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Preface


Mikael Ouaniche and Stéphane Prigent’s unique book presents in a single package the legal principles and evaluation methods that apply to compensation in investment arbitration. This dual approach reflects the debates that take place in investment arbitration. As in the reality of the proceedings, the book begins with the characterization of the expropriation before addressing its financial consequences. The transition from legal principles to valuation methods is thus very natural.

The introduction provides a particularly vivid picture of the advent of investment arbitration and the extraordinary growth it has experienced in recent decades. The following are explained with the help of examples: concepts essential for understanding investment protection mechanisms, the multilateral and bilateral treaties on which they are based and the standards of protection.

The first three chapters deal with the legal principles governing expropriation and reparation for wrongful acts. These developments are both synthetic and well documented. The analysis of numerous arbitral awards provides a concrete picture of the practice of arbitral tribunals. Accordingly, lawyers will find a wealth of arguments to support theirs.

The next two chapters are devoted to methods of assessing damages and other consequences of the claim for compensation. They describe how arbitral tribunals have been led to apply increasingly sophisticated methods and present the different approaches. The very clear and didactic presentation makes it easy for even non-specialists in financial assessment to understand complex mechanisms.

This book is primarily intended for investment arbitration practitioners. Lawyers and arbitrators will be able to improve their understanding of economic and financial valuation methods; experts will be able to improve their understanding of the underlying legal mechanisms.

The presentation is both comprehensive and objective. The main themes of investment arbitration are addressed through reparation, which is the very purpose of investment arbitration. The bias towards objectivity shows the richness of the debates that animate it. When a subject is not definitively decided, the authors present the terms of the controversy rather than adopting a doctrinal position. The result is a balanced picture of investment arbitration and an outline of its future developments.

It took all the experience and talent of Mikael Ouaniche and Stéphane Prigent to marry law, economics and finance so harmoniously.

Laurent Jaeger
Partner, King & Spalding,
Chairman of the French Arbitration Committee









  


  Chapter 1. Introduction1 From the Arbitral State to the State Party


  

    

      
1. Historical Perspective


      1. ‘He who has strength often has reason, in matters of state’.2 Richelieu believed, as a man of his time and in an era that saw the end of civil wars in France and England, in the rise of the Nation-States and of triumphant mercantilism.


      2. The notion of reason of State, intrinsically linked to that of expropriation, must be put into perspective with the advent of Nation-States, which preceded the rise of private investment by almost a century.


      3. The mercantilism of Richelieu’s time constituted economic nationalism in the strictest sense: an economic weapon to wield against rival states. A nation’s wealth was measured by its trade surplus. Thus, national arbitrations were systematically taken by the State, in favour of the Nation.


      4. It was not a good time for private investors working with the Genoese or Venetian republics and even less so for foreign investors.


      5. The development of a private justice system already thousands of years old could not have found less fertile ground.


      6. Originating in Mesopotamia and Ancient Greece,3 arbitration continued to be used in the west during the Middle Ages, notably under the aegis of the Pope in the context of disputes between States.


      7. The development of nation-states during the Renaissance together with the development of modern forms of judicial administration had gradually reduced recourse to private arbitration.4


      8. Hobbes, the main political theorist of the time, developed his conception of the State, ‘of the Sovereign’, against any fragmentation of power, particularly the delegation of judicial power to a private body,5 which, due to human nature, could lead to conflicts and rivalries.6


      9. The mainspring of the state according to Hobbes lies in the pacification of the public space: by surrendering his sovereignty to the state, the individual ensures the creation of an entity powerful enough to impose the said pacification on himself and his fellow men. Thus, in Hobbesian thought, the State constitutes a supra-individual arbiter, sovereignly responsible for social equilibrium. It was then quite legitimate to become ‘a mortal God’7 according to Hobbes’ word, or an absolute monarchy according to Richelieu’s action, and to abuse the reason of state.


      10. Less than a century later, the situation had radically changed. England had become a parliamentary monarchy and voted ‘habeas corpus’, while in France, a new political and constitutional order was to be born from the Declaration of the Rights of Man and of the Citizen of 1789.


      11. This political liberalism was modern with an economic liberalism based on the criticism of mercantilism by the physiocrats in France as well as the Scotsman Adam Smith, advocating the essential concepts of the wealth of nations and international trade.8


      12. On the nature of the wealth of nations, Smith and the physiocrats insist on the preponderance of private actors and behaviours (whether landowners for the physiocrats, or industrialists for Smith) and argue that the state itself would benefit from being less interventionist.9


      13. The principle of private property was established in the Declaration of Human Rights, Article°2: ‘The aim of any political association is the conservation of natural and imprescriptible human rights. These rights are freedom, property, security, and resistance to oppression’.10


      14. The right to fair compensation in the event of legally established expropriation is specified in Article 17 of the said Declaration: ‘Since property is an inviolable and sacred right, no one may be deprived of it, except when the public necessity, legally established, obviously requires it, and under the condition of fair and prior compensation’.11


      15. This principle expresses the whole issue of the state-investor relationship: which area should be covered by public necessity? By what process can this necessity be legally established? How to define the amount of fair and prior compensation? How to sanction, and to what extent, a public authority that oversteps this rule?


      16. In a national framework, the resolution of this problem assumes there will be a strict separation of powers to rule out the possibility of a State being both judge and party.12


      17. At the international level, the assertion of the pre-eminence of private property implies a renewal of arbitration practices manifesting particularly with the signing of the Anglo-American Treaty of Amity, Commerce and Navigation in 1794. The purpose of this treaty, known as the ‘Jay Treaty’,13 was to settle a dispute between American merchants and the British administration caused by the occupation of America, punctuated by requisitions of goods, slaves and forts in the Great Lakes region by Great Britain.


    


    

    

      
2. The Age of International Arbitration


      18. The development of international trade, Smith’s second major objection to mercantilism, was the second catalyst for the revival of arbitration practice.


      19. The Scottish philosopher legitimizes this development by the inherent interest in trade, despite the mercantile wars then led by the Nation-States.14 A few decades later the Ricardo theory of comparative advantages would legitimize free trade.15


      20. For example, the opening of Japan’s trade during the Tokugawa Eras, most notably in the Meiji Era (19th century), allowed the country to accelerate its development by appropriating Western technologies (the so-called ‘koskusanka’ policy).16


      21. With the development of globalization, following the industrial and technological revolutions of the 19th and 20th centuries, as well as the successful mobilization of American capital in the reconstruction of Western Europe and Japan after the Second World War, the issue of investor-State relations took on an international dimension.


      22. This problem is all the more acute because it is coupled with the consideration of national sovereignty: it is more constraining for a State to limit its power vis-à-vis foreigners than nationals.17


      23. However difficult this consideration may have been, it has not proved to be sufficient to dispense with arbitration in an international context.


      24. Of particular interest to international law is the Alabama case, which set an important precedent. An arbitration tribunal imposed war compensations on a Nation state18: ‘the tribunal making use of the authority conferred upon it by article VII (of the Treaty of Washington, May 8, 1871) by a majority of four voices to one, awards to the United States a sum of $ 15,500,000 in gold, as the indemnity to be paid by Great Britain to the United States’ for, inter alia, a Confederate warship built in Great Britain in disregard of its declaration of neutrality in the Civil War.19


      25. In the following decades, the first modern international arbitration chambers were established in major European cities.


      26. On April 5, 1883, the Court of Common Council of the City of London pioneered the creation of an arbitration committee, the forerunner of the London Court of International Arbitration (LCIA), which is a major arbitration centre today.


      27. The Permanent Court of Arbitration (PCA) of The Hague was established in 1899, in application of the Convention on the Agreement for the Pacific Settlement of International Disputes ratified at the Peace Conference held in The Hague the same year.


      28. The Arbitration Institute of the Stockholm Chamber of Commerce (SCC)20 was founded in 1917.


      29. Finally, the International Chamber of Commerce (ICC) of Paris was founded in 1919, in part, for the pacification of international relations following the First World War.21


      30. Along with the development of these arbitration chambers devoted to commercial issues, investor-state arbitration proceedings became highly institutionalized throughout the 20th century thanks to the conclusion of two founding multilateral treaties:


      

        	

          under the aegis of the United Nations, from a political perspective of defending individual rights;


        


        	

          under the aegis of the World Bank, with a view to stimulating international trade and economic development.


        


      


      31. The UN’s actions are in line with the paradigm of the fundamental right to property, which appeared most notably in the French Declaration of Human Rights of 1789 (see above) and was extended by the Universal Declaration of Human Rights, ratified in 1948.22


      32. A first milestone is the New York Convention of June 10, 1958 for the Recognition and Enforcement of Foreign Arbitral Awards (adopted by the United Nations Conference). This text constitutes an important instrument for the development of international arbitration, essentially focused on the effectiveness of foreign arbitral awards. It also includes certain provisions to ensure the decisions of arbitration agreements before the contracting courts.23


      33. A few years later, on December 17, 1966, the United Nations established The United Nations Commission on International Trade Law (UNCITRAL), located in Vienna; its mission consists of the following:


      

        	

          ‘(a) Coordinating the work of organizations active in this field and encouraging cooperation among them;


        


        	

          (b) Promoting wider participation in existing international conventions and wider acceptance of existing model and uniform laws;


        


        	

          (c) Preparing or promoting the adoption of new international conventions, model laws and uniform laws and promoting the codification and wider acceptance of international trade terms, provisions, customs and practices, in collaboration, where appropriate, with the organizations operating in this field;


        


        	

          (d) Promoting ways and means of ensuring a uniform interpretation and application of international conventions and uniform laws in the field of the law of international trade;


        


        	

          (e) Collecting and communicating information on national legislation and modern legal developments, including case law, in the field of the law of inter-national trade;


        


        	

          (f) Establishing and maintaining a close collaboration with the United Nations Conference on Trade and Development;


        


        	

          (g) Maintaining liaison with other United Nations bodies and specialized agencies concerned with international trade;


        


        	

          (h) Taking any other action it may deem useful to fulfil its functions’.24


        


      


      34. At the same time, the World Bank organized the Convention on the Settlement of Investment Disputes between States and Nationals of Other States, known as the Washington Convention, which concluded on March 18, 1965, order to stimulate international cooperation deemed essential for economic development.25


      35. The first chapter of this convention is dedicated to the creation of the International Centre for Settlement of Investment Disputes (ICSID), explicitly to international arbitration: ‘The purpose of the Centre shall be to provide facilities for conciliation and arbitration of investment disputes between Contracting States and nationals of other Contracting States in accordance with the provisions of this Convention’.26


      36. Currently, ICSID has 163 member states, who have accepted these treaties and agree to submit to third party arbitration according to the provisions of this convention.


      37. Arbitration proceedings involving states are multiplying: the ICSID recorded the opening of 58 proceedings in 2020.27 This is a record since 1972 when statistics of this type of arbitration were established. More than 60% of the cases handled by arbitral tribunals are based on bilateral investment treaties.28


      38. No geographical region or economic sector denies the success of these international arbitration proceedings:


      

        Chart No. 1: Total number of ICSID Cases Registered, by Calendar Year as of June 30, 2021


        [image: Illustration. Voir l’explication dans le texte.]


        Source: ICSID29



      


      

        Chart No. 2: Geographic distribution of All ICSID Cases by State Party involved (1966-2021)


        [image: Illustration. Voir l’explication dans le texte.]


        Source: ICSID30



      


      

        Chart No. 3: Distribution of All ICSID Cases by Economic Sector (1966-2021)


        [image: Illustration. Voir l’explication dans le texte.]


        Source: ICSID31



      


      39. Apart from historical chambers and institutions of international arbitration, a host of smaller treaties and chambers have been developed around the world, most notably since the turn of the millennium.32


    


    

    

      
3. A Practice that is Still Controversial


      40. Despite its growing success, arbitration remains the target of controversies relating to judicial asymmetry, risks of collusion and conflicts of interest, the costs of proceedings and the opacity of awards.33


      


        3.1. Conceptual Criticism: The Judicial Asymmetry between States and Investors


        41. Asymmetries are inseparable from the state/investor arbitration proceeding, as they concern entities of a different nature, namely states on the one hand and private agents on the other.34


        42. The asymmetries introduced by the arbitral proceedings are as follows:


        

          	

            traditionally, a principle of prohibition of recourse to arbitration by the state and public bodies is set out;35


          


          	

            private agents can invoke, beyond the internal texts before national courts (e.g. a declaration of unconstitutionality of a law), the provisions of international treaties protecting them before international arbitration bodies;36


          


          	

            the possibilities of recourse for states are limited.37


          


        


        43. These asymmetries may therefore cause the following constraints for states:


        

          	

            the multiplication of high procedural costs likely lead the poorest states to have a weaker their defence compared to that of wealthy private investors who can resort to the best lawyers and experts in the world;


          


          	

            infringements of national sovereignty, which, in practice, reduce the states’ scope of action (for example in the context of financial crisis prevention38) and raise the issue of the right of citizens to have a say, if not control, over arbitration proceedings.


          


        


        44. They are, however, indispensable for the protection of private investors, who may not have recourse that is wholly independent of the state at a national level.


        45. In the emblematic case of Yukos Universal Limited, Hulley Enterprises Limited and Veteran Petroleum Limited against the Russian Federation, known as ‘Yukos’,39 the arbitration guaranteed the transparency and strict independence of a proceeding that would have inevitably been the subject of suspicion had it been on a national level, given the notorious enmity and political rivalry between Mikhail Khodorkovsky, owner of Yukos, and Vladimir Putin, President of the Russian Federation.


        46. Moreover, the decisions of arbitration tribunals are nuanced and do not appear to be particularly favourable to private investors: according to UNCTAD, until September 2020, 37% of the decisions rendered were favourable to states, while only 29% were favourable to investors.


        

          Chart No. 4: Distribution of arbitral tribunal decisions,


            all awards since 2015 – UNCTAD (2015-2021)


          [image: Illustration. Voir l’explication dans le texte.]


          Source: UNCTAD40



        


        

          
▪ A Pragmatic Choice Offered to States


          47. It is for each state to assess whether the expected benefits of signing a multilateral investment treaty – in terms of the attractiveness of foreign capital or the security of investments abroad for its own citizens – outweigh the constraints previously mentioned.


        


        

          3.1.1. FIRST METHOD OF CHOICE: NATIONAL SOVEREIGNTY


          48. It should be noted that, in many respects, the encroachments of arbitration on national sovereignty remain limited.


          49. International treaties define criteria for the lawfulness of expropriations but do not prohibit their use by states.


          50. The provisions of such treaties are often parallel with national texts intended to protect an investor or a company against any predatory behaviour by the state.


          51. Investment arbitral awards deal exclusively with international investment disputes: an award in favour of the investor does not, in any way, exempt it from being sued by national courts for other grievances (even if they affect the expropriated assets that are the subject of the award).


          52. Finally, the establishment of arbitration proceedings results from the revocable and freely consented signature of international treaties, from which it is possible to withdraw. Bolivia, Ecuador and Venezuela withdrew from the ICSID in 2007, 2009 (then 2017) and 2012 respectively.41 Australia announced in the fall of 2011 that it would no longer incorporate dispute settlement mechanisms (ISDS) when signing future free trade agreements. South Africa has indicated that it will no longer renew free trade agreements signed with certain countries.


        


        

          3.1.2. SECOND METHOD OF CHOICE: THE ECONOMIC IMPACTS FOR STATES


          53. On the other side of the coin, the economic benefits of adherence to international treaties that are synonymous with integration into globalization can be considerable.


          54. Such a correlation is easy to understand: international investors can make their financing capacity available to foreign countries that are open to capital, thus hastening the implementation of growth-generating projects.


          

            The economic growth-investment relationship


            

              By promoting the gradual spread of technical progress, investment makes it possible to create jobs, increase demand and generate productivity gains that enable goods to be produced at decreasing actual costs.


              Investment makes it possible to develop the productive capacities of economic agents, whether in terms of investment in physical capital (machinery, means of transport, etc.) or intangible capital (patents, trademarks).


              The objective of any investor is to obtain a return on investment that exceeds not only the cost of the investment but also the expected return of savings on financial markets. Böhm-Bawerk’s theory of production detours (roundabout method) implies that the initial expenditure linked to the investment will allow for greater and faster production at a lower cost in the long run.42


              These economies generate productivity gains which, at the macroeconomic level, translate into a progressive increase in the wealth produced, that is, economic growth. It can also generate positive externalities and capital accumulation. The positive link between investment and growth has been explained by the endogenous growth theories.43


              From a Keynesian perspective, investment promotes growth as a component of aggregate demand: more investment means more demand for capital goods. This increase in demand favours the increase in production rather than prices, as a competitive economy compresses, price increases, thereby leaving increased quantities as the only opportunity to increase profit.44


            


          


          55. The protectionist theses were, in general (except in specific cases such as the dilemma of infant industries, the Dutch disease phenomenon45 and the case of a big country46), largely disproved by the facts.


          

            The Dutch disease phenomenon


            

              Does having large stocks of raw materials help or hinder development? The answer is less obvious than it seems.


              There are many examples of countries that have reached the stage of a developed economy without having resources on their soil (Singapore, Japan, Israel).


              Conversely, the presence of stocks of resources valued by world markets has sometimes led to ‘Dutch disease’. This term was first used to characterize the situation in the Netherlands in the 1960s: following the discovery and exploitation of major gas fields off its coast, the country experienced relative economic stagnation and a paradoxical decline in its trade balance.


              Dutch disease is characterised by an increase in the value of the currency of the country exporting raw materials, which penalises exports of low value-added goods, and contrarily reinforces imports. Thus, with oil and gas, the country buys what it does not produce or no longer produces on its soil. Productive resources are concentrated on the extraction of raw materials to the detriment of the shrinking industrial sector.


              In addition, dependence on oil or gas rents weakens the country whose economy may experience a sharp contraction in the event of a turnaround in world prices. Venezuela began the serious ongoing crisis in 2013, when, after peaking at $140 in 2008 and then again at $114 in 2013, the price of a barrel fell sharply to $44 in 2015. The drop-in export revenues on which the country was heavily dependent led to a sharp economic decline, which has not yet stabilized.


              This phenomenon generating an overvaluation of the exchange rate may also be caused by massive inflows of inward foreign direct investment.


              A study tends to show that it is possible to avoid Dutch disease using three tools: (1) an exchange rate stabilization policy, (2) an export revenue diversification strategy that reduces the share of raw materials in total exports (3) and the establishment of institutions that promote innovation and entrepreneurship rather than rents to avoid the internal concentration of productive resources on extractive industries, leading to the destruction of the rest of the country’s industrial sector.47


            


          


          56. The primary advocates of protectionism base their analysis on the infant-industry theory that states that new industries in developing countries may need protection against competition until they mature and develop economies of scale that enable them to rival competitors. The educational protectionist theory was developed by the German economist Friedrich List.48


          57. According to List, who was critical of Adam Smith, the public authorities must protect infant industries from international competition to enable them to develop and reach a sufficient critical size so they can benefit from similar competitiveness as the same industries in partner countries. It is therefore temporary protectionism, which does not call into question free trade per se but considers that its benefits can only be seen between countries with similar levels of development.49


          58. Later, protectionist theses flourished in the 1960s and 1970s under the aegis of the structuralist school led in particular by the Argentine, Raul Prebisch.50 These theses radically challenged the Ricardian thesis of comparative advantages, distinguishing between developed ‘centres’ producing high value-added goods and ‘peripheries’ specializing in medium and low value-added goods.51


          59. According to the structuralist school, the specialization, which is inherently unequal, could only lead to the progressive impoverishment of the peripheral countries due to the low-income elasticity of their production.52


          60. Following this line of reasoning, let us suppose that two countries – one specializing in high value-added goods (centres) and the other in basic necessities (peripheries) – achieve productivity gains. According to the structuralist thesis, the simultaneous fall in the prices of both goods is to the exclusive benefit of the centres: while the countries on the periphery will increase their imports of high value-added goods from the centre, the countries at the centre will not increase, or do so to a lesser extent, their imports of goods produced in the periphery because their markets would be saturated by these products. This continuous deterioration in trade has been synthesized by the structuralist school as ‘deterioration in their terms of trade’.53


          61. However, this theory has not stood the test of time. First, it conceals the benefits of lower prices for the populations of peripheral countries, generating surpluses that can be reinvested in growth-generating sectors. Second, structuralist theory does not explain how, despite the supposed progressive impoverishment of the peripheral countries, they could continue to import as many, or even more, high value-added goods. Finally, it does not consider the gradual rise in wages and qualifications of workers in peripheral countries, leading to a more or less rapid catching-up of these economies.


          62. The principle of a mechanism for the catching-up of developing countries is based particularly on the observation that capital productivity is higher in rich countries than developed countries. This differential should lead to a transfer of physical and financial capital from the former to the latter. This transfer is limited, as Robert Lucas has shown in his famous paradox,54 which has to do with the imperfect international mobility of capital than with structuralist theories. However, one of the first responses to this lack of international capital mobility is precisely the creation of a reassuring and stimulating framework for investors.


          63. In this respect, international investment treaties are crucial reassuring factors in the growth strategies of developing countries, which can be significantly accelerated by the inflow of foreign capital. Conversely, through these international investment treaties, developed countries find growth relays that boost their domestic economies.


          64. Arbitration proceedings are a reassuring factor in international investment treaties: they guarantee investors a neutral dispute settlement mechanism that is independent of the sometimes-arbitrary behaviour of public authorities.


          65. In a summary study published in 2009, UNCTAD notes that the positive influence of international investment treaties on investment is undeniable, although it is only one of many determinants: ‘Against this background, the paper reviews a number of econometric studies that explore the impact of IIAs on investment inflows. It groups the different studies according to the type of IIAs they analyse: bilateral investment treaties (BITs) on the one hand, and various kinds of broader economic cooperation agreements on the other. For the purpose of this study, the latter category of treaties is called preferential trade and investment agreements (PTIAs). With regard to both types of agreements, the study reviews the findings of numerous econometric studies and, based on this analysis, then arrives at its own conclusions. It makes the point that – within their limited role as foreign investment determinants – IIAs can influence a company’s decision where to invest, and this impact is generally stronger in the case of PTIAs than with regard to BITs’.55


          66. One of the positive influences of international investment treaties56 is the legal and institutional improvements they bring about in the areas concerned: ‘IIAs add a number of important components to the policy and institutional determinants for FDI, and thereby contribute to enhancing the attractiveness of countries. In particular, they improve investment protection and add to the security, transparency, stability and predictability of the investment framework. By liberalizing market access for non-tradable services, and effectively creating a ‘market’ for such services, IIAs also improve an important economic determinant of foreign investment’.57


          67. Other, more nuanced studies,58 put into perspective the role of International Treaties, whose influence is subordinated to exogenous factors: political stability, quality of infrastructures, climate, etc.


        


        

          3.1.3. SUMMARY


          68. Despite the criticism they regularly face, the success of international treaties is undeniable: according to the 2021 UNCTAD International Investment Report,59 2,646 international investment treaties were in effect at the end of 2020:


          

            Chart No. 5: Evolution of IITs in force 1980-2020


            [image: Illustration. Voir l’explication dans le texte.]


            Source: UNCTAD, World Investment Report 2021, p. 122


          


          69. The main conceptual criticism towards arbitration relates to the asymmetry between the state and the investor, which comes up against its own acceptance by the states themselves, anxious to give guarantees to foreign investors or to open growth relays to their citizens.


          70. The functional criticisms addressed to international arbitration proceedings (efficiency of the proceeding, independence of the arbitrators and transparency of the decisions) nevertheless deserve serious consideration for improving the current system.


        


      


      

        3.2. Functional Criticisms: Cost of the Proceeding,


          Independence of Arbitrators, Predictability of the amount of Damages Awarded and Transparency of Decisions


        71. Functional criticisms (efficiency of the proceeding, independence of the arbitrators, predictability of the amount of damages awarded and transparency of the decisions) are at the origin of the movement to structure arbitration practice in all directions, which has been observed over the last twenty years.


        

          
▪ Cost of the Proceeding


          72. Procedural costs in investment arbitrations are high and generally higher than those of state court proceedings.


          73. A study published on December 14, 2017 indicates that arbitration costs amount on average to 6 million USD (Median: 3.4 million USD) for plaintiffs and 4.9 million USD for defendants (Median: 2.8 million USD), not counting the court’s costs of proceedings that amount on average to 1 MUSD (Median around 800,000 USD).60


          74. However, these costs should be put into perspective, considering:


          

            	

              the importance of the issues addressed – according to the study previously mentioned, the average amount claimed in investment arbitrations since 2013 is US$2,376 million (USD 1,133 million excluding Yukos), with a median of US$196.4 million;


            


            	

              the timeliness and quality of the arbitral awards;61


            


            	

              the small number of referees with the technical expertise required to assess these debates.


            


          


        


        

          
▪ Independence of Arbitrators


          75. The low number of arbitrators involved in investment arbitrations has contributed to criticism of their independence.62 The professionalization and increasing complexity of international arbitration may explain this limited number, creating a network of specialists whose primary activity is international arbitration.


          76. This low number of arbitrators at the international level raises the fear of possible conflicts of interest between the arbitrators and the parties. They could have personal and/or professional relationships that would disrupt or alter the arbitrator’s judgment.


          77. Independence helps to establish the reputation of the arbitrators and the credibility of the arbitral decisions rendered. Lack of independence compromises the fairness and integrity of the arbitral process. Thus, it is fundamental to eliminate any risk of conflicts of interest at all stages of the arbitration process. Declarations of arbitrators’ independence have multiplied along with charters of ethics and good conduct.


          78. In this regard, ICSID states the following:


          

            ‘When accepting an appointment, each arbitrator, conciliator and Committee member is required to make a declaration as to their independence and impartiality and give a confidentiality undertaking in the form set forth by the relevant rule (Arbitration Rule 6(2); Conciliation Rule 6(2), Article 13(2) of the Arbitration (Additional Facility) Rules, Article 13(2) of the Conciliation (Additional Facility) Rules). The signed declaration should include a statement of any relevant information, including information in the public domain, regarding past and present professional, business and other relevant relationships (if any) with the parties and their counsel. The statement should cover any circumstances that might raise justifiable doubts about the appointee’s reliability to exercise independent judgment. If there is no such statement to be made, it should be indicated by checking the box ‘no statement attached’.


            There is an ongoing obligation to promptly notify the Secretary-General of any relationship or circumstance that arises during the proceeding that might bring into question the independence and impartiality of the arbitrator, conciliator or Committee member’.63


          


          79. Article 6.2 of the Rules of Procedure for ICSID Arbitration Proceedings, adopted by the Administrative Council of the Centre pursuant to Article 6.1.c of the ICSID Convention, states the following:


          

            ‘Before or at the first session of the Commission, each conciliator 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 Conciliation Commission constituted by the International Centre for Settlement of Investment Disputes with respect to a dispute between __ and __ .


            I shall keep confidential all information coming to my knowledge as a result of my participation in this proceeding, as well as the contents of any report drawn up by the Commission.


            I undertake to judge the parties fairly, in accordance with applicable law, I shall not accept any instruction or compensation with regard to the proceeding from any source except as provided in the Convention on the Settlement of Investment Disputes between States and Nationals of Other States and in the Regulations and Rules made pursuant thereto.


            A statement of my past and present professional, business and other relationships (if any) with the parties is attached hereto. Any conciliator failing to sign such a declaration by the end of the first session of the Commission shall be deemed to have resigned’.64


          


        


        

          
▪ Predictability of damages awarded


          80. Another recurring criticism concerns the legal insecurity linked to the lack of predictability of the amount of damages awarded by the courts.


          81. The French parliamentary information report by Ms. Seybah Dagoma – submitted by the European Affairs Committee on the state-investor dispute settlement mechanism in international agreements of February 2, 2016 – notes significant discrepancies between the amounts claimed by investors and the compensation ultimately charged to the state.65


          82. According to this report, this distortion is remarkable in the context of awards involving European Union member states:


          

            

              

                

                

                

                

                

                

                

                

                  

                    	State

                    	Investor

                    	Amount of the claimed compensation

                    	Amount of compensation awarded

                    	Award Reference



                

                

                  

                    	Poland


                    	Eureko


                    	10 265 000 000 €


                    	2 196 000 000 €


                    	Eureko B.V. v. Republic of Poland


                  


                  

                    	Slovakia


                    	Ceskolovensko Banka


                    	1 209 000 000 €


                    	545 790 000 €


                    	Ceskoslovenska Obchodni Banka, A.S. v. The Slovak Republic, ICSID Case No. ARB/97/4


                  


                  

                    	Czech Republic


                    	Sakula Nomura


                    	1 000 000 000 $


                    	236 000 000 €


                    	Saluka Investments B.V. v. The Czech Republic, UNCITRAL


                  


                  

                    	Czech Republic


                    	CME


                    	366 622 000 €


                    	198 830 000 €


                    	CME Czech Republic B.V. v. The Czech Republic, UNCITRAL, 14 mars 2003


                  


                  

                    	Romania


                    	Micula


                    	450 000 000 €


                    	183 311 000 €


                    	Ioan Micula, Viorel Micula, S.C. European Food S.A, S.C. Starmill S.R.L. and S.C. Multipack S.R.L. v. Romania [I], ICSID Case No. ARB/05/20


                  


                  

                    	Hungary


                    	ADC


                    	179 185 000 €


                    	55 873 000 €


                    	ADC Affiliate Limited and ADC & ADMC Management Limited v. Republic of Hungary (ICSID Case No. ARB/03/16)


                  


                  

                    	Slovakia


                    	Achmea


                    	100 000 000 €


                    	22 1000 000 €


                    	Slowakische Republik (République slovaque) v. Achmea BV, december 7th 2012


                  


                  

                    	Estonia


                    	OKO


                    	ND


                    	10 134 000 €


                    	OKO Pankki Oyj and others (formerly OKO Osuuspankkien Keskuspankki Oyj and others) v. Republic of Estonia, ICSID Case No. ARB/04/6


                  


                  

                    	Poland


                    	Laboratoires Servier


                    	219 973 000 €


                    	4 000 000 €


                    	Les Laboratoires Servier, S.A.A., Biofarma, SAS., Arts et Techniques du progres S.A.S. v. Republic of Poland, UNCITRAL


                  


                  

                    	Czech Republic


                    	Eastern Sugar


                    	88 537 000 $


                    	2 4000 000 €


                    	Eastern Sugar B.V. v. The Czech Republic, SCC Case No. 088/2004


                  


                  

                    	Latvia


                    	Swembalt


                    	4 115 000 €


                    	1 837 000 €


                    	Swembalt AB, Sweden v. The Republic of Latvia, UNCITRAL


                  


                  

                    	Latvia


                    	Nycomb


                    	10 099 000 €


                    	1 124 000 €


                    	Nykomb v. Latvia, Arbitral Award, 16 Dec. 2003


                  


                  

                    	Poland


                    	Saar paper


                    	1 175 000 €


                    	1 175 000 €


                    	Saar Papier Vertriebs GmbH v. Poland, UNCITRAL


                  


                  

                    	Spain


                    	Maffezini


                    	180 000 €


                    	180 000 €


                    	Maffezini v. Spain Emilio Agustín Maffezini v. The Kingdom of Spain (ICSID Case No. ARB/97/7)


                  


                

              


            


          


          83. This distortion can also be seen in the context of arbitrations involving NAFTA countries:


          

            

              

                

                

                

                

                

                

                

                

                  

                    	Investor(s)

                    	State

                    	Claimed compensation

                    	Compensation granted

                    	Award Reference

                  


                

                

                  

                    	Ethyl Corporation


                    	Canada


                    	250 000 000 $


                    	13 000 000 $


                    	Ethyl Corporation v. The Government of Canada, UNCITRAL


                  


                  

                    	S.D. Myers


                    	Canada


                    	20 000 000 $


                    	6 050 000 CAD


                    	S.D. Myers, Inc. v. Government of Canada, UNCITRAL


                  


                  

                    	Pope & Talbot


                    	Canada


                    	508 000 000 $


                    	460 000 $


                    	Pope & Talbot Inc. v. The Government of Canada, UNCITRAL


                  


                  

                    	Abitibi Bowater


                    	Canada


                    	467 500 000 $


                    	130 000 000 CAD


                    	AbitibiBowater Inc., v. Government of Canada, ICSID Case No. UNCT/10/1


                  


                  

                    	St Mary VCNA


                    	Canada


                    	275 000 000 $


                    	15 000 000 $


                    	Saint Marys VCNA, LLC v. Government of Canada


                  


                  

                    	Mobil invesments & Murphy Oil


                    	Canada


                    	60 000 000 $


                    	13 700 000 $ 2


                    	Mobil Investments Canada Inc. and Murphy Oil Corporation v. Canada, ICSID Case No. ARB(AF)/07/4


                  


                  

                    	Metalclad


                    	Mexico


                    	90 000 000 $


                    	15 600 000 $


                    	Metalclad Corporation v. The United Mexican States, ICSID Case No. ARB(AF)/97/1


                  


                  

                    	Corn Products Int.


                    	Mexico


                    	325 000 000 $


                    	58 350 000 $


                    	Corn Products International, Inc. v. United Mexican States, ICSID Case No. ARB (AF)/04/1


                  


                  

                    	Archer Daniel Midlands & Tate and Lyle ingredients


                    	Mexico


                    	100 000 000 $


                    	33 510 000 $


                    	Archer Daniels Midland Company and Tate & Lyle Ingredients Americas, Inc. v. The United Mexican States, ICSID Case No. ARB (AF)/04/5


                  


                  

                    	Cargill


                    	Mexico


                    	100 000 000 $


                    	90 700 000 $


                    	Cargill, Incorporated v. United Mexican States, ICSID Case No. ARB(AF)/05/2


                  


                  

                    	Marvin Roy Feldman Karpa (CEMSA)


                    	Mexico


                    	50 000 000 $


                    	1 900 000 $


                    	Marvin Roy Feldman Karpa v. United Mexican States, ICSID Case No. ARB(AF)/99/1 (also known as Marvin Feldman v. Mexico)


                  


                

              


            


          


          84. These distortions make it necessary to standardize the methods and principles for assessing damages applied by arbitral tribunals to reinforce the predictability of decisions and their acceptability by the parties.


        


        

          
▪ Transparency of decisions


          85. Although Article 6.2 of the ICSID Rules of Procedure for Arbitration Proceedings refers to an obligation of confidentiality for arbitrators, transparency has become a fundamental principle in international arbitration because of the vocation of states to represent the public interest.66 Moreover, non-governmental organizations (NGOs) are particularly active in promoting the application of transparency to prevent confidentiality from being used by investors at the expense of states, and thus to the detriment of the general interest.


          86. The UNCITRAL rules paved the way towards transparency in investor-state arbitration by introducing a transparency model based on the prior consent of the parties to the arbitration.67


          87. The latest developments tend to make transparency imperative in arbitration decisions as evidenced by the rules applicable to the ICSID Secretariat:


          

            ‘The Centre publishes information on the registration of requests for arbitration, conciliation and post-award remedies and maintains registers of all proceedings (Administrative and Financial Regulations 22(1) and 23). The registers are continuously updated on-line under the Procedural Details of each case. They include details concerning the method of constitution and composition of each Tribunal, Conciliation Commission and ad hoc Committee, and the procedural steps in the proceedings.


            The Centre publishes all awards with consent of the parties. If the parties do not consent to the publication of the award, the Centre publishes excerpts of the legal reasoning of the Tribunal promptly after an award has been rendered ((Article 48(4) of the ICSID Convention; and Arbitration Rule 48(4)). In addition, the Centre publishes other material with the parties’ consent (for example, decisions of the Tribunal, procedural orders, parties’ submissions, transcripts and minutes of hearings, etc.) (ICSID Administrative and Financial Regulation 22(2))’.68


          


          88. Thus, the consent of the parties is required for the publication of the sentence but nowadays extracts of the tribunal’s legal reasoning are published, Article 48.4 of the ICSID Rules of Procedure for Arbitration Proceedings provides that: ‘The Centre shall not publish the award without the consent of the parties. The Centre shall, however, promptly include in its publication’s excerpts of the legal reasoning of the Tribunal’.69


          89. Finally, hearings may be open to the public. According to Article 32.2 of the ICSID Rules of Procedure for Arbitration Proceedings, ‘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 in such cases establish procedures for the protection of confidential or privileged information’.70


        


      


    


    

    

      
4. The Issue of Standardization of Valuation Practices


      90. The inherent uncertainty in the determination and valuation of damage (‘The settling of damages is not an exact science’)71 requires a rigorous approach to justifying and explaining the compensation awarded.


      91. Otherwise, this uncertainty is likely to cast doubt on the transparency and efficiency of arbitration decisions and blur the assessment of investment risk by private operators.


      92. Courts have long been sparing in explaining and justifying the amount of compensation awarded. A study of 95 international arbitration cases conducted between 1990 and 2015 notes that at the turn of the millennium, tribunals devoted an average of 8 pages of their awards to explaining the amount of damages awarded. In 2011, the author of the study indicates that the number of pages had quadrupled (34 pages on average).72


      93. At the same time, valuation methods have become more complex: ‘forward-looking’, or analogical methods, based on economic value, are replacing asset-based methods (generally ‘backward-looking’) based on book values.


      94. These forward-looking methods incorporate the notion of the future expected return from the asset by the investor and the market, and are, in this respect, more in line with the principle of full compensation of damages. In fact, these approaches were used by the tribunals in 69% of cases between 2011 and 2015, compared to 17% of cases in the early 2000s.73


      95. However, the implementation of these methods, based on assumptions about the construction of a business plan or the determination of asset valuation coefficients, allows for more debate than those based on the reading of accounting data. It was noted that in 49% of the arbitration cases processed in 2015 for which the discounted cash-flow method was used, the calculation of discount rates was the subject of controversy.74


      96. The defendants’ average assessment in 2015 corresponded to 13% of the average amount claimed by the plaintiffs (the court awarded an average of 37% of this amount).75


      97. It therefore seems necessary to continue this movement towards the standardisation of arbitration practice and specify the modalities for implementing damage assessment methods to meet the legitimate concern for transparency and predictability of arbitration decisions.


    


    

    

      
5. Purpose of the Book


      98. It would therefore be useful to have a summary manual for arbitrators, lawyers, financial practitioners, academics and interested persons on the issue of compensation for damages in investment arbitrations.


      99. The objective of this book is to address the issues of legal characterization of violations of international investment law and assess their financial consequences: in what circumstances can expropriation be qualified as unlawful? To what extent should this expropriation result in compensation for the investor? Which principles should be considered to provide a fair and/or full compensation? What evaluation approaches should be used to calculate compensation? Which dates should be used for these evaluations? What does the implementation of these evaluation methods involve? What are the valuation parameters that need specific attention? What financial interests are applicable? What are the financial and fiscal terms of payment of the compensation, if any? To what extent should the costs of proceedings increase this allowance?


      100. Convinced of the complementary nature between law, economics and finance, we have endeavoured to adopt a holistic perspective on the above-mentioned issues. Accordingly, we have synthesized the methodological approaches used by financial experts, as well as the jurisprudential solutions adopted by the tribunals.
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Chapter 2. Definition, Standard of Protection and Treatment of International Investment




1. The Concept of Investment

101. International investment law can be defined as the laws that govern the treatment and protection of foreign private investment in a host state, from the phase of establishment and operation – the investment itself to that of liquidation – the post-investment phase; in the preparatory phase, the state retains a scope of action, since, in the European mindset, it is normally up to the state to decide whether or not to admit the investment to its territory.76

102. The definition of investment is an important issue that suffers from the lack of a universal text on international investment.


1.1. Forms of Investment

103. The first foreign investments took the form of incorporation of a company or equity participation in an existing company (equity investment): ‘Foreign investment has two components. These are portfolio investment, which is the purchase of stocks and bonds solely to obtain a return on the funds invested, and direct foreign investment, which is the purchase of a sufficient equity position in a company to exert management control’.77 Portfolio investments are often of a speculative and volatile and do not provide decision-making power in the issuing company.78

104. With the emergence of new country needs and the development of technologies, certain types of contracts have also incorporated the notion of investment, as their objectives and economic impacts are closer to the original forms of investment. These contracts are new or stripped forms of non-equity investment,79 which include concession contracts, turnkey joint ventures and contracts for construction, management, production or revenue sharing, services, technology transfer, Build Operate and Transfer (BOT) contracts, which provide for a company to finance and build an infrastructure, then manage it and collect the revenues for a fixed period of time, only to transfer ownership to the state at the end of the term.

105. It is difficult to draw the line between what remains a commercial contract and what may be included in the notion of investment,80 as well as the notion of property, referring to any asset or credit, and the notion of investment.81




1.2. Definition of Investment

106. There is no single definition of investment: ‘It has become a commonplace, almost a truism, to suggest that the definition of international investment is fragmented [...]. An analysis of the various texts containing such a definition - national legislation, BITs, regional agreements and, possibly, multilateral agreements - makes it possible to sketch out a number of extrinsic causes for this phenomenon. It is caused first of all by the rupture between the two major areas of law, namely domestic and international law, each of which intends to take legal control of investment in its own way. Secondly, [...] the simple arithmetic fact - the number of BITs concluded - contributes greatly to this phenomenon of fragmentation’.82

107. Indeed, some international instruments, such as the ICSID Convention, have for the sake of convenience dispensed with any definition, while others, notably bilateral investment treaties (BITs) , have confined themselves to a non-exhaustive enumeration.

108. Moreover, the OECD draft Multilateral Agreement on Investment (MAI) only succeeded in adding to a very general sentence (a brief analytical element) referring to ‘any type of asset owned or controlled, directly or indirectly’, an illustrative list, which was itself very broad.83




1.3. Property and Rights

109. BITs do not provide a list of protected investments, but a generic list of goods and rights that may constitute investments.

110. This approach is reproduced in Article II, 2, of the OECD draft Multilateral Agreement on Investment. Indeed, we note there, following the mention of ‘an enterprise’ itself (i), a list of rights:


	‘(ii) shares, stocks or other forms of equity participation in an enterprise and the rights derived therefrom;


	(iii) bonds, debentures, loans and other forms of debt, and rights derived therefrom;


	(iv) rights under contracts, including turnkey contracts construction, management, production or revenue sharing contracts;


	(v) claims to money and claims to performance;


	(vi) intellectual property rights;


	(vii) rights conferred pursuant to law or contract such as concessions, licences, authorizations and permits’.




The final point refers to ‘(viii) any other tangible and intangible, movable and immovable property and any related property rights such as leases, mortgages, liens and pledges’.

111. However, the same agreement notes at the bottom of the page, under Article II, that ‘For greater certainty, an interpretative note will be required to indicate that, in order to qualify as an investment under the MAI, an asset must have the characteristics of an investment, such as the commitment of capital or other resources, the expectation of gain or profit, or the assumption of risk’.

112. This primarily means that at the end of an evolution, investment transcends the good, which is protected under international investment law only to the extent that it actually relates to an investment.




1.4. Characteristics of an Investment

113. The Patrick Mitchell Decision on the Application for Annulment of the Award allows the ICSID ad hoc committee to consider that ‘In view of the absence in the Convention of an explicit definition of the concept of investment, it is in the parties’ agreement or in the applicable investment treaty that one should look for such definition, whether it is broad or less broad. In doing so, the fact that a State has not made use of the notification option provided for under Article 25 (4) of the Convention may not be understood to mean that that State has taken a certain position regarding the very concept of investment. It is then necessary to verify the conformity of the concept of investment as set out in the parties’ agreement or in the BIT with the concept of investment in the Washington Convention, as this latter results from the interpretation of the Convention in accordance with Article 31.1 of the Vienna Convention on the Law of Treaties, as well as from ICSID case law, to the extent the latter may contribute to defining the concept. Indeed, such concept of investment should prevail over any other ‘definition’ of investment in the parties’ agreement or in the BIT, as it is obvious that the special and privileged arrangements established by the Washington Convention can be applied only to the type of investment which the contracting States to that Convention envisaged’.84

114. Faced with the lack of a legal definition on the concept of investment, both in BITs and in the ICSID Convention,85 since it is essentially before its International Arbitration Centre that disputes between states and foreign private investors are settled, the courts have followed two divergent approaches: subjective or objective.



▪ Subjective approach

115. At first, it was considered that any asset or asset listed in a BIT (the list is often only indicative) constitutes a protected investment.

116. This interpretation is based on a subjective approach to the concept of investment: ‘the drafters of the Washington Convention refused to define investment, on the grounds that such a definition would ultimately have been overabundant since, in any event, the parties had to give their consent to ICSID arbitration. They had therefore inextricably linked the fate of the definition of investment to that of the consent of the parties. In reality, more than providing a true definition of investment, the consent agreement made it possible to verify that the parties themselves agreed to characterize their transaction in this way. From the point of view of the drafters, this agreement was quite sufficient and was based on an eminently subjective, but all in all very classical, view of arbitration: since arbitration is never compulsory, its mere occurrence is the result of the sole will of the parties to the dispute. As a result, the parties know better than anyone else whether or not their transaction is covered by the Washington Convention: if it is not, they do not submit their dispute to the Centre; if it is, they submit it to the Centre’.86

117. However, an important change has occurred when arbitral tribunals constituted under the auspices of ICSID agreed to accept jurisdiction on the basis of the provisions contained in a BIT,87 national legislation or,88 apparently, the most-favoured-nation clause,89 without the need for an arbitration agreement between a State Party and a foreign investor.

118. Previously, ‘consent to the jurisdiction of the Centre could only be based on an arbitration agreement, which practically limited the jurisdiction of the Centre to disputes relating to State contracts, since an arbitration agreement is usually backed by a contract. The new case law opens the jurisdiction of the Centre to disputes between States and foreign investors outside any contractual relationship’.90

119. Consequently, if the parties have not concluded a contract between themselves or compromised, it becomes difficult to establish what they mean by ‘investment’.





▪ Objective approach

120. Once ‘the ICSID tribunals found the State’s consent in documents other than the sole arbitration clause or compromise, it was no longer possible to maintain the position that the characterization of the transaction as an investment was based on the will of the parties, precisely because the parties no longer gave their consent at the same time. It therefore, became impossible to argue that they had been able to agree, even implicitly, to classify the disputed transaction as an investment. The elaboration of the definition therefore fell to the arbitrators, since neither the Convention nor the parties provided one’.91

121. Some of the arbitral awards considered that it was for the tribunals to provide an objective definition of the concept of investment. This approach is based on the idea that the list of assets cited in the BIT applicable to the dispute in question only refers to items that may constitute investments within the meaning of the Washington Convention (preamble and Article 25), if they meet certain characteristics.

122. In the Salini case, for example, the Court notes that ‘it would be inaccurate to consider that the requirement that a dispute be ‘in direct relation to an investment’ is diluted by the consent of the contracting parties. To the contrary, ICSID case law and legal authors agree that the investment requirement must be respected as an objective condition of the jurisdiction of the Centre’.92

123. An investment is generally characterised by contributions, a certain period of execution of the contract, participation in the risks of the operation and a contribution to the economic development of the host state – indeed, this last criterion may be regarded as presumed by the existence of the other three (see here on this last criterion). The Joy Mining case, which marks the apotheosis of the approach, adds the ‘regularity of profits’ test.93

124. By taking up these criteria and sticking to the essentials, the contribution may be in cash – which is most common; in kind – which is found particularly infrastructure construction contracts;94 or in industry – in which intellectual investments enable the transfer of skills (know-how) and technologies to the host state;95 the risk, ‘as envisaged in the investment, is essentially economic in nature, in the sense that the investor must bear the risks associated with the remuneration of his operation. But this economic risk is also coupled with a political risk’.96 This last criterion is closely linked to that of duration; the uncertainty arises from the fact that the transaction is carried out over a more or less lengthy period, thus increasing the possibility of the occurrence of elements or events affecting the investment; finally, the criterion of regularity of profits proceeds from the truth of the will to generate profits.

125. These elements are not without a certain amount of perplexity with regard to what BITs consider to be an ‘investor’.97 Indeed, it is not surprising that companies, ‘legal persons, whose purpose is to make a profit, are regarded as investors. But it seems more astonishing that organisations that do not aim to make a profit – ‘organisations with a disinterested purpose’ – can also be considered as investors’.98

126. The Phénix Action award adds two additional conditions to the three elements mentioned above: contribution, risk and duration; that the investment must be made in accordance with the laws of the host state, and its realization must be carried out in accordance with the general principle of good faith.99

The addition of these two additional conditions seems questionable in light of the Washington Convention: ‘these are indeed requirements which condition the admissibility of the ICSID claim, and not the existence of the investment, which depends solely on the meeting of its three constituent elements. However, a claim based on the combination of these three constituent elements may not be admitted by the arbitral tribunal on other grounds - either that the investment was not made in accordance with the laws of the host State or that its realization reveals breaches of the principle of good faith. These are then conditions of admissibility, which are not to be decided at the examination of jurisdiction - in limine litis - but must be attached to the examination on the merits’.100

127. Other, later awards have held ‘that the verification of the existence of an investment is an objective condition for the competence of ICSID arbitrators’.101 However, they see in the conditions previously identified only the indications of the existence of an investment.

In this respect, one can speak of an approach based on typical characteristics of the investment: ‘The four constitutive elements of the Salini list do not constitute jurisdictional requirements to the effect that the absence of one or the other of these elements would imply a lack of jurisdiction. They are typical features of investments under the ICSID Convention, not ‘a set of mandatory legal requirements. As such, they may assist in identifying or excluding in extreme cases the presence of an investment, but they cannot defeat the broad and flexible concept of investment under the ICSID Convention to the extent it is not limited by the relevant treaty’.102





▪ Practical applications

128. On the basis of these considerations, some transactions do not qualify as investments:


	1/ This is the case of the costs incurred in the preparatory phase (also known as the pre-investment phase) for the conclusion of a BOT contract relating to a power plant, in the absence of state consent;103 conversely, in the event of state consent, if, therefore, the negotiations had been successful, the preparatory expenditure would of course have been included in the investment itself;104


	2/ This is also the case for the provision of a bank guarantee issued to ensure the proper execution of a contract for the supply of equipment on a mining site, where the operation fails to bring together the constituent elements of an investment105 – ‘even if a claim to return of performance and related guarantees has a financial value it cannot amount to recharacterizing as an investment dispute a dispute which in essence concerns a contingent liability. The claim here is very different from that invoked in Fedax where the promissory notes held by the investor were the proceeds of an earlier credit transaction pursuant to which the State received value in exchange for its promise of future payment’.106


	3/ Similarly, ‘possession by an individual for family use of real or personal property in a foreign country is not an investment’107 – the question may arise, however, in relation to a legal consulting firm: ‘as a legal consulting firm is a somewhat uncommon operation from the standpoint of the concept of investment, in the opinion of the ad hoc Committee it is necessary for the contribution to the economic development or at least the interests of the State, in this case the Democratic Républic of Congo (DRC), to be somehow present in the operation. If this were the case, qualifying the Claimant as an investor and his services as an investment would be possible; furthermore, it would be necessary for the Award to indicate that, through his know-how, the claimant had concretely assisted the DRC, for example by providing it with legal services in a regular manner or by specifically bringing investors’.108




129. However, the systematics of the courts are not absolutely perfect. Thus, it seems extremely doubtful to us, whatever may have been judged, that a service contract without a significant contribution can be considered as an investment; a key element, characteristic of the investment transaction, is missing.109 Similarly, it remains extremely doubtful whether a simple sale can be considered an investment.110

130. Conversely, and this time in a perfectly understandable way, a transaction taken in isolation would not have been considered an investment (e.g. an inter-governmental agreement to consolidate the position of a bank) and may qualify as an investment within the meaning of Article 25 of the Washington Convention in so far as that transaction forms an integral part of a transaction, which may itself qualify as an investment (a loan): ‘the tribunal concludes, accordingly, that CSOB’s claim and the related loan facility made available to the Slovak Collection Company are closely connected to the development of CSOB’s banking activity in the Slovak Republic and that they qualify as investments within the meaning of the Convention and the BIT’.111 In our view, if loans intended to finance major investment projects, the repayment of which depends to a large extent on resources derived from the holding, have the characteristics required to be recognized as investments;112 however, the same cannot apply to short-term loans, payment facilities or a simple ‘assignment of receivables financed by a loan’, particularly in the absence of risk.113


The economic development criterion


Two instruments created within the World Bank mention the criterion of contribution to economic development:


	1/ The preamble to the ICSID Convention (1965) considers ‘the need for international cooperation for economic development and the role of private international investment therein’.114


	2/ Article 12 of the Seoul Convention (1985), establishing the Multilateral Investment Guarantee Agency (MIGA), states that ‘(d) in guaranteeing an investment, the Agency shall satisfy itself as to: (i) the economic soundness of the investment and its contribution to the development of the host country’.115




The presence of this investment identification criterion in these two instruments is not fortuitous: they convey the objectives of the World Bank.116 This also means that the criterion of economic development is not universal; it is not found in other forums or forms of arbitration.117


A criterion in its own right?

ICSID arbitrators have drawn on the preamble to the Washington Convention and considered ‘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’.118 The Salini case clearly refers to the ‘contribution to the economic development of the host state of the investment’.119 The Patrick Mitchell Decision on the Application for Annulment of the Award considers ‘as a legal consulting firm is a somewhat uncommon operation from the standpoint of the concept of investment, in the opinion of the ad hoc Committee it is necessary for the contribution to the economic development or at least the interests of the State, in this case the Democratic Republic of Congo (DRC), to be somehow present in the operation. If this were the case, qualifying the Claimant as an investor and his services as an investment would be possible’.




The rejection of the criterion

It could be considered, first, that the contribution to economic development is ‘a condition that is difficult to establish in any case and implicitly covered’ by the three other elements that make up an investment: contribution, certain risk and certain duration.120

It was further noted that the contribution to the economic development of the host state poses a logical problem. Such a contribution is indeed a consequence and not an a priori condition of the investment: ‘by protecting investments, the ICSID Convention promotes the development of the host State. This does not mean that the development of the host State is a constituent element of the concept of investment’.121

In addition, ‘in order to determine whether an investment, at the time it is made, is capable of contributing to the economic development of the host state a tribunal would be required to conduct an ex post facto analysis of a number of elements that, considering also the time elapsed, can generate a wide spectrum of reasonable opinions’.122 Indeed, ‘the criterion invites a tribunal to engage in a post hoc evaluation of the business, economic, financial and/or policy assessments that prompted the claimant’s activities. It would not be appropriate for such a form of second-guessing to drive a tribunal’s jurisdictional analysis’.123




Median position

The Patrick Mitchell Decision on the Application for Annulment of the Award emphasizes that the criterion of economic development of the host state ‘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’.124

Thus, the ad hoc committee notes that ‘in another group of cases where the contribution to the economic development of the host State had not been mentioned expressly, it was doubtless covered by the very purpose of the contracts in question – all of which were State contracts – which had an obvious and unquestioned impact on the development of the host State’.125

The economic development criterion would, at best, serve no purpose other than to distinguish between borderline cases.















2. The Investment Relationship

131. The investment relationship may be based on a contractual basis. In most cases, the contract concluded between an investor and a foreign state will have the nature of a state contract. But while the contract is still an important vehicle for the investment relationship, it is no longer the necessary basis; the investment relationship is almost always established on the basis of a treaty, regardless of a contract.


2.1. The State Contract



2.1.1. DEFINITION

132. A state contract is concluded between a state and a foreign private person.

133. State contracts are concluded by the subject state of international law or sovereign state, recipient of an investment to be made on its territory, with foreign private persons.126 Their archetype is the oil concession and major investments in mining and infrastructure.127




2.1.2. DIVERSIFICATION OF PUBLIC ACTION

134. The economic activity of the state has diversified in many countries. Thus, public bodies have taken over from the state in sectors such as energy resources (oil, gas, mining, etc.).

135. The question is: can contracts concluded with these bodies also be considered as state contracts?

136. A positive answer is possible by considering that ‘the assessment of the degree of State control and participation in a company […] based on two criteria: the first, structural, in other the words, related to the structure of the company and, in particular, to its shareholders; the other, functional, related to the objectives of the company in question’.128




2.1.3. INTERNATIONAL ARBITRATION

137. The method of settling disputes for state contracts cannot be neglected.

138. Private contracting companies, from the very first contracts concluded with developing states, prefer that disputes that may arise with the states they have a contract to be settled by arbitration; a neutral arbitral tribunal independent of each party and familiar with international affairs is preferred to a judge of the state with which they contract.

139. To date, the evolution has been clearly oriented in this direction. The establishment of ICSID by the Washington Convention of 18 March 1965 is an important milestone in the acceptance of investment arbitration by the international community.

140. State consent to arbitration under a state contract may be expressed in various ways. The combination of the most commonly accepted requirements in arbitration law and practical requirements leads to the requirement of a written document.129

141. The most common practice is an arbitration clause or a compromise drafted after the dispute has arisen. But sometimes, the writing is less specific. The consent to arbitration resulting from an arbitration clause may be replaced, in favour of the contracting party of the state having the status of investor, by a more widely understood consent to arbitration, on the basis of investment protection treaties.




2.1.4. APPLICABLE LAW


142. The law applicable to the state contract is another difficulty. It may have seemed desirable to exempt, as far as possible, the state contract from unilateral action by the state.

143. Thus, clauses determining the applicable law find their place in state contracts. It is indeed within the power of the parties to determine the law applicable by the arbitrators to the merits of the dispute.

144. This rule means two things: ‘on the one hand it gives the opposing parties to the dispute unlimited freedom to agree on the law applicable to the substance of the dispute, and on the other hand it requires the court to respect the will of the parties and to apply these rules. Furthermore, the agreement of the parties on the applicable law is included in the arbitration clause. Accordingly, failure by a court to observe the rules of law agreed by the parties would constitute a breach of the task entrusted to the court’.130

145. These clauses are included in government contracts and combine several types of rules. They often lead to the ‘internationalization’ of the contract by adopting a reference system based on the principles of international law in this area.131 International law is also part of the rules applicable to the substance of the dispute mentioned in Article 42.1 of the ICSID Convention: ‘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’.132




2.1.5. INTERNATIONAL LAW OF STATE CONTRACTS

146. International contract law today owes its existence primarily to the practice of electio juris (choice of law) clauses as well as international arbitration. Indeed, arbitral jurisprudence has allowed the emergence, piece by piece, of an international law progressively adapted to the problems of international investment when made by contract.133

147. Based on principles such as Pacta sunt servanda (binding force of the contract concluded with the foreign investor to which the state is a party), the specificity of the state contract lies in the realization of a relationship of interdependent obligations situated by the will of the parties in the orbit of the international law that hosts it: the refusal of arbitrariness – when the state adopts a measure within the framework of the contract, the arbitral tribunal must be able to verify that the measure has indeed been taken in the public interest (e.g., the necessary protection of an archaeological site of inestimable value) and under regular procedural conditions, fair compensation in the event of nationalisation134 and the obligation to negotiate and cooperate in good faith.135




2.1.6. STABILIZATION CLAUSES

148. Other contractual clauses directly related to the normative power of the state have been included in the contracts.136 Thus, the intangibility clauses guarantee the state’s contracting party the maintenance of the rights and benefits that may have been granted to it by the contract – the clause tends to make contractual rights acquired rights. Stabilization clauses, on the other hand, tend to ‘freeze’ the law of the state as it stood on the date of conclusion of the contract (which brings about its contractualization) – the stabilization clauses of which are present in a number of state contracts leading to awards.137

149. The most recent stabilization clauses aim to maintain the economic equilibrium of the contract:138 if this equilibrium is altered as a result of new legislative or regulatory measures adopted by the state, the foreseeable consequences are no longer the unenforceability of such measures against the foreign investor, with the consequence that the initial conditions are strictly maintained. The contract is maintained, but compensation will be paid to the contracting party, either automatically or after negotiation, as a result of the new measures adopted by the state; some clauses see this effect bilaterally as also benefiting the state if the situation of the investor is improved as a result of the new measures.


Agreement relating to the construction of an oil pipeline

Article 7.2 (xi) of the agreements relating to the construction of the Baku-Tbilisi-Ceyhan oil pipeline (BTC pipeline) provides as follows: ‘the State authorities shall take all actions available to them to restore the economic equilibrum established under the project agreement if and to the extent the economic equilibrium is disrupted or negatively affected, directly or indirectly, as a result of any change (whether the change is specific to the project or of general application) in Turkish law (including any Turkish laws regarding taxes, health, safety and the environment)’.139







2.1.7. BREACHES OF CONTRACT AND TREATY

150. A difficult question arises when foreign investors have entered into a contract relating to their investment: how to distinguish between claims brought before the arbitrators against the state by the private operator, those based on a breach of contract and those based on a breach of treaty?

151. The question is not simply a theoretical one, since the reference standards are not identical. Thus, the ad hoc committee considers in its review of the Vivendi v. Argentina Award that ‘in accordance with this general principle (which is undoubtedly declaratory of general international law), the question of whether there has been a breach of the BIT and the question of whether there has been a breach of the contract are different questions. Each of these claims will be determined by reference to its own specific or applicable law - in the case of the BIT, by international law; in the case of the concession contract, by the specific law of the contract’.140

152. It may be further complicated by the existence within the contract of an arbitration clause or a clause conferring jurisdiction on the state courts. It will then be necessary to clearly distinguish between matters that fall within the jurisdiction of the arbitral tribunal that has been given jurisdiction over the investment, and those that fall within the jurisdiction of the judge or the contract arbitrator.141




2.1.8. UMBRELLA CLAUSE

153. The issue of state contracts is reappearing in a new form: the relationship between these contracts and a clause inserted in investment protection treaties that requires compliance with contractual commitments.

154. One of the most controversial issues is the distinction between contract claims and treaty claims when a dispute is brought before an investment arbitral tribunal on the basis of an investment protection treaty but alleging breach of a contract that already provides its own forum for dispute resolution.

155. Indeed, some investment protection treaties contain a clause by which each state undertakes to observe the obligations or commitments it may have assumed vis-à-vis an investment of the other party142 or an investor.143

156. This is the ‘umbrella clause’, which in French is called ‘clause parapluie’, ‘clause de couverture’ or ‘clause de respect des engagements’.144

157. The ‘umbrella clause’ establishes an obligation to respect a commitment that is alien to the treaty. In doing so, ‘it organizes a reference from the treaty to the contract’.145

158. The nature of this referral is debated:


	For some arbitral tribunals, the reference is material, the contractual obligations become part of the treaty and thus undergo a transformation; the effect of the umbrella clause is to transform any breach of the contract into a breach of the treaty. Thus, P. Weil considers that ‘the intervention of the hedging treaty transforms contractual obligations into international obligations and thus ensures […] the inviolability of the contract under penalty of breaching the treaty. Any failure to perform the contract […] therefore engages the responsibility of the latter’.146 In a broad understanding of the clause, it would not matter whether the contractual breach arises from an act of sovereignty; it would be a derogation from the customary rule that a state incurs international responsibility for breaching its contractual obligations towards a private person only if the breach is also a wrongful act under international law.147


	For other arbitral tribunals, the reference made by the ‘umbrella clause’ erects the breach of the contract in violation of international law without elevating the contract to the level of the international legal order; the reference is formal, the breach of the contract being, according to its applicable law, a condition for the application of the treaty rule.148




159. The effect attributed by the majority doctrine to the umbrella clause ‘is not to transform the breach of contract into a breach of any obligation under the treaty, but only of the umbrella clause. In concrete terms, this means that in the face of a proven breach of contract, an arbitral tribunal will conclude directly that the umbrella clause of the treaty has been breached. The compensation that will be granted in this respect will only relate to the breach of this obligation. It should not be confused with that which may be granted on the basis that the breach of contract also corresponds autonomously to a breach of another BIT obligation such as fair and equitable treatment or expropriation. As is well known, the same State measure may constitute simultaneously a breach of a contract and an international treaty; just as a breach of a contract is not necessarily a breach of a treaty. Therefore, each contractual measure, irrespective of the existence of an umbrella clause in the applicable Treaty, will have to be examined on the basis of the criteria for qualifying each substantive clause of the Treaty’.149






2.2. The Investment Treaty

160. Bilateral agreements on investment promotion and protection or bilateral investment treaties form a body of treaties of considerable importance.150 Multilateral treaties, while fewer in number than bilateral treaties, offer alternatives to the lack of a universal text on international investment. The generality of investment treaties contain standards of protection and treatment that form the backbone of the legal regime of investment.


2.2.1. MULTILATERAL TREATIES

161. Despite various attempts to draft a multilateral convention on investment, to date there is no treaty of a general scope and open to all states that regulates all aspects of investment law.


2.2.1.1. Attempts to Develop a Universal Treaty

162. While the Organisation for Economic Co-operation and Development (OECD) has attempted to draft a universal treaty, it has yet to be successful. The first attempt to finalize a multilateral convention was in 1967: the draft convention on the protection of foreign property. A second, more recent attempt, tried to conclude a multilateral agreement on investment.




2.2.1.2. Draft Convention on the Protection of Foreign Property



▪ The Project

163. In 1967, the OECD made a first attempt to finalize a multilateral convention on the ‘protection of foreign property’.151 Its focus, ‘foreign property’, was a broader subject than investment, but it was clear that it included investment.152 The draft makes several references to international law in the notes and commentaries accompanying the text: the respect and protection that a state owes to the property of citizens of other states results from a ‘well-established, general principle of international law’.153 The result is the existence of three rules: fair and equitable treatment; constant protection and security; and the exclusion of unjustified or discriminatory measures.154 The draft contains a detailed clause on the ‘seizure of property’ and, in particular, the requirement of fair, prompt and effective compensation.155 A provision is made for the settlement of disputes through arbitration.156





▪ Relative Failure

164. This agreement never went into effect. However, the project had a considerable influence: it inspired the drafting of many bilateral treaties between European member states of the organization.157






2.2.1.3. Draft Multilateral Agreement on Investment



▪ The Project

165. The OECD launched new negotiations for a Multilateral Agreement on Investment (MAI). The project’s aim was to ensure greater freedom of investment while trying to consider social and environmental concerns. Civil society’s strong reaction to these negotiations led to the adjournment sine die of the conclusion of the project.158





▪ Reasons for failure

166. A stumbling block among OECD members was the national treatment clause. The draft MAI,159 as it stands in its consolidated version, ‘does not find its source of inspiration in the Draft Convention on the Protection of Foreign Property. Rather, it is to the United States that one must turn to detect its intellectual origins. In particular, Article III provides that national treatment and most-favoured-nation treatment should apply in both the pre-investment and post-investment phases - a reflection of the liberalization requirement found in the model bilateral convention published by the United States, as well as in the bilateral agreements it has concluded’.160 In addition to this freedom of entry, which results from the application of national treatment in the pre-investment phase, there is a broad definition of the notion of investment.161
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