has been empowered by the parties to do so. This provision, if contained in the arbitration law of the country of origin of the award (or in the law of another country that the parties may have chosen to govern the arbitral procedure), represents a limit upon the tribunal’s discretion in evaluating the arguments made by the parties. Thus, a tribunal that, going beyond the arguments made by the parties, renders an award simply based on its own sense of justice and without applying the governing law, applicable treaties, or customary law, or that supplements its findings at law with equitable principles, would violate the applicable rule on the tribunal’s duties, and the award would be ineffective, as will be seen in Section (4) below.

A rule limiting the tribunal’s power to decide ex bono et aequo unless empowered to do so by the parties is generally present in national arbitration laws (see the UNCITRAL Model Law Art 28(3)), but not without exception: the Swedish Arbitration Act, for example, does not contain it (however, the SCC Rules contain a similar rule, as will be seen immediately below).

The definition of when a decision is taken as an amiable compositeur, or ex bono et aequo, rather than at law, is not completely uncontroversial. A decision taken simply on the basis of the tribunal’s sense of justice would undoubtedly be a decision taken ex bono et aequo. Less clear is whether a decision made on the basis of soft sources such as codes of conduct or private codifications, generally also defined as lex mercatoria, could be defined as a decision made at law or as a decision ex bono et aequo. According to a widespread (but not uncontroversial) opinion in legal literature, a decision based on such sources would not be deemed to be taken at law, but neither in equity: it would be deemed as a decision taken according to ‘rules of law’, as opposed to a decision taken ‘at law’. Some arbitration laws and arbitration rules make a distinction among the three categories of decisions: those made in equity, those made in accordance with rules of law, and those taken at law. Thus, a tribunal would have the authority to apply the lex mercatoria on its own motion if the arbitration rules or the applicable arbitration law provide that the tribunal has the power to apply on its own motion ‘rules of law’. The SCC Rules, for example, contain this terminology. If the arbitration rules, on the contrary, provide for the application of a ‘law’, then the tribunal would not be empowered to decide on its own motion on the basis of soft sources. The UNCITRAL Rules, for example, use the word ‘law’. According to this interpretation of the terminology, therefore, a tribunal rendering an award on the basis of the soft law, even if the parties have not empowered it to do so, would render an effective award if the procedure was subject to the SCC rules, whereas it would violate the rules determining its powers if the procedure was subject to the UNCITRAL Rules.28

(ii) Arbitrability

Arbitration laws generally contain a rule specifying what disputes may be subject to arbitration, such as, for example, Article 7 of the UNCITRAL Model Law. Also countries that have not adopted the UNCITRAL Model Law may contain a provision on arbitrability, such as, for example, section 33(1) of the Swedish Arbitration Act. An award on matters that may not be resolved by arbitration is invalid and unenforceable under, respectively, Article 34(2)(b)(i) of the UNCITRAL Model Law and Article V(2)(a) of the New York Convention. Thus a tribunal that, irrespective of the arguments made by the parties, renders an award on a matter that is not arbitrable would render an ineffective award.

(c) Arbitration Agreements Rules: Factual Scope of the Dispute, Exclusion of Specific Relief, Applicable Law

In the context of investment arbitration, there is not necessarily always an arbitration agreement in the traditional sense.29  Where there is an arbitration agreement in addition to the provision on arbitration contained in the investment treaty or in the host state’s legislation, this agreement might contain limitations on the tribunal’s power in respect of the parties’ arguments.

(i) Factual Scope of the Dispute

The most obvious limitation to the tribunal’s power lies in the restriction of the factual scope of the dispute that might be contained in the arbitration agreement. Thus, if the arbitration agreement clearly restricts the dispute to differences arising in connection with one specific contract, the tribunal will not be empowered to extend its decision to differences arising out of other legal relationships between the parties. A violation of this rule would represent an excess of power by the tribunal and would render the award invalid and unenforceable under, respectively, Article 34(2)(a)(iii) of the UNCITRAL Model Law and Article V(1)(c) of the New York Convention.

(ii) Exclusion of Relief

Arbitration agreements sometimes specify that the arbitral tribunal shall be empowered only to decide on a certain relief, for example reimbursement of damages, and not on others, for example termination of the contract. To this extent, the tribunal’s power in respect of the parties’ arguments is clear: the tribunal would clearly exceed its power, if it ordered a relief that the parties have excluded in the arbitration agreement.

The question of the authority of the arbitral tribunal, however, has to be distinguished from the question of the proper interpretation by the tribunal of the contract between the parties, as well as from the question of the proper application of the law. In a contract regulating that the defaulting party shall be liable for indemnifying only direct losses and not also consequential damages, the exclusion of consequential damages is regulated as an obligation between the parties, and it is not a restriction of the tribunal’s jurisdiction (unless this restriction is reflected in the arbitration clause). If the arbitral tribunal determines that the defaulting party has to reimburse consequential damages, it may have based its decision on a wrong interpretation of the contract or on a wrong application of the law’s definition of direct and consequential losses. However, this will not mean that the tribunal has exceeded its authority.30 The award, therefore, may be wrong on the merits, but is not rendered without jurisdiction. In terms of consequences for the effectiveness of the award, this means that the award is valid and enforceable. If, however, the exclusion of consequential losses had been regulated as a limit on the arbitral tribunal’s authority, the award would be invalid and unenforceable.31 Generally, arbitration agreements do not contain limitations on the tribunal’s authority,32 and they remain silent on the question of the arbitral tribunal’s power beyond the arguments made by the parties.

(iii) Applicable Law

Arbitration agreements often contain instructions in respect of the applicable law. These instructions may be considered as a delimitation of the tribunal’s authority. A direct disregard by the tribunal of these parties’ instructions might be considered as an excess of the tribunal’s power. Also here, however, excess of authority has to be distinguished from error in the interpretation of the contract (more precisely, error in the interpretation of the contract’s choice of law clause) and error in the application of the law (more precisely, error in the application of the choice of law rules contained in the applicable private international law, which rules may also be applied to restrict or override the choice of law that was made by the parties in the contract). In the latter two cases, the tribunal’s evaluation will not be subject to any control, and any error will not have any consequences for the effectiveness of the award. The difficult borderline between the tribunal’s disregard of the parties’ instructions on the one hand, and the wrong interpretation or application of the contract or of the law, on the other hand, determines the difference between an ineffective award and, respectively, a wrong but effective award.33

(3) RULES ON THE TRIBUNAL’S CONDUCT

Arbitral proceedings are subject to procedural rules; these may be set out in the arbitration agreement, in the applicable arbitration law (including also, for ICSID arbitration, the ICSID Convention), and, most importantly, in the arbitration rules applicable to the chosen arbitration proceeding. These arbitration rules determine the tribunal’s role, and might therefore contain important guidelines relating to the tribunal’s power in respect of the parties’ arguments.

Arbitration rules are issued in connection with treaty-based arbitration (such as the ICSID Rules), by arbitration institutions (such as the Arbitration Institute of the Stockholm Chamber of Commerce (SCC), the International Chamber of Commerce (ICC), and the London Court of International Arbitration (LCIA)), or they are chosen by the parties to be used in ad hoc arbitration (such as the UNCITRAL Arbitration Rules of 1976). Generally, the extent to which the arbitral tribunal is bound by the parties’ factual and legal arguments is not specifically regulated in arbitration rules. There are, however, several rules that could be deemed relevant to the subject-matter.

(a) Party’s Default

Many arbitration rules provide that the arbitral proceeding may be initiated and may continue in spite of the failure by one party to participate:34 once the arbitral jurisdiction is established, a party may not, by failing to contribute to it, prevent an arbitral proceeding and the award from being rendered.

This rule clarifies that it is not necessary to receive the arguments from all parties to the dispute in order to proceed with the arbitration. However, it does not clarify what role the tribunal shall have in respect of the arguments that were made by the participating party: shall the arbitral tribunal accept all the evidence produced and arguments and requests made by the participating party, or shall it evaluate them critically and independently?

(b) Adverse Inferences

Some rules specify that failure by one party to appear shall not be seen as an admission of the other party’s assertions.35 Most arbitration rules, however, are silent on the matter.36 This does not usually prevent the tribunal from drawing inferences adverse to the defaulting party, if this is deemed appropriate under the circumstances.37

This does not finally clarify the role of the tribunal in respect of the arguments: the rule according to which the tribunal may not consider a failure to appear as an admission does not prevent the tribunal from accepting the arguments as they were presented by the participating party if the tribunal is convinced of their soundness. Conversely, the rule according to which the tribunal may draw adverse inferences does not mean that the tribunal has to accept the presented arguments if it is convinced that they are not sufficiently founded.

Both rules, therefore, seem to assume that the tribunal is free independently to evaluate the arguments of the participating party. The former rule assumes a duty to evaluate independently, whereas the latter only assumes the power to proceed to an independent evaluation. That a tribunal shall not make use of this power, however, and shall blindly accept the arguments of the participating party, does not seem to comply with the expectations of justice connected with the institution of arbitration.

The ALI/Unidroit Principles of Transnational Civil Procedure, a text issued in 2004 by the American Law Institute and the International Institute for the Unification of Private Law,38 contain some guidelines in respect of the eventuality that a default judgment is to be rendered. These principles are not binding rules, but they may be considered to reflect a certain international consensus on the main aspects of some procedural questions. Article 15.3 requests the court that is rendering a default judgment to determine on its own initiative the following aspects: its jurisdiction, compliance with notice provisions, that the claim is reasonably supported by available facts and evidence and is legally sufficient. In connection with the latter duty of the court, it is specified that the court is not expected to carry out a full inquiry, but it has to critically analyse the evidence supporting the statement of claims. This does not prevent the tribunal from drawing adverse inferences from a party’s failure to advance the proceeding or respond as required, in accordance with Article 17.3.39

From the foregoing, it seems possible to conclude that an arbitral tribunal is not bound automatically to accept any argument made by one party in case of failure by the other party to contest it. The question that remains open is how far the tribunal can go in its independent evaluation of a party’s arguments.

(c) Additional Information

Many arbitration rules permit the tribunal to request that the parties present additional documentation and clarifications, to take the initiative to appoint an expert, to proceed to inspections, etc.40

This possibility to request additional clarifications is consistent with the tribunal’s independent evaluation of the participating party’s arguments as described in Section (3)(b) above. However, access to requesting additional clarifications is not limited to the situations where one party fails to appear and the tribunal needs further information to evaluate the other party’s arguments. Access applies in general, even if both parties participate in the proceedings and have presented their respective cases in full.

The possibility to request additional information, therefore, may be used by the tribunal to introduce new elements that were not at all or not sufficiently submitted by the parties. It is, however, not clear how far the tribunal may go in introducing new elements: can the tribunal ask for additional documentation and clarification in order to better convince itself of the correctness or relevance of the statements made by the parties, or also to investigate facts that were not mentioned by the parties, to apply sources that the parties had not invoked, to order remedies that the parties have not requested?

(d) Burden of Proof

Some rules state expressly the principle of burden of proof, a principle generally valid in most procedural systems: each party shall have the burden of proving the facts that it relies on.41

This principle may appear to contradict the two rules mentioned under Section (3)(b) and (3)(c) above: if the party having the burden of proof does not present sufficient evidence (because it fails to appear or otherwise), the facts invoked by that party may not be considered proven. The tribunal shall not take over and discharge that party’s burden. This, however, does not necessarily mean that the arguments made by the other party are sufficiently proven or substantiated: the party failing to provide sufficient evidence for its case will lose only if the other party has presented arguments that are sufficiently substantiated. Otherwise, the arbitral tribunal has the possibility to investigate the matter on its own initiative. However, it is not completely clear how far a tribunal can go in its own investigation, before it takes over the burden of proof of the defaulting party, thus violating the corresponding principle. That the tribunal shall not on its own motion procure evidence, without involving the parties, seems to be understood; but how far can the tribunal go in requesting additional evidence in accordance with Section (3)(c) above?42

(e) Impartiality

Many arbitration rules specify that the arbitral tribunal shall act impartially.43 This is a fundamental principle of due process that must be deemed to apply even if the arbitration rules do not express it.44 

Would the tribunal act impartially when it, on its own initiative, verifies the soundness of one party’s arguments or requests additional information as described in Sections (3)(b) and (3)(c) above? If the tribunal, by so doing, is deemed to act on behalf of the party that did not appear or that failed to properly contest the arguments, it could be deemed to be in breach of (the rule on burden of proof, and) its duty to act impartially. However, it seems legitimate to affirm that the tribunal, by acting ex officio as described, does not act on behalf of the defaulting party, and rather acts in order to achieve a logical and objective result. It is, however, not completely clear to what extent the tribunal may stretch its role as investigator, before it in effect takes over the role of the defaulting party and violates the principle of impartiality.

(f) Fair Hearing

Many arbitration rules provide that the arbitral tribunal shall grant a fair hearing to all parties;45 this assumes that all parties shall have been given equal and real opportunities to present their respective cases and to respond to the arguments made by the other party. Also this principle is a fundamental part of the due process.46

If the tribunal’s own evaluation has deprived one or more parties of the possibility to respond on certain matters, so that the tribunal decides on the basis of elements on which the parties had no opportunity to present their views, the adversarial principle may be deemed violated. Does the parties’ right to be heard relate only to the facts that substantiate the various claims, or does it also extend to the interpretation of these facts and the factual inferences therefrom made by the tribunal? Does the right to be heard extend also to the points of law and to the tribunal’s assessment of the legal consequences of the facts in dispute? In certain systems, it is uncontroversial that the tribunal enjoys the freedom to assess and apply the law on its own initiative.47 To what extent this iura novit curia approach may collide with the adversarial principle is not clarified in the arbitration rules.

(4) RULES ON THE VALIDITY AND ENFORCEABILITY OF THE AWARD

While the arbitral procedure is, generally, not regulated in detail by arbitration law, the validity and enforceability of arbitral awards are. Some of the principles that were seen in Sections (2) and (3) above are so fundamental to arbitration that arbitration law sanctions their violation. The sanctions will be: (i) the annulment of the award by the courts in the country of origin of the award (regulated by the respective state arbitration act in case of institutional or ad hoc arbitration), or by an ad hoc Committee (according to Art 52 of the ICSID Convention in case of ICSID arbitration),48 and (ii) the possibility to refuse recognition or enforcement of the award by the courts in the enforcement country (uniformly regulated by the New York Convention in case of institutional or ad hoc arbitration, or, in case of ICSID arbitration, by the ICSID Convention, which refers to the rules on enforcement for domestic final court decisions as contained in the civil procedural law of the host country).49

National arbitration laws are not harmonized, and it is therefore impossible to make statements having general validity in respect of the annulment of the award. The focus here will be on the UNCITRAL Model Law on International Commercial Arbitration, as well as on Swedish law. The desirability of a uniform interpretation of the annulment standards is underlined by the Model Law’s choice of providing for the annulment of an award (Art 34) the same list of grounds that it provides for the refusal to enforce an award (Art 36). In turn, this list corresponds to the list of grounds for refusing enforcement that is contained in the New York Convention (Art V). The New York Convention, being an international instrument, is subject to autonomous interpretation. This should be sufficient to ensure a uniform interpretation also of the annulment grounds modelled on it, at least as long as the national arbitration law has adopted the Model Law or has a wording corresponding to its Article 34. It must also be pointed out that several of the annulment grounds contained in Article 52 of the ICSID Convention and applicable to the annullability of ICSID awards are similar to those that are to be found in the UNCITRAL Model Law: for example, irregularity in the constitution of the arbitral tribunal, excess of power, or procedural irregularity. In the interest of predictability and harmonization of arbitration law, it is desirable that these standards are, to the extent possible, interpreted according to the same criteria irrespective of the legal framework in which they operate. Thus, the observations made here in respect of the grounds for annulment or for refusal of enforcement may largely be deemed to correspond to each other, irrespective of whether the applicable legal standard is Articles 34 or 36 of the UNCITRAL Model Law (or rather, the corresponding provisions in the national arbitration laws that have adopted it), Article V of the New York Convention or Article 52 of the ICSID Convention.

To the extent that the applicable arbitration regulation, as seen in Sections (2) and (3) above, leaves a certain room for the tribunal to choose its own role between the two extremes of a passive umpire and an active inquisitor, the ultimate border is given by the remedies that may affect the validity or enforceability of the award. These remedies are generally interpreted so restrictively that they are as a rule considered not relevant to questions relating to the application of the law.50 Nevertheless, they are relevant in several respects to the question of the tribunal’s powers in respect of the parties’ arguments.

(a) No Review of the Merits

The most significant restriction on the scope of applicability of the grounds for setting aside or refusing to enforce an award is that the court or, as the case may be, the ad hoc committee does not have the jurisdiction to review the award on the merits. This means that error in the tribunal’s interpretation of the contract, evaluation of the evidence, or application of the law may not lead to invalidity or unenforceability of the award:

(i) the validity of an award rendered in an institutional or ad hoc arbitration is regulated by national arbitration law; it cannot, therefore, be excluded that some countries provide for review of the merits. In general, however, this possibility is excluded. In the UNCITRAL Model Law, the exhaustive list of grounds for invalidity is contained in Article 34 and does not include error on the merits or in the application of the law; the same is true for Swedish law (Arbitration Act, Arts 33 and 34) and English law;51

(ii) if the investment arbitration is governed by the ICSID instruments, the award is subject to the annulment mechanism regulated in Article 52 of the ICSID Convention. Article 52 of the ICSID Convention does not list errors in the application of the law or on the merits as annulment grounds;

(iii) in respect of enforcement of an award subject to national arbitration law, there is an exhaustive list of grounds for refusing enforcement in Article V of the New York Convention. Article V of the New York Convention does not contain error in fact or in law;

(iv) enforcement of ICSID awards is subject to the same rules of enforcement that apply to final court decisions of that state (ICSID Convention Art 54(1)). This does not mean that ICSID awards may not be reviewed in connection with enforcement: the respective national civil procedure law may still permit review of final court decisions (and therefore of ICSID awards) in connection with, for example, alleged violations of applicable fundamental principles.52 As a general rule, however, this does not extend to a review on the merits of the decisions.

Duly taking into account the above-mentioned restricted scope of application, the following remedies seem to be relevant to the question of the tribunal’s powers in respect of the parties’ arguments.

(b) Excess of Power

If the award goes beyond the factual scope of the dispute as agreed upon by the parties, it exceeds the power granted to the tribunal. An award that is rendered beyond the scope of authority of the tribunal is invalid53 and unenforceable.54

It is generally recognized that the rule, as contained in the New York Convention and the UNCITRAL Model Law, is to be applied restrictively. Thus the rule is deemed to apply to the factual scope of the dispute, and not also to the arguments made by the parties.55 This does not mean, however, that the tribunal may totally disregard the parties’ instructions, for example, in respect of choice of law, as discussed above in Section (2)(c)(iii).

An award rendered without power, for example in violation of the rules on jurisdiction, as seen in Section 2(a)(i) above, might fall within the scope of this rule.

(c) Fair Hearing

Both parties must have been given the possibility to present their cases, otherwise the award is invalid56 and unenforceable.57

Also this rule is interpreted restrictively, so as to cover only fundamental principles of due process, such as failure to notify of the arbitral proceeding.58

In the systems that do not have a specific ground for annulment of the award relating to the inability of one party to present its case, such a serious violation of due process will be covered by the rules on ordre public or procedural irregularity.59 

(d) Procedural Irregularity

The procedure followed by the tribunal must respect the fundamental principles of due process and the mandatory rules of the applicable arbitration law (or applicable treaty), otherwise the award is invalid60 and unenforceable.61

Procedural irregularities may lead to invalidity or unenforceability of an award if they seriously affect the respect of due process. This rule may cover, as seen above in Sections (2)(a)(ii) and (2)(b)(i), disregard of the mandatory rules on the applicable law and, to a certain extent, violation of the procedural rules referred to in Section (3) above, as well as situations where the tribunal has not acted impartially; however, its interpretation is very restrictive.62

(e) Need for Guidelines as to the Tribunal’s Role

It remains to be seen more specifically what kind of ex officio initiatives are compatible with the ultimate borders of the arbitral authority described in this section: the principles of excess of power, of fair hearing, and of impartiality. While it is only a breach of these principles that has consequences on the validity63 and enforceability64 of the award, it might be possible to identify certain guidelines for the conduct of arbitration proceedings that might be useful as an indication of a proper procedure even if violation thereof does not lead to such dramatic consequences as invalidity or unenforceability. This will be the subject of the following sections.

(5) THE TRIBUNAL’S POWER IN RESPECT OF QUESTIONS OF FACT

The question of the tribunal’s power in respect of the parties’ arguments may arise relating to questions both of fact as well as of law. The matter will be first addressed here in respect of questions of fact, from the point of view of two situations that may often be encountered in practice.

(a) Can the Tribunal Request Additional Information to Undermine Uncontested Evidence?

As seen in Section (3)(c) above, the tribunal may, under some arbitration rules, draw adverse inferences from the failure of one party to appear. Above, it was also pointed out that the tribunal is not bound to accept the other party’s assertions blindly. If the evidence produced is not convincing because, for example, a witness did not seem credible or a document was evidently forged, the unsatisfactory character of the evidence is apparent at a mere examination thereof. Likewise, if the produced evidence is intrinsically illogical, or if it contradicts other evidence that was produced in the same dispute, it is sufficient to examine the evidence produced to determine the weight that shall be attached to it. As long as the independent evaluation of the produced evidence consists in this examination, no difficulties seem to arise in connection with the tribunal’s role.

A question that might arise is to what extent the tribunal shall limit itself to an evaluation of the evidence as presented, or if it is allowed to go further and, in order to verify the soundness of the evidence, to develop arguments that should have been presented by the other party. Can the tribunal avail itself of its power to request additional information in order to substantiate these arguments?

Imagine a party wishes to prove that the value of the disputed goods has decreased during a certain period of time. The party produces documentation showing that equivalent goods have, during that period, been purchased at a certain price and then resold at a lower price. This is evidence of the decreased value not of the specific goods in dispute, but of equivalent goods; however, the other party does not appear and therefore the extension of this evidence to the disputed goods is not contested. If the other party had appeared, it might have produced evidence that that particular purchase/resale was not indicative of the value of that type of good, for example because the purchaser/reseller did not act diligently, or was under a conflict of interest; or it could have produced evidence that the disputed goods were not affected by the same decrease in value because of special circumstances. Assuming that there are no prima facie grounds for not applying the proven value decrease also to the disputed goods, the burden would be on the other party to contest such applicability. If the other party does not appear, it does not discharge its burden. In such a situation, the tribunal has two alternatives:

(a) The tribunal may consider the evidence produced as satisfactory, thus giving effect to the general rule on burden of proof.

(i) This does not create problems in those systems that permit inferences adverse to a party to be drawn from that party’s default.65

(ii) Some systems, however, expressly state that failure to appear may not be deemed as an admission.66 To avoid violating this rule, the tribunal should verify whether the produced evidence is capable of independently proving the point made by the party: this is the case when the evidence is relevant and sufficient even without interpreting the other party’s default as an indirect admission that it is not able to rebut it by producing contrary evidence. Should, however, the tribunal determine that the produced evidence does not have an independent value, because its relevance or weight depend (also) on the absence of contrary evidence, the tribunal is under a duty to raise the matter and request additional clarifications.

(b) The tribunal may consider that the evidence produced is not satisfactory, and may thus request additional evidence in order to substantiate or dismiss the arguments that can be made against its soundness.

(i) In the systems where a tribunal may draw adverse inferences from the other party’s default, the tribunal remains free not to draw such inferences. Therefore, if the evidence produced does not have independent value, and the tribunal determines that it shall not be deemed to be admitted by the other party, the tribunal may exercise its power to request additional information. However, if the evidence has relevance and weight irrespective of whether it is deemed accepted by the other party or not, a request by the tribunal for additional information may seem to violate the rule on the burden of proof.

(ii) In those systems where the tribunal has a duty not to deem as an admission the failure to appear, this alternative is not problematic; however, if the evidence produced clearly has independent value, the request for additional information is not based on the duty to avoid drawing negative inferences from the other party’s default. The tribunal remains free to evaluate the evidence and to investigate further in accordance with the powers that the applicable regulation confers on it; but it runs the risk of taking on the burden of proof of the other party.

What are the consequences for the award of a violation of the rule on the burden of proof? Of the three ultimate limitations on the tribunal’s power examined in Section 4 above, it seems that the rule on procedural irregularity, or due process, might be considered. As seen in the explanation above, a violation of the rule on burden of proof may be assessed by reviewing the tribunal’s evaluation of the arguments and their capability of having an independent value; as known, this kind of review is generally not allowed, either in the phase of validity challenge or in the phase of enforcement of an award. It seems, therefore, that a violation of the burden of proof would have to be quite a clear violation of impartiality and cause a substantial injustice, before it can be sanctioned by invalidity or unenforceability of the award.67 Nevertheless, a tribunal should accurately comply with its duties and avoid acting in a way that might raise even the slightest suspicion of impartiality, even if the threshold for invalidity and unenforceability of the award is not reached; otherwise, the parties’ faith in arbitration might be undermined.

So far it has been assumed that the evidence produced by one party was not contested, because the other party did not appear. What if the other party appears and presents its statements, but fails to contest that particular piece of evidence? It seems that, in this situation, it would be difficult to apply the rule preventing the drawing of adverse inferences from failure to appear. The other party has actually presented its arguments, where it could have contested the evidence, and has decided not to contest it. This seems to be very close to an implied admission of the assertions that were meant to be proved by producing the evidence that remained uncontested. The tribunal may invite the other party to clarify whether the failure to contest the evidence is to be interpreted as an agreement on the existence of that particular circumstance or not; however, going further than that becomes dangerously close to suggesting arguments to that party.

To the extent that the parties may be deemed to agree on the existence of a certain fact, there does not seem to be any room for the tribunal to make different assumptions; however, the tribunal remains free to draw from the agreed facts the inferences that it deems appropriate, and to ask for the additional information that these inferences might render relevant.

(b) Is the Tribunal Bound to Decide only on Invoked Facts?

The tribunal has to base its decision on the facts introduced and proven by the parties; otherwise, it will exceed its power. The general rule is, therefore, that an award may not be based on a fact that was not invoked by a party. This does not mean that the tribunal is bound by the argumentation made by the parties in respect of the proven facts. As seen above, a tribunal is free to evaluate the evidence and to draw from it the inferences that it deems appropriate. Does this extend to facts that were proved but not invoked by a party?

It can be assumed that an investor claims damages from the host state as a consequence of an alleged breach of an obligation to pay for some shares that the investment agreement obliged the investor to sell to the state. The investor produces all the documentation relating to its attempts to obtain payment for the assigned shares. As evidence of the state’s breach of obligation, the investor invokes the introduction by the state of certain regulatory measures restricting the choice of means of payment. The tribunal observes that the breach of obligation is proved also by other circumstances that were documented by the claimant in the proceeding, but not invoked. If the tribunal deems the invoked facts as not sufficient evidence of the breach, whereas the proven, but not invoked, facts are deemed sufficient to prove such breach, it does not seem reasonable to bind the tribunal to consider only the insufficient arguments made by the claimant. The tribunal must be allowed to consider the consequences of a fact that was proved before it, even if that fact was not invoked, as long as this does not modify the scope of the dispute.68

(6) THE TRIBUNAL’S POWER IN RESPECT OF QUESTIONS OF LAW

(a) Can the Applicable Law be Disregarded if the Parties do not Sufficiently Prove it?

Sometimes tribunals do not consider the applicable law because it was not sufficiently proven by the parties.69 This approach has been subject to criticism, and with good reason.70

The applicable law shall be considered, even if it has not been sufficiently proven by the parties, irrespective of whether the law is deemed to be a fact (as the common law systems assume (see above, Sect (1)(b)(ii) in respect of English law)) or not:

(a) If foreign law is treated as fact, it has to be proved by the parties. As just seen in Sections (1)(b)(i) and (1)(b)(ii), under English law the arguments made by the parties in respect of the facts do not bind the tribunal in its independent evaluation of the evidence and in the inferences that are based on those facts. It follows that a tribunal subject to English arbitration law is not bound by the presentation of the foreign law made by the parties, that it may request additional information and may build its own argumentation thereon. In case of insufficient evidence of foreign law, therefore, a tribunal governed by English arbitration law will be entitled to ask for additional evidence. If the evidence is still not satisfactory, the tribunal will apply the presumption that foreign law is the same as English law; and English law is applied ex officio by the tribunal.

(b) If the law is not treated as a fact, insufficient evidence does not excuse the tribunal from its duty to investigate it ex officio.71 This does not mean that the tribunal may not ask the parties to provide evidence of the law:72 it certainly is in the interest of the parties to provide as exhaustive and convincing evidence of the law as possible, so as to substantiate their respective arguments. This approach is very common in practice, and is even codified in some private international law acts.73 The duty of the arbitral tribunal to investigate the law seems to consist in asking the parties to produce additional evidence of the law or appointing legal experts, rather than in directly investigating the law.74 

This approach is consistent with the ALI/Unidroit Principles: according to Article 22.1, the court is responsible for determining the correct legal basis for its decision, including matters determined on the basis of foreign law.

To what extent the award may be set aside as invalid or deemed unenforceable because the tribunal disregarded the applicable law on the ground that it was insufficiently proved, depends on whether the failure to apply the law falls into the category of error of law (in which case it will not have consequences for the effectiveness of the award) or into one of the principles that were defined in Section (4) above as the ultimate limits of the tribunal’s powers. If the disregard of the applicable law is based simply on the insufficiency of the evidence thereof, and if it is not corroborated by reasons that show that the tribunal has made some considerations on the choice, interpretation, or application of the law, there is a basis to consider it as excess of power (because the tribunal made its decision on the basis of a legal standard different from that which it is obliged to apply) or procedural irregularity (if the applicable law is mandatorily determined in the applicable arbitration law or investment treaty).

(b) Can the Tribunal Develop its Own Legal Arguments?

As seen in Section (1) above, the tribunal is empowered to develop its own reasoning in respect of the evidence and of the facts that the parties have introduced in the proceeding. Also, it was pointed out that the tribunal has the ultimate responsibility to apply the law, whether the law is deemed to be a question of fact or a question of law (however, within the limits of the choice of law made in the applicable treaty, as seen in Section (2)(a)(ii) above, in the applicable arbitration regulation, as seen in Section (2)(b)(i) above, and in the arbitration agreement, as seen in Section (2)(c)(iii) above). It follows that the tribunal is entitled to develop its own reasoning also in respect of the law, the more so if the law is within the sphere of the tribunal rather than that of the parties. This is recognized also in the ALI/Unidroit Principles, which state in Article 22.2.3 that a court may rely upon a legal theory that has not been advanced by a party. This article requires, however, that the court must give the parties the opportunity to respond to such new theory; this requirement will be reverted to in Section (7) below.

Under the power to develop an independent legal reasoning, it is possible to distinguish at least the three following categories.

(i) New Qualifications under Sources Already Introduced in the Proceedings

Let us assume that an investor has initiated arbitration under a BIT (mentioning the BIT as the basis for the claim). The investor proves that its investment was subject to some regulatory measures that have negatively affected it, and claims compensation for its damages. As a basis for the host country’s liability, the investor alleges a violation of the local law on foreign investment. The tribunal grants compensation for the damages, though not on the basis of violation of the law on foreign investment, but on the basis of a violation of the BIT.75 Is the tribunal exceeding its power in respect of the legal argumentation? The tribunal is free to qualify the proven facts in accordance with the legal sources that it deems applicable, especially if these legal sources have been introduced in to the proceedings by the parties.76 The qualification and subsumption of a fact belong to the evaluation of the legal consequences of that fact, and are part of the legal reasoning that the tribunal has the power and the duty to carry out independently.77

(ii) New Sources

In a case where the investor claims damages for the allegedly illegal revocation of a concession by the host state, it can be assumed that the tribunal raises on its own motion the question of whether the revocation of the concession can be qualified as a nationalization, and, if so, as a lawful nationalization. Let us assume that the question of nationalization and the relating rules and principles had not been introduced by any of the parties: the claimant submitted that the host state was in breach of its contractual obligations, while the respondent is not participating in the proceedings.78 Is the tribunal exceeding the scope of the dispute?

The decision of the ICSID ad hoc committee in Klöckner I,79 although clearly affirming the tribunal’s freedom to develop its own legal theory and arguments, proposes also a restriction: such freedom is restricted by the ‘legal framework’ established by the parties. As an example of a hypothetical violation of the limits set by such a legal framework, the ad hoc committee mentions a decision rendered on a tort ground, whereas the parties’ submissions were based on contract. A reading that the ‘legal framework’ would prevent the introduction by the tribunal of the rules on nationalization under the circumstances mentioned above would appear to be unjustified, particularly in view of the tribunal’s duty to independently examine the factual and legal issues in dispute when the respondent is not participating in the proceeding. Assuming that a violation has the same consequences both for the sources introduced by the tribunal and for those invoked by the parties,80 and assuming that the tribunal is acting on the basis of facts that have been proved by the parties, it is within the scope of the tribunal’s power to investigate the applicable law and apply it as it deems appropriate, even if the parties have failed to make the relevant argument.81 A problem might arise in respect of the opportunity for the parties to respond to the new legal sources introduced by the tribunal. The possible implications relating to the adversarial principle will be reverted to in Section 7 below.

(iii) New Remedies

Let us assume that a buyer is requesting compensation for damages for breach of contract by the seller; the tribunal, however, determines that the contract is to be declared invalid because it contained unfair terms such as a clause on exclusion of the seller’s liability. Can the tribunal declare the contract invalid and terminate it (assuming that the applicable law provides for termination in case of unfair terms), even if the claimant had requested reimbursement of damages?

There does not seem to be a unitary treatment of this situation in the various countries. In common law systems the request for remedies made by the parties is deemed to constitute a limitation on the tribunal’s jurisdiction.82 In many civil law systems, the limitations of the tribunal’s jurisdiction seem to be set by the parties’ presentation of the facts, whereas the legal consequences of those facts are left to the tribunal to determine according to its own identification of the applicable law, subsumption, and interpretation.83 This latter approach seems to be more consistent with the powers of the tribunal, shown in the foregoing, to develop its own legal argumentation and to apply the law ex officio. In other words, the tribunal would not exceed its power if it grants remedies that were not requested by the parties, provided that these remedies are based on the facts proved in the proceeding and that they have not expressly been excluded from the authority of the tribunal by agreement of the parties (in the arbitration agreement, under the proceeding or in other manner expressly meant to regulate the jurisdiction of the tribunal). As seen above, the tribunal is not expected simply to act as an umpire and choose between the parties’ arguments; if it is entitled to develop its own legal argumentation, it must also be entitled to draw the legal consequences of this argumentation, and these at times might entail remedies that were not requested by the parties.

This is, however, a dangerous area for the tribunal since, as we have just seen, the power of the tribunal to grant remedies beyond the requests of the parties is not completely uncontroversial in all legal systems. The systems that the tribunal should be concerned with are the law of the arbitral venue and the law or laws of the enforcement court(s). While the law of the place of arbitration is known to the tribunal, the law of the place(s) of enforcement is not. Since an award may be enforced in any country where the losing party has assets (assuming that it has ratified the New York Convention), and this may include any country where that party has assets in transit, it is unpredictable for the tribunal which interpretation of the excess of power clause the enforcement court will apply. Therefore, it is in the interest of the effectiveness of the award to avoid rendering a decision that, even if valid under the law of the place of arbitration, might be deemed to be in excess of power in other systems. It seems advisable that the tribunal informs the parties of its evaluation of the legal consequences of the evidence produced, and gives them the possibility to comment thereon. Should the parties agree that the remedies suggested by the tribunal shall not be applied, this would clarify that the tribunal does not have the authority to grant them. Should the parties not reach an agreement thereon, they would still have the opportunity to make their cases on the points introduced by the tribunal. In this way, the adversarial principle would not be violated.

Section (7) will revert to the necessity or opportunity that the tribunal invites the parties to comment on new elements upon which the decision is going to be based. This should not be considered as if the tribunal was acting partially, suggesting to one party what legal arguments it should make and what legal remedies it should request. The invitation by the tribunal to comment is only a consequence of the tribunal’s power to develop its own independent legal argumentation, and is meant to preserve the adversarial principle.

(c) Distinction between Domestic and International Arbitration?

In respect of the tribunal’s ability to develop its own legal argumentation and to apply the law ex officio, a distinction is sometimes drawn between domestic arbitration and international arbitration, and it is suggested by some authors in connection therewith that the principle iura novit curia should have more limited application when the dispute is international.84

One of the reasons for this suggestion is based on the international character of arbitration: it is assumed that foreign parties might be used to a different procedure and might not expect the tribunal to take an active role. The overview of the arbitration rules made in Section (3) above, however, seems to show a certain correspondence among the different institutions’ rules, as well as the UNCITRAL rules, in respect of the tribunal’s powers. It might, of course, not be excluded that other arbitration rules provide for much more passive tribunals; however, the rules analysed here are quite representative of the modern standard, at least within European arbitration rules.85

Furthermore, it might be difficult to assume total ignorance by the parties of the local arbitration law, let alone of the arbitration rules of the institution that the parties have chosen. That the venue for the arbitration shall be chosen out of logistical or other practical reasons and without taking into consideration the legal framework for the proceeding, does not seem to comply with the important role that local arbitration law has in respect of the validity and enforceability of the award, of the tribunal’s power to order interim measures, or of the local court’s powers to intervene in or assist the arbitral procedure. Such an undervaluation of the local arbitration law’s significance might have been encountered more often some decades ago, when arbitration was a relatively new phenomenon. Nowadays arbitration has become a settled branch within international dispute resolution and seems even to have passed the definition as ‘alternative’ method of dispute resolution over to newer forms, such as mediation and conciliation. In this context, not knowing the tribunal’s powers under the chosen arbitration law seems to be rather unjustified; therefore, the role of the tribunal should not be restricted to accommodating the interests of negligent parties. Should, however, the venue of the tribunal not have been chosen by or known to the parties prior to the initiation of the proceeding, this reasoning might be more flexible.

Another reason for distinguishing between domestic and international disputes in respect of the principle iura novit curia is based on the observation that, in an international dispute, the tribunal might tend to apply to the merits transnational sources (such as lex mercatoria) that are more difficult to determine compared to national law.86 An invitation to comment on these sources, therefore, might preserve the predictability of the result. It is certainly a commendable aim to preserve predictability, and it is true that the application of transnational sources might create problems in terms of predictability. From the point of view of the validity and enforceability of the award, however, the distinction between application of lex mercatoria and national law becomes relevant only if the sources applied by the tribunal do not qualify as sources of law. As seen in Section (2)(b)(i) above, an award that is not rendered at law is invalid, if the parties have not requested the tribunal to act as an amiable compositeur. The lack of power to render an award ex bono et aequo would not be remedied by an invitation to comment (unless the parties in their comments agree thereon). If application of the lex mercatoria does not prevent the award from being considered at law, invitation to comment is not required for the effectiveness of the award (although it might be highly recommendable because of the above–mentioned question of the predictability).

(7) INVITING THE PARTIES TO COMMENT

The invitation to the parties to comment on the tribunal’s consideration of legal positions that were not argued by the parties is required in some systems,87 recommended in others,88 not considered necessary in others.89  Also legal scholars seem to be divided between these positions.90

This invitation seems necessary if the tribunal’s legal reasoning leads to new facts or evidence becoming relevant. If one or both of the parties may develop their cases by presenting new evidence that was not relevant in the context of the original arguments, but becomes relevant in the context of the tribunal’s reasoning, it is reasonable to expect the tribunal to give the parties the opportunity to do so, even in the systems that do not as a general rule require an invitation to comment.91

The necessity for this invitation to comment is less evident if the tribunal’s reasoning remains on a purely legal level: as long as the parties’ comments are limited to the legal qualification of some factual circumstances or the subsumption under a certain rule, they are a contribution to the tribunal’s reasoning, but they are not binding on the tribunal and do not add anything to the sphere of authority of the tribunal.

If the tribunal introduces new sources of law, however, it might be advisable to request the parties to comment on the new sources, so that the parties are given the opportunity to evaluate the new legal dimension of the dispute. The tribunal might not be in a position to evaluate whether the parties can produce new evidence in light of the new sources, and therefore it seems advisable to leave this evaluation to the parties themselves, by advising them of the tribunal’s intention to apply a certain source.

CONCLUDING REMARKS

It was already pointed out that the tribunal enjoys ample room for independently evaluating the presented evidence, legal arguments, and sources, and for requesting additional information and thus introducing new elements in the proceeding.92 The tribunal, therefore, is not bound by the arguments made by the parties. The only limitation that the tribunal seems to have is the factual scope of the dispute, as well as any restrictions on the tribunal’s jurisdiction and power to conduct the proceedings that might be contained in the arbitration agreement or the applicable arbitration law, including also an investment treaty. There are, however, some discrepancies in respect of introducing remedies that were not requested by the parties.

It is, therefore, advisable to invite the parties to comment on the tribunal’s inferences of law or new sources that the tribunal intends to apply, so as to ensure that the adversarial principle is not violated. Invitation to comment is, as seen above, requested in some systems on all the elements upon which the award is going to be based, whether they are elements of fact or of law.

The sanctions against a misuse of such powers are few and their scope of application is rather restricted: while the rule on excess of power mainly only sanctions decisions made outside the factual subject-matter of the dispute, the rules on procedural irregularity, fair hearing, and impartiality are not meant to permit a review of the tribunal’s evaluation of the evidence or of the law. Therefore, only gross violations of the tribunal’s duties may lead to application of these sanctions.

This does not mean, however, that a tribunal should feel free from any constraint in administering the proceeding: impartiality and due process, as well as accuracy in the interpretation of the contract and the application of the law, are important principles and should always be the inspiration for the tribunal’s conduct, irrespective of whether a violation thereof might be considered ‘only’ as a wrong decision on the merits and as such not leading to invalidity and unenforceability of the award.

SELECT BIBLIOGRAPHY

Bagner, H, ‘ “Observations” on CME v Czech Republic’, 2 Stockholm Arb Rep 242 (2003)

Baldwin, E, Kantor, M, and Nolan, M, ‘Limits to Enforcement of ICSID Awards’, 23(1) J Int’l Arb 1 (2006)

Butchers, J, and Kimbrough, P, ‘The Arbitral Tribunal’s Role in Default Proceedings’, 22(2) Arb Int’l 223 (2006)

Derains, Y, and Schwarz, E, A Guide to the New ICC Rules of Arbitration (The Hague, Kluwer, 1998)

Douglas, Z, ‘Nothing if not Critical for Investment Treaty Arbitration: Occidental, Eureko and Methanex’, 22(1) Arb Int’l 27 (2006)

Heuman, L, Arbitration Law of Sweden: Practice and Procedure (Stockholm, Juris Publishing, 2003)

Hober, K, ‘Arbitration Involving States’, in Newman and Hill (eds), The Leading Arbitrators’ Guide to International Arbitration (New York, Juris Publishing, 2004)

Jänterä-Jareborg, M, ‘Foreign Law in National Courts—A Comparative Perspective’, 304 Recueil des cours 185 (2003)

Kaufmann-Kohler, G, ‘Iura novit arbiter—Est-ce bien raisonnable? Réflexions sur le statut du droit de fond devant l’arbitre international’, in A Héritier and L Hirsch (eds), De lege ferenda—Réflexions sur le droit desirable en l’honneur du professeur Alain Hirsch (Geneva, Ed Slatkine, 2004)

——, ‘The Arbitrator and the Law: Does He/She Know it? Apply It? How? And a Few More Questions’, 21(4) Arb Int’l 632 (2005)

Kessedjian, C, ‘Principe de la contradiction et arbitrage’, 1995 Revue de l’arbitrage 381

Kurkela, M, ‘ “Jura Novit Curia” and the Burden of Education in International Arbitration—A Nordic Perspective’, ASA Bull (2003)

Martinek, M, ‘Die Mitwirkungsverweigerung des Schiedsbeklagten’, in G Lüke, T Mikami, and L Prütting (eds), Festschrift für Akira Ishikawa zum 70. Geburtstag (Berlin and New York, Walter de Gruyter, 2001)

Mayer, P, ‘Le Pouvoir des arbitres de régler la procedure: Une Analyse comparative des systèmes de civil law et de common law’, Revue de l’Arbitrage 163 (1995) Merkin, R, Arbitration Law (London, LLP Ltd, 2004)

Moss, GC, ‘May an Arbitral Tribunal Disregard the Choice of Law Made by the Parties?’, (1) Stockholm Int’l Arb Report 1 (2005)

Park, W, ‘The Nature of Arbitral Authority: A Comment on Lesotho Highlands’, 21(4) Arb Int’l 483 (2005)

Paulsson, J, ‘International Arbitration and the Generation of Legal Norms: Treaty Arbitration and International Law’, 3 TDM 13 (2006)

Redfern, A, Hunter, M, Blackaby, N, and Partasides, C, Law and Practice of International Commercial Arbitration (London, Sweet & Maxwell, 4th edn, 2004)

Reymond, C, ‘Civil Law and Common Law Procedures: Which is the More Inquisitorial? A Civil Lawyer’s Response’, 5(4) Arb Int’l 357 (1989)

Rubins, N, ‘ “Observations” in Connection with Swembalt AB v. Republic of Latvia’, (2) Stockholm Arb Rep 123 (2004)

——, ‘ “Observations” on CME v Czech Republic’, 2003(2) Stockholm Arb Rep 195 (2003)

Schneider, M, ‘Combining Arbitration with Conciliation’, 1(2) Oil, Gas & Energy Law Intelligence 4 (2003)

——, The ICSID Convention: A Commentary (Cambridge, Cambridge University Press, 2001)

Schreuer, C, ‘Failure to Apply the Governing Law in International Investment Arbitration’, 7 Austrian Rev of Int’l and European Law 147 (2002)

——, ‘Three Generations of ICSID Annulment Proceedings’, in E Gaillard and Y Banifatemi (eds), Annulment of ICSID Awards (New York, Juris Publishing, 2004)

Segesser, G, ‘Switzerland Contribution’, 3(1) ITA Monthly Report (2004)

Soltysinski, S, and Olechowski, M, ‘ “Observations” on CME v Czech Republic’, (2) Stockholm Arb Rep 215 (2003)

Wallin, M, ‘ “Observations” in Connection with SVEA Court of Appeal Case 8090–99 ’, (1) Stockholm Arb Rep 263 (2003)

Wetter, JG, ‘The Conduct of the Arbitration’, 2 J of Int’l Arb 7 (1985)

Wiegand, W, ‘Iura novit curia vs. Ne ultra petita—Die Anfechtbarkeit von Schiedsgerichtsurteilen im Lichte der jüngsten Rechtsprechung des Bundesgerichts’, in MJ Greiner, B Berger, and A Güngerich (eds), Rechtsetzung und Rechtsdurchsetzung: Festschrift für Franz Kellerhals (Bern, Stämpfli Verlag, 2005)

Williams, D, ‘Challenging Investment Treaty Arbitration Awards—Issues Concerning the Forum Arising from the Metalclad Case’, in AJ van den Berg (ed), ICCA International Commercial Arbitration: Important Contemporary Questions (London, Kluwer Law International, 2003)

Yala, F, ‘ “Observations” on Swembalt v Latvia’, (2) Stockholm Arb Rep 128 (2004)


INDEX

abuse of rights

good faith, principle of 284–7

theory of 284

admissibility

arbitrability contrasted 927–8

contract claims and treaty claims 924–7

jurisdiction contrasted 919–27

stay of jurisdiction 928

admission, right of

delimitation 237

development of 229

entry of FDI, regulation of 228

establishment and market access distinguished 229–30

existing legal approaches, whether good policy 253

host country considerations 232–3

international investment agreements, under

controlled entry model 240–2

EC-type 247–9

full liberalization model 242–5, 251, 253–4

future governments, commitments binding 252

models of 240

mutual-national-treatment model 247–9

negative list 254

positive list approach 245–7

provisions, agreement of 239

regional industrialization 250

regulatory discretion, balancing 250–6

investor considerations 233–5

national and regional economy, impact in 228

national investment laws, under 236–9

national security concerns 255

policy considerations 232–5

protectionist policies, justification 253–4

public policy exclusions 255–7

regulatory discretion, balancing 250–6

screening 238–9

short term investment, for 231–2

state discretion 256

temporary 230

trade-distorting 238–9

agency agreements

corruption 593

dispute settlement 610–14

illicit activities, agreement on 609–10

intermediaries, prohibition 607–9, 614

public policy values 613

remedies 610

severability doctrine 611

standard of proof 612–13

validation requirement 608

Agreement on Government Procurement (AGP)

discrimination, prohibition 204

investment-related aspects of 204

non-market access provisions 205

Agreement on Subsidies and Countervailing Measures (SCM)

investment issues, relevant to 205–6

Agreement on Trade-Related Aspects of Intellectual Property Law(TRIPS)

GATT, integration into 198

investment, importance for 199

multilateral negotiations 197

other treaties, conditioned by 199

subject-matter 198

Agreement on Trade-Related Investment Measures (TRIMs)

central provision 201

codification of law 199

debate on 203

foreign investment provisions 123

GATT rules, clarification of application of 200–1

Illustrative List 202, 238

mandate for negotiations 125

measures in violation of 202–3

multilateral investment rules, relationship with 136

negotiations

limited outcome 128

trigger 200

performance requirements, prohibited 32–3, 145

quantitative restrictions 239

scope of 124, 201–2

specific obligations in 202

trade-distorting effects, prohibiting 238

uniform obligations in 203–4

applicable law

approach to 93

arbitral tribunal, before 1215–17, 1221

choice of 93

consent to arbitration, interpretation of 864–6

contract claims

ICSID 103–5

national law, application of 105

outside ICSID 106

vertical approach 98–9, 103–5

different systems of law, relationship of 116

disregarding 1234–6

horizontal approach 96

host state, of 100

internationalization

expansion of 107–10

international law standards 98

minimum degree of 94–9

need for 95

situating 92–4

minimum degree of internationalization 94–9

national courts, in 696

pacta sunt servanda

choice-of-law principle 96

direct approach 97

outside ICSID 106

party autonomy 99–102

principle of 94–6

vertical approach 98–9, 103–5

treaty claims

bilateral investment treaties, breach of rights conferred by 110

ICSID 108–10

international law, resolution on basis of 107–9

internationalization, expansion of 107–10

municipal law issues 108

national law, role for 110–15

arbitration

access to hearings before 772–5

ad hoc 710–12

judicial review 1173

adversarial system, as 1211–12

amicus curiae briefs, submission of

advantages of public participation by 777–80

analysis of 777

conflicts of interest, potential 783

costs 781

deadlines for 785

delay, causing 781

disadvantages of public participation by 780–4

greater transparency, leading to 779

higher quality decisions, leading to 778–9

impaired confidentiality by 782

implementation of decisions 780

laws of evidence, complications as to 783

page limits 786

procedural fairness 782

process, undermining 784

protection of interests by 779

public interest matters, raising 779

recommendations 785–6

rules for 784–5

single 786

state control, frustration of 784

subject matter limits 786

third parties, information to be provided to 786

unequal access 783

appellate process

arguments against introduction of 1158

call for, basis of 1155–9

choice of 1159–65

consistency and coherence, for 1157–8, 1169

corrective mechanism, as 1157

development perspective 1168

existing adjudicative systems, added to 1160

ICSID facility 1160–1

justification 1168

legal norms, interpretation of 1158–9, 1168–9

locus of 1159

need to accommodate 1155

option 1159

Supreme Investment Court, proposal for 1165–7

US case for 1155–6

WTO, in 1162–5

applicable law see applicable law

applicable rules 763–4

arbitrability 927–8

arbitrators see arbitrators

Argentina, reluctance of to accept 394–6

awards

adverse, compliance with 1173

annulment 91

annulment standards, uniform interpretation of 1227

case-law, body of 792

causation, discussion of 1094

challenge to 776, 824

conflicting 1011

enforcement 311, 776

finality of 1151–2

grounds for contesting 1152

inconsistent or contradictory, avoiding 1040–1

international obligations, compliance with 1185

non-compliance, remedies for 1173–4

private nature of 738

recognition, enforcement and execution see recognition, enforcement and execution of awards below

review of see review of awards below

setting aside, classical reason for 1151

validity and enforceability of 1226–30

basis of law, decided on 92

briefs and submissions, timely public disclosure of 770–2

burden of proof 1224–5

violation of rule 1232

choice of rules and institutions 763–6

concession contracts, clauses in 725

confidentiality and privacy, principles of

advantage of 751

Australian courts, in 753–5

English courts, recognition and enforcement in 751–3

rejection, circumstances for 755

transparency as erosion of 761

US courts, in 753

conflicts of interest, IBA Guidelines 821–2

consensual nature of 1211

consent to see consent to arbitration

consolidation see consolidation of claims

contract claims and treaty claims distinguished

characterization 971–3

debate 964

ICSID tribunals, jurisdiction of 968–71

modern-classic approach 964–8

triple identity test 967–7

Vivendi case 965–6

corruption, issue of 591–3

definition 1128

denial of justice concept 1186

equitable circumstances, role of 1103–5

expropriatory taxation, jurisprudence 347–52

foreign law as fact in 1212–13

Host-Government Agreement, clauses in 725, 728

ICSID see International Centre for the Settlement of Investment Disputes (ICSID)

indirect expropriation, findings of 451–6

institutional 707–12

institutions 831

inter-State investment 718

International Chamber of Commerce see International Chamber of Commerce

international commercial 725–6

international decisions, revision of

appellation 1134–5

background 1127–36

cassation 1134–5

current systems 1135–6

forms of 1130–1

historical background 1131–4

new facts, taking account of 1130

international, treaty-based right to 43

investment

classification 1129

existing rules as model for 823

expansion of 1009

fair, efficient and effective, expected to be 1172

growth of 725

increasing use of 725–6

institutions 730–41

investor-State 727–8

law, development of 1172

notion of 1128–30

process 728–30

public interest in 726

rules 730–41

State-to-State 726–7

surge in 102

treaty provision 102–3

Iran-US Claims Tribunal see Iran-US Claims Tribunal

jurisdiction

admissibility contrasted 919–27

challenge to 933

jurisdictional requirements 941

prescription 941

prima test see prima facie test of jurisdiction below

review of case to establish 941–2

stay of 928

threshold for 933

see also International Centre for the Settlement of Investment Disputes (ICSID), etc

legal entrepreneurship, call for 90

lis alibi pendens, recognition and application of 1022–4

London Court see London Court of International Arbitration

main institutions 708

mixed 725

most-favoured-nation standard, case-law

procedural matters 387–401

substantive treatment 381–7

NAFTA see North American Free Trade Agreement (NAFTA)

nationality of corporation, determining 77–8

notice of 763

parallel proceedings see parallel  proceedings

party autonomy 90

basis of 101–2

pacta sunt servanda, and 99–102

principle of 99, 101–2

Permanent Court of Arbitration 709–10

place, designation of 765

precedent in

cautious attitude to 1195

examination of rules 1193

inconsistent decisions 1196–8

investment treaty tribunals, practice of 1191–5

prima facie test of jurisdiction

application of 934

BIT tribunals, application by 945, 951

breach, raising questions of 947

broader perspective, allegations considered in 948–9

contract claims and treaty claims 948–50

extent of determination 943

facts of case 951–2, 961

failure to meet 954–7

formulation of claims, acceptance of 946–8

general economic policy, no consideration of questions of 946

legal foundation of came 951–2, 961

objective issues, application to 961

relief sought 951–2, 961

threshold test, as, 960

tribunals, applied by 941–54

private procedure, as 927

procedural developments during 769–70

procedural irregularity 1229

procedural rules 1152

public international law, role of 550

public participation

amicus submissions see amicus curiae briefs above

conflicts of interest, potential 783

costs 781

delay, causing 781

democratic values 779

demonstration of 780

greater transparency, leading to 779

impaired confidentiality by 782

implementation of decisions 780

laws of evidence, complications as to 783

legitimacy, providing 780

need to increase 787

procedural fairness 782

process, undermining 784

protection of interests by 779

state control, frustration of 784

unequal access 783

pure umpire, role of 1213

recognition, enforcement and execution of awards

AIG Partners case 1181–2

Benvenuti & Bonfant case 1177–9

challenge to 1173, 1176

denial of justice, effect of 1186

domestic courts, approach of 1186

ICSID awards 1175–6

impossibility 1186

issues of 1185

LETCO case 1179–80

procedural issues 1172–3

resistance to 1185

Sedelmayer case 1182–5

SOABI case 1178–9

sovereign immunity arguments 1180–5, 1187

ultimate remedy 1186

reported jurisprudence 792

res judicata, recognition and application of 1015–17

review of awards

appellation 1134–5

arguments against 1150

background 1126

cassation 1134–5

current systems 1135–6

defect, in case of 1127

excess of power, in case of 1228–9

fair hearing, lack of 1229

forms of 1130–1

historical background 1131–4

ICSID Convention rules, under 1136

introduction of, advocates of 1149

investment disputes, in 1135–51

jurisprudence 1174

merits, on 1153, 1227–8

mixed views on 1150–1

national court. power of 1142

new facts, taking account of 1130

procedural irregularity, in case of 1229

systems for 1174

UNCITRAL Model Law, on basis of 1143–5

uniformity of rules, lack of 1136

rules

applicable law 1215–17, 1221

burden of proof 1224–5

choice of 768–9

conduct, as to 1221–6

default of party, provision for 1222

failure of party to appear, adverse inferences from 1222–4

fair hearing, grant of 1225–6, 1229

impartiality 1225

issue of 1222

nature of claim, jurisdiction limited to 1214–15

power of tribunal, as to 1214–21

rulings, timely disclosure of 775–6

settlement discussions, access to 775

situation of 92–4

standards of treatment 260–1

state responsibility see state responsibility

substantive sphere, in 1159

tax, OECD proposal 311–12

transparency

access to hearings before arbitration 772–5

advantages of 761–2

appointment of tribunal 766

arbitrators, choice of 766–8

briefs and submissions, timely public disclosure of 770–2

challenge to awards 776

choice of rules and institutions 763–6

consideration of 758–61

disadvantages of 762

enforcement of awards 776

minimum standards 765

need for 756–8

need to increase 787

notice, disclosure of 763

principle of confidentiality, erosion of 761

procedural developments 769–70

public participation leading to 779

rules, choice of 768–9

rulings, timely disclosure of 775–6

settlement discussions, access to 775

transcripts, disclosure of 775

tribunal

additional information, requiring 1224

applicable law 1215–17, 1221

applicable rules of international law, disposal on basis of 273–4

appointment 766

arbitrability, decision on 1217, 1219

arguments by parties, practice in 1209

conduct, rules on 1221–6

constraints 1243

contract, modification and adaptation of 599

decisions ex bono et aequo 1217–19

domestic and international arbitration, new legal argumentation in 1239–41

ex officio application of law 1239–41

excess of power, award in 1228–9

exclusion of relief, agreement on 1220

factual scope of dispute before 1219–20

failure of party to appear, adverse inferences from 1222–4

fair hearing, grant of 1225–6, 1229

functions 683

guidelines as to role of 1230

impartiality 1225

independent evaluation of evidence and arguments by 1242

inviting parties to comment 1241–2

invoked facts, deciding on 1233–4

legal arguments before 91–2

legal arguments, developing 1236–9

minimum standard provision, application of 274

misuse of powers 1242–3

national law, deciding questions of 112–13

nature and scope of IIA obligations, narrow interpretation of 683

nature of claim, jurisdiction limited to 1214–15

new remedies, introducing 1238–9

new sources of law, raising 1237

non-ICSID 1210–13

power, rules on 1214–21

power, scope of 1209

powers conferred by parties, not to exceed 1208

procedural framework 90–2

questions of fact, power as to 1230–4

questions of law, power as to 1234–41

regulatory fairness 277–83

stability, need for 279

stare decisis, not observing rules of 267

transparency, consideration of 758–61

umpire or inquisitor, as 1209–13

uncontested evidence, requiring additional information to undermine 1230–3

UNCITRAL Rules 41

US investor protection agreements, motion to dismiss in 957–60

waiver of access to 984–5

arbitrators

AAA/ABA Code of Ethics 822–3

appointment, objections to 792–3, 797

challenges to

counsel, having represented parties as 802–4

forfeiture of right 803–4

ICSID precedents 794–800

judicial recourse 824

lack of independence, for 800–1

law firm acting in different case, relationship with 806

merits, assessment on 805

precedents 800–7

preliminary determination, comment on 801–2

president, to 798

reform, need for 828

request for disqualification 795–800

UNCITRAL proceedings 802–3

choice of 766–8

conflicts of interest, IBA Guidelines 821–2

disclosure requirements

England and Wales, in 818–19

France, in 816–18

ICSID precedents 794–800

ICSID provisions 793–4

obligation of 828

precedents 800–7

Switzerland, in 819–20

United States, in 820

freedom of expression 828–9

general code of conduct, need for 821, 827

ICSID Arbitration Rules 790–1

independence and impartiality of

analysis of 790

case-law and rules, practice as to 806

challenges see challenges to above

civil servants, appointment of 810

counsel, acting as 825

counsel, having represented parties as 802–4

current treatment of 792–807

dual role, having 803–5

England and Wales, in 818–19

France, in 816–18

ICC rules 808–10

ICSID Discussion Paper 790–1, 825–6

ICSID precedents 794–800

issue of 790

justified doubts as to 804

law firm acting in different case, relationship with 806

LCIA rules 810–11

legal articles by 825

legal articles, publication of 810

NAFTA code of conduct 814

national court, decision by 825

national laws 816, 824

overview 791

parties, involvement with 828

precedents 800–7

preliminary determination, comment on 801–2

professional associations, contribution of 821–3

professional relationship with law firms involved 810

public positions, taking 802

standards of, 824

Switzerland, in 819–20

terms distinguished 807

UNCITRAL proceedings 802–3

UNCITRAL rules 807

United States, in 820

WTO code of conduct 815–16

proposal to disqualify 795–800

ASEAN Investment Area

Framework Agreement, most-favoured-nation standard 380, 398–9

bank guarantees

investments, as 879–80

bilateral investment treaties

all disputes concerning investments, conflicting meanings of 1197

backlash against 683

balanced interpretation, need for 979

consent to arbitration see consent to arbitration

consolidation of claims, provision for 1035

contract claims and treaty claims distinguished

breach of treaty 975

characterization 971–3

debate 964

ICSID tribunals, jurisdiction of 968–71

modern-classic approach 964–8

triple identity test 967–7

Vivendi case 965–6

controlled entry model 240–1

corporate nationality, definition of 898–900

corruption see corruption

denial of benefit clauses 917–19

developing countries

favoured by 131

use between 17

with 528

dispute settlement see dispute settlement

economic analysis 60

economic emergency measures 498

economic values, undermining 639

entry into 726

environmental and labour standards 146–7

essential security exceptions 492–6, 521

exculpatory provisions 462–3

fair and equitable treatment obligation, including 628

federal states, provision for 574

foreign investment, current regime for 122–4

forum decisions 1009

fundamental functions of 635

increase in number of 460

individual rights to commence proceedings 1002–3

interpretation

appeals procedures 1201–3

institutionalized mechanisms 1200–5

interpretative statements by States 1199–1200

official 1200

preliminary rulings 1203–5

interpretative statements by States 1199–1200

introduction of 639

investment, definition 55–8, 877–8

investor

definition 70

direct relationship with 1002

expectations of 631

nationality 69–86 see also investor

juridical regime 16

jurisdiction

admissibility contrasted 922–4

investor element 51

legitimate expectations, protection standard based on 640

models regulating rights and international obligations, relationship of 161

most favoured nation clauses 190

dispute settlement, and 1197–8

most-favoured-nation standard see most-favoured-nation standard

national treatment standard 17, 22, 24

non-compliance with obligations, excuse for 461

number of 1009

own identity, having 1193–4

public order exceptions 492–4, 521

self-judging 503–5, 521

source of individual rights, as

applicable procedural law 998

challenge and enforcement of awards 1001–2

channelling of interests 996–7

claims by investor, control over 994

damages claimed 1001

economic disputes, in 991–3

fork in the road provisions 998–1000

local remedies, exhaustion of 1000

nationality of claims 994–7

options under 996

relationship with investor 990–1

states, between 463

taxation, treatment of see taxation

transparency see transparency

treaties replacing 403

umbrella clauses

assimilation of breach 978

attribution of conduct to states 576

breach of contract 579–80

breach, compensation for 1090–3

broad interpretation 976

commitment to observe obligations 577–8

contract disputes, not transforming to investment disputes 975

contractual and treaty claims 576–7

contractual rights, conversion to treaty tights 575

divergent interpretation of 1197

elevation of contractual issues, differing views on 1005–6

examples of 576

formulation of 1031

forum selection clauses, and 980

future of 979–83

inclusion of 575

inconsistent approach 979

international tribunals, application by 974–83

interpretation 580

‘it’ problem 578–81

limitation of scope 982

main approaches to 981

nature of contract, effect on 581

origin, analysis of 981

overview of cases 977

parallel proceedings, regulation or prevention of 1030–1, 1046

qualification of scope 976

reluctance to apply 978

requirement to observe obligations 976

wording and application 575

United States, by 623–6

US model, regulating relationship of rights and international obligations 160

waiver of protection granted by

conclusion 1006

individual as subject of international law 985–90

international arbitration, access to 984–5

possibility of 1003–4

source of individual rights 990–1002

valid, criteria for 1004–5

capital

commitment of 62

cross-border movement 61–2

origin of 59–60

transfer of 58–62

Charter of Economic Right and Duties of States

adoption of 527

common law

precedent, doctrine of 1189

compensation

breach of standards of treatment, for

approaches to 1115–16

denial of justice 1088

legitimate expectation 1088–9

national treatment see national treatment standard

precedent, lack of 1082

proper approach 1083

burden of proof, allocation of 1110–11

business reputation, losses for 1112

causation, concept of 1093–5

contractual breaches, for

approaches to 1090

contractual damages perspective 1091–3

expropriation/international law perspective 1091–3

umbrella clauses 1090–3

currency of 1106

direct and derivative damage, for 1101–3

economic analysis 1054

egregiousness of breach 1100

elements enhancing 1099–1101

elements reducing

contributory negligence 1096

damage mitigation 1096–7

excessive profits 1095, 1097–8

inability to pay 1098

unjust enrichment 1099

equitable circumstances, role of 1103–5

events after unlawful act, consideration of 1095

evidentiary rules 1111–12

expropriation, for see expropriation

functions of 1053

influences on 1112

interest

date of accrual 1108–9

Islamic law, implication of 1110

post-award 1109–10

pre-award 1109–10

rate of 1107–8

simple or compound 1107

uniform practice, lack of 1106

variables 1106

least intrusive remedy, as 1059

legal obligations between states, for breach of 1057

management, legal and expert costs 1112–13

modern law and practice of 1114

multiple claims 1101–3

one of several remedies, as 1055

parties agreeing on 1062

practical primacy over restitution, rationale 1058–62

questions of 1051

risk, issue of 1064–7

stabilization clause, effect of 1099–1100

table of cases 1116–19

tax issues 1113–14

terminology 1052

unusual or excessive costs 1113

valuation, modern law and practice of 1114–15

conciliation

ICSID 702–4

consent to arbitration

application ratione temporis 856–61

basis of 831

bilateral investment treaties, through

application ratione temporis 856–61

clauses 835

direct agreement, by 832

host state legislation, through

acceptance by investor 834

acceptance by investor 836–7

all disputes, to 837–9

amicable settlement, waiting periods for 843–6

domestic remedies, exhaustion of 846–8

fork-in-the-road provisions 848–9

limited expression of 843

offer by host state 833–4, 836

procedural requirements 835, 843–9

scope of 834–5, 837–43

umbrella clauses 839–43

interpretation

applicable law 864–6

balanced approach 863

extensive 861–4

ICSID Convention, in spirit of 862

restrictive 861–4

means of giving 831

most favoured nation clauses, under 851–5

multilateral treaties, through 850–1

practice 866

procedural requirements 866

scope of 866

temporal issues 855–61

time of 855–6

valid, existence of 866

consolidation of claims

arguments against 1041–5

arguments for 1038–41

civil procedure rules for 1032

commercial arbitration, in case of 1032

consensus, attempt to reach 1046

consent of parties 1042–3, 1046

costs, apportionment of 1045

court-ordered 1033

de facto 1032, 1037–8, 1047

decision, making 1035–6

efficiency, for 1039–40

inconsistent or contradictory awards, avoiding 1040–1

international rules 1034–6

investment arbitration, in 1033

jurisprudence 1036–8

procedural device of 1032

rationale 1038–41

roots of 1046

State practice 1034–6

stricto sensu 1036–7

substantive rights, infringement of 1043–5

tribunal, participation in appointment of 1043

construction contract

investment, whether 67

consumer protection

UN Norms, standards in 661

contract

breach of

expropriation of contractual rights, and 417–20

international responsibility for 418

corruption see corruption

forum selection clauses 980, 984

indirect expropriation rendering worthless 452

pacta sunt servanda

choice-of-law principle 96

direct approach 97

ICSID 103–5

outside ICSID 106

party autonomy 99–102

principle of 94–6

vertical approach 98–9, 103–5

rights, interference with 452

traditional claims 103

corporate governance

international corporate social responsibility, and 645

OECD Principles 677–8

corporate social responsibility

agreements, evolution of 681

defining 643–5

employment issues 648–50

environmental issues

awareness of 662

customary international law, implications of 667–8

damage, compensation for 668

hard obligations 666–7

host country, imposition of performance requirements 670

IIAs, effect on national policy 669–70

lowering of standards 671–2

OECD Guidelines 666

substantive content 662

transboundary escapes 669

voluntary codes 662–4

ILO definition 647

industrial relations issues 651–2

international

breach of standards 682–3

calls for 641–2

commitments to 682

corporate governance, and 645

defining 643–5

environmental issues 662–73

human rights 654–62

interpretation of obligations 683

labour rights 646–54

monitoring and enforcement 673–80

movers for reform 642

obligations on which resting 641

overview 681

substantive contrast, contributions to 682

investor responsibilities debate 638–42

labour rights 646–54

legal implications 638

legally binding international standards 7

list of issues 643–4

monitoring and enforcement 673–80

safety and health standards 651

substantive standards

developments in 37–8, 645–73

environmental issues 662–73

human rights 654–62

labour rights 646–54

transparency 675–8

treaty-based and national regulatory standards, relationship of 681–2

vocational training and guidance policies 649

workers’ grievances 652

corporation

nationality

control, and 77–9

effective seat of management 75–7, 79

ICSID Convention, for purposes of 75–7

owners and controllers, of 79–80

place of incorporation, based on 75–7, 79

principal place of business 75

reality, in 79–81

treaty-based arbitration, for 77–8

transnational see transnational corporations

corruption

agency agreements, as to 593

dispute settlement 610–14

illicit activities, agreement on 609–10

intermediaries, prohibition 607–9, 614

public policy values 613

remedies 610

severability doctrine 611

standard of proof 612–13

validation requirement 608

bilateral investment treaties, provisions of 591

conclusions 614

criminal offence, as 588

definition 587

dispute settlement, form of 590

European climate 588

foreign direct investment, in

agency agreement 607–13

background of 589

characteristics of 591–613

debate on 588

main contract, as to 593–606

notion of 586–91

public law decisions, effects on 589

Germany, in 585

hard 587

increase in extent of 585

influence peddling 587

international arbitration dealing with 591–3

legal effects of 585

main contract, as to

arbitrability 602–4

defect of consent to 596

dispute settlement 602–6

finality of awards 605–6

invalid or unenforceable, being 594–6

legal function 594

legal problems 593–4

modification and adaptation of 598–600

national laws 594

neutral third country laws, subject to 595

public policy values 605–6

related legal transactions, and 600–1

remedies 601–2

standard of proof 604–5

state responsibility 596

valid and enforceable, being 596–8, 614

multilateral instruments 590

notion of 586–91

omnipresence 585

private international law, in 590

projects in which an issue 592

public officials, bribing 587

US legislation 588

countermeasures

compensation, not resulting in 511

damages see also compensation

causation, concept of 1093–5

Chorzow Factory dictum 1056–8

direct and derivative damage, for 1101–3

direct and indirect distinguished 1093

elements enhancing 1099–1101

elements reducing

contributory negligence 1096

excessive profits 1095, 1097–8

inability to pay 1098

mitigation 1096–7

unjust enrichment 1099

equitable circumstances, role of 1103–5

explanation of awards 1062

extension of concept 1113

interest see compensation

investor-arbitration regime, effect of awards on 1054–6

large awards, political intrusiveness 1060

lost profit, for 1065–7

multiple claims 1101–3

public damage 1113

questions of 1051

restitution, and 1056

shareholders, recovery by 1101–3

social damage 1113

subsidiary, due to 1101–3

table of cases 1116–19

tax issues 1113–14

terminology 1052

valuation

litigation dynamics, consequences of 1063–4

lost profit, for 1066

market value 1063

modern law and practice of 1114–15

modern methods 1066

moral hazard 1064–7

objective method 1062

over-compensation 1064–7

risk, issue of 1064–7

developing countries

bargaining power 133

Bilateral Investment Treaties, favouring 131

foreign direct investment through multinational companies, view of 185

foreign investment, inflow of 120–1

investment obligations, assuming 137

regional industrialization 250

special and differential treatment for 36

diplomatic protection

dispute settlement 712–14, 719, 725

international relations, causing disruption of 991–3

investor, of 82

national law, questions of 112–13

dispute settlement

applicable law 696

BITs, provisions of 148–51

choice of forum, uncertainties as to 693

claims by investor, control over 994

compliance and enforcement of awards 42

corruption, effect of 590

agency agreement 610–14

main contract 602–6

diplomatic protection 712–14, 719, 725, 991–3

efficiency of systems 693

foreign direct investment law, provisions in 41–2

host country control 42–3

ICSID Convention, advantages of 1152

ICSID see International Centre for the Settlement of Investment Disputes (ICSID)

individual rights

applicable procedural law 998

challenge and enforcement of awards 1001–2

claims by investor, control over 994

damages claimed 1001

economic disputes, in 991–3

fork in the road provisions 998–1000

human rights 986–7

local remedies, exhaustion of 1000

nationality of claims 994–7

proceedings, to commence 1002–3

recognition of 986

source of 990–1002

inter-State investment arbitration 718

International Court of Justice, by 715–17 see also International Court of Justice

international courts and tribunals 714–18

internationalized approach 40

investors and host countries, between 40

Iran-US Claims Tribunal, in 717–18

justiciability of dispute, question of 697

means of 719

mechanisms 692

most favoured nation clauses, under 851–5

most-favoured-nation standard, application of 387–401

multi-tiered clauses 692

Multilateral Agreement on Investment, provisions of 148–9

Multilateral Investment Guarantee Agency 544–6

multilateral investment rules 148–51

national courts, in 694–8

national policies 41

nationality of claims 994–7

openness and transparency 44

regional centres 43

remedies 42

States, between 692

treaty and contractual claims 695

UNCITRAL Arbitration Rules 41

US model BIT, provisions of 693

disputes

settlement see dispute settlement

tax-related

arbitration 311

expropriatory taxation, jurisprudence 347–52

intergovernmental treaties 311

investment agreement/authorization, breach of 337–9

investment treaties, provisions in 322

political and economic dynamics 308–14

tax carve-out 339–40

treaties, use of 311

VAT refund 338–9

Energy Charter Treaty

consent to arbitration 851

denial of benefit clause 917–19

establishment, right of 244–5

indirect expropriation, prohibition 421

investment, definition 910, 912–13

investor, definition 910–12

jurisdictional requirements 909–14

most-favoured-nation standard 377–9

standards of treatment 263–4

state parties to 909

tribunals 910

umbrella clause 580–1

energy supply industry

security, bids threatening 251

equity

circumstances, role of 1103–5

international commercial arbitration, role in 1104

establishment, right of

admission and market access distinguished 229–30

delimitation 237

development of 229

entry of FDI, regulation of 228

existing legal approaches, whether good policy 253

foreign direct investment 20–2

forms of 231

host country considerations 232–3

international investment agreements, under

controlled entry model 240–2

EC-type 247–9

full liberalization model 242–5, 251, 253–4

future governments, commitments binding 252

models of 240

mutual-national-treatment model 247–9

negative list 254

positive list approach 245–7

provisions, agreement of 239

regional industrialization 250

regulatory discretion, balancing 250–6

investor considerations 233–5

multilateral investment rules, in 145

national investment laws, under 236–9

national security concerns 255

non-discrimination standard, as 231

permanent 230

policy considerations 232–5

protectionist policies, justification 253–4

public policy exclusions 255–7

regulatory discretion, balancing 250–6

screening 238–9

secondary methods 248

state discretion 256

trade-distorting 238–9

expropriation

challenge to jurisdiction 945

compensation for

act of grace, as 413

creeping expropriation 1079–82

current status 1069–70

historical development 1068–9

measure of 168–70

obligation of 168–70

property, valuation of 1070–9

regulatory expropriation 1079–81

relevant valuation time and date 1081–2

requirement and amount of 408

settlement, modes of 408

standards of 1068–70

contractual rights, of 412–15, 453

breach of contract, and 417–20

creeping 426–31

compensation for 1079–82

direct 408

due process, denial of 266

fiscal 342

indirect 343–5, 348, 350–1

actual findings of 451–6

arbitral and judicial practice, in 451–6

attempts to define 422–4

characterization 425

concretization of concept 456

consistency 447–8

contract rights, interference with 452

creeping 426–31

crucial elements of 438–51

destruction of commercial value of investment 426

discriminatory effect 450–1

disproportionate tax increases 451

fundamental rights of ownership, denial of 425

general operating licences, denial or revocation of 455–6

government permits or licences, revocation or denial of 454–5

governmental intention not required 446

identification of 424

import privileges, denial of 455

investor, effect on 444–7

issue of 409

legality 447–8

legitimate investor expectations, protection of 448–9

management of investment, interference with 453–4

measures having equivalent effect 421, 423

measures having quality of 425

notion of 421–6

omissions 431–2, 446

patents and contracts, rendering worthless 452

practice 409

prohibition covering 420–1

property for purposes of 411–12

property rights, intensity of interference with 438–42

protected property rights, scope of 410–17

regulatory 432–8

revocation of licence as 430

series of measures 427, 431

sole effect doctrine 444–7

state, measures not benefiting 442–4

substantial deprivation as 426

transparency 447–8

intangible rights, affecting 410–15

investor, effect on 444–7

jurisdiction, finding against 955–6

legally camouflaged 342

location of 418

measure having equivalent effect to 565

NAFTA provisions, in breach of 156

nationalization as 308

outright repudiation as 419

ownership rights, transfer of 408

political risk, dimension of 307

possessions, scope of 416

private property, taking by state 408

property rights, scope of 456

property, valuation of

appropriate risk factor 1077–8

book value 1071–2

discount rate 1077–8

discounted cash flow method 1074–5

historic cost 1071–2

income information, focus on 1071–2

investment projects before start-up, special case of 1078–9

market-based approach 1070–1

net book value versus discounted cash flow 1075–7

relevant time and date 1081–2

protected property rights, scope of 410–17

regulatory, compensation for 1079–81

regulatory measures

bona fide 435–6

compensation claim, giving rise to 438

ECtHR, view of 433–4, 449–50

environmental concerns 435–7

exclusion of 437–8

indirect expropriation distinguished 432–3

legitimate objectives, for 433–5

problem of 432–8

proportionality test 433, 449–50

taxation 435–6

series of measures 427, 431

sole effect doctrine 444–7

sovereignty, in name of 527

standards of treatment 266–7

state liability for 266

state, measures not benefiting 442–4

substantial deprivation 267

substantive notion of 113

taxation, and

arbitral jurisprudence 347–52

customs and tax exemption, withdrawal of 349–50

damages claim 352

draft MAI provisions 343–4

economic value of investment, destroying 342

joint tax consultation 352–4

licence to operate, withdrawal of 349

normal practice 345–6

OECD member states, attitudes of 343–4

particular investors, singling out 346–7

production tax, imposition of 348

red flag 345, 347

taking, equivalence to 348–9

tax filter 352–4

tax refund right 349

tensions 341

veto 352–4

third parties, benefit accruing to 443–4

vested rights, exception to general principle of respect for 414

fair and equitable treatment standard

abuse of authority 284–7

administrative action, review of 24–5

compensation for breach

approaches to 1086

arbitral jurisprudence, analysis of 1086

enforcement risk discount 1087

investment treaties, no guidance in 1087

due process of law and 271

equality of competitive opportunity 289

governance, approach to 25

importance of 24–5

impugned regulatory action, in context of 278

international trade law, in 383

investment treaties, provisions in 328–31

investor/investment protection, as core issue 24–5

legitimate expectation, detrimental reliance on 276

most-favoured-nation standard, and 382–4

narrow approach to 630

non-discrimination, assessment 265

regulatory fairness 277–83

scope of 265

transparency, and 628–34

treaty and customary international law, comparison 269–70

federal states

BITs, provisions of 574

state responsibility 571–5

force majeure

affirmative requirements

event beyond control of state 500–1

irresistible force, occurrence of 499–500

material impossibility of performance 501

unforeseen event, occurrence of 499–500

circumstance precluding wrongfulness, judging existence of

recurrent question of 503

self-judging 503–5, 521

time for assessing 506–7

defence

establishment of 520

exculpatory 510

infrequent use of 498

raising 520–1

relevance of 461

doctrine, development of 464–73

economic 506–7

elements of, affirmative requirements 499–501

establishing state of, effect of

compensation 510–16

considerations 507

duration of circumstances 508–10

international wrongful event, not committing 507

invoking state, appropriate role of 509

event beyond control of state 500–1

exceptions

invoking state, situation attributable to 502

risk of situation occurring, state having assumed risk of 502

fortuitous event, and 472

impossibility of performance 462

International Law Commission Articles on State Responsibility 461

Ago report 472–3

bases for discussion 466–7

drafts 471–3

work of 466

wrongfulness of act 473

invoking state, situation attributable to 502

irresistible force, occurrence of 499–500

material impossibility of performance 501

necessity distinguished 461–2

necessity, and 465

risk allocation 522

risk of situation occurring, state having assumed risk of 502

standard, meeting 520

unforeseen event, occurrence of 499–500

volition, lacking 461, 511

wrongfulness, precluding 465

foreign direct investment

actors in

home state 6, 9–10

host state 6

IGOs 8

intergovernmental organizations 5

investor 6–7

NGOs 8

non-governmental organizations 5

principal 6–10

recent developments 6

admission see admission, right of

clusters of 235

control element 60

corruption see corruption

definition 586–7

developing countries, in 4

dispute settlement provision 41–2

economic colonialism 185

economic, social and political culture 252

efficiency-seeking 234

energy supply industry, in 251

entry, right to control 20–2

establishment, right of 20–2

example of 528–30

full benefits, reaping 14

India’s power generation domain, in 529–30, 547

influence, criterion of 587

jeopardy, in 527

liberal regime, bias for 10–11

liberalization, restriction on 228–9

long term relationship, creating 230

market-seeking 234

notion of 586–91

right of establishment see establishment, right of

sensitive sectors 236–7

standards of treatment see standards of treatment

strategic asset-seeking 234–5

value of projects 592

foreign investment

abortive multilateral approaches 188–92

current regime 122–4

cycles of 309

divisions of 120

insurance see investment insurance

legal instruments 121

meaning 120

proliferation of arrangements 186–7

protection, need for 525–30

purposes of 120

regional agreements 123

regulation of 120

residual GATT, no provision in 185

foreign investment policy

development of 44

environment 5

evolution, central issues 10

ideological factors 10–15

incentives 33–4

NAFTA countries, of 13

performance requirements 31–3

study of 4

foreign law

arbitration, as fact in 1212–13

renvoi, doctrine of 981

Free Trade Agreements

consolidation of claims, provision for 1034–5

Free Trade Area of the Americas

Draft Agreement 376, 403

General Agreement on Trade in Services (GATS)

banking sector, liberalization of FDI in 193

commercial presence provisions 193

commercial presence, meaning 123

focus of 123

foreign direct investment, rules applying 193

foreign investment provisions 123

investment general rules, lack of 192

investment issues, addressing 194

liberalized sectors or industries 21–2

market access, bottom-up approach 123–4

most-favoured-nation principles 193–5

most-favoured-nation standard 24, 377–8

multilateral investment rules, relationship with 136

national treatment, principle for 195–6, 211

supply of services, modes of 194

trade in services

concept of 192–3

foreign direct investment 193

transparency, basic principle of 619–20

global economic integration

global patterns of 11

hyperglobalists 12–13

increasing, process of 12

sceptics 12

sociological effects 12

transformationalists 12

globalization

economic 5

evidence of 12

internationalization, and 11

open door, pressure for 228

parameters of debate 12

social ills of 641

good faith, principle of

abuse of authority 284–7

convergence, sowing seeds of 287–90

discrimination test 289

international order, holding together 272

legitimate expectation, detrimental reliance on 275–7

minimum standard of treatment, and 272–90

national treatment, in 290–6

non-discrimination, and 296–9

regulatory fairness 277–83

state responsibility 272

substantive principle, as 273

theories of liability 272

human rights

aiding and abetting violations 675

business, good for 655

corporate actors, norms binding 656–7

individuals, of 986–7

international corporate social responsibility 654–62

international law, responsibilities in 656

investment obligations, primacy over 159

public international law, recognition in 177

UN Norms

application of 657–9

consumer protection standards 661

corporate social responsibility code 661

security arrangements for TNCs 660

types of provision 659–61

violation, compensation for 679–80

Universal Declaration 657

US Special Representative 656

violation, direct responsibility for 674–5

intellectual property rights

indirect expropriation rendering worthless 452

regulatory systems, potential conflict between 196–7

trade-related effects 197–8

TRIPS see Agreement on Trade-Related Aspects of Intellectual Property Law (TRIPS)

Inter-Arab Investment Guarantee Corporation

contract, party to 536

cooperation 546

eligibility for guarantees 536

establishment of 535

insurance coverage 535

interpretation of Convention 537

risks covered 536

intergovernmental organizations

foreign direct investment process, role in 5

international investment, as actors in 8

quasi-legislative powers 8

International Centre for the Settlement of Investment Disputes (ICSID)

ad hoc committees, annulment of awards by 91

Additional Facility 704–7, 734

jurisdictional requirements 906–8

agreement to submit to, approval by state 905–6

annulment of awards

applicable law, issue of 1138–46

application for 1137

element of appeal, introduction of 1149

experience of 1146–50

failure to state reasons, for 1138

first generation of decisions 1148–9

grounds for 1137, 1147, 1227

legal regulation 1142–3

manifest excess of power, ground of 1138

precedent, no reliance on 1195

procedure 1137–46

requirements 1148

semi-private character of disputes, arising from 1148

use of process 1175

Appellate Facility

availability of 1160

features of 1160–1

judges, appointment of 1161

proposal for 1155, 1160, 1202–3

Rules 1160

arbitration

Additional Facility 704–7, 734

advantages of 701–2

aim of 699

amicus submissions 733, 756–7

annulment procedure 700

cases pending 725

consent to 51

determination of disputes by 869–70

facilities for 698

jurisdictional requirements 699–700

NAFTA, under 705

national courts, insulation from interference by 700

transparency 731–4

Arbitration Rules, amendments 790–1, 826

arbitrators, independence, impartiality and duty of disclosure

counsel, relationship with 799

precedents 794–800

president, challenge to 798

relevant provisions 793–4

request for disqualification 795–800

awards, timely disclosure of 775

conciliation 702–4

contract claims

national law, application of 105

vertical approach 98–9, 103–5

Contracting State

agreement to submit to jurisdiction, approval of 905–6

constituent subdivision or agency of 901–6

facilities available to 883–4

Convention

advantages of settlement under 1152

annulment procedure 1137–46

applicable international law 274

applicable law, issue of 1138–46

binding precedent, doctrine of 1190

compliance, expectation of 1173

conclusion of 726, 731

consent to arbitration 850

consolidation of claims, no provision for 1034

international law, role for 104–5

investment concept 64

investment criteria 65–6

investment, no definition of 63

investor, nationality 70–1, 73–7

juridical persons under 76

jurisdiction, determining 62–9

local remedies, exhaustion of 1026, 1046

origin of capital requirement 59

party autonomy, principle of 100

review of awards under 1135–51

contracting States 883–4

withdrawal from 883–4

creation of 731

definition issues, importance of 50

denial of benefit clauses 917–19

dispute settlement system

agreement as to 50

Additional Facility 704–7, 734

arbitration 698–702

conciliation 702–4

consent to jurisdiction 694

Convention, in 692

investment disputes 692

investors, initiation of mechanism by 82

national courts, overlap with 694–5

treaty and contractual claims 695

establishment of 698

investment

bank guarantees as 879–80

BIT interpretation 877–8

broad interpretation of 876–7

Build, Own, Operate and Transfer projects 880–2

definition, arbitral decisions on 878–82

dispute arising from 882

jurisdiction, required for 875–82

loans as 879

promissory notes as 878

investor-state dispute settlement body, as 9

jurisdiction

Additional Facility, under 906–8

admissibility contrasted 919–27

challenge to 943

conciliation and arbitration, as to 871

consent 871

dispute arising from investment 882

dispute, need for 875

Energy Charter Treaty, requirements 909–14

extent of 941

interpretation 872

investment, need for 875–82

investor element 51

legal nature, dispute of 873–5

non-justiciability of dispute 874

objections to 920

personal see personal jurisdiction below

prima test see prima facie test of jurisdiction below

ratione materiae 871–82

ratione personae 871–2

requirements, overview 870–2

review of case to establish 941–2

scope of reach 870–1

subject-matter 872–82

Main Facility 910

minority shareholders, protection of 84–6

multilateral investment rules, as institutional anchor for 137–8

personal jurisdiction

agreement to submit to, approval by state 905–6

constituent subdivision or agency of contracting State 901–6

contracting State 883–4

designation of parties 903–5

nationality 884–901 see also nationality

natural persons 884–9

requirement 883

prima facie test of jurisdiction breach of contract, as to 955

breach, raising questions of 947

broader perspective, allegations considered in 948–9

contract claims and treaty claims 948–50

early decision 942

expropriation, for 955–6

extent of determination 943

facts of case 951–2, 961

failure to meet 954–7

formulation of claims, acceptance of 946–8

general economic policy, no consideration of questions of 946

interpretation, approach to 942–3

legal foundation of case 951–2, 961

relief sought 951–2, 961

purpose of 80

recognition, enforcement and execution of awards

AIG Partners case 1181–2

Benvenuti & Bonfant case 1177–9

challenge to 1176

Convention provisions 1175–6

LETCO case 1179–80

Sedelmayer case 1182–5

SOABI case 1178–9

sovereign immunity arguments 1180–5, 1187

successful challenges, lack of 1186–7

review of awards

annulment procedure 1137–46

applicable law, issue of 1138–46

element of appeal, introduction of 1149

experience of 1146–50

mixed views on 1150–1

protection of awards 1145–6

requirements 1148

treaty claims

internationalization, expansion of 108–10

national law, role for 110–15

tribunal

access to hearings before 772–5

briefs and submissions, timely public disclosure of 771–2

constitution of 826

contract claims and treaty claims distinguished 968–71

inherent powers 733

initiative, limitation on 1210

new sources of law, raising 1237

opening up proceedings 733–4

premature claim to 970

previous decisions, reliance on 1189

procedure, decisions on 732

rules, choice of 769

transparency, consideration of 759

umpire or inquisitor, as 1210

International Chamber of Commerce

arbitration

advantages of 739

confidentiality 740

jurisdictional requirements 915–16

rules 739

civil servants, appointment of 810

disclosure requirement 809

independence and impartiality of 808–10

establishment of 739

jurisdictional requirements 915–16

International Court of Justice

dispute settlement by 716–17

States, between 692

independence and impartiality of judges, challenge to 811–13

international economic relations, role in 1165–7

investment disputes in 716–17

jurisdiction

compulsory, declaration of acceptance 938

determination of 935

methodology for determining 937

provisional measures, to grant 939–40

ratione materiae 934–9

threshold for accepting claim 935–6

precedent, doctrine of 1189

prima facie test of jurisdiction

formulation of 940

jurisdiction ratione materiae 934–9

provisional measures, to grant 939–40

sources of international law applied by 1189

Statute, rejection of precedent value of decisions 1190

Supreme Investment Court, proposal for 1165–7

international crimes

concept of 550

international economic law

domestic practice, reflecting 183

international investment

notion of 586–91

International Investment Agreement

dispute settlement, venue for 150

home state rights under 7

host state’s economic development, investment contribution to 68–9

investor protection 13–14

international investment agreements

admission see admission, right of

corporate social responsibility issues 37–8

developing countries, special and differential treatment for 36

dispute settlement 40–4, 1164–5

enforcement 39–4

flexibility in 14–15

home country measures 38–9

host country obligations, focus on 29

incentives 34

investment, definition

asset-based 54–5

Bilateral Investment Treaties, in 55–8

control element 60–1

formal requirements 54

ICSID, for purposes of 62–9

investment protection treaties, in 55–8

issues 50–2, 86–7

lists 57–8

national legislation, in 52–5

pre-investment expenditure 66–7

transfer of capital, as 58–62

investor

definition 69–86

definition issues 50, 86–7

nationality 69–86 see also investor

investor/investment protection, core issues

compensation 26

fair and equitable treatment 24–5

investment risk, issue of 25–6

most-favoured-nation standard 22–3

national treatment standard 22, 24

non-discrimination 23–4

property, taking 27–9

scope and definition 19–20

standards of treatment see standards of treatment

transparency 29–31

performance requirements 32–3

proliferation of 177

right of establishment see establishment, right of

rise in 256

standards of treatment see standards of treatment

state discretion 13

sustainable development, Draft agreement see sustainable development

technology transfer 35–6

international investment law

approaches to 15

armed conflict, compensation for 26

current situation 191

development dimension

developing countries, special and differential treatment for 36

Doha work programme 31

incentives 33–4

performance requirements 31–3

technology transfer 35–6

dispute settlement 40–4

emerging principles 173–8

enforcement 39–4

good governance, issue of 15

hard law agreements 18

human rights, primacy of 159

incompatible provisions, jurisprudence

caution in 178

examination of awards 163

expropriation, compensation for 168–70

hazardous waste, disposal of 163–6, 170–3

nascent principles 179

Santa Elena v Costa Rica 168–70, 174

SD Myers v Canada 163–6, 213

SPP v Egypt 166–8

TECMED v Mexico 170–3

tourist complexes, development of 166–8

institutional factors 16–19

instrument, legal status of 17

internal disorder, compensation for 26

investor/investment protection, core issues

admission 20–2

entry, right to control 20–2

establishment, right of 20–2

fair and equitable treatment 24–5

full protection and security 22–6

investment risk, issue of 25–6

non-discrimination 23–4

property, taking 27–9

scope and definition 19–20

standards of treatment 22–6

transparency 29–31

liberalizing provisions, speed, scope and nature of 21–2

non-binding codes 18

non-investment obligations, and

burden, sharing 176–7

chronological sequence of obligations and information 175

contradictory, not being 156–7

impact of 155

inconsistency 157

jurisprudence 163–73

least restrictive measures 176

measure of compensation 176–7

overlap 156

parties, motivation of 175

peremptory norms, superior status of 178

treaties, relevance of 173–4

voluntary or non-voluntary 174–5

other rules of international law, overlap with 155

overlapping rules 162–3

protection of foreign investment, rules for 638–9

public international law, divergence of 178

soft law standards 18

sources 5, 16–19

state practice, mirroring evolution of 183

substantive standards

corporate social responsibility 37–8

development dimension 31–7

development, policy issues 19

home country measures 38–9

investor/investment protection, core issues 19–31

technical issues

dispute settlement 40–4

enforcement 39–4

institutional factors 16–19

sources 16–19

substantive standards 19–39

international investment treaties

actual beneficiary of rights, not naming 993

arbitration under

investor-State 727–8

State-to-State 726–7

channelling of interests 996–7

claims by investor, control over 994

consent to arbitration see consent to arbitration

entry into 726

essential features 993

interpretation

formalism 302

government responsibility, level of 269

principle of effectiveness 268–9

investor, direct relationship with 1002

motion to dismiss in 957–60

nationality of claims 994–7

number of 725

object and purpose of 993

options under 996

single loss by investors with multiple nationalities, no provision for 995

source of individual rights, as

applicable procedural law 998

challenge and enforcement of awards 1001–2

channelling of interests 996–7

claims by investor, control over 994

damages claimed 1001

economic disputes, in 991–3

fork in the road provisions 998–1000

local remedies, exhaustion of 1000

nationality of claims 994–7

options under 996

proceedings, to commence 1002–3

relationship with investor 990–1

state, economic role of 306–7

taxation, treatment of see taxation

transparency obligations 625–8 see also transparency

umbrella clauses

attribution of conduct to states 576

breach of contract 579–80

commitment to observe obligations 577–8

contractual and treaty claims 576–7

contractual rights, conversion to treaty rights 575

ECT, of 580–1

examples of 576

inclusion of 575

interpretation 580

‘it’ problem 578–81

nature of contract, effect on 581

wording and application 575

waiver of protection granted by

conclusion 1006

individual as subject of international law 985–90

international arbitration, access to 984–5

possibility of 1003–4

source of individual rights 990–1002

valid, criteria for 1004–5

international investment tribunals

incompatible provisions, jurisprudence

caution in 178

examination of awards 163

expropriation, compensation for 168–70

hazardous waste, disposal of 163–6, 170–3

nascent principles 179

Santa Elena v Costa Rica 168–70, 174

SD Myers v Canada 163–6, 213

SPP v Egypt 166–8

TECMED v Mexico 170–3

tourist complexes, development of 166–8

regulatory rules invoked by 162–3

Vienna Convention, citing 159

International Labour Organization

code of conduct, involvement in 646–7

Committee on Multinational Enterprises 652–4

corporate social responsibility, definition 647

industrial relations issues 651–2

international labour standards 646–54

international rules and procedures, development of 8

safety and health standards 651

vocational training and guidance policies 649

international law

accessibility of 1172

applicable rules of 273–4

claims against state, standing to bring 988–90

classical theory of 986

complementary rules of 160

customary and treaty law, rules arising from 160

duties of individuals 987–8

inconsistencies, resolving 157–63

individual as subject of 985–90

individual rights

applicable procedural law 998

challenge and enforcement of awards 1001–2

claims by investor, control over 994

damages claimed 1001

economic disputes, in 991–3

fork in the road provisions 998–1000

human rights 986–7

local remedies, exhaustion of 1000

nationality of claims 994–7

recognition of 986

source of 990–1002

interpretation, difficulty of 260

national law in conflict with 114–15

precedent in

de facto practice 1196

feature of system 1189

inconsistent decisions 1196–8

primary sources of 159

relations between states, governing 985

state of necessity, judging existence of 1198

subsidiary rules 160

UN Charter provisions prevailing in 158

International Law Commission

Articles on State Responsibility see state responsibility

establishment of 467

object of 467

international trade

FCN Treaties 184

historical background 183–7

investment, and 184

multilateral treaties 185–7

overall conditions of 120

peace, in 184

international trade law

state practice, mirroring evolution of 183

International Trade Organization

Havana Charter 184

international tribunals

awards, challenge and enforcement of 1001–2

damages claimed 1001

domestic courts, relationship with

characterization of claims 971–3

contemporary issues 963

contract claims and treaty claims distinguished 964–71

importance of 963

overview 1005

umbrella clauses, application of 974–83

waiver of protection granted by investment treaties 984–1005 see also international investment treaties

individuals, standing of 989–90

locus standi 6

umbrella clauses, application by

assimilation of breach 978

breach of treaty 975

broad interpretation 976

case-law development 974–9

contract disputes, not transforming to investment disputes 975

elevation of contractual issues, differing views on 1005–6

forum selection clauses, and 980

future of 979–83

inconsistent approach 979

limitation of scope 982

main approaches to 981

origin, analysis of 981

overview of cases 977

promissory note, failure to honour 974–5

qualification of scope 976

reluctance to apply 978

requirement to observe obligations 976

internationalization

globalization, and 11

investment

bank guarantees as 879–80

BIT interpretation 877–8

broad interpretation of 876–7

Build, Own, Operate and Transfer projects 880–2

construction contract as 67

definition

arbitral decisions on 878–82

asset-based 54–5

Bilateral Investment Treaties, in 55–8

control element 60–1

Energy Charter Treaty, under 910, 912–13

formal requirements 54

host state’s economic development, contribution to 68–9

ICSID, for purposes of 62–9

intangible rights 410–15

investment protection treaties, in 55–8

issues 50–2, 86–7

lists 57–8

multilateral investment rules, in 138–9

national legislation, in 52–5

pre-investment expenditure 66–7

shares etc, reference to 83

transfer of capital, as 58–62

historic context, in 875

loans as 879

performance guarantees as 67–8

pre-investment expenditure 66–7

promissory notes as 67, 878

size of, relevance 83

investment codes

protection of investment by 528

investment insurance

developments in 525

evolution 546

institutional mechanisms 546–7

Inter-Arab Investment Guarantee Corporation 535–7

investment guarantee schemes 525

Multilateral Investment Guarantee Agency see Multilateral Investment Guarantee Agency

national mechanisms 525, 530–1, 547

regional schemes 525, 530–1

Swiss Investment Risk Guarantee Agency 533–4

US Overseas Private Investment Corporation 531–3

investment obligations

other international obligations, overlap with 155

investment protection

transparency, and 635

Investment Risk Guarantee Agency (Switzerland)

beneficiary of guarantee 533–4

goal of 533

investment guarantee 534

investment supported by 533

investment treaty tribunals

basis of jurisdiction, identity 1194

earlier decision, rejection of 1196

legal principles, development of 1190–1

practice of 1191–5

precedent in

de facto practice 1196

inconsistent decisions 1196–8

precedent value of decisions, rejecting 1191

preliminary rulings 1203–5

previous decisions, authority of 1191–5

umbrella clauses, divergent interpretation of 1197

investor

definition

Energy Charter Treaty, under 910–12

issues 50, 86–7

nationality 69

diplomatic protection 82

feasibility of investment, assessment 640

host state, right of action against 7

international investment law, as actor in 7

international locus standi before tribunals 6

legal developments, at heart of 7

nationality

acquisition of 74

ascertainment of 87

bilateral investment treaties, for purposes of 71

connection with state 72

corporation, of 75–81 see also corporation

decisive criterion of 69

evidence of 73

hunting 74

ICSID Convention, for purposes of 70–1, 73–7

more than one, having 71

natural person, of 70–4

responsibilities debate 638–42

shareholders as 81–6

state agreements 7

wide definition of 1010–12

Iran-US Claims Tribunal

amicus submissions 737–8

dispute settlement by 717–18

transparency, consideration of 758

judicial review

ad hoc arbitration, provision in 1173

appellation 1134–5

cassation 1134–5

systems of 1134

judiciary

independence of

England and Wales, in 818–19

France, in 816–18

national laws, generally 816

Switzerland, in 819–20

United States, in 820

Latin America

restrictive FDI laws in 228

lis alibi pendens

application of rule 1021

cross-boundary litigation, application in 1014

effect of 1013–14

general principle of law, as 1021

ILA Committee report 1022

ILA recommendations, applicability of 1024–5, 1046

investment arbitration, recognition and application in 1022–4

parallel proceedings see parallel proceedings

stricto sensu 1022

loans

investments, as 879

London Court of International Arbitration

arbitrators, independence and impartiality of 810–11

challenges to arbitrators, publication of decisions 741

confidentiality, obligation of 740

jurisdictional requirements 916

market access

admission and establishment distinguished 229–30

permanent right of 230

most-favoured-nation standard

arbitral tribunals, functions addressed by 381–7

benchmark rights 364

Bilateral Investment Treaties 17, 22–4

automatic adjustment of standards 372

Canadian, provisions of 403

Chile, by 385

clauses 190

clauses based in other BITs, reliance on 397

consent to arbitration, extension to 396–402

dispute settlement, application to 387–401

ejusdem generis principle, application of 395

equality of treatment 371

exceptions 372–3

ICSID arbitration, resort to 393

investor as object of 370

multilateral agreements distinguished 368

Norway and Hungary, between 386

post-establishment phase, for 370

procedural matters 387–401

resort to national courts, requirement 394

retroactive application 391

returns on investments 371

transfers of payments 371

Turkey and Pakistan, between 385–6

war, consequences of 371–2

will of both parties, discernible 391

comparative treatments, requirement 366

consent to arbitration 851–5

contract-based claims, jurisdiction over 398

controversial issue, as 366–7

destiny of 403

draft Multilateral Agreement on Investment 380–1

ejusdem generis principle 365, 395

Energy Charter Treaty 377–9

essential features of 365–7

extensive construction of 386–7

fair and equitable treatment standard, and 382–4

foreign investors and/or investments, treatment of 381

formulation 366

GATS Agreement 193–5, 377–8

GATT, protection in 24

in like circumstances requirement 402

international case-law on

contract-based claims, jurisdiction over 398

liability standards 382

procedural matters 387–401

substantive treatment 381–7

international instruments, in APEC Non-Binding Investment Principles 379–80

ASEAN Investment Area, Framework Agreement 380, 398–9

draft Multilateral Agreement on Investment 380–1

Energy Charter Treaty 377–9

free trade agreements 374–6

FTAA Draft Agreement 376, 403

GATS Agreement 377–8
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102 Art6(1) China–Kuwait BIT (1985); Art 6(1) Malaysia–Kazakhstan BIT (1996); Art 6 Italy–Korea BIT; Art 6(1) Egypt–Malaysia (1997); Art 6(1) Malaysia–Ghana BIT (no date); Art VII China–Indonesia (1994); Art VIII Italy–Philippines (1988); ‘Transfers as stipulated in articles 4, 5, 6 and 7 shall be made without undue delay, in accordance with their respective national laws and regulations and consistent with their obligations with the IMF, after the performance of the fiscal burdens …’ Art 6(1) Italy—Bangladesh BIT (1990); ‘Each contracting party shall guarantee that after investors have complied with all their fiscal obligations, as well as all relevant administrative procedures, they may transfer the following abroad ….’ Art 6(1) Italy–Mongolia BIT (1993); Art 6(1) Italy–Tanzania (2001). See <http://www.unctad.org/iia>.


103 See also Art 6 UK–Mozambique BIT (2004); Art 5 Protocol of Colonia for the Promotion and Reciprocal Protection of Investment in Mercusor; Art 4 Germany–Bangladesh BIT (1981); Art IV Turkey–Kazakhstan BIT (1992); Art 7 Korea–Kazakhstan BIT (1996); Art 5 Netherlands–Venezuela BIT; Art 6 UK–Bulgaria BIT (1988); Art 6 Chile–UK BIT (1996); Art 7 Germany–India BIT (1995); Art 6 UK–Soviet Union BIT (1989); Art 7 Lithuania–Kuwait; Art 6(1) Germany–Mexico BIT (no date); Art 7 India Model BIT (2003); Art 6(1) Argentina–Korea BIT (1994), but Art 6(2) adds further that the restrictions imposed by a party ‘shall not impair the substance of the rights set forth in this Article’. Presumably, this obliges the parties not to defeat the essence of the transfer through burdensome restriction, such as by imposing prohibitive taxes that would effectively render the freedom to transfer unrealizable.


104 It is an internationally accepted practice that when faced with balance of payments problems, states use exchange controls as a means of ameliorating the problem. Such a policy is sanctioned by Art VI(3) of the IMF Agreement. J Gold, ‘“Exchange Contracts’, Exchange Control, and the IMF Articles of Agreement: Some Animadversions on Wilson, Smithett & Cope Ltd v. Terruzzi’, 33 ICLQ. 777, 778–81 (1984). However, the important question is whether the IMF Articles of Agreement are indicative of customary international law and whether they will prevail over an inconsistent but specific treaty commitment as reflected in these BITs? Similar questions were raised by Holtzmann in his Dissenting Opinion in Dallal v Iran, above n 92 at 19 but he declined to answer the questions because, according to him, they were not raised nor argued by the parties to the case.


105 Under Art 1 [Definitions] of the US–Uruguay BIT (2004), above n 97, an investment agreement is defined as ‘a written agreement … between a national authority of a party and a covered investment or an investor of the other party, on which the covered investment or investor relies in establishing or acquiring a covered investment other than the written agreement itself, that grants rights to the covered investment or investor: (a) with respect to natural resources that a national authority controls, such as for the exploitation, extraction, refining, transportation, distribution, or sale; (b) to supply services to the public on behalf of the party, such as power generation or distribution, water treatment or distribution, or telecommunication; or (c) to undertake infrastructure projects, such as the construction of roads, bridges, canals, dams or pipelines, that are not for the exclusive or predominant use and benefit of the government’. (See also Art 1 para 8 of Italy–Jordan BIT (1996) 8—‘Investment agreement’ means an agreement between a Contracting Party (or its Agencies or Instrumentalities) and an investor of the other Contracting Party concerning an investment. See <http://www.unctad.org/sections/dite/iia/docs/bits/italy_jordan.pdf>).
Art 1 of the US–Uruguay BIT further states that: ‘An investment authorisation means an authorisation that the foreign investment authority of a party grants to a covered investment or an investor of the other party.’ By footnote 5, the term ‘written agreement’ does not include (a) a unilateral act of an administrative or judicial authority, such as a permit, licence, or authorization issued by a party solely in its regulatory capacity, or a decree, order, or judgment, standing alone; and (b) an administrative or judicial consent decree or order.
For tax purposes, one has to ask if this explanatory note would exclude documents such as ‘consent letters’ or ‘rulings’ issued by tax authorities from being relied upon by a private investor as creating an implied contractual relationship between a taxpayer and the tax authorities. The issue cannot be investigated here in greater depth. If such agreements are part of a main investment agreement, they would be covered—see also on the role of side-letter and ancillary agreements as part of an overall integrated investment arrangement, Holiday Inns v Morocco, 51 BYIL 123 (1980). Such legal instruments short of acquiring the quality of a formal agreement, will play a role in the assessment of the existence of a ‘Legitimate Expectation’ of the investor; see Wälde’s Separate Opinion in the NAFTA award International Thunderbird Gaming Corporation v Mexico, UNCITRAL Rules, Award of 26 January 2006 at <http://www.naftaclaims.com>.


106 Wälde and Ndi above n *; M Kantor, ‘International Project Finance and Arbitration with Public Sector Entities’, 24 Fordham Intl LJ 1122 (2001). The main case relating to a tax stabilization clause is Revere Brass and Copper v OPIC (relating to a Jamaican imposition, by legislation, of an additional bauxite levy (‘royalty’) against a contractual stabilization clause: 17 ILM 1321 (1978). Stabilization clauses were also at issue in the three Jamaican bauxite cases before the ICSID (but later settled): John Schmidt, Alcoa v Jamaica, in 17 Harv Intl LJ 90 (1976); on other cases (Petrola Hellas v Greece, Power and Traction Finance v Greece): see Manciaux, above n 3 at n 34–7; also Agip v Congo, ICSID Arb/77/1 21 ILM 726 (1982).


107 See n 52 above. Other US BITs that contain similar provisions include: Art IX US–Albania (1995); Art XIII US–Jordan (1997); Art XIV US–Croatia (1996); Art XIII US–Uzbekistan (1994); see <http://www.unctadxi.org/templates/DocSearch____779.aspx?PageIndex=1 &TextWord=‘Unite d%20States%20of%20America’,%20’’%20,1 &CategoryBrowsing=False&syear=>.


108 Occidental v Ecuador, above n 82. The relevant part of Art X(2) states: ‘… the provisions of this Treaty, and in particular Article VI [investor–state arbitration] and VII [state–state dispute settlement], shall apply to matters of taxation only with respect to the following: (a) expropriation, pursuant to Article III; (b) transfers, pursuant to Article IV; or (c) the observance and enforcement of terms of an investment agreement or authorization as referred to in Article VI (1) (a) or (b) to the extent they are not subject to the dispute settlement provisions of a Convention for the avoidance of double taxation between the two Parties, or have been raised under such settlement provisions and are not resolved within a reasonable period of time’. For similar formulations, see also, Art XII(2)(c) US–Argentina BIT (1991); Art XI US–Armenia BIT (1992); Art XI US Kazakhstan BIT (1992); Art XI US–Kyrgyzstan BIT (1994); Art XI(2)(c) US–Zaire BIT (1983); Art X(2)(c) US–Ukraine BIT (1996), available at <http://www.unctadxi.org/templates/DocSearch____779.aspx?PageIndex=1 &TextWord=‘United%20States%20 of%20America’,%20’’%20,1 &CategoryBrowsing=False&syear=>.


109 Above n 82, para 68.


110 The issues are discussed in ibid paras 64–77.


111 Another issue is that the claimant apparently did not formulate its claim as centring on the investment agreement, but on the tax issue; some might say the tribunal here helped to improve on the advocacy of claimant, but then it could rely on the fact that the respondent seemed to have accepted that the dispute includes the ‘factor X’ formulations in the investment agreement. It would be too formalistic to require a tribunal to have to stare slavishly at the way a claim is formulated when the substance arising out of claim and defence indicates the contours of the dispute.


112 It does not help that the tribunal omits that the expression ‘strive to accord’—itself not very persuasive of a legally binding commitment—is introduced by the word ‘should’ which, in comparison to ‘shall’, must generally be seen as qualifying the otherwise ambiguous ‘strive to accord’ as a hortatory phrase devoid of legal commitment.


113 Above n 83 at paras 100 ff, in particular 110. The tribunal clearly does not concur with the wide reading of the Occidental tribunal assigning some sort of opaque justiciability to the ‘strive to accord’ clause: ‘claimant considers that the fair and equitable treatment clause … is enforceable, though precisely on what basis one does not know’.


114 EnCana v Ecuador, above n 3 above at paras 141–67. In the Enron v Argentina award (above n 85) the tribunal was ready to view a series of interrelated contractual instruments as constituting an ‘investment agreement’, thus conferring jurisdiction on it under the restricted tax-related jurisdiction clause of the US Model BIT: at paras 70, 71.


115 KH Berger, ‘Renegotiation and Adaptation of International Investment Contracts: The Role of Contract Drafters and Arbitrators’, 36 Vand J Transnat’l L 1347 (2003) See also M Coale, ‘Stabilisation Clauses in International Petroleum Contracts’, 30 Denv J Int’l L & Pol’y 217 (2001–2).


116 One example is the various initiatives in the USA to encourage private investment in wind-power projects by using various forms of financial incentives (such as tax credits and loans) and regulatory mandates (requiring utilities companies to buy their electricity from wind-power companies). See E Smith, ‘US Legislative Incentives for Wind-Generated Electricity: State and Local Statutes’, 23 JENRL 173 (2005); H Anderson, ‘The Federal Production Tax Credit: Will its Expiration End the United States Wind Industry?’ in Environmental Law Institute (ELI), The Environmental Law Reporter 1 (2002).


117 eg the scenario in the Nykomb v Latvia case (The Arbitration Institute of the Stockholm Chamber of Commerce Arbitral Award Rendered in Stockholm, Sweden on 16 December 2003, available at <http://www.transnational-dispute-management.com>) where environmentally favourable co-generation investment was encouraged by an electricity tariff premium promised for eight years to compensate for the technology risk, but also to protect from competition from low-priced (‘dumped’) imported Russian nuclear power. The state promised the ‘double tariff’ by law; the state enterprise was to implement it by mandatory double-tariff-based purchasing. But its own economic interest—to purchase cheap rather than expensive electricity—prevailed; it was judicially compelled to pay national co-generators the premium tariff, but refused to pay this tariff to the—only—foreign co-generation investor, thus converting a reasonably profitable business model into a loss-making operation unable to recoup the capital investment.


118 See (1970) ICJ Reports p.3. The Barcelona Traction experience is likely to have influenced the Comment in the authoritative US Restatement (3rd) para 712, Commentator note g. After recognizing that ‘normal’—bona fide general taxation—is not an expropriation, the comment continues: ‘if it is not discriminatory … and is not designed to cause the alien to abandon the property to the state or sell at a distress price’ (emphasis added). These conditions were met in both the Barcelona Traction and the Yukos cases.


119 In the 2004 Yukos case, the Russian government—angered by the political opposition of Mikhail Khodorkovsky, the main Yukos shareholder and its founder—attacked tax practices (that were widely spread and had been tolerated or accepted by the tax authorities); it made the tax authorities carry out a re-assessment, with penalties and interest charges amounting in the end to about 100% of total sales (not net profits) of the company in the relevant three-year period. It then prevented the company from selling its shares to pay such tax debt and arranged an auction where the only bidder was a sham company acting for the state company Rosneft. Rosneft, through the sham company, then bought at about 50% of a biased valuation and at a fraction (say 10–20%) of the true market value. For an analysis of the Yukos case, see the published expert opinions, studies, and comments published on TDM at <http://www.transnational-dispute-management.com>. For an analysis of the modern-day theory of ‘state capture’ by politically influential private interest groups to the detriment of the welfare of the general public, we refer here in particular to the works of Daniel Kaufmann and his colleagues at the World Bank Global Governance Institute, available at <http://www.worldbank.org>.


120 See further August Reinisch, Chapter 11 below; T Waelde and A Kolo, ‘Environmental Regulation, Investment Protection and Regulatory Taking in International Law’, 50 ICLQ 811–48 (2001); Jon Stanley, ‘Keeping Big Brother out of our Backyard: Regulatory Takings as Defined in International Law and Compared to American Fift h Amendment Jurisprudence’, 15 Emory Int’l L Rev 349 (2001). The new US/Canadian efforts to formulate international indirect takings law largely to reflect US takings’ law follow the position we took in our 2001 article: see mainly Annex 10-C DR-CAFTA, above n 52; Annex B to the US Uruguay BIT (2004), above n 97; Annex B13(1) to the Canada Model BIT (2004), above n 48. However, other countries do not seem to have embraced the American and Canadian position yet in their treaty practice as none of their post-2000 BITs contain similar guidelines—eg UK–Angola BIT (2001); UK–Mozambique (2004); Germany–Nigeria BIT (2000); Germany–Cambodia (2001); Japan–Korea BIT (2003); Japan–Mexico FTAs (2004): <http://www.unctad.org/iia>. One needs to be cautious, however, in fully equating ‘indirect expropriation’ rules with eg US takings’ jurisprudence. US takings’ jurisprudence is far from clear and, like most jurisprudence, includes a ‘wider’ and a ‘narrower’ approach. International law protection is not identical with national constitutional protection: it protects an alien in a more vulnerable position and intends to use the instrument of investment protection to encourage foreign investors to invest in what is for them an alien environment where their ability to participate in the political process and manage successfully the informal political, legal, institutional, and commercial processes is usually less than that of their domestic competitors, see Wälde Separate Opinion, in: Thunderbird v Mexico, above n 105.


121 See eg Metalclad v Mexico, ICSID Case No. Arb(AF)/97/1 40 ILM 36 (2001); CME (Netherlands) v Czech Republic, Partial Award 13 September 2001, available at <http://ita.law.uvic.ca/>; Tecmed v Mexico, ICSID Case No. Arb (AF)/00/2, Award of 29 May 2003, 43 ILM 133 (2004). For a review of arbitral jurisprudence with respect to indirect expropriation. See C Schreuer, ‘The Concept of Expropriation under the ECT and other Investment Protection Treaties’, followed by an instructive comment by K Yannaca-Small, in C Ribeiro (ed), Investment Arbitration and the Energy Charter Treaty (Turkington, NY, Juris Net, 2006) 108; Yves Fortier and Stephen Drymer, ‘Indirect Expropriation in the Law of International Investment’, 19 ICSID Rev–FILJ 293 (2004) at 321; J Paulsson and Z Douglas, ‘Indirect Expropriation in Investment Treaty Arbitrations’ in N Horn and S Kroll (eds), ‘Arbitrating Foreign Investment Disputes: Procedural and Substantive Legal Aspects’ (The Hague, Kluwer Law International, 2004) 145; A Newcombe, ‘The Boundaries of Regulatory Expropriation in International Law’, 20 ICSID Rev–FILJ 1 (2005); OECD, ‘“Indirect Expropriation” and the “Right to Regulate” in International Investment Law’ (Paris, OECD, 2004), available at: <http://www.oecd.org/dataoecd/22/54/33776546.pdf>.


122 Note here also the reflections of the EnCana v Ecuador tribunal, above n 3 para at 142, on the ‘general’ nature of taxation: ‘The question whether something is a tax measure is primarily a question of its legal operation, not its economic effect. A taxation law is one which imposes a liability on classes of persons to pay money to the state for public purposes’. That suggests a priority of form over substance—and a readily available instrument to disguise actions against individuals (eg the Yukos and Barcelona Traction cases referred to earlier) as something that is ‘general’ in nature. The EnCana tribunal therefore hedged its formalistic approach: ‘An arbitrary demand unsupported by any provision of the law of the host state would not qualify …’ (as a tax measure covered by the tax carve-out in the underlying BIT).


123 It is useful to recall the pertinent interpretive note: ‘When considering the issue of whether a taxation measure effects an expropriation, the following elements should be borne in mind:

a) The imposition of taxes does not generally constitute expropriation. The introduction of a new taxation measure, taxation by more than one jurisdiction in respect to an investment, or a claim of excessive burden imposed by a taxation measure are not in themselves indicative of an expropriation.

b) A taxation measure will not be considered to constitute expropriation where it is generally within the bounds of internationally recognised tax policies and practices. When considering whether a taxation measure satisfies this principle, an analysis should include whether and to what extent taxation measures of a similar type and level are used around the world. Further, taxation measures aimed at preventing the avoidance or evasion of taxes should not generally be considered to be expropriatory.

c) While expropriation may be constituted even by measures applying generally (eg, to all taxpayers), such a general application is in practice less likely to suggest an expropriation than more specific measures aimed at particular nationalities or individual taxpayers. A taxation measure would not be expropriatory if it was in force and was transparent when the investment was undertaken.

d) Taxation measures may constitute an outright expropriation, or while not directly expropriatory they may have the equivalent effect of an expropriation (so-called ‘creeping expropriation’). Where taxation measure by itself does not constitute expropriation it would be extremely unlikely to be an element of a creeping expropriation. (Emphasis added.)


124 Convention on the International Responsibility of States for Injuries to Aliens by Professors R Sohn and L Baxter, reprinted in 55 AJIL 545 (1961).


125 American Law Institute, Restatement of the Law Third, The Foreign Relations Law of the United States, Vol 2, 196, 200 (1987).


126 The latter situations referred to—a strategy to use tax and foreign exchange restrictions to force the alien to sell at a distress price (including contrived bankruptcy)—are likely to refer to the Barcelona Traction experience, then of recent date, and they would now be used to examine the Yukos case with its tax-induced sale of the company’s major assets in a rigged tender at a distress price. In the only tax-related case decided by the Iran–US Claims Tribunal, it was held that the seizure of the claimant’s liquor licence and other properties by the US Inland Revenue Department in order to meet his tax liabilities did not amount to expropriation. Too v Greater Modern Insurance Associates & the USA, 23 Iran–US CTRT 378. Gasus-Dossier v Netherlands (1995) 20 EHRR 304 (decided under Art 1, Protocol 1 to the European Convention on Human Rights), involving the seizure of a concrete-mixer by the tax authorities in satisfaction of the buyer’s tax liability whereupon the court held that the seller could not recover the property or compensation from the tax authorities even though he had not transferred legal title in the property to the buyer at the time of sale. The tax authorities’ conduct was held not to be in violation of Art 1 of Protocol 1 to the European Convention on Human Rights.


127 The criterion of good governance is not so difficult to determine; it continues the now taboo qualification of ‘civilised nations’ (still found in Art 38 of the ICJ statute), which has morphed into the ‘principal legal systems of the world’ in the new model US BIT. There are enough governance-ranking surveys (World Bank; EBRD; Transparency International; competitiveness surveys) which allow the upper echelon of what should be regarded as well-governed legal systems to be defined quite easily thus serving as a suitable benchmark.


128 Note the identification of the ‘oil companies’ as a relevant group of investors in Occidental v Ecuador above n 82 (itself not an unproblematic concept in the context of that particular case).


129 In interpreting the taxation provisions of the US–Moldova BIT in the case of Link-Trading v Moldova (UNCITRAL Rules, Award of 18 April 2002 at <http://ita.law.uvic.ca/documents/Link-Trading-Moldova.pdf>), the arbitral tribunal noted that ‘not all fiscal measures necessarily constitute an expropriation, although their habitual effect is to cause the tax payer to surrender part of his income or property to the state. As a general matter, fiscal measures only become expropriatory when they are found to be an abusive taking. Abuse arises where it is demonstrated that the state has acted unfairly or inequitably towards the investment, where it has adopted measures that are arbitrary or discriminatory in character or in their manner of implementation, or where the measures taken violate an obligation undertaken by the state in regard to the investment.’ (at para 64); Waste Management v Mexico, ICSID Case No. Arb(AF)/00/3 Award of 30 April 2004, 43 ILM 967 (2004) paras 150–5 and see Feldman v Mexico, above n 78, for the application of indirect expropriation analysis to the terms ‘sectional and racial prejudice’, ‘arbitrary’ and ‘discriminatory’. A similar view has been expressed by Rosalyn Higgins: R Higgins, ‘The International Law Perspective’, in T Daintith (ed), The Legal Character of Petroleum Licences: A Comparative Study (Dundee, CPMLS, 1981) 35, 56; Higgins, ‘The Taking of Private Property by the State: Recent Developments in International Law’ (RDC-Collected Course (1982-III), 259, 350; M Sornarajah, The International Law of Foreign Investment (Cambridge, Cambridge University Press, 2nd edn, 2004) 393–4.


130 For a review, see in particular Manciaux, above n 3. Manciaux discusses a 1962 (it seems) interstate arbitral commission decision—Epoux Gilis c RFA— where a very far-reaching tax (over 50% of net asset value) was not considered confiscatory as payment was stretched over 30 years. V Coussirat-Coustere and P Eisemann, Repertoire de la jurisprudence arbitrale internationale T. III (Dordrecht, Nijhoff Publishers, 1991) 902.


131 R Dolzer, ‘Indirect Expropriations of Alien Property’, 1 ICSID Rev–FILJ 41 (1986) note 2 at p 63, cites one case of confiscatory taxation—a rate of 99% in Burma on certain gains.


132 Philipp Bobbitt, The Shield of Achilles: War, Peace and the Course of History (New York, Borzoi Books, 2002).


133 Above n 3 at para 177.


134 Ibid at para 176 and n 126; Kügele v Polish State (1932), 6 ILR 69 (Upper Silesian Claims tribunal). Commented on by G Kaeckenbeeck, President of the Tribunal, in: The International Experiment of Upper Silesia (Oxford, Oxford University Press, 1942) at 116, 117.


135 See the references to the thinking underlying the emergence of investment protection instruments since about 1957 in T Wälde, ‘The “Umbrella” Clause in Investment Arbitration’, 6 JWIT 183 (2005).


136 Above n 82 at paras 86–9.


137 Goetz (Antoine) and Others v Republic of Burundi, ICSID Case No. Arb/95/3, Award of 10 February 1999, 15 ICSID Rev–FILJ 457 (2000) at paras 102 and 124.


138 Above n 129 at para 72. The Link-Trading case is significant in the sense that it endorsed the three-pronged criteria (economic impact, breach of investment-backed expectations, and discrimination) for determining indirect expropriation. However, with regard to breach of prior commitment (investment-backed expectation or acquired right), the tribunal held that the commitment that was breached must have been made to the investor himself and not to third parties (such as suppliers, purchasers, or contractors etc) that had business ties with the investor.


139 Above n 78 at para 101: ‘By their very nature, tax measures, even if they are designed to and have the effect of an expropriation, will be indirect, with an effect that may be tantamount to expropriation’.


140 Ibid at para 113.


141 Ibid at paras 99 and 141.


142 Ibid at paras 147, 148, and 149.


143 See ADT v Hungary, ICSID Case No. Arb/03/16, Award of 2 October 2006, para 304: ‘There can be no doubt whatsoever that the legislation passed by the Hungarian Parliament and the Decree had the effect of causing the rights of the Project Company to disappear and/or become worthless. The Claimants lost whatever rights they had in the Project and their legitimate expectations were thereby thwarted. This is not a contractual claim against other parties to the Project Agreements. An act of state brought about the end of this investment and, particularly absent compensation, the BIT has been breached. It is common ground that no compensation was offered in respect of this taking. Further, the Tribunal is satisfied that no case has been made out that the taking was in the public interest. The subsequent privatization of the airport involving BAA and netting Hungary US$ 2.26 billion renders any public interest argument unsustainable. In the opinion of the Tribunal, this is the clearest possible case of expropriation.’


144 Though the Feldman tribunal did suggest that getting a formal legal clarification from the competent government authority or recourse to a court would have helped to establish an acquired right—that then can be seen as being expropriated (above n 78 at paras 149, 124). Unlike EnCana, it seems to have tried to use such recourse—administrative or judicial—as ways to establish if there was an acquired right or legitimate expectation.


145 CSOB v Slovakia, ICSID Case No. Arb/97/4 Final Award, 29 December 2004, at paras 360–8, available at <http://ita.law.uvic.ca/documents/Cesk-Slovakia-AwardDec2004.pdf>.


146 Above n 83 at para 107.


147 Ibid at para 108.


148 Discussed in detail in the Pope & Talbot v Canada damages award, available at <http://ita.law.uvic.ca/documents/Pope-Damages.pdf>.


149 See here the new US—Peru/Colombia Free Trade Agreements, Arts 10.21(3) and 21(3): ‘Where a respondent asserts as a defence that the measure alleged to be a breach is within the scope of an entry set out in Annex I or Annex II, the tribunal shall, on request of the respondent, request the interpretation of the Commission on the issue. The Commission shall submit in writing any decision declaring its interpretation under Article 20.1.3 (Free Trade Commission) to the tribunal within 60 days of delivery of the request.’ This mechanism allows a defendant state, facing a legal interpretation unfavourable to it, to try to persuade, within a fixed period, the other states to rally to its defence and thus decide the legal issue in lieu of the tribunal. As there is likely to be a collegial give-and-take between states, this mechanism creates considerable asymmetry in the equality at arms between claimant and respondent—and seems to be modelled on the joint tax veto mechanism. Further, sub-article 2 states: ‘A decision issued by the Commission under para 1 shall be binding on the tribunal, and any decision or award issued by the tribunal must be consistent with that decision. If the Commission fails to issue such a decision within 60 days, the tribunal shall decide the issue’.


150 NAFTA Art 2103(6); ECT Art 21(5); DR-CAFTA Art 21.3(6); US–Uruguay BIT Art 21(3); US Model BIT (2004) Art 21(2); Canada Model BIT Art 16(4); Japan–Mexico FTA (2004) Art 170(4). The procedure of ‘reference’ by domestic courts to the European Court of Justice under Art 234 of the EC Treaty could be seen as comparable as well, but here it is to a proper judicial organ, and not two fiscal administrations.


151 It is important to note that under NAFTA Art 2103 the tax authorities can only give a ‘negative opinion—that the tax measure is not expropriatory, not that it is ‘expropriatory’ (that would, in view of the respondent state’s normal position defending its tax measures, not be likely anyway).


152 For instance, under Art XIII US–Azerbaijan BIT (1997), once the tax authorities have decided that the taxation measure is not expropriatory, the investor ‘cannot submit the dispute to arbitration’. But it is not clear whether a negative decision by the tax authorities under NAFTA and the other investment treaties has a similar effect or whether it will only have a persuasive effect on the arbitral tribunal. Under the Energy Charter Treaty (Art 21(5)), the decision by the tax authorities only has a persuasive effect (albeit quite a powerful one) in that the arbitration tribunal is enjoined to ‘take into account any conclusion arrived at by the competent tax authorities’, unlike that arrived at under NAFTA, DR-CAFTA or the Canadian Model BIT, which is probably binding on both the tribunal and the investor.


153 See Ron Chernow, Alexander Hamilton (New York, The Penguin Press, 2004) which includes a discussion of the debate in the Federalist Papers; Jack Rakove, Original Meanings, Politics and Ideas in the Making of the Constitution (New York, Vintage Books, 1977). This debate continues between the proponents of investment arbitration (as well as the WTO and even human rights) as international adjudicated disciplines on political, regulatory, and administrative conduct in host states and those who advocate a minimalist approach against such external control as unwarranted intrusion into the domestic political process and regulatory space. See eg several key papers on that position (von Moltke, H Mann) on <http://www.iisd.org>.


154 OECD, above n 93 at 23; idem, The Fair and Equitable Treatment Standard in International Investment Law (Paris, OECD, 2004) 37–9, available at <http://www.oecd.org/dataoecd/22/53/33776498.pdf>; UNCTAD, Fair and Equitable Treatment, Series on issues in international investment agreements (New York and Geneva, United Nations, 1999) at 51 ff; UNCTAD, Transparency, Series on issues in international investment agreements (New York and Geneva, United Nations, 2004) p 71, available at <http://www.unctad.org/iia>; Wälde’s Separate Opinion in the Thunderbird v Mexico NAFTA case, above n 105 includes an extensive discussion of the sources of transparency as a modern expression of the traditional good-faith principle in international law, including a review of relevant recent arbitral jurisprudence; see also the detailed Dissenting Opinion of Grigera Naon in the EnCana v Ecuador case, above n 3.


155 eg Art 12.11 DR-CAFTA; Art 19 Canada Model BIT (2004); Art 20 ECT; Art 1802 NAFTA; Art XVI(2) Canada–Ukraine BIT (1994) (and the same article in the Canada–South Africa, Canada–Armenia, and Canada–Latvia BITs respectively); Art 15 Japan–Russian Federation BIT (1998); Art 3(2) Lithuania–Kuwait BIT; UNCTAD, Transparency (2004), above n 154; OECD, above n 93 at 66–67.


156 Art 19(2) Japan–Korea BIT states that the provision on transparency together with the fair and equitable treatment standard and other specified obligations shall apply to taxation measures. By Art 7(1) of the treaty, ‘each contracting party shall promptly publish, or otherwise make publicly available, its laws, regulations, administrative rulings and judicial decisions of general application as well as international agreements which pertain to or affect investment and business activities’. Under para 2, ‘each contracting party shall, upon request of the other contracting party, promptly respond to specific questions and provide that other contracting party with information on matters set out in paragraph 1 of this treaty’.


157 S Schill, ‘Fair and Equitable Treatment under Investment Treaties as an Embodiment of the Rule of Law’, IILJ Working Paper 2006/6, available at <http://www.iilj.org/working%20 papers/20066SchillxGAL.htm>.


158 Wälde, above n 56.


159 For instance, in Occidental v Ecuador, the tribunal held that the reinterpretation of the tax law by the tax authorities and the demand on the claimant to pay back previous VAT refunds was inconsistent with the host state’s international obligation not to alter the business and legal environment in which the investment had been made, above n 82 at paras 273–4. Although the tribunal did not expressly mention transparency, it is implicit from the decision that it was based on the principle which, as we noted earlier, is an element of the fair and equitable treatment standard. Even the EnCana v Ecuador tribunal—which in the end rejected the investor’s claim (arguing it should have formulated its claim rather on the basis of its economic stabilization clause with Petro-Ecuador than as a tax-related claim)—highlighted in a careful analysis the various ways in which the Ecuadorian government introduced through presidential pressure, the tax services efforts, and ultimately through an ‘interpretation law’ an interpretation that was different from what was practised before and on which the investors had based their tender offer for petroleum development contracts with the state company Petro-Ecuador; one should note here the dissent by Grigera Naon highlighting the application of the principle of legitimate expectation (above n 3).


160 From the 1991 ‘European Energy Charter’ that is explicitly referred to in the 1994 Energy Charter Treaty, reprinted in Wälde, above n 71 at 603 ff.


161 See further G Cooper (ed), Tax Avoidance and the Rule of Law (Amsterdam, IBFD, 1997).
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15 The largely restrictive ideas now developed by the USA in its new BIT model reflect this backlash. See also S Schwebel, ‘The United States 2004 Model Bilateral Investment Treaty: An Exercise in the Regressive Development of International Law’, in G Aksen, KH Bocktigel, MJ Mustill, PM Patocchi, and AM Whitesell, Global Reflections on International Law, Commerce and Dispute Resolution: Liber Amicorum in Honour of Robert Briner (Paris, ICC Pub, 2005).
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* I would like to express my gratitude to Hugo Perezcano for his patient and thorough review of my challenging text and also for not setting it aside.
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29 In a commercial dispute, the arbitral jurisdiction is established by the arbitral agreement; see the 1958 New York Convention on Recognition and Enforcement of Foreign Arbitral Awards, Art II. In investment arbitration, the arbitral agreement is, generally, based on the applicable bilateral or multilateral investment treaty, which is deemed to contain an offer to arbitrate by the host state that is deemed to be accepted by the foreign investor by initiating the arbitration (see eg Art 26(5) of the Energy Charter Treaty). See Schreuer, ‘Consent to Arbitration’ Ch 21 above.


30 For similar observations see, in respect of Swedish law, Heuman, above n 13 at 610 ff and 737, and in respect of English law, Merkin, above n 7 at 714 f. For a US decision applying the same principle, see Fertilizer Company of India, Southern District of Ohio, 517FSupp 948 (1981) and ICCA Yearbook of Commercial Arbitration VII (1982) at 381 ff.


31 On the consequence of the excess of power, see below, Sect 4.


32 As an illustration, no limitations on the arbitral tribunal’s authority are mentioned in the model arbitration clauses recommended by, for example, the Arbitration Institute of the Stockholm Chamber of Commerce, the International Chamber of Commerce, or the London Court of International Arbitration. Oft en these standard clauses are applied as a model for arbitration clauses that are individually drafted; the number of clauses that contain specific limits on the tribunal’s authority, therefore, is rather low. The ICC Rules assume that the parties shall, at the beginning of the dispute, agree on terms of reference, specifying the questions that are submitted to the tribunal. These are oft en draft ed as a positive list of questions to be solved, rather than as a list of items that are excluded from the scope of the dispute.


33 See also Sect (2)(a)(ii) and n 19 above.


34 ICSID Rules Art 42, SCC Rules Art 28, ICC Rules Arts 6(3), 18(3), and 21(1), LCIA Rules Art 15(8), UNCITRAL Rules Art 28(1). See Goetz et al v The Republic of Burundi, 26 YB Com Arb (2001) at 26 ff. See also the reasoning and the references contained in J Butchers and P Kimbrough, ‘The Arbitral Tribunal’s Role in Default Proceedings’, 22(2) Arb Int’l (2006) at 233 ff.


35 See the ICSID Arbitration Rules Art 42(3). This principle does not apply only to investment arbitration: the same principle may be found in modern codifications of commercial arbitration law, such as German law (Code of Civil Procedure, (ZPO) § 1048(2), see eg M Martinek, ‘Die Mitwirkungsverweigerung des Schiedsbeklagten’, in G Lüke, T Mikami, and H Prütting (eds), Festschrift für Akira Ishikawa zum 70. Geburtstag (Berlin and New York, Walter de Gruyter, 2001) at 269 ff, para X) and Swedish law, see Heuman, above n 13 at 396 f and 405. See also Rubins, above n 4, at 123 ff.


36 eg the ICC Rules. However, a highly authoritative commentary on Art 21(2) of the ICC Rules considers it to be a widely accepted principle that failure by one party to appear does not mean admission of the arguments made by the other party. See Derains and Schwartz, above n 6 at 266.


37 See the International Bar Association (IBA) Rules on the Taking of Evidence in International Commercial Arbitration of 1999, affirming in Arts 9(4) and 9(5) that the tribunal may draw inferences adverse to the defaulting party in case of failure to produce a piece of evidence that was requested by the other party and ordered by the tribunal. See also the commentary on the ICC Rules by Derains and Schwarz, above n 6, Art 20(5) n 593 and s 21(2) at 266: negative inferences are possible, but the tribunal should be cautious in drawing them. Also, in the systems expressly excluding that failure to appear is an admission, the tribunal may evaluate the attitude of the parties and draw adverse inferences, if it deems appropriate under the circumstances; see, for Swedish law, Heuman, above n 13 at 397, 405. See also Rubins, above n 4 at 124 ff.


38 The Principles aim at providing a standard set of principles for transnational disputes as the basis for future initiatives in reforming civil procedure, and aspire at being applicable also to arbitration. See the introduction to the Principles’ text at <http://www.unidroit.org/english/principles/civil procedure/main.htm>; see also ‘Ali/UNIDROIT Principles of Transnational Civil procedure’, 4 Uniform L Rev (2004) at 758 ff, Comment P-E on the introductory article on Scope and Implementation, at 759.


39 See the Comment P-17B, ibid, at 792.


40 eg the ICSID Rules Arts 34(2) and 42(4), the Arbitration Rules of the SCC Arts 21(3) and 27(1), ICC Rules Art 20, LCIA Rules Arts 21(1), 22(1)(c), and 22(1)(e), UNCITRAL Rules Arts 15(2), 24(3), and 27(1). The same is true for the Ali/UNIDROIT Principles; see the comment P-15D on Art 15.3.3, in Uniform L Rev, above n 38 at 785 f.


41 UNCITRAL Rules Art 24(1).


42 See eg Heuman, above n 13 at 397. See also the references in n 67 below.


43 ICSID Rules Art 6, SCC Rules Arts 17 and 20(3), ICC Rules Arts 7, 15(2), and 20, LCIA Rules Art 14(1), UNCITRAL Rules Art 15(1). On the impartiality of the tribunal, see Malintoppi, ‘Independence, Impartiality and Duty of Disclosure of Arbitrators’, Ch 20 above.


44 The principle is to be found in arbitration laws (see eg the UNCITRAL Model Law Art 18 and the Swedish Arbitration Act Arts 8 and 21).


45 SCC Rules Art 20(3), ICC Rules Arts 15(2) and 20(4), LCIA Rules Art 18(1)(i), UNCITRAL Rules Arts 15(1) and 27(3).


46 See the UNCITRAL Model Law Art 34(2)(a)(ii) and the Swedish Arbitration Act Art 24. The principle is expressly referred to also in the New York Convention Art V(1)(b).


47 More extensively on this below, see Sects (6) and (7).


48 On the review of investment awards, see Balaŝ, ‘Review of Awards’, ch 27 above.


49 See Alexandroff and Laird, ‘Compliance and Enforcement’, ch 29 above.


50 See eg Kaufmann-Kohler, ‘The Arbitrator and the Law’, above n 5 at 634 f.


51 Arbitration Act ss 67 and 68. The possibility for an English court to review an award for error in (English) law has been significantly limited since the Arbitration Act of 1979.


52 See, for a detailed analysis from the point of view particularly of US civil procedure, E Baldwin, M Kantor, and M Nolan, ‘Limits to Enforcement of ICSID Awards’, 23(1) J Int’l Arb (2006) at 1 ff, 9 ff.


53 And may therefore be set aside by the courts of the country of origin, see the UNCITRAL Model Law Art 34(2)(a)(iii), Swedish Arbitration Act Art 34(2). The same rule applies to the annulment of ICSID awards, see the ICSID Convention Art 52(1)(b).


54 New York Convention Art V(1)(c).


55 AJ Van den Berg, ‘Consolidated Commentary on New York Convention’, in 28 ICCA YB Com Arb (2003) at 512c.


56 And may therefore be set aside by the courts of the country of origin, see the UNCITRAL Model Law Art 34(2)(a)(ii), Swedish Arbitration Act Art 34(6). The same rule applies to the annulment of ICSID awards, see the ICSID Convention Art 52(1)(d).


57 New York Convention Art V(1)(b).


58 See Van den Berg, above n 55 at 508 1 and 511 4.


59 eg Swedish Arbitration Act Art 34(6), and the ICSID Convention Art 52(1)(d); see Schreuer, The ICSID Convention, above n 22 at 970 ff.


60 And may therefore be set aside by the courts of the country of origin, see the UNCITRAL Model Law Art 34(2)(a)(iv), Swedish Arbitration Act Art 34(6). The same rule applies to the annulment of ICSID awards, see the ICSID Convention Art 52(1)(d).


61 New York Convention Art V(1)(d).


62 See Van den Berg, above n 55, at 521 2 and 523 4. For ICSID arbitration see Schreuer, The ICSID Convention, above n 22, at 972 ff.


63 Assuming that the applicable arbitration law in this respect corresponds to the UNCITRAL Model law, to English or Swedish law, or to the ICSID regulation.


64 In accordance with Art V of the New York Convention.


65 eg Swedish law, see above, Sect (3)(b). For an SCC investment award that availed itself of this possibility, see Bogdanov v Republic of Moldova, <http://ita.law.uvic.ca/documents/BogdanovMoldova-22September2005.pdf>, in s 4.2.1 of the award. For form’s sake, it must be pointed out that the present author is the author of that award, having acted as sole arbitrator in the dispute.


66 eg the ICSID, as well as German law, see above, Sect (3)(b). For a default ICSID award that explicitly referred to the tribunal’s duty to carefully and independently examine the submissions by the participating party, see Liberian Eastern Timber Corporation (LETCO)v The Government of the Republic of Liberia, 26 International Legal Materials 647 (1987) at 656 f.


67 This does not mean, however, that the tribunal may totally disregard the parties’ instructions, for example, in respect of choice of law. The ICSID ad hoc committees have regularly rejected applications for annulment based on the allegation that the tribunal had violated the rule on burden of proof: see above, Sect (4)(a) and Schreuer, The ICSID Convention, above n 22 at 981 f, referring inter alia to the ad hoc committee decision in the Klöckner II case (unpublished), which affirmed in theory the possibility of annulling an award because of erroneous reversal of the burden of proof, but did not find the annulment ground applicable in the specific case. In commercial arbitration, reported decisions establishing a violation of the impartiality standard are few and deal mainly with the possibility of both parties being heard, rather than with the rule of burden of proof (see van den Berg, above n 55, at 521 2 and 523 4. As an example of lack of impartiality by a tribunal, see the Dutch decision of 28 April 1998, in 23 YB Com Arb (1998) at 731 f, refusing to enforce an award based on evidence that one party had presented after the hearing, and that the other party had not had the possibility to comment on it).


68 Coming to the same conclusion see, under Swedish law, Heuman, above n 13 at 606 f, 634, 640 and, under English law, Merkin, above n 7 at 592. The example made in the text is inspired by the case referred to in n 65 above. In that case, however, the facts that were invoked by the claimant were considered as sufficient to prove the breach, and therefore it was not necessary to consider also the proven, but not invoked facts.


69 eg Swembalt AB v Republic of Latvia, (2) Stockholm Arb Rep (2004) at 97 ff, and CME v Czech Republic, above n 20.


70 For a criticism of Swembalt AB v Republic of Latvia see Rubins above n 4 at 126, and F Yala, ‘ “Observations” on Swembalt v Latvia ’, (2) Stockholm Arb Rep (2004) at 128 ff, 133 ff. For a criticism of CME v Czech Republic, see Schreuer, ‘Failure to Apply the Governing Law’, above n 22 at 189 and n 179. For a comparative analysis of the consequences of an insufficient proof of foreign law, see Jänterä-Jareborg, above n 13 at 324 ff.


71 See above n 13.


72 See, however, the comment on Art 20(4) of the ICC Rules by Derains and Schwarz, above n 6 at n 582, affirming that in international arbitration the appointment of legal experts to testify on foreign law should not be necessary, because an international tribunal should not consider any law as foreign, and is assumed to know the law that it is supposed to apply. For a comparative analysis of the question of where duty to prove foreign law lies, whether with the parties, the judge, or both, see Jänterä-Jareborg, above n 13 at 286 ff.


73 See, eg § 293 in the German ZPO and § 6 in the Austrian Private International Law Act. Kaufmann-Kohler, ‘Iura novit arbiter’, above n 5 at 74 f, analyses how Swiss arbitration law gives the tribunal the power, but not the obligation, to investigate the law ex officio. Also the Swedish system is based on the principle that the parties have to prove the law, see Heuman, above n 13 at 326, even if the Swedish arbitrator has the authority to develop its own arguments of law (ibid at 379).


74 See also the ALI/Unidroit Principles Art 22.4.


75 The example is inspired by one of the questions dealt with in the case Bogdanov v Republic of Moldova, above n 65 at ss 1.3 and 4.2.2 of the award.


76 Immediately below, the issue of to what extent the tribunal may apply new sources that have not been pleaded by the parties will be addressed.


77 In the same sense, see the decisions by the Swiss Federal Court referred to in above n 61, and Wiegand, above n 3 at 140; for Swedish law, see Heuman, above n 13 at 379 and the decision 8090–99 by the Svea Court of Appeal, published in English in (1) Stockholm Arb Rep (2003) at 251 ff, and commented upon by Wallin, ibid at 263 ff; for French law see the judicial practice referred to by Kessedjian, above n 4 at 404. In the different context of establishing the tribunal’s own jurisdiction, see Douglas, above n 21 at 39 f, criticizing the tribunal in Eureko v Republic of Poland for not having conducted its own analysis of the essential basis of the claim and having simply relied on the claimant’s qualification of the claim.


78 The circumstances described correspond to those in LETCO v The Government of the Republic of Liberia, above n 66. The tribunal, after having raised the question, ruled that the circumstances of the case could not qualify as nationalization.


79 Klöckner I, above n 1.


80 Immediately below, the issue of to what extent the tribunal may apply remedies that were not requested will be addressed.


81 In the same sense, see the decisions by the ICSID ad hoc committees referred to, above n 1, and the ICJ and PCIJ decisions referred to, and approved of, by Paulsson, above n 2.


82 See, for England, Merkin, above n 7 at 714(a).


83 See, for Sweden, Heuman, above n 13 at 611, 736 f; for Switzerland, see Wiegand, above n 3 at 135 f, 140 ff, extensively arguing how the legal consequences are within the sphere of the tribunal and should be determined ex officio (in accordance with the maxim da mihi factum, dabo tibi jus). That an independent subsumption by the tribunal does not lead to excess of power is indirectly confirmed by the lack of reported court decisions refusing enforcement under the New York Convention on this ground: see van den Berg, above n 55 at 512c.


84 See, eg Heuman, above n 13 at 323, 379, 682 f; Kaufmann-Kohler, ‘Iura novit arbiter’, above n 5 at 73 f; Kessedjian, above n 4 at 403 f; and P Mayer, ‘Le pouvoir des arbitres de régler la procedure: Une Analyse comparative des systèmes de civil law et de common law’, (2) Revue de l’arbitrage 163 (1995) at 176 ff.


85 Kaufmann-Kohler, ‘The Arbitrator and the Law’, above n 5 at 632, with further bibliographic references in n 4, even speaks of a transnational arbitral procedure that is developing on an international level, possibly with the exception of US arbitration.


86 Kessedjian, above n 4 at 403 f.


87 eg in France, see Kessedjian, ibid at 399. A recent Norwegian Supreme Court decision defined the adversarial principle as the fundamental principle of due process in Norwegian law, and set aside an award that had radically reduced the amount of damages requested by the claimant without the tribunal having advised the parties that it was contemplating doing so: Rt 2005 s 1590. See also the Swiss decision 4P.100/2003, above n 13, which, however, underlines that this requirement applies only to extraordinary cases. See also the ALI/UNIDROIT Principles Art 22.2.3.


88 See, for Sweden, Heuman, above n 13 at 634, 683, 734, who considers it an open question whether this rule is mandatory. See the Svea Court of Appeal decision No. 8090–99, above n 77 at 260 ff rejecting the existence of such a rule, commented upon by Wallin in (1) Stockholm Arb Rep (2003) at 266 ff (considering it to be recommended that parties’ comments be invited, but deeming it not a serious procedural irregularity if it is not done, at least in respect of domestic arbitration).


89 In respect of ICSID arbitration, see Schreuer, The ICSID Convention, above n 22 at 976 ff, showing that ICSID awards consistently are not deemed invalid even if the reasons upon which they are based come as a surprise to the parties. See, in particular, the decision of the ad hoc committee in the Vivendi case, referred to in n 1 above at a para 84. On Swiss law, see the judicial practice referred to in n 61 above and, more explicitly on this matter, the Federal Court decision No. 4P. 115/1994, (2) in ASA Bull (1995) at 217 ff at para 5. On English law, see Merkin, above n 7 at 592. In respect of German law, see Martinek, above n 35, para XI.


90 Considering the invitation necessary see eg, Kessedjian, above n 4 at 399 ff, and Schneider, above n 4 at 4. Considering it not necessary: see Wiegand, above n 3 at 137 ff, and Merkin, above n 7 at 592.


91 In this sense also see Wiegand, ibid at 140 ff.


92 Under the ICSID Rules, the arbitration rules of the SCC, ICC, LCIA, and UNCITRAL, as well as under the ALI/Unidroit principles.
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