Principles of International
Investment Law

RUDOLF DOLZER AND CHRISTOPH SCHREUER

OXFORD

VUNIVERSITY PRESS



OXFORD

UNIVERSITY PRESS
Great Clarendon Streer, Oxford OX2 6DP

Oxford Univessity Press is a department of the University of Oxford.
It furthers the University’s objective of excellence in research, scholarship,
and cducation by publishing worldwide in
Ozford New York
Auckland Cope Town Dares Salzam HongKong Karachi
Kuala Lumpur Madrid Melbourne Mexico City Nairobi
New Delhi Shanghai Tzipei Toronto
With offices in
Azgentina Austriz Brazil Chile Czech Republic Franice Greece

Guatemala Hungary Italy Japan Poland Portugal Singapore
South Korea Switzerland Thailand Turkey Ukraine Viernam

Oxford is a registered trade mark of Oxford University Press
in the UK and in cerrain other countries

Published in the United States
by Oxford University Press Inc., New York

© Rudolf Dolzer, Christoph Schreuer 2008

The moral rights of the authors have been asserted

Crown copyright material is reproduced under Class Licence
Number CO1P0000148 with the permission of OPSI
and the Queen's Printer for Scotland

Database right Oxford Universicy Press (maker)
First published 2008

All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted, in any form or by any means,
without the prior permission in writing of Oxford University Press,
or as expressly permitted by law, or under terms agreed with the appropriate
teprographics rights organization. Enquiries concerning reproduction
outside the scope of the above should be sent to the Rights Department,
Oxford University Press, at the address above

You must not circulare this book in any other binding or cover
and you must impose the same condition on any acquirer

British Library Cataloguing in Publication Data
Data available
Library of Congress Cataloging in Publication Dara

Data available

Typeset by Newgen Imaging Systems (P) Lid., Chennai, India
Printed in Great Britain
on acid-free paper by
Biddles Led., King’s Lynn, Norfolk

ISBN 978-0-19-921175-3 978-0-19-921176-0 {pbk.)

3579108642




VI

Expropriation

The rules of international law governing the expropriation of alien property have
long been of central concern to foreigners in general and to foreign investors in
particular. Expropriation is the most severe form of interference with property.
All expectations of the investor are destroyed in case the investment is raken
without adequate compensation.

On the level of customary international law, the minimum standard for the
protection of aliens came to place limitations on the territorial sovereignty of the
host state and to protect alien property. On the level of treaty law, all modern
agreements on foreign investment contain specific provisions covering precondi-
tions for and consequences of expropriation.

1. The Right to Expropriate

Consistent with the notion of territorial sovereignty, the classical rules of inter-
national law have accepted the host state’s right to expropriate alien property in
principle. Indeed, state practice has considered this right to be so fundamental
that even modern investment treaties (often entitled agreements ‘for the pro-
motion and protection of foreign investment’) respect this position. Treaty law
typically addresses only the conditions and consequences of an expropriation,
leaving the right to expropriate as such unaffected.!

Even clauses in agreements between the host state and the investor that freeze
the applicable law for the period of the agreement (‘stabilization clauses’)? will
not necessarily stand in the way of a lawful expropriation. The position is less
clear if such an agreement explicitly excludes the right to expropriate. Except in
extreme circumstances, an international tribunal will probably interpret such a

' Some states (eg Ecuador, Peru) provide in their constitutions that their contractual agree-
ments with foreign investors may not be changed by a unilateral act. Buc they have not gone as far
as excluding the right to expropriate. Article 249 of the Constitution of Ecuador (1998) provides
for all contracts relating ro public services: “The agreed contractual condirions cannot be modi-
fied unilaterally by law or other measures.” Article 62 of the 1993 Peruvian Constiturion states:
“Through contracr-laws, the State can establish guarantees and grant assurances. They may not be
amended legisatively. ..’

% See above, p. 75.




90 Expropriation

clause in a literal manner. In practice, however, such far-reaching provisions have
played no significant role.

2. The Three Branches of the Law

Beyond the right of the host state to expropriate, the international law on expro-
priation has developed three branches, which regulate the scope and conditions of
the exercise of this power. The first one defines the interests thar will be protected.
This facet has not traditionally been in the forefront of academic and practical
discussions but has received some prominence more recently. Most contempor-
ary treaties, in their provisions dealing with expropriation refer to ‘investments’.
Similarly, the jurisdiction of arbitral tribunals is typically restricted to disputes
arising from ‘investments’. Therefore, it is ‘investments’, as defined in these treat-
ies that are protected.?

The second branch concerns the definition of an expropriation. While this
martter raises no questions in case of a formal expropriation, the issue may acquire
a high degree of complexity when the host state interferes with che rights of the
foreign owner without a formal taking of title. Indeed, in the practice of the past
three decades, most cases relating to expropriation have turned on the contro-
versy of whether or not a ‘taking’ had actually occurred. Matters of public health,
the environment, or general changes in the regulatory system may prompt a
state to regulate foreign investments. This has led to claims against the state on
the basis that a regularory taking or indirect expropriation has occurred. The
elements of indirect expropriation are discussed below.*

The third branch of the law on expropriation relates to the conditions under
which a state may expropriate alien property. The classical requirements for a
lawful expropriation are a public purpose, non-discrimination as well as prompt,
adequare, and effective compensation. In practice, the requirement of compensa-
tion has turned out to be the most controversial aspect. This issue is discussed in
the next section.

3. 'The Legality of the Expropriation

[t is today generally accepted that the legality of a measure of expropriation is
conditioned on three (or four) requirements. These requirements are contained in

3 For the concepr of an investment, see above, p. 60. See also below, at p. 115.
* Seep. 32.
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most treaties. They are also seen to be part of customary international law. These
requirements must be fulfilled cumularively:

= The measure must serve a public purpose. Given the broad meaning of ‘public
purpose’, it is not surprising that this requirement has rarely been questioned
by the foreign investor. However, tribunals did address the significance of the
term and its limits in some cases.’

— 'The measure must not be arbitrary and discriminatory within the generally
accepted meaning of the terms.

— Some treaties explicitly require that the procedure of expropriation must fol-
low principles of due process.S Due process is an expression of the minimum
standard under customary international law and of the requirement of fair
and equitable treatment. Therefore, it is not clear whether such a clause, in the
context of the rule on expropriation, adds an independent requirement for the
legality of the expropriation.

~ 'The expropriatory measure must be accompanied by prompt, adequate, and
effective compensation. Adequate compensation is generally understood today
to be equivalent to the market value of the expropriated investment.

Of these requirements for the legality of an expropriation, the measure of com-
pensation has been by far the most controversial one. In the period between
roughly 1960 and 1990, the rules of customary law on compensation were at the
centre of the debate on expropriation. They were discussed in the broader context
of economic decolonization, the notion of ‘Permanent Sovereignty over Natural
Resources’, and of the call for a new international economic order. Today, these
fierce debates are over and nearly all expropriation cases before tribunals follow
the treaty-based standard of compensation in accordance with the fair market
value. In che terminology of the carlier decades this means ‘full’ or ‘adequare’
compensation. However, this does not mean that the amount of compensation is
easy to determine. Especially in cases of foreign enterprises operating on the basis
of complex contractual agreements, the task of valuation requires close cooper-
ation of valuation experts and the legal profession.

Various methods may be employed to determine market value. The discounted
cash flow method will often be a relevant yardstick, rather than book value or
replacement value, in the case of a going concern that has already produced
income. Before the point of reaching profitability, the value of the original invest-
ment with appropriate adjustments will be the more appropriate measure.’

A traditional issue that has never been resolved entirely concerns the con-
sequences of an illegal expropriation. In the case of an indirect expropriation,
illegality will be the rule, since there will be no compensation.

5 See eg ADC v Hungary, Award, 2 October 2006, paras 429-433,
¢ Seeeg Arricle 6(1)(d) of the 2004 US Model BIT.
7 See below, p. 274.
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According to one school of thought, the measure of damages for an illegal
expropriation is no different from compensation for a Jawtul taking. The bet-
ter view is that an illegal expropriation will fall under the general rules of state
responsibility, while this is not so in the case of a lawful expropriation accom-
panied by compensation. In case of an illegal act the damages should, as far
as possible, restore the situation that would have existed had the illegal act
not been committed. By contrast, compensation for a lawful expropriation
should represent the market value ar the time of the taking. The result of these
two methods can be markedly different. ® The difference will mainly concern the
amount of lost profits. The issue of compensation and damages is discussed in
more detail below in the chapter on the settlement of investment disputes.”

The requirement of ‘prompt’ compensation means ‘without undue delay’.'?
The requirement of ‘effective’ compensation means that payment is to be made in
a convertible currency.!!

4. Direct and Indirect Expropriation

The difference between a direct or formal expropriation and an indirect expro-
priation turns on whether the legal title of the owner is affected by the measure
in question. Today direct expropriations have become rare. States are reluctant to
jeopardize their investment climate by taking the drastic and conspicuous step of
an open taking of foreign property. An ofhicial act that takes the title of the for-
eign investor’s property will attract negative publicity and is likely to do lasting
damage to the state’s reputation as a venue for foreign investments.
As a consequence, indirect expropriations have gained in importance. An
--indirect expropriation leaves the investor’s title untouched but deprives him of
the possibility to utilize the investment in a meaningful way. A typical feature of
an indirect expropriation is that the state will deny the existence of an expropri-
ation and will not contemplate the payment of compensation.

(a) Broad Formulae: Their Substance and Evolution

The contours of the definition of an indirect expropriation are not precisely
drawn. An increasing number of arbitral cases and a growing body of literature

8 See eg DW Bowetr, ‘State Contracts with Aliens: Contemporary Developments on
Compensation for Termination or Breach’ (1988) 59 BYIL, 47; PCI}. Case Concerning the Factory
at Chorzéw (1928), Serie A, No. 17, 47. For a full discussion, see | Marboe, *Compensation and
Damages in International Law, The Limits of “Fair Marker Value™' (2006) 7 Jowrnal of World
Investment & Trade 723.

? Below, at pp. 271-275.

10 R Dolzer and M Stevens, Bilateral Investinent Treaties (1995) 112,

" bid.
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110 Expropriation
Similarly, the tribunal in SD Myers v Canada'* held:

The general body of precedent usually does not trear regulatory action as amounting to
expropriation. Regulatory conduct by public authorities is unlikely to be the subject of
legitimate complaint under Article 1110 of the NAFTA, alcthough the Tribunal does not
rule out that possibiliry.

In Methanex v USA 2! the arbitral tribunal found that a Californian ban of the
gasoline additive MTBE did not constitute an expropriation because the measure
was adopted for a public purpose, was not discriminatory, and because no specific
commitments had been given to the foreign investor:

In the Tribunal’s view, Methanex is correct that an intentionally discriminatory regu-
lation against a forcign investor fulfils a key requirement for establishing expropriation.
But as a matter of general international law, a non-discriminatory regulartion for a public
purpose, which is enacted in accordance with due process and, which affects, inter alios,
a foreign investor or investment is not deemed expropriatory and compensable unless
specific commitments had been given by the regulating government to the then putative
foreign investor contemplating investment that the government would refrain from such
regulation.!#?

Similarly, in Saluka v Czech Republic,'*? the tribunal said:

In the opinion of the Tribunal, the principle that a State does not commit an expropri-
ation and is thus not liable to pay compensation to a dispossessed alien investor when it
adopts general regulations that are ‘commonly accepted as within the police power of
States’ forms part of customary international law today. There is ample case law in sup-
port of this proposition.!?4

The references to general regulations and to non-discrimination suggest that the
tribunals were influenced by the concept of national treatment. But the rules on
foreign investment are not based on the principle of national treatment. General
regulatory rules and the measures based on them are subject to the same stand-
ards of protection thart have been developed for all other instances. In the words
of the decision of Pope ¢ Talbor v Canada, ‘a gaping loophole” would otherwise
exist in the operation of the rules protecting foreigners.!**

In Santa Flena v Costa Rica,'*® the tribunal found that the fact that measures
were taken for the purpose of environmental protection did not affect their nature

1208 > Mpyers v Canada, First Partial Award, 13 November 2000, 40 ILM (2001) 1408,
para 281,

20 Methanex v USA, Award, 3 August 2005, 44 ILM (2005} 1345,

122 Thid Part 1V, Chapter D, p. 4, para 4.

123 Saluka v Czech Republic, Partial Award, 17 March 2006.

124 1bid at para 262, citing Methanex v USA.

125 Pope & Talbor v Canada, Interim Award, 26 June 2000, 122 1LR (2002} 316, para 99;
see also ADC v Hungary, Award, 2 October 2006, at paras 423, 424.

126 Sanra Elena v Costa Rica, Award, 17 February 2000, 5 1CSID Reports 153.

S AT S
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actions were taken bona fide and hence could not have violated the FET standard?
Arbitral practice clearly indicates that the FET standard may be violated, even if
no mala fides is involved.”? For instance, the tribunal in Mondev'7? said:

To the modern eye, what is unfair or inequitable need not equate with the outrageous or

the egregious. In particular, a State may treat foreign investment unfairly and inequitably
without necessarily acting in bad faith.'74

The tribunal in Tecmed,'7> after pointing out that fair and equitable treatment is
an expression of the bona fide principle recognized in international law, quoted
the above passage from Mondev to underline that ‘bad faith from the State is not
required for its violation’ 17

The tribunal in Loewen'?7 also emphasized that bad faith or malicious inten-

tion is not an essential element of a breach of the fair and equitable treatment
standard:

Neither State practice, the decisions of international tribunals nor the opinion of com-
mentators support the view that bad faith or malicious intention is an essential element
of unfair and inequitable treatment or denial of justice amounting to a breach of inter-
national justice.}”8

The Award in Occidental'’® expresses the same idea. In the context of transpar-
ency and consistency as part of the fair and equitable treatment standard the tri-
bunal said: ‘... this is an objective requirement that does not depend on whether
the Respondent has proceeded in good faith or not.’18¢

In CMS Gas Transmission Company v Argentina,'®! the tribunal, after finding
that FET was inseparable from stability and predictability, stated:

The Tribunal believes this is an objective requirement unrelated to whether the
Respondent has had any deliberate intention or bad faith in adopting the measures in
question. Of course, such intention and bad faith can aggravate the situation but are not
an essential element of the standard.18? '

172 'The only contrary indication would be a dictum in Genin v Fstonia, Award, 25 June 2001,
17 ICSID Review-FIL] (2002) 395, at para 371: ‘[Alny procedural irregularity that may have been
present would have to amount to bad faith, a willful disregard of due process of law or an extreme
insufficiency of action.” However, this passage does not relate to fair and equitable treatment buc
to the standard of arbitrary and discriminatory measures in Article II (3)(b) of the Estonia—United
States BIT.

173 Mondev v USA, Award, 11 October 2002, 42 ILM (2003) 85,

174 Tbid at para 116.

175 TECMED v Mexico, Award, 29 May 2003, 43 ILM (2004) 133.

176 Tbid at para 153.

77 [ pewen v USA, Award, 26 June 2003, 42 ILM (2003) 811.

178 Tbid at para 132. See also Azurix v Argentina, Award, 14 July 2006, paras 369, 372.

7% Occidental v Ecuador, Award, 1 July 2004, 12 ICSID Reports 59.

180 Thid at para 186.

181 CMS v Argentina, Award, 12 May 2005, 44 ILM (2005} 1205.

182 Thid at para 280.
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