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Abstract	  

The investor–state dispute-settlement (ISDS) system has been suffering a crisis of 

legitimacy, arising inter alia from the perception among some states that the system is 

biased in favour of foreign investors. This perception of bias has emerged from a 

range of disputes over the last decade, particularly in the energy sector. While the case 

data show that states prevail more often than investors,1 the issue remains that a sense 

of disaffection with the system is continuing to deepen. Therefore, this thesis 

addresses the following research question: Is the perception of bias among some states 

well-founded and valid? Given this legitimacy crisis, there is a need to explore the 

grounds of the perception of bias, and offer remedies for jurisprudential and doctrinal 

problems in the ISDS system. 

The study analyses doctrinal developments within the ISDS system to explore the 

perception of bias. It examines bias through the ways in which the treaty norms and 

standards are crafted, applied and interpreted in the investment treaty system, which 

the study refers to as ‘systemic bias’. Further, it argues that the ways in which the 

doctrines emerging within the ISDS system are being developed actively facilitate the 

perception of systemic bias. Therefore, the question of perceived bias must be 

addressed by exploring the development of doctrines, and how they are interpreted 

and applied. 

This thesis examines doctrinal developments from three perspectives. First, it 

illustrates how historical and normative developments in international investment law 

have contributed to establishing general, indeterminate and investor-favourable treaty 

standards. Second, it examines whether and how the interpretation and application of 

this existing normative framework give a high degree of discretion to tribunals to act 

as ‘rule-makers’. Third, it demonstrates how the notion of ‘deference’ impacts on the 

rights of sovereign states to regulate for the public interest. 

The analysis of doctrinal developments from these three perspectives highlights two 

significant factors that contribute to the perception of bias: (1) the context of the 

                                                
1 See UNCTAD, Investor–State Dispute Settlement: Review of Development in 2014 (May 2015) 8, 
<http://unctad.org/en/PublicationsLibrary/webdiaepcb2015d1_en.pdf> 
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original intentions of the state parties in signing treaties to give protection to foreign 

investors; and (2) the rights of sovereign states to regulate or take measures for public 

purposes. Both factors involve the scope of the arbitral tribunals’ power in the 

decision-making process. The main argument of this study is that the current system 

functions in a way that puts too much power in the hands of tribunals. First, tribunals 

rule on matters that are outside the scope of the original intentions of state parties to 

treaties, and second, they limit the sovereign powers of states to regulate public 

interests and control public order. 

The question of bias in the context of impinging on the sovereign rights of states has 

particular significance in the energy sector. Thus the thesis analyses the grounds for 

bias in the case law dealing with energy. The study finds that while doctrines arising 

within the investment treaty system suggest the perception of bias, neither the study 

nor the evidence points to actual bias in a majority of energy cases. Nevertheless, the 

analysis suggests that there are several cases of bias, which may be termed ‘rotten 

apples’. These introduce inconsistency and contradictions into the system, and thus 

contribute to the legitimacy crisis and backlash among several states. The argument is 

that such examples inevitably instil fear within states that their rights to regulate for 

the public interest will be undermined. In turn, this threat within the investment treaty 

system may ‘chill’ the regulatory power of states. 
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Chapter	  1	  

Introduction	  

Part	  I:	  Introduction	  and	  Research	  Background	  	  

1.1	  International	  Framework	  for	  the	  Protection	  of	  Foreign	  Investment	  

The international law on foreign investment1 has undergone significant transformation 

and has attracted controversy over the last two decades. During its transformation in the 

aftermath of decolonisation, rich capital-exporting states have worked at restructuring 

historically contentious rules in the international investment regime. 2  The global 

integration of markets and moves towards economic liberalisation form the heart of the 

modern investment regime.3 In this era, international investment law has had to deal with 

an exponential growth in investment flows.4 The formation of the current investment 

regime is part of the transformation process in which host states – particularly those in the 

Third World5 – feel a strong incentive to encourage and enhance the flow of capital into 

their fragile economies through foreign direct investment (FDI).6 

                                                
1 In this thesis, the terms ‘the international law on foreign investment’, ‘international investment law’ 
and the ‘investment treaty system’ are used interchangeably. These terms refer to the regime that 
governs legal issues relating to foreign direct investment.  
2 A Anghie, ‘Finding the Peripheries: Sovereignty and Colonialism in Nineteenth-century International 
Law’ (1999) 40 Harvard International Law Journal 1, 2–5; A Anghie, Imperialism, Sovereignty and 
the Making of International Law (Cambridge University Press, 2007) 12–18 [hereinafter Anghie, 
‘Imperialism, Sovereignty and the Making of International Law’]; Kate Miles, ‘International 
Investment Law: Origins, Imperialism and Conceptualizing the Environment’ (2010) 21 Colorado 
Journal of International Environmental Law and Policy 1, 2–5; Kate Miles, The Origins of 
International Investment Law: Empire, Environment and the Safeguarding of Capital (Cambridge 
University Press, 2013) 21–8. 
3 R Doak Bishop, James Crawford and William Michael Reisman, Foreign Investment Disputes: 
Cases, Materials, and Commentary (Kluwer Law International, 2005) 2, 3. 
4 For further information about the annual inward and outward foreign direct investment stock between 
1980 and 2013, see <http://unctadstat.unctad.org/wds/TableViewer/tableView.aspx?ReportId=89> 
5  The categorisation of states in this research as First/Third World, South/North or 
developed/developing describes the states’ standing not on the basis of their industrialisation, volumes 
of trade or gross domestic products (GDP) but rather, borrowing from Mickelson, on the basis of a set 
of not always harmonious voices that seek the reform and rethinking of international law and 
international relations. K Mickelson, ‘Rhetoric and Rage: Third World Voices in International Legal 
Discourse’ (1998) 16 Wisconsin International Law Journal 353–60. See also BS Chimni, ‘Third World 
Approaches to International Law: A Manifesto’ (2006) 8 International Community Law Review 3, 4–5. 
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FDI takes place in the ostensible hope of benefiting both host states and foreign 

investors. On the one hand, foreign investors are involved in FDI to reduce their costs 

of production, increase business profits and become economically competitive on a 

worldwide scale. 7  Host states hope that FDI will assist with their economic 

development and rapid growth by providing employment, enhancing fiscal revenues, 

transferring technology and producing other positive spillovers. 8  Moreover, in 

contrast to portfolio investment that can be shifted overnight from the host state to 

some other jurisdiction, FDI has long time horizons, is free from speculative purposes 

and ostensibly has the aims of serving domestic markets, exploiting natural resources 

and enabling increased exports.9 While the annual FDI flow was US$25 billion in 

1973 and reached US$1.45 trillion in 2012, the forecast of the United Nations 

Conference on Trade and Development (UNCTAD) for the growth in foreign 

investment flow is nearly US$1.26 trillion in 2015.10 From Asia to Latin America and 

the Caribbean, more than half of inward foreign direct investment is absorbed by 

developing countries.11 This could not have happened without the advent, growth and 

development of the international investment law regime, the purpose of which is 

establishing a legal regime that ostensibly considers and protects the mutual interests 

of all the parties involved. 

                                                                                                                                       
6 See Beth A Simmons and Lisa L Martin, ‘International Organizations and Institutions’ in Walter 
Carlsnaes, Thomas Risse-Kappen and Beth A Simmons (eds), Handbook of International Relations 
(Sage, 2002) 192–211.  
7 UNCTAD, Foreign Direct Investment and Development, Series on Issues in International Investment 
Agreement (1999) 45. 
8  UNCTAD, World Investment Report 1999: Foreign Direct Investment and the Challenge of 
Development (1999) 2; Laura Alfaro et al, ‘How Does Foreign Direct Investment Promote Economic 
Growth? Exploring the Effects of Financial Markets on Linkages’ (2006) 91 Journal of Development 
Economics 242, 243–4. 
9 Nathan M Jensen, ‘Democratic Governance and Multinational Corporations: Political Regimes and 
Inflows of Foreign Direct Investment’ (2003) 57 International Organization 587, 588. 
10 Available at <http://unctad.org/en/PublicationsLibrary/webdiaeia2015d1_en.pdf> 
11  UNCTAD, World Investment Report 2013: Global Value Chains: Investment and Trade for 
Development (2013) iii. 
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The protection of investment is key to the success of investment flows.12  The 

principal objective of the regime of international investment law is the promotion of 

investment through a stable and predictable economic environment in the host 

states.13 Through this regime, the rule of law is developed and acts by formulating 

standards of treatment for the protection of investors, with which host states must 

comply. 14  Under this regime, these standards are meant to impose substantive 

obligations upon, and demonstrate credible commitments from, host states in order to 

promote investment and also enhance the protection of investors’ rights.15 

An international movement began in the 1960s to establish a credible investment law 

regime and achieve investment goals, namely through bilateral and multilateral 

international investment agreements (IIAs). Bilateral investment treaties (BITs) 

govern investment relations between two states, whereas multilateral investment 

treaties (MITs) are made between more than two states in an effort to bind each other 

to enforceable investment rules. While the number of BITs approached 3,271 in 

2014,16 with 179 countries being party to at least one, several attempts to conclude an 

overarching MIT have failed. 17  Because of this failure to establish a global 

multilateral investment treaty, investment law regimes have been established in 

                                                
12 WM Reisman and RD Sloane, ‘Indirect Expropriation and its Valuation in the BIT Generation’ 
(2004) 74 British Yearbook of International Law 115, 117; Andrew Paul Newcombe, Law and Practice 
of International Investment Treaties: Standards of Treatment (Kluwer Law International, 2009) 8–9. 
13 Jeswald W Salacuse and Nicholas P Sullivan, ‘Do BITs Really Work: An Evaluation of Bilateral 
Investment Treaties and Their Grand Bargain’ (2005) 46 Harvard International Law Journal 67, 67–9. 
14 M Sornarajah, The International Law on Foreign Investment (Cambridge University Press, 2010) 
21–9; Anghie, Imperialism, Sovereignty and the Making of International Law, above n 2, 18–32; Miles, 
above n 2, 21–3. 
15 Alvaros Santos, ‘The World Bank’s Use of the “Rule of Law” Promise’ in David M Trubek (ed), The 
New Law and Economic Development: A Critical Appraisal (Cambridge University Press, 2006) 3–5. 
16 UNCTAD, Reforming International Investment Governance (2015) XI, 
<http://unctad.org/en/PublicationsLibrary/wir2015_en.pdf> 
17 For example, the Multilateral Agreement on Investment (MAI) was a draft agreement negotiated 
between members of the OECD in 1995–98. Its purpose was to develop multilateral rules that would 
ensure international investment was governed in a more uniform way between states. When its draft 
became public in 1997, it drew widespread criticism from developing countries, particularly over the 
possibility that the agreement would make it difficult to regulate foreign investors. For more on the 
failures of the MAI, see generally Peter T Muchlinski, ‘The Rise and Fall of the Multilateral 
Agreement on Investment: Where Now?’ (2000) 34 The International Lawyer 1033; Eric Neumayer, 
‘Multilateral Agreement on Investment: Lessons for the WTO from the Failed OECD Negotiations’ 
(1999) 46 Wirtschaftspolitische Bloetter 618. 
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relation to specific areas such as energy, 18 and in regions such as North America.19 

These multilateral treaties bear considerable similarity to the BIT mechanism in terms 

of their structure, purpose and principles.  

The investment treaty system provides foreign investors with two different kinds of 

protection. The first is that the treaties establish substantive standards and regulations 

that prevent host states from taking measures against investors, such as unlawful 

expropriation20 or conduct contrary to the commitments of the state to provide fair 

and equitable treatment.21 The second protection granted to foreign investors in the 

treaty-based system is the mechanism of resolving disputes through arbitration on the 

basis of the prior consent of the host state to the investor–state dispute settlement 

(ISDS) system. 22  This latter mechanism makes the protection of investors in 

international investment law regime effective and enforceable. The dispute-settlement 

institution not only created the procedural rules, but implemented a judicial system 

that was intended to impartially enforce such rules.23 

The International Centre for Settlement of Investment Disputes (ICSID) was 

established in 1965 to create procedural rules for dispute settlement and to enforce 

them.24 The ICSID is a novel dispute-settlement mechanism to resolve investment 

                                                
18 Refer to the Energy Charter Treaty (ECT). Energy Charter Treaty, opened for signiture 17 December 
1994, 2080 UNTS 95, 34 ILM 360 (entered into force April 16, 1998),  
<http://www.ena.lt/pdfai/Treaty.pdf>. [hereinafter The ECT Charter] 
19 Refer to the North American Free Trade Agreement (NAFTA). North American Free Trade 
Agreement (NAFTA) 32 ILM 289, 605 (entered into force 1 January 1994). See 
<http://www.international.gc.ca/trade-agreements-accords-commerciaux/agr-acc/nafta-
alena/index.aspx?lang=eng>. [hereinafter NAFTA Agreement] 
20 For example, Article 13 (1) of ECT provides that, ‘Investments of Investors of a Contracting Party in 
the Area of any other Contracting Party shall not be nationalized, expropriated or subjected to a 
measure or measures having effect equivalent to nationalization or expropriation.’ The ECT Charter, 
above n 18. 
21 For example, Article 1105 (1) of NAFTA provides that, ‘Each Party shall accord to investments of 
investors of another Party treatment in accordance with international law, including fair and equitable 
treatment and full protection and security.’ NAFTA Agreement, above n 19. 
22 Thomas Wälde, ‘The Umbrella Clause in Investment Arbitration: A Comment on Original Intentions 
and Recent Cases’ (2005) 6 Journal of World Investment & Trade 183.  
23 Douglass C North, ‘Institutions and Credible Commitment’ (1993) 149 Journal of institutional and 
Theoretical Economics 21. 
24 The International Centre for Settlement of Investment Disputes (ICSID) was established in 1965 by 
the Convention on the Settlement of Investment Disputes Between States and Nationals of Other States 
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disputes because of three features. First, by conferring the status of international legal 

personality on individuals, the ICSID aggrandises foreign investors in order to facilitate 

the settlement of investment disputes between states and foreign investors. Second, this 

settlement mechanism is supported through the blanket consent of states and their 

unilateral promises to arbitration, without the need for an independent arbitration 

agreement. Therefore, the state’s consent to arbitration is confirmed from the time the IIA 

takes effect, while the investor’s consent comes into play from the time they determine to 

initiate the arbitral proceeding against the host state.25 Third, in an effort to depoliticise 

and delocalise investment disputes,26 the ICSID Convention prohibits contracting states 

from having recourse to diplomatic protections to avoid cases against them.27 This is 

coupled with dismissal of the necessity of the exhaustion of local remedies once the host 

state violates the investor’s rights. This is due to entirely disengaging the dispute-

settlement mechanism from the national legal system. 

1.2	  The	  Regulatory	  Autonomy	  of	  Host	  States	  	  

In the promotion of economic liberalisation, the protective regime of foreign investors 

in international investment law has generated significant controversy within academia 

and from a number of sovereign states, and has made development in this area of 

international law highly contested.28 At the heart of the controversy is the conflict 

between the protection of the interests of foreign investors, and the sovereign rights 

and regulatory autonomy of host states. Accordingly, while states wish to exercise 

their sovereign power within their territory in the public interest, foreign investors 

                                                                                                                                       
(known as the ICSID Convention and also as the Washington Convention). Over 158 countries have 
signed the ICSID Convention. Convention on the Settlement of Investment Disputes Between States and 
Nationals of Other States, opened for signature 18 March 1965 (entered into force 17 October 1966), 
575 UNTS 159. [hereinafter The ICSID Convention]  
25 Jan Paulsson, ‘Arbitration Without Privity’ (1995) 10 ICSID Review 232, 234–5. 
26 See generally Ibrahim  Shihata, Toward a Greater Depoliticization of Investment Disputes: The 
Roles of ICSID and MIGA (ICSID, 1986); Aurgustus Asante Agyernang, ‘The Suitability of Arbitration 
for Settling “Political” Investment Disputes Involving African States’ (1988) 22 Journal of World 
Trade 123. 
27 The ICSID Convention, above n 24, Article 27(1). 
28 Sornarajah, above n 14, 1; Rudolf  Dolzer and Magrete Stevens, Bilateral Investment Treaties 
(Martinus Nijhoff, 1995) 108; Jürgen Voss, ‘The Protection and Promotion of Foreign Direct 
Investment in Developing Countries: Interests, Interdependencies, Intricacies’ (1982) 31 International 
and Comparative Law Quarterly 686. 
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seek a high degree of protection of their assets and investments against a host state’s 

potential actions.  

The exercise of sovereign power is the right of states under customary international 

law to control and regulate matters within their borders.29 To exercise this power, 

states promote, regulate and balance economic activities alongside, and with concern 

for, a range of other domestic priorities, including the protection of: 

Ø public health and safety against any threat 

Ø energy and natural resources against illegal and unfair exploitation 

Ø the environment against pollutants 

Ø water supply, sewerage systems, and 

Ø the society against activities that may harm public morals and order.  

Since the ISDS regime was established, foreign investors have brought a number of 

claims against host states under the jurisdiction of international arbitral tribunals. 

Tribunals in some of these cases have held that states are obliged to pay investors 

compensation for implementing measures to protect these essential public interests.30 

While appropriately compensating the owner for the loss of property or investment is 

unchallengeable under international and domestic law, there is significant concern 

about a so-called ‘chilling effect’.31 To avoid the risk of paying billions of dollars of 

compensation as the legal consequence of the treaty commitments, host states might 

retreat from protecting the environment, their natural resources or public health.32 

                                                
29 Howard Mann, ‘Investment Agreements and the Regulatory State: Can Expections Clauses Create a 
Safe Haven for Governments?’ (Forum for Developing Country Investment Negotiators, 2007) 2. 
30 See, e.g., Metalclad Corp v United Mexican States (119 ILR 647, 2002); Methanex Corporation v 
United States of America (Final Award on Jurisdiction and Merits) (UNCITRAL, NAFTA Arbitral 
Tribunal, 2005); Azurix Corp v Argentine Republic, (Award) (ICSID Case No ARB/01/12, 14 July 
2006); Tecnicas Medioambientales Tecmed SA v United Mexican States (Award) (ICSID Case No. 
ARB(AF)/00/2, 29 May 2003). 
31 Leyla Davarnejad, ‘Strengthening the Social Dimension of International Investment Agreements by 
Integrating Codes of Conduct for Multinational Enterprises’ (OECD Global Forum on International 
Investment, 2008) 3. For further discussion of the ‘chilling effect’, see section 2.3, Chapter Two. 
32 Examples include the privatisation of water utilities in Bolivia; environmental protection measures in 
Yemen; measures associated with financial collapse due to the shrinking of the national exchange in 
Indonesia

 
and Argentina; and even the transition from the old order to the new order in the privatisation 

of mineral ownership after the apartheid regime in South Africa. See Suez, Sociedad General de Aguas 
de Barcelona SA, and Vivendi Universal SA and the Argentine Republic, and AWG Group v the 
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Consequently, the ability of the sovereign host states to set and change substantive 

policies has been undermined. Host states find themselves in a double bind of 

struggling to preserve their sovereign autonomy in the context of taking regulatory 

measures that are in the public interest but that may be held to infringe the property 

rights of foreign investors, thus making them liable to compensate investors.  

In light of complex developments relating to the protection of investors’ rights and the 

public interests of states, the academic scholarship in this area suggests that there is a 

‘looming legitimacy crisis’, and that there are ‘growing pains’33  in the current 

investment protection mechanism. The rise of this legitimacy crisis can be described 

and analysed from three perspectives: (1) the historical conflict between First World 

home states and Third World host states; (2) the backlash against the modern 

investment treaty system from Third World states; (3) the retreat of First World states 

from the modern investor–state system. 

First, from an historical perspective, the First World home states of foreign investors 

traditionally have exercised specific measures that safeguard the investment of those 

investors.34 Examples include ‘gunboat diplomacy’35 or ‘diplomatic protection’,36 and 

                                                                                                                                       
Argentine Republic, (Decision on Liability) (ICSID Case No. ARB/03/19, 30 July 2010); Suez 
Sociedad General de Aguas de Barcelona SA and Interagua Servicios Integrales de Agua SA v The 
Argentine Republic, (Decision on Liability) (ICSID Case No ARB/03/17, 30 July 2010); Yemen 
Exploration and Production Company v Republic of Yemen (ICC Case No. 14108/EC, 29 June 2007); 
Karaha Bodas Company LLC v Perusahaan Pertambangan Minyak Dan Gas Bumi Negara and PT 
PLN (Persero) (ad hoc arbitration, UNCITRAL rules, December 18, 2000); Piero Foresti et al. v 
Republic of South Africa (ICSID Case No. ARB (AF) /07/1, 4 August 2010). 
33 Susan D. Franck, ‘The Legitimacy Crisis in Investment Treaty Arbitration: Privatizing Public 
International Law through Inconsistent Decisions’ (2005) 73 Fordham Law Review 1521, 1610. 
34 Eric J Gottwald, ‘Leveling the Playing Field: Is it Time for a Legal Assistance Center for Developing 
Nations in Investment Treaty Arbitration?’ (2006) 22 American University International Law Review 
237, 241. 
35 Susan D. Franck, ‘Challenges Facing Investment Disputes: Reconsidering Dispute Resolution in 
International Investment Agreements’ in Karl P. Sauvant (ed), Appeals Mechanism in International 
Investment Disputes (Oxford University Press, 2008) 149.  
36 The system of diplomatic protection as the customary international law means of protecting foreign 
investors by their home state is insufficient in providing efficient protection to foreign investors due to 
the contradiction of this mechanism with ‘modern economic activity’. It also disregards ‘the stability, 
predictability and enforceability of host state commitments’ that investors require. See Stephan W 
Schill, ‘Private Enforcement of International Investment Law: Why We Need Investor Standing in BIT 
Dispute Settlement’ in Michael Waibel et al. (eds), The Backlash Against Investment Arbitration: 
Perceptions and Reality (Kluwer Law International, 2010) 29, 45.  
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the promulgation of investment treaties such as ‘Treaties of Friendship, Commerce 

and Navigation’. 37  The consequent wave of legal instability and anti-foreigner 

sentiment in South America in the nineteenth century created the Calvo Doctrine, 

which required that foreigners should be treated neither worse nor better than the 

citizens of a country – in other words, equally.38 In contrast, the US Hull formula of 

the 1930s and 1940s introduced the concept of ‘international minimum standards’ for 

foreigners, 39 suggesting that foreign investors should be treated according to the 

standards of treatment applied amongst ‘civilized nations’.40 This formula, which was 

designed to favour foreign investors, was at the heart of the conflict between the First 

and Third World in the international law on foreign investment. Despite this conflict, 

the Hull formula became dominant in investment arrangements between the First and 

Third Worlds, until the advent of the modern investment treaty system and the rush in 

the Third World for countries to become signatories to investment treaties.41  

Second, the modern treaty system has provided a stronger protection mechanism for 

investors than the earlier investment arrangements. This protection mechanism has 

implications for the sovereign power of states to regulate for the public interest. 

Consequently, although many host states rushed to sign investment treaties, during the 

last decade they have begun to challenge the current treaty system. They assert that 

their claims to sovereignty should have more weight than the specific concerns around 

protecting particular kinds of investors. This new resistance movement led to a series 

of denunciations of ICSID by the Third World. These began with Bolivia in 2007,42 

                                                
37 Miles, above n 2, 24. 
38 Donald Richard Shea, The Calvo Clause: A Problem of Inter-American and International Law and 
Diplomacy (University of Minnesota Press, 1955) 19–20. For further discussion, see section 1.1.2, 
Chapter Two. 
39 G Hackworth, Digest of International Law (United States Government Printing Office, 1942) 658. 
For further discussion, see section 1.1.2, Chapter Two. 
40 OECD, ‘Fair and Equitable Treatment Standard in International Investment Law’ (2004) OECD 
Working Papers on International Investment 1, <http://www.oecd.org/daf/inv/investment-policy/WP-
2004_3.pdf> 
41 Lauge N Skovgaard Poulsen and Emma Aisbett, ‘When the Claim Hits: Bilateral Investment Treaties 
and Bounded Rational Learning’ (2013) 65(02) World Politics 273, 276. 
42 See <https://www.foodandwaterwatch.org/global/latin-america/bolivia/bolivia-withdraws-from-
world-bank-investment-court> 
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followed by Ecuador in 200943 and Venezuela in 201244 when the latter withdrew 

from the ICSID Convention; it reached a climax in 2013, with other states, such as 

Argentina and India, threatening to withdraw. 45  A wave of renegotiations or 

terminations of investment treaties has also been set in motion by several developing 

countries. 46  These renegotiations or terminations have been coupled with the 

reluctance of several states, such as Indonesia, South Africa and the Philippines, to 

sign new investment treaties.47 In light of this recent backlash, it is evident that the 

initial fervour for the modern investment regime has weakened, and some states that 

have adopted it in recent times are currently looking back with regret to the time when 

they once fiercely advocated the pre-eminence of national jurisdiction on the basis of 

the Calvo Doctrine.48 As such, regardless of the potential benefits for both the First 

and Third Worlds of BITs and the dispute-settlement mechanisms they incorporate, a 

wave of scepticism concerning the legitimacy of the investment treaty regime has 

gathered force. Increasingly, scholars raise the prospect of a crisis of legitimacy for 

the whole project.49  

Third, the crisis in the legitimacy of the system has taken a surprising turn, with the 

backlash against the regime involving First World states. This dramatic turn appeared 
                                                
43 See <http://www.brettonwoodsproject.org/2009/07/art-564878> 
44 See <https://www.iisd.org/itn/2012/04/13/venezuelas-withdrawal-from-icsid-what-it-does-and-does-
not-achieve> 
45 See <http://herbertsmithfreehills.com/-/media/HS/L-190112-18.pdf> 
46 In India, for example, discussions on the renegotiation of previous investment treaties are in 
progress. See <http://articles.economictimes.indiatimes.com/2014-12-
16/news/57112387_1_investment-treaty-coal-india-tci-cyprus-holdings> 
47 In Notice 961 of 2009, South Africa also began a review of its entire IIA program. See <http://us-
cdn.creamermedia.co.za/assets/articles/attachments/22329_not_961.pdf>. Examples of cases against 
the Philippines include SGS v Philippines (ICSID Case No. ARB/02/6, 29 January 2004); GPS v 
Philippines (ICSID Case No. ARB/02/06, 2006); Fraport AG Frankfurt Airport Services Worldwide v 
Philippines (ICSID Case No. ARB/03/25, 2007). See also <http://www.ft.com/intl/cms/s/0/3755c1b2-
b4e2-11e3-af92-00144feabdc0.html#axzz3Ur1ZNlVS> 
48 Sornarajah, above n 14, 184–5. 
49 Daniel suggests that the current investment protection regime ‘enfeeble[s] host state governments 
and, in sharp contrast to the claims made by supporters of BIT, will end up discrediting the normative 
legitimacy of the BIT as a rule of law demonstration project’ (Ronald J Daniels, ‘Defecting on 
Development: Bilateral Investment Treaties and the Subversion of the Rule of Law in the Developing 
World’ (2004)  Faculty Workshop, Faculty of Law, University of Toronto 2, cited in Susan D Franck, 
‘Foreign Direct Investment, Investment Treaty Arbitration, and the Rule of Law’ (2006) 19 Pacific 
McGeorge Global Business & Development Law Journal 337, 368–9). 
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first in the 2012 US Model BIT, which was framed in such a way as to reduce the 

previously extensive rights of foreign investors and increase the discretion of states by 

enacting an expansive list of allowable exceptions, particularly in relation to 

environmental and human rights. 50 A range of Organization for Economic Co-

operation and Development (OECD) Model BITs now follow suit because, if the 

United States, ‘the world’s leading capital exporter, the state responsible for 

establishing the Hull Rule, for discrediting the Calvo Clause, and for creating a 

perfected investor–state arbitration clause is now emphasising the need to protect its 

sovereign prerogatives, others are sure to follow’.51 Examples of this trend include the 

latest Canadian Model Investment Protection Treaty52 and a model IIA developed by 

Norway in 2008.53 The backlash, seen through these changes in approach, extends to 

opposition against the investor–state dispute-settlement clause in IIAs by some 

developed countries, such as Australia. For example, in 2010 the Gillard government 

in Australia announced that it was not willing to sign any investment treaties with an 

investment dispute-settlement clause in Australia’s BITs.54 Russia has also decided 

not to join the ECT, and has terminated the provisional application of the ECT to 

investment cases against it.55 

It therefore appears that the system, which was set up to favour foreign investors, is 

now recognised as having the effect of imposing unacceptable limitations on the 

                                                
50 José Alvarez, ‘The Return of the State’ (2011) 20 Minnesota Journal of International Law 223, 237. 
51 ibid. 
52 Canada’s Model Bilateral Investment Treaty is known as a Foreign Investment Promotion and 
Protection Agreement (FIPA). See Canada’s Foreign Investment Protection and Promotion Agreement 
Model (2003) <http://www.international.gc.ca/trade-agreements-accords-commerciaux/agr-acc/fipa-
apie/index.aspx?lang=eng> 
53 See <http://www.iisd.org/itn/2009/06/08/norway-shelves-its-proposed-model-bilateral-investment-
treaty> 
54 See <http://www.iisd.org/itn/2011/07/12/australias-rejection-of-investor-state-dispute-settlement-
four-potential-contributing-factors>. There is also a current debate in Australia in relation to signing 
the Trans-Pacific Partnership (TPP) between 12 countries, including Australia and the United States. 
One major issue in establishing this treaty agreement is the provisions concerning the dispute-
settlement mechanism in the TTP, and the opposition of some state parties – including Australia – to 
such provisions. For further information refer to 
<http://www.abc.net.au/radionational/programs/backgroundbriefing/isds-the-devil-in-the-trade-
deal/5734490> 
55 Decree No. 1005-r, issued by the Government of the Russian Federation on 30 July 2009. See 
Jeswald W Salacuse, The Law of Investment Treaties, 2nd ed. (Oxford University Press, 2015) 20. 
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sovereignty of its founders, the First World capital exporting states. Developed states, 

originally concerned with securing the highest protection for their investors, are now 

showing signs of participating in a retreat from the neo-liberal project of substantive 

protection for investors in the investment treaty regime.56  The impact on their 

sovereignty, whether in developing or developed states, is the basis of the current 

scepticism and legitimacy crisis in the investment treaty system, which may hinder 

capital flow and economic growth in the states.57  

Part	  II:	  The	  Research	  Arguments	  and	  Methodology	  	  

This thesis argues that at the centre of this challenge in the investor–state dispute 

settlement is whether there are reasonable grounds for the perception by host states 

that the system is biased towards investors. The perception is that bias acts in favour 

of investors over measures taken by host states in the public interest. The main 

argument of this study is that the current system is designed, and functions, in a way 

that puts too much power in the hands of tribunals to rule on matters that are outside 

of the scope of the intentions of state parties to treaties, and to limit the sovereign 

powers of states to regulate public interests or controlling public order. 

The perception of bias has emerged from a range of investment disputes in the last 

decade where investors claimed that states had violated their rights under investment 

treaties. Forty-two cases were initiated in 2014, with the total number to date 

exceeding 600 cases;58 40 per cent of total of the claims were against First World 

countries and the balance against Third World countries (Figure 1). 

 

                                                
56 Miles, above n 2, 501–2; M Sornarajah, ‘A Law for Need or a Law for Greed? Restoring the Lost 
Law in the International Law of Foreign Investment’ (2006) 6 International Environmental 
Agreements: Politics, Law and Economics 329, 331; M Sornarajah, ‘The Retreat of Neo-Liberalism in 
Investment Treaty Arbitration’ in Catherine A Rogers and Roger P Alford (eds), The Future of 
Investment Arbitration (Oxford University Press, 2009) 295. 
57 Michael Waibel et al, The Backlash against Investment Arbitration: Perceptions and Reality (Kluwer 
Law International, 2010) xxxvii; Asha Kaushal, ‘Revisiting History: How the Past Matters for the 
Present Backlash Against the Foreign Investment Regime’ (2009) 50 Harvard International Law 
Journal 491, 525–8. 
58 UNCTAD, Investor–State Dispute Settlement: Review of Development in 2014 (May 2015) 1, 
<http://unctad.org/en/PublicationsLibrary/webdiaepcb2015d1_en.pdf> 
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Figure 1. Known ISDS cases, annual and cumulative (1987-2014) 

Source: UNCTAD 59 

              

The claims involve amounts ranging from US$120 million to US$50 billion in the 

recent award against Russia in the energy case of Yukos v Russia, the largest award in 

the history of ISDS.60 Of the cases that had been concluded by the end of 2014, 37 per 

cent of arbitral awards (132 cases) rendered judgment in favour of host states, 25 per 

cent of disputes (87 cases) were decided in favour of foreign investors and 28 per cent 

of disputes (101) were settled (Figure 2).  

Figure 2. Results of concluded cases (total as of end 2014) 

Source UNCTAD 61 

                         

                                                
59 ibid. 
60 Yukos Universal Ltd v Russia, (Award) (PCA AA 227, 18 July 2014). 
61 UNCTAD, above n 58. 
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When the data are aggregated at a general level, states prevail in a larger number of 

cases than investors. However, it must be asked why the profound sense of 

disaffection in the system of dispute settlement continues to mount.62 At issue is 

whether the system is functioning properly and providing justice, or whether the 

concerns about legitimacy and allegations of bias are merely those of disgruntled 

respondent states on the losing end of a maturing, just and fair system. This is the key 

question for this thesis: whether the perception of bias is well-founded and valid.  

Academic scholarship recognises that there are two forms of bias: explicit individual and 

implicit systemic.63 This study focuses on implicit systemic bias and examines the source 

of the bias in the design and function of the system. Systemic bias relates to the way in 

which the treaty norms and standards ‘are crafted, applied and adjudicated’ in the 

investment treaty system.64 By contrast, the perception of explicit bias is associated with 

the integrity of arbitral tribunals.65 Factors that are relevant for allegations of explicit bias 

include the examination of the development status of states, the nationality of arbitrators 

and influence over specific appointments of arbitrators.66  

                                                
62 Gus van Harten, ‘Perceived Bias in Investment Treaty Arbitration’ in Michael Waibel et al (eds), The 
Backlash Against Investment Arbitration: Perceptions and Reality (Kluwer Law International, 2010) 
434; José Alvarez and Kathryn Khamsi, ‘The Argentine Crisis and Foreign Investors: A Glimpse into 
the Heart of the Investment Regime’ in The Yearbook on International Investment Law and Policy 
(Oxford University Press, 2009) 4; Kaushal, above n 57, 492; Sornarajah, above n 14, 224, 465. 
63 Stavros Brekoulakis, ‘Systemic Bias and the Institution of International Arbitration: A New Approach 
to Arbitral Decision-Making’ (2013) 4 Journal of International Dispute Settlement 553, 559–60. 
64 James Gathii, ‘Third World Approaches to International Economic Governance’ in Richard Falk, 
Jacqueline Stevens and Balakrishnan Rajagopal (eds), International Law and the Third World, 
Reshaping Justice (Routledge-Cavendish, 2008) 261. It is important to distinguish between systemic 
and systematic bias, because they imply different outcomes. Systematic bias means acting according to 
a fixed plan or system, and would result in the majority of cases being determined in a certain way. 
However, systemic bias means that results are in some way skewed by the design of the system itself, 
and therefore tend to be inconsistent and often contradictory. 
65 Brekoulakis, above n 63, 559–60. 
66 See, e.g., Susan D Franck, ‘Empiricism and International Law: Insights for Investment Treaty 
Dispute Resolution’ (2007) 48 Virginia Journal of International Law 767; Susan D Franck, 
‘Empirically Evaluating Claims About Investment Treaty Arbitration’ (2007) 86 North Carolina Law 
Review 1. Susan D Franck, ‘Development and Outcomes of Investment Treaty Arbitration’ (2009) 50 
Harvard International Law Journal 435 [hereinafter ‘Franck, Development and Outcomes of 
Investment Treaty Arbitration’]; Susan D Franck, ‘The ICSID Effect-Considering Potential Variations 
in Arbitration Awards’ (2010) 51 Virginia Journal of International Law 825; Gus Van Harten, 
‘Arbitrator Behaviour in Asymmetrical Adjudication: An Empirical Study of Investment Treaty 
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To date, the question of systemic bias has not been studied a great deal, but there is a 

fair amount of scholarship around the issue of explicit bias. For example, in her 

ground-breaking research, Franck finds no evidence that could prove the partiality of 

arbitrators in the examination of the factor of the development status of respondents.67 

In that study, Franck dismisses any relationship between the development status of 

states and the question of whether the Third World is unfairly affected, or the First 

World unfairly privileged.68 Finally, she draws the inference that ‘the outcome of 

investment treaty arbitration was not reliably associated with the development status 

of the respondent state, the development status of the presiding arbitrator, or some 

interaction between those two variables’.69  

Within the sparse literature on systemic bias, Ortino found that moving away from the 

simplistic and binary ‘pro-investor v pro-states’ dichotomy is an effective way of 

assessing bias.70 He argues that the roots of the perception of bias should be analysed in 

light of the core nature and main object of this system.71 The object of the international 

investment legal regime, in his view, is to ensure the protection of foreign investors 

through designing a system of judicial review reserved for foreign investors, and setting 

up a normative framework for the control of public decision-making at the domestic 

level.72 He argues that the way investment tribunals apply and interpret standards and 

                                                                                                                                       
Arbitration’ (2012) 50 Osgoode Hall Law Journal 211; Daphna Kapeliuk, ‘The Repeat Appointment 
Factor: Exploring Decision Patterns of Elite Investment Arbitrators’ (2010) 96 Cornell Law Review 47. 
67 Franck, ‘Development and Outcomes of Investment Treaty Arbitration’ ibid., 458. 
68 ibid., 446. 
69 ibid., 446. For some critiques on Franck’s empirical research, see Kevin P Gallagher and Elen 
Shrestha, ‘Investment Treaty Arbitration and Developing Countries: A Re-Appraisal’ (2011) 
12 Journal of World Investment and Trade 919, 920–25. Further, using a different set of factors, Van 
Harten offers tentative evidence of regime bias in terms of jurisdictional issues in ISDS, noting that 
arbitrators ‘tend to benefit claimants … by allowing more claims to proceed, especially in cases where 
the claimant is from a Western capital-exporting state.’ This quantitatively driven set of results has 
enabled him to conclude that not enough evidence exists of actual bias in any particular case or against 
any individual. Gus Van Harten, ‘Pro-Investor or Pro-State Bias in Investment-Treaty Arbitration? 
Forthcoming Study Gives Cause for Concern’ (2012)  Investment Treaty News. 
<https://www.iisd.org/itn/2012/04/13/pro-investor-or-pro-state-bias-in-investment-treaty-arbitration-
forthcoming-study-gives-cause-for-concern> 
70 Federico Ortino, ‘The Investment Treaty System as Judicial Review’ (2013) 24 American Review of 
International Arbitration 437, 438. 
71 ibid., 441. 
72 ibid., 443–4. 
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norms simply reflects their function within a broader pro-investor structure of giving 

investors power that they do not otherwise have.73 The difficulty with Ortino’s argument 

is that it appears to presume this is the only way to view the purpose of the system and 

how states interact with it. Thus a broader inquiry is necessary to address the question of 

systemic bias and to explore the grounds of its perception. 

This thesis takes these discussions further by examining the systemic bias through an 

analysis of doctrinal developments within investor–state dispute settlement. The 

investment treaty system is in crisis in terms of its legitimacy, and what is 

unexamined and under-explored in the existing literature is whether concerns about 

the legitimacy of the system might be based on the ways by which doctrines have 

emerged, developed and matured. This study explores the idea that the doctrines 

emerging from this system are being shaped and developed to suggest or facilitate the 

perception of bias. The question being examined is how the perception of bias is 

arising and what might be influencing this perception. This study suggests that the 

way to deal with this question is to explore the development of the doctrines and the 

way the doctrines are interpreted and applied. 

In this thesis, doctrinal development in the law of investment treaties arises, inter alia, 

from different interpretive approaches adopted by investment tribunals. Such different 

interpretive approaches arguably stem from the indeterminate state of norms in the 

system, namely through general, open-textured and ambiguous treaty standards. The 

vague treaty standards in turn generate growing jurisprudential inconsistencies. The 

study explores different interpretive approaches of tribunals, and examines 

(1) whether and how the existing normative framework in the investment treaty 

system gives a high degree of discretion to tribunals to act as ‘rule-makers’; and 

(2) how the discretionary and rule-making powers of tribunals impact on the 

sovereign power of states to regulate for their public interests. The argument proposed 

by this doctrinal analysis is that there are grounds for perception of bias where the 

tribunals extend the law in a way that does not reflect the original intentions of parties 

to investment treaties, and exceed their powers to interpret and apply treaty standards, 

both at the cost of the public interests of the host states. 

                                                
73 ibid., 444–5.  
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Furthermore, drawing from doctrinal development to shape the international law on 

foreign investment, the study examines the conflict between the protection of 

investors’ rights and public interests. The study examines whether deference to 

sovereign rights of states acts as a factor in giving sovereign host states and their 

policy choices more credibility and support. The argument in this doctrinal analysis is 

that lack of deference appears to be a reasonable ground for the perception of bias 

towards investors. The study raises the discussion of deference by exploring 

(1) whether and how deference could limit the review power of investment tribunals 

to scrutunise and second-guess the public policy choices of states; and (2) how 

deference to the host states’ measures could be also achieved through taking the role 

of investors in the dispute into consideration. 

In its doctrinal analysis of systemic bias, the focus of the research is not on whether 

all cases point to bias; rather, the line of inquiry is whether doctrinal direction 

develops jurisprudence in a way that can be characterised or perceived as showing 

bias towards investors. Also, the doctrinal inquiry of the research is beyond the simple 

accounting of losers and winners. The discussion of perceived bias in this study is 

whether it has some foundation in reality, regardless of whether states find themselves 

on the losing or winning side of an argument. 

Overall, while the core argument of this research deals with the grounds for the 

perception of bias in doctrinal developments, the study endeavours to contribute to the 

literature on the international investment law regime, and to provide 

recommendations that go towards enhancing the legitimacy of this regime. 

Part	  III:	  Research	  Scope	  and	  Significance	  

The thesis focuses mainly on the case law dealing with energy to develop the 

argument that the perception of bias is valid. These cases include investment disputes 

in the oil, gas, mining and electricity sectors. The thesis is analytical, based 

principally on the review of energy arbitral decisions and investment treaties. Further, 

the research involves reviews of the extensive literature in this field. While there is 

considerable literature on the issue of the legitimacy crisis in the investment treaty 

regime, there is little work published to date tracing and analysing the grounds of the 

potential crisis and of the perception of bias, specifically in the energy sector. This 
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research thus has specific significance for analysis of systemic bias in the energy 

sector, but it also has relevance for other areas in international investment law.  

There are three reasons for using cases from within the energy industry for this 

research. The first is that, although a number of studies exist that examine the core 

problem of the crisis in legitimacy of the investment treaty system, little has been 

done to isolate and examine cases in the energy sector that highlight their 

contributions to the problems. Second, the ever-increasing demand for energy 

resources from emerging economies, and the competition among industry players in 

investing in this field, are very high. Consequently, tensions between private 

international energy firms and host states are becoming increasingly frequent, long-

lasting and serious. This is demonstrated by the large number of disputes in this field: 

oil, gas, mining and electrical power constituted 38 per cent of disputes brought to 

ICSID until 2013,74 while 18.4 per cent of international commercial disputes in the 

International Chamber of Commerce (ICC) were in the energy and mining industries 

in the same period (see Figure 3). 

Figure 3. Energy and non-Energy Disputes 

Source: ICC data75  

                 

                                                
74 See ICSID data on state investment disputes, 
<https://icsid.worldbank.org/apps/ICSIDWEB/resources/Documents/2013-%201%20English.pdf> 
75  See ICC data on international commercial disputes, <http://www.iccwbo.org/products-and-
services/arbitration-and-adr> 
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The third overarching reason is that the energy sector is always linked to the essential 

needs of citizens for survival, development and future security, and to essential 

environmental conservation initiatives. Investments in the energy sector also have the 

potential to impact on national sovereignty over natural resources.76 The doctrinal 

analysis of the study of systemic bias in this research emphasises the rights of states to 

regulate for the public interest. It is in the energy sector that the conflict between the 

commercial interests of international investors and the public interests and sovereignty 

of the host states are likely to arise, and most likely to strike deeply into areas of public 

welfare and environmental concern. Therefore, to safeguard public interests and 

national sovereignty over natural resources, all states focus on the sensitive area of the 

energy sector. This focus sometimes gives rise to intervention in investors’ rights, and 

in turn violations of treaty standards and norms. In recent energy disputes, the states’ 

use of public interest as a general defence demonstrates how crucial this consideration 

is in the energy investment sector. Considerations of public interest also explain why 

the energy field is distinctly more liable to conflict and disputes between investors and 

states than other sectors. Thus the energy sector is a highly sensitive one for sovereign 

states, and there is serious concern that energy investment tribunals are giving primacy 

to investors’ rights rather than protecting the essential needs and interests of their 

national citizens. 

The next methodological step is to narrow the research to a close analysis of a number 

of leading awards, which have been identified by later tribunals and in the 

commentary as indicating a perception of bias in the ISDS system. The energy cases 

in this analysis are selected based on the way in which the rights of states to regulate 

for the public interest are allegedly undermined by arbitral tribunals. The justification 

for the selection of the cases within the energy sector is that as the result of the 

tribunals’ decisions, interference in the public interests of the host states is involved. 

The study argues that this interference leads to the perception of bias.  

Examples of the energy cases which are analysed in this study are Yukos v Russia,77 

Occidental v Ecuador78 and several cases against Argentina. The first of these, the 

                                                
76 Graham Coop, ‘Introduction’ in Eric De Brabandere and Tarcisio Gazzini (eds), Foreign Investment 
in the Energy Sector (Brill|Nijhoff, 2014) 1. 
77 Yukos v Russia, above n 60. 
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Tribunal’s decision in Yukos, is the most recent and detailed award which is explored 

in depth in this study. In Yukos which was decided in 2014, the Permanent Court of 

Arbitration (PCA) rendered an award against Russia on the ground that a series of 

measures taken by Russia violated Russia’s obligations under the ECT. Russia had 

argued that its measures against foreign investors were in line with its public 

interests.79 Thus, the interference of the Tribunal into the State’s sensitive public 

issues partly led to Russia’s withdrawal from the Energy Charter Treaty because of its 

perception that the investment treaty system was biased against the interests of its 

people in favour of investors.80 In the Occidental case, the dispute arose out of the 

alleged breach of the US–Ecuador BIT through implementing measures involving 

value-added tax (VAT) claims.81 As in the Yukos case, the perception by the host state 

of bias arose out of undermining the fundamental rights of the State to exercise power 

in regulating for the public interests.  

Finally, this thesis analyses a series of cases brought against Argentina, which arose 

in the aftermath of the Argentina crisis in 2000. In circumstances of severe financial 

crisis, Argentina enacted the Emergency Law, whereby in the urgent public interest, 

the government abolished many of the energy sector regulations that had benefited 

investors.82 As the result of this strategy, the economy of Argentina started to grow at 

the domestic level in 2003. Yet, at the international level, 46 cases have been brought 

against the state since 2001 pursuant to alleged violation of several investment treaty 

standards, including fair and equitable treatment and indirect expropriation. In what 

became known collectively as the Argentine Gas Cases, CMS Energy, Sempra 

Energy, Enron and LG&E brought their claims before ICSID under the US–Argentina 

BIT. 83  In these four energy cases, 84  tribunals found that despite Argentina’s 

                                                                                                                                       
78 Occidental Petroleum Corporation and Occidental Exploration and Production Company v Republic 
of Ecuador (Award) (ICSID Case No. ARB/06/11, 5 October 2012). 
79 ibid., para 267. 
80 For further discussion on reasons for Russia’s withdrawal from ECT, see Monica Waloszyk, Law 
and Policy of the European Gas Market (Edward Elgar, 2014) 74–80. 
81 ibid., para 478. 
82  Law No. 25.561  (6 January 2002). For the description of the law see: 
<http://lexuniversal.com/en/articles/913> 
83 US–Argentina BIT, Treaty Concerning the Reciprocal Encouragement and Protection of Investment, 
S. Treaty Doc. No. 103-2, (1993), <http://2001-2009.state.gov/documents/organization/43475.pdf> 



 20 

emergency response to the circumstances of financial collapse and its rights to 

regulate for the public interest to manage the crisis, it violated its treaty obligations. 

The disputes and subsequent arbitral awards have contributed to the perception of bias 

in the ISDS system not only in Argentina, but also in other South American countries 

including Venezuela and Bolivia.85 Thus, while the energy sector is the basis of the 

case study in this thesis, the violation of the right of states to regulate for public 

interests justifies the selection of the cases which are analysed. 

Since there are similarities in issues arising from non-energy disputes in terms of the 

protection of the public interest, the study finds the analysis of the investment tribunals 

in other sectors relevant and influential in the examination of an apprehension of bias in 

energy case law. Conversely, focusing on energy case law in this study does not mean 

that the perception of bias is unlikely to arise in other sectors. 

Part	  IV:	  Research	  Outline	  

The argument in this thesis is presented in seven chapters, including this introduction, 

which sets out the research question and project. The overall structure of the thesis 

and the way the chapters develop the main argument are based on the analysis of 

historical, normative and doctrinal developments in the law of investment treaties.  

First, the study argues that developments in the history and norms of the law of 

investment treaties have their origins in the conflict between developed and 

developing nations, and are a direct reflection of the colonial and postcolonial 

dominance of powerful states in the new international legal order. Next, in its analysis 

of the doctrinal development in the law of investment treaties, the study enquires into 

two different interpretive approaches adopted by investment tribunals: the 

expansionary interpretive practice and the lack of deference given by some tribunals 

to public policy choices of states. These two doctrines justify a wide margin of 

discretion in the hands of tribunals to act as rule-makers. This study found that these 

                                                                                                                                       
84  See Enron Creditors Recovery Corporation and Ponderosa Assets, LP v Argentine Republic, 
(Award) (ICSID Case No ARB/01/3, 22 May 2007); CMS Gas Transmission Company v The Argentine 
Republic, (Award) (ICSID Case No ARB/01/08, 12 May 2005, Award); LG&E Energy Corp., LG&E 
Capital Corp. and LG&E International Inc. v Argentine Republic, (Decision on Liability ) (ICSID Case 
No. ARB/02/1, 3 October 2006); Sempra Energy International v Argentine Republic, (Award) (ICSID 
Case No. ARB/02/16, 28 September 2007). 
85 See <https://www.iisd.org/itn/2012/04/13/venezuelas-withdrawal-from-icsid-what-it-does-and-does-
not-achieve> 
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historical, normative and doctrinal developments promote the perception that 

investors are prioritised in investor-state dispute settlement system.  

Chapter 2 examines whether historical and normative developments in international 

investment law contribute to current perceptions of bias in investment arbitration. The 

chapter argues that the developments in the history and norms in international 

investment law have their origins in the conflict between developed and developing 

nations, and are a direct reflection of the colonial and postcolonial dominance of 

powerful states in the new international legal order. The chapter traces the evolution 

of the international investment legal structure through conflict over standards of 

treatment in colonial times. This conflict continued into the post-colonial era, over 

property protection for foreign investors and further resistance from sovereign states 

in an effort to control their natural resources. The conflict over standards of treatment 

moved on to the twentieth century’s attempts to achieve a balance between investors’ 

rights and the sovereignty of states in the New International Economic Order, and 

continues today after the latter’s collapse with the rise of neoliberalism. After 

describing the history of the conflict, the debate turns to the way in which the colonial 

legacy is reflected in the establishment of the modern international treaty regime 

under BITs or MITs. Chapter 2 provides an overview of the rationale for, and 

examples of, some current challenges in, the treaty-based mechanism. The chapter 

describes the way in which the perception of systemic bias has been formed through 

the strong protective mechanism of investment treaties. The study argues that the 

treaty protective mechanism is used as a shield for foreign investors, often at the cost 

of the erosion of sovereign rights in the host states. The chapter examines whether and 

how investment treaties may underlie the erosion of sovereignty of states by 

sacrificing the rights and powers of states to take measures for their public interests.  

Following this analysis, Chapters 3 and 4 explore and discuss significant treaty 

norms and standards, and the ways in which arbitral tribunals dealing with energy 

cases have interpreted and applied them. An important argument in this study is that 

the interpretation and application of the vague and open-ended treaty norms by energy 

tribunals have created a foundation for the perception by some states that the system 

is biased. Two major investment treaty principles are at the centre of the discussion in 

this framework: the concept of ‘legitimate expectations’, a major element of the fair 
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and equitable treatment standard; and the principle of ‘indirect expropriation’. The 

requirements that foreign investors be guaranteed fair and equitable treatment, and 

that their properties should be safeguarded against expropriation have become key 

standards in the investment treaty system, protecting foreign investors against 

financial loss arising out of arbitrary, discriminatory and expropriatory actions by 

states. A thorough scanning of energy related cases discussed in this study has 

revealed that all energy investment disputes that have arisen to date are concerned 

with the claims by investors of the violation by host states of either or both of these 

two treaty standards. However, the scope and content of both standards remain 

completely vague, and their ambiguity is manifest in inconsistent and conflicting 

arbitral awards. The study argues that the lack of clarity in the text of investment 

treaties has resulted in two opposing approaches to interpreting and applying these 

two standards. This study characterises these two approaches as the broad, expansive 

interpretive reading, which tends to favour investors, and the narrow interpretation of 

principles, which tends to give more weight to the host state public interests. Through 

analysis of the expansionary trend in energy case law, the chapters discuss whether 

and how investment tribunals favour the legitimate expectations and property rights of 

foreign investors at the expense of the host states’ public interests. It is suggested that 

the failure to establish a balanced regime between the two opposing forces of the 

rights of investors and the interests of states means that the primary task entrusted to 

adjudicators shifts from interpreting and clarifying the rules and standards to actually 

making them for states. 

Chapter 5 considers a recent attempt by some energy tribunals to depart from the 

broad/narrow interpretive approaches, and to strike a balance between the investors’ 

rights and the sovereign rights of states to regulate and take measures for public 

purposes. This new trend involves adopting the proportionality test for the purpose of 

enhancing legitimacy and mitigating the tensions in this field of international public 

law. The chapter initially discusses how, in theory and appropriately applied, the test 

may provide a robust analytical and methodological test, which has the capacity to 

enhance the legitimacy of the respective arbitral and judiciary regimes. However, the 

study suggests that energy case law has not yet developed an appropriately deferential 

standard of review, since the proportionality test and the judicial review it establishes 

are absent from the text of the investment treaty system, and tribunals can only rely on 
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arbitral practice. The chapter then argues how, in practice, this lack of textual clarity 

places too much power in the hands of tribunals over the domestic governance of 

states, and thus gives rule-making power to tribunals. This power may undermine 

tribunals’ attempts to enhance the legitimacy of the system and contribute to a 

perception of systemic bias. Finally, the chapter suggests the deferential standard of 

review as a way to limit the possibility of tribunals taking an overly intrusive 

approach to scrutinising public policy measures. 

Chapter 6 argues that investment tribunals could appropriately defer to the policy 

choices of states by considering the role of foreign investors in the dispute. The chapter 

suggests that appropriate deference gives the host state confidence that it is not the only 

party whose conduct is under scrutiny. Rather, tribunals also take into account the 

conduct and role of investors, thus enabling more reasonable and equitable outcomes in 

the context of developments in international investment law. This chapter discusses two 

doctrines of public international law raised in recent investment arbitral decisions that 

focus on the role of investors in the dispute: the defences of due diligence and clean 

hands. Referring to the concepts of due diligence and clean hands allows tribunals to 

demonstrate appropriate deference to states’ public interests and public order. The chapter 

argues that the lack of exercising deference contributes to the perception of bias, and 

exacerbates the legitimacy crisis in ISDS. The chapter concludes that the wording of the 

provisions in treaties relevant to these doctrines is ambiguous, which is the main problem. 

Arbitral practice suggests that the ambiguous wording of treaty provisions concerning the 

role of investors and the public order is the basis for the lack of deference in investment 

tribunals. 

Finally, Chapter 7 recapitulates the arguments, discussions and findings presented in 

the dissertation. The study then concludes with some proposals and recommendations 

to resolve the grounds for the perception of systemic bias, and in turn to further 

strengthen the legitimacy of this regime. 
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Chapter	  2	  

Historical	  and	  Normative	  Frameworks	  

in	  Investment	  Arbitration	  

Introduction	  

This chapter examines whether historical and normative developments in international 

investment law (IIL) contribute to current perceptions of bias in investment 

arbitration. The chapter argues that developments in the history and norms of IIL have 

their origins in the conflict between developed and developing nations, and are a 

direct reflection of the colonial and postcolonial dominance of powerful states in the 

new international legal order. Throughout the history of IIL, developing nations have 

resisted certain investment norms and rules on the premise of safeguarding their 

sovereignty and deferring to their domestic law. The modern investment treaty system 

has witnessed the rebirth of an awareness of sovereignty and public interests within 

both developed and developing countries. This new awareness has informed the new 

wave of resistance seen in the investment treaty system, with difficult bilateral and 

multilateral negotiations taking place internationally.1 Tracing the historical evolution 

of IIL and the influence of past normative developments is important and instructive 

in examining the current investment treaty system and investment arbitration. 

Part I of this chapter examines historical developments in investment treaties in order 

to highlight the past challenges of conflicting norms between developing and 

developed countries. Part II discusses the impact of the conflicts over standards of 

treatment in the history of IIL in the modern international treaty system and the role 

of investment arbitration in that system. It suggests that the extensive protection given 

to investors under investment treaties often erodes sovereign rights in host states, and 

argues that this contributes to perceptions in host states that investment arbitration is 

systemically biased in favour of investors. This part further argues that the problem 

                                                
1 For example, see the negotiations of the Trans-Pacific Partnership between 12 countries, including 
Australia and the United States. For further information, refer to: 
<http://kluwerarbitrationblog.com/blog/2015/06/04/australias-conflicting-approach-to-isds-where-to-
from-here> 
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with the current system concerns what investment tribunals rely on for judgment – 

namely, ambiguous, inconsistent and investor-favouring norms and standards.  

This chapter’s discussion of the history and norms of IIL by no means exhaustive, as 

this would be beyond the boundaries of this study; rather, it establishes in a general 

way the groundwork for further arguments in subsequent chapters regarding the 

background of the conflict over treaty norms in the history of IIL. Specifically, the 

chapter shows how the historical and normative developments illustrate the ways by 

which investment arbitration has impinged over time on the sovereignty of state and 

public interests, in ways that were not perhaps originally intended by states in the 

respective investment agreements.  

Part	  I:	  The	  Evolution	  of	  International	  Law	  on	  Foreign	  Investment	  

This part surveys and discusses, from a historical perspective, the challenges faced by 

developed and developing countries over the protection of investors and the 

challenges faced by states which sought to exercise their rights over their natural 

resources. This part addresses four sometimes overlapping stages in the evolution of 

investment law: the colonial era, the postcolonial era, the quest for a new international 

economic order and the rise of neoliberalism. 

1.1	  The	  Colonial	  Era:	  The	  Problems	  With	  Establishing	  the	  Standards	  of	  Treatment	  

1.1.1	  Investment	  Flow	  Inside	  and	  Outside	  the	  Colonial	  Context	  

In the ‘Age of Empire’ of the eighteenth and nineteenth centuries, the imperial powers 

furthered trade and investment principally by conquering or discovering foreign 

lands.2 The size of foreign direct investment increased during this period, but the 

apparatus of colonialism meant that there was little concern for the protection of the 

investments that flowed down to the colonies.3 The legal regimes of the colonies were 

integrated with those of the colonial powers. These legal regimes provided individual 

                                                
2 Vasuki Nesiah, ‘Resistance in the Age of Empire: Occupied Discourse Pending Investigation’ in 
Richard Falk, Balakrishnan Rajagopal and Jacqueline Stevens (eds), International Law and the Third 
World: Reshaping Justice (Routledge, 2006) 199. 
3 M Sornarajah, The International Law on Foreign Investment (Cambridge University Press, 2010) 19. 
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property rights that conformed with the imperial legal philosophy and interests.4 This 

legal integration was the preliminary step in achieving the main purpose of 

colonialism: economic exploitation.5 

During the colonial era, foreign investors sought natural resources in colonised 

territories. This strategy specifically entailed the exclusion of local inhabitants from 

having control and proprietary rights over their resources. 6  This acquisition of 

exclusive and comprehensive rights for the exploration and exploitation of natural 

resources was mostly granted to investors by consent of the ‘chiefs’, through 

concession agreements of land rights in colonised areas – particularly in the rich states 

of colonised Africa.7 Crucially, the colonial control extended into the arena of 

international trade and law. As a matter of course, colonial powers entered into 

agreements on international commercial undertakings on behalf of these colonised 

territories. These agreements imposed certain responsibilities on these newly 

colonised states.8 

In Central and South America, where territories were not subject to the influence of 

colonial powers, powerful states treated the flow of investment and their protection 

differently. In these countries, rich capital-exporting countries used diplomacy and 

coercion to ensure that trade and investments were not impeded by these ‘uncolonised 

regimes’. So-called ‘gunboat diplomacy’ was the strategy that combined diplomacy 

with the use of force.9 This strategy was based on the principle that the prime concern 

                                                
4 See Antony G Hopkins, ‘Property Rights and Empire Building: Britain’s Annexation of Lagos, 1861’ 
(1980) 40 Journal of Economic History 777, 787. Regarding the dominance of English Common Law 
in African British colonies, see Victor Mosoti, ‘Bilateral Investment Treaties and the Possibility of a 
Multilateral Framework on Investment at the WTO: Are Poor Economies Caught in Between?’ (2005) 
26 Northwestern Journal of International Law & Business 95, 106–107.  
5 Jeffry A Frieden, ‘International Investment and Colonial Control: A New Interpretation’ (1994) 
48 International Organization 559, 561. 
6 Sornarajah, above n 3, 9. 
7 Taslim Olawale Elias and Richard Akinjide, Africa and The Development of International Law, 
2nd ed. (Martinus Nijhoff, 1988) 6–9. 
8 Such colonised states lacked any international standing, and were not recognised as states. They were 
fully at the mercy of the European colonial powers at the global level. See Timothy Hillier, Sourcebook 
on Public International Law (Cavendish, 1998) 25–27. 
9 Jeffry A Frieden, ‘The Economics of Intervention: American Overseas Investments and Relations 
with Underdeveloped Areas, 1890–1950’ (1989) 31 Comparative Studies in Society and History 55. 
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of more powerful states was ‘to secure specific advantage from another state’, often 

by using force without going as far as to cause war.10 Within this context of using 

diplomacy and force, treaty arrangements with dispute-settlement mechanisms 

became the norm to protect foreign investors from powerful states.11 

1.1.2	  Treaty	  Arrangements	  and	  Strife	  Over	  Standards	  of	  Treatment	  	  

Along with the ‘gunboat’ strategy, the colonial era also witnessed the introduction of a 

legal framework of investment protection in the form of friendship, commerce and 

navigation treaties (FCNs). The history of these treaties dates back to 1778, when France 

and the United States signed an agreement to secure their reciprocal interests abroad.12 

FCN treaties facilitated trade and commerce, and access to well-established markets. 

They promoted investment and protection of the investors’ properties through providing 

norms and standards of treatment, which arguably derived from the customary 

international law. 13  Powerful states developed the idea of international minimum 

standards of treatment (MST) and used this concept to build the treaty-protection 

mechanism. It enabled them to raise certain standards to the level of an ‘international 

                                                
10 PK Ghosh, ‘Revisiting Gunboat Diplomacy: An Instrument of Threat or Use of Limited Naval 
Force’ (2001) 24 Strategic Analysis 2005, 2006–08. 
11 Gunboat diplomacy became gradually rationalised within international law through the work of 
classic writers such as De Vattel. In his opus The Law of Nations, De Vattel thus widened the scope of 
interpretation of the use or threat of force followed by diplomacy by arguing that, ‘Whoever ill-treats a 
citizen indirectly injures the State, which must protect that citizen.’ Emmerich De Vattel, The Law of 
Nations or the Principles of Natural Law Applied to the Conduct and to the Affairs of Nations and 
Sovereigns, James Brown Scott ed., Charles Fenwick Trans. (Carnegie Institution of Washington, 
1916) 136. 
12  Herman Walker, ‘The Post-War Commercial Treaty Program of the United States’ (1958) 
73 Political Science Quarterly 57. 
13 The established notions of standards of treatment rested on the premise of standards of justice 
common to ‘civilised nations’. The common standards were regarded as being able to benefit the 
world’s civilised community, removing the need for international approval or recognition. Elihu Root 
articulated this concept as: ‘Each country is bound to give to the nationals of another country in its 
territory the benefit of the same laws, the same administration, the same protection, and the same 
redress for injuries which it gives to its own citizens, and neither more nor less: provided the protection 
which the country gives to its own citizens conforms to the established standard of civilisation. This 
standard of justice is very simple, very fundamental, and of such general acceptance by all civilised 
countries as to form a part of the international law of the world.’ Elihu Root, ‘The Basis of Protection 
to Citizens Residing Abroad’ (1910) 4 The American Journal of International Law 517, 521–22. See 
also Richard B Lillich, ‘Forcible Self-help by States to Protect Human Rights’ (1967) 53 Iowa Law 
Review 325, 327. 
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requirement’.14 The idea of the minimum standards helped certain states to emphasise 

two propositions in the development of the international regime during this time:  

Ø First, the treatment of foreign investors should not drop below certain 

minimum standards recognised by international law. The standard of treatment 

must be met, irrespective of whether the treatment by the host state of 

domestic investors was lower or higher.15  

Ø Second, foreign investors should be entitled to full compensation when these 

minimum standards were not met by the host state. The standards provided the 

payment of full, prompt, adequate and effective compensation.16  

The idea of MST faced intense opposition from developing states. The doctrine of  

national standards of treatment (NST) emerged out of this opposition. It stressed the 

equality of nationals and aliens in the Third World. Steered by leading Latin 

American states, this doctrine began to disseminate throughout developing states. It 

argued that states were entitled to regulate treatment of foreign investors in ways that 

were not more favourable than treatment of their own state nationals. 17  As a 

consequence, national treatment raised a theoretical barrier to foreign investors 

resorting to the doctrine of diplomatic protection, and subjected them and their 

investments to the jurisdiction of domestic law. 18  The national standards were 

                                                
14 Alireza Falsafi, ‘The International Minimum Standard of Treatment of Foreign Investors’ Property: 
A Contingent Standard’ (2006) 30 Suffolk Transnational Law Review 317, 319. 
15  Edwin Montefiore Borchard, The Diplomatic Protection of Citizens Abroad or the Law of 
International Claims (Banks Law, 1919) 7–12.  
16 Sornarajah, above n 3, 36. 
17 In light of this doctrine, the element of equality is the focal tenet of treatment, whether it emanates 
from the equality of nation-states or the equal treatment of foreign investors and nationals. Andreas 
Hans Roth, The Minimum Standard of International Law Applied to Aliens (AW Sijthoff, 1949) 62. See 
also Denise Manning-Cabrol, ‘The Imminent Death of the Calvo Clause and the Rebirth of the Calvo 
Principle: Equality of Foreign and National Investors’ (1994) 26 Law and Policy in International 
Business 1169, 1172. Donald Richard Shea, The Calvo Clause: A Problem of Inter-American and 
International Law and Diplomacy (University of Minnesota Press, 1955) 17–20. 
18 Powerful states argued that justice cannot be obtained in local courts. One corollary is that 
diplomatic protection is invoked by powerful states as a necessity for safeguarding the property of their 
nationals in host states, explicitly citing the issue of minimum standards of treatment. In response, 
scholars and lawyers in Latin America argued that invoking diplomatic protection in this way 
politicised the settlement of disputes. These writers adduce two reasons for their critical position. First, 
diplomatic protection is not an effective approach to assisting foreign investors, as states alone have the 
discretion to invoke it, and they will always act only in their own political interests. Second, for states, 
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reformulated in Latin America by diplomat and jurist Carlos Calvo, and manifested 

themselves as the most well-known Latin American doctrine for protecting sovereign 

interests. Shea describes the fundamental elements of the Calvo Doctrine as follows: 

First, that sovereign states, being free and independent, enjoy the right, 

on the basis of equality, to freedom from ‘interference of any sort’ … 

by other states, whether it be by force or diplomacy, and second, that 

aliens are not entitled to rights and privileges not accorded to nationals, 

and that therefore they may seek redress for grievances only before the 

local authorities.19  

Predictably, the doctrine lacked support from powerful states.20 Latin American states 

incorporated the doctrine into their contracts with foreign investors, and also their 

national constitutions, to ensure that foreign investors would not be treated more 

favourably than domestic investors and, furthermore, that they were not entitled to 

diplomatic protection.21  

In the contemporary era, the conflict in standards of treatment, MST and NST has 

become an explicit reference for the legal and political dissent in the energy sector’s 

investor–state dispute settlement (ISDS).22 In the post-colonial era, this conflict over 

contractual and treaty norms and standards has created both an awareness on the part 

of states and resistance from states. 

                                                                                                                                       
international relationships with other states takes priority over the mere interests of their own nationals, 
and on this account, the home state is under no pressure to intervene diplomatically in any dispute. See 
M Whitemann, ‘Digest of International Law’ (1967) 18 US Department of State 1216–17. See also, Ian 
Brownlie, Principles of Public International Law (Oxford University Press, 7th ed, 2008) 500. 
19 Shea, above n 17, 19–20. 
20 See David E Graham, ‘The Calvo Clause: Its Current Status as a Contractual Renunciation of 
Diplomatic Protection’ (1970) 6 Texas International Law Forum 289, 292–5. 
21 For example, the Venezuelan investment contracts provided that: ‘Disputes and controversies which 
may arise with regard to the interpretation or execution of this contract shall be resolved by the 
tribunals of the Republic in accordance with the laws of the nation, and shall not in any case be 
considered as a motive for international reclamations.’ See Manning-Cabrol, above n 17, 1173. 
22 M Sornarajah, ‘Mutations of Neo-Liberalism in International Investment Law’ (2011) 3 Trade Law 
and Development 203, 211. 
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1.2	  The	  Post-‐colonial	  Era:	  From	  Property	  Protection	  to	  Control	  over	  Natural	  Resources	  

1.2.1	  Seeking	  More	  Protection	  Through	  Development	  of	  the	  FCN	  System	  

As the colonial period began to draw to a close in the early twentieth century, powerful 

states adopted protectionist measures for their own industries and trade. Scholars believe 

that the severe economic depression faced by the United States in the 1920s resulted from 

that policy.23 In response to the depression, the liberalisation of trade by states began. 

This was due to the needs of powerful states for viable policy options in relation to the 

flow of investment and the open-market ideology that flourished in the aftermath of the 

Second World War.24  

This rethinking of policy led to the establishment of financial institutions25 and proposals 

for the establishment of organisations – for example, the proposal to establish the 

International Trade Organization (ITO).26  The purpose of this was to draw up an 

investment and trade structure through which states would be bound by fair trade rules. 

However, the move to establish the ITO failed because the United States excluded 

investment rules and wanted the organisation limited only to trade rules. 27  More 

importantly, what re-emerged throughout the ITO negotiations was a fierce historical 

controversy from the colonial era over the standards of treatment between exporting 

imperial powers and importing weak states. Some delegates in the ITO negotiations argued 

against the introduction and recognition of controversial norms such as national standard of 

treatment. As a consequence, the Havana Charter, the Charter for the establishment of the 

                                                
23 See Bernard Hoekman and Michel Kostecki, The Political Economy of the World Trade System: 
From GATT to WTO (Oxford University Press, 1995) 2–3. 
24 Kenneth J Vandevelde, Bilateral Investment Treaties: History, Policy, and Interpretation (Oxford 
University Press, 2010) 38–39. See also Rondo E Cameron, A Concise Economic History of the World: 
From Paleolithic Times to the Present (Oxford University Press, 1993) 370–71. 
25 The Bretton Woods Conference was an example of the establishment of such institutions. The 
conference aimed at persuading states to rely on market mechanisms and private ownership, rather than 
economic nationalism. These objectives resulted in the institution of the International Monetary Fund 
and the International Bank for Reconstruction and Development, known as the World Bank.  
26 See Franziska Tschofen, ‘Multilateral Approaches to the Treatment of Foreign Investment’ (1992) 
7 ICSID Review 384. 
27 John H Jackson, The World Trading System: Law and Policy of International Economic Relations 
(MIT Press, 1997) 38. 
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ITO,28 never came into force.29 As a result of US opposition, the ITO initiative failed and 

states instead agreed to unify through an international framework in the form of the General 

Agreement on Tariffs and Trade (GATT).30 The GATT explicitly excluded from its ambit 

the regulation of foreign investment and standards of protection.31  

Following the failure of the ITO, the former colonial powers fell back on a policy of 

seeking to protect their nationals based on standards of protection that they had fought for 

in the colonial era and through the introduction of modern FCN treaties. The United 

States negotiated and signed 21 such treaties, which lasted for 20 years.32 The provisions 

of the modern guaranteed ‘equitable treatment’33 to foreign investors, as well as the ‘most 

constant protection and security’34 of foreign investors’ property. Therefore, the strategy 

was to transfer the old protection rules into these new bilateral FCNs.  

Contemporaneously with the development of modern FCNs, former colonised states 

began to take a stand against the modern FCN treaty norms and standards. In the eyes 

of former colonised states, the new investment framework, with its explicit 

advantages for foreign investors, was reminiscent of the concessional arrangements of 

the colonial era. The bias remained in favour of the concessionaires and transnational 

corporations from exporting capital powers. Developing countries believed that, 

although the strategy may have changed in the post-colonial era, the logic remained 

the same and reappeared in the form of a new investment FCN regime. Thus former 

colonised states considered foreign investors to be the new imperial players in the 

                                                
28 Havana Charter for an International Trade Organization, 24 March 1948, UN Conference on Trade 
and Employment, UN Doc. E/CONF.2/78, Sales No. 1948.II.D.4. 
29 Hoekman and Kostecki, above n 23, 12–13. 
30 General Agreement on Tariffs and Trade, 1st Jan.1948, 55 UNTS 194; 61 Stat. pt. 5; TIAS 1700. 
[hereinafter GATT] 
31 Andrew Paul Newcombe, Law and Practice of International Investment Treaties: Standards of 
Treatment (Kluwer Law International, 2009) 20. See also Vandevelde, above n 24, 49. 
32 For an in-depth analysis of the details of the US FCN treaties, see generally Robert Renbert Wilson, 
United States Commercial Treaties and International Law (Hauser Press, 1960); Herman Walker Jr, 
‘Treaties for the Encouragement and Protection of Foreign Investment: Present United States Practice’ 
(1956) 5 The American Journal of Comparative Law 229. 
33 See, e.g., the US FCN with Greece, Article I. Treaty of Friendship, Commerce and Navigation, US–
Greece, 3 August 1951, 5 UST 1829.  
34 ibid., Article VII(1). 
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competition for economic exploitation, irrespective of the benefits of investment flow 

for the national economies of host states.35  

States could alleviate these concerns over the new regime by closing the economy to 

new foreign investment and implementing a policy of local production.  Alternatively, 

they could abrogate and nationalise existing investments.36 A wave of expropriation 

of foreign investors’ investment soon followed this rising antagonism towards foreign 

investment.37 These expropriations began with the seizures of the oil industry in Iran 

in 1951 and Libya in 1955, and continued in the 1970s, with 875 expropriations 

taking place in 62 countries over a period of less than 15 years.38 This wave of 

nationalisation was rationalised as ‘an instrument for social or economic change or 

development by those who want change and progress, usually against the wishes of 

those who want to maintain the status quo’.39
 

As a result of this rise in the nationalisation of foreign assets, the obligation of states 

to pay compensation to those whose property had been taken became a matter of 

heated debate. In the colonial era, the issue of compensation in cases of expropriation 

concerned the entitlement of aliens to compensation that was higher than that 

available under the domestic law of developing host states for their own nationals. 

While the principle of compensation was barely challenged, the amounts involved 

were hotly debated. The Western states required the payment of ‘full, prompt, 

                                                
35 Barry Warren Poulson, Economic Development: Private and Public Choice (West Publishing, 1994) 39. 
36 Vandevelde, above n 24, 166. See also Dean M Hanink, The International Economy: A Geographical 
Perspective (Wiley, 1994) 235. 
37 Sornarajah, above n 3, 166. 
38 Jeswald W Salacuse and Nicholas P Sullivan, ‘Do BITs Really Work: An Evaluation of Bilateral 
Investment Treaties and Their Grand Bargain’ (2005) 46 Harvard International Law Journal 67, 75. 
39 The Forty-Eighth Conference of the International Law Association, Nationalization, 170–71 (1958) 
(Statement by Indonesian representative Mr Noegroho) cited in Peter Weinstein, ‘The Attitude of the 
Capital Importing Nations Towards the Taking of Foreign-Owned Private Property’ in Frederick E 
Snyder and Surakiart Sathirathai (eds), Third World Attitudes Toward International Law: An 
Introduction (Martinus Nijhoff, 1987) 649. For example, the Anglo-Iranian Oil Company Case was a 
symbol of embracing economic change and development by way of nationalisation of the oil industry. 
In this case, Iran’s nationalisation of the oil industry instituted several further important developments, 
including the establishment of the National Iranian Oil Company and the Organisation of the Petroleum 
Exporting Countries as a leading international cartel involved with oil production and price control. See 
Anglo-Iranian Oil Co., UK v Iran, Judgment, 1952 I.C.J. 93 (July 22). 
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adequate and effective compensation’.40 However, weak states insisted that local 

regulations should be applied to determine the amount of compensation. Therefore, 

host states prevented the requirement of ‘full, prompt, adequate and effective 

compensation’ from being elevated to the level of customary international law. 

Concerns were raised about these standards in correspondence between the Mexican 

government and US Secretary of State, Cordell Hull, regarding the claims of US 

nationals for compensation for the expropriation of land in Mexico. At stake were 

questions of compensation and how it was to be calculated. The Mexican government 

is quoted as writing that: 

[T]here does not exist in international law any principle universally 

accepted by countries, nor by the writers of treatises on this subject, that 

would render obligatory the giving of adequate compensation for 

expropriations of a general and impersonal character. Nevertheless 

Mexico admits, in obedience to her own laws, that she is indeed under 

obligation to indemnify in an adequate manner; but the doctrine which she 

maintains of the subject … is that the time and manner of such payment 

must be determined by her own laws.41 

US Secretary of State Hull’s response to the Mexican position, which became known 

as the Hull formula of explicit First World opposition to the Third World Calvo 

Doctrine, stated:  

The Government of the United States merely adverts to a self-evident fact 

when it notes that the applicable precedents and recognized authorities on 

international law support its declaration that, under every rule of law and 

equity, no government is entitled to expropriate private property, for 

whatever purpose without provision for prompt, adequate, and effective 

payment therefor.42 

                                                
40 Frank G Dawson and Burns H Weston, ‘Prompt, Adequate and Effective: A Universal Standard of 
Compensation’ (1961) 30 Fordham Law Review 727. 
41 Cited in G Hackworth, Digest of International Law (US Government Printing Office, 1942) 658.  
42 ibid., 659. 
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The emerging wave of expropriation consolidated oppositional voices from the side of 

the weak states, and began to spread into widespread refusal of international foreign 

investment norms and standards. The oppositional movement in this era even arose in 

the most significant international forum, the United Nations, and led to a declaration of 

permanent sovereignty over natural resources (PSNR). 

1.2.2	  Permanent	  Sovereignty	  Over	  Natural	  Resources	  	  

Latin American states proposed the PSNR initiative. It was supported and validated 

by the Soviet Union and Asian states thereafter, in the adoption of General 

Assembly (GA) Resolution 523 (VI) of 1952. The GA Resolution prohibited the 

violation of states’ sovereign rights through economic and political instruments.43 

The General Assembly further expounded on the matter of sovereign rights in 

GA Resolution 626 (VII). Despite efforts by powerful states, the resolution was 

passed. The reasons for the opposition of powerful states were twofold. First, they 

argued that the PSNR movement failed to recognise the obligations of states 

towards the rights of private foreign investors in host states.44 Second, developed 

states stood united on the duty of states to respect investment contractual 

commitments – particularly existing contracts and concessions – in good faith.45 

Such arguments from powerful states were fiercely opposed by those states that 

were economically poor but had plenty of unexplored and undeveloped reserves of 

natural resources. The position of the poor states was that the commitments that 

arose out of treaties were the result of unequal and unfair negotiations, where the 

Global South’s growing clamour for foreign investment was pitted against the 

powerful economic position of developed states, setting the weaker partner against 

the stronger.46  

The ideology embodied in the PNSR is reflected in a series of UN resolutions. For 

example, the adoption of GA Resolution 1803 (XVII) in 1962 involved three strategic 

                                                
43 G.A. Res., A/RES/523(VI) Article 1(b) (ii). 
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moves. First, stemming from the draft Human Rights Covenants, developing states 

were successful in declaring the right to self-determination, and embodying therein the 

right of permanent sovereignty over natural resources.47 Second, according to Article 4 

of the Resolution, every state is vested with the right of ‘nationalization, expropriation 

or requisitioning … based on grounds or reasons of public utility, security or the 

national interest’.48 Third, in such cases the state’s obligation to those whose property 

was taken is based on an ‘appropriate compensation, in accordance with the rules in 

force in the state taking such measures in the exercise of its sovereignty and in 

accordance with international law’.49 

There remains doubt about the success of these developments under PNSR.50 The 

movement declaring sovereignty over natural resources was not deemed by scholars 

to be an absolute victory for developing countries.51 Instead, it was an ambitious 

effort to bring attention to the historically contested rules and standards, which had 

their origins in the colonial era. In contemporary debate, the struggle and resistance 

of developing host states shifted from sovereignty over natural resources to new 

economic, political and legal arenas, which are discussed next.  

1.3	  The	  Quest	  for	  a	  New	  International	  Economic	  Order	  

1.3.1	  Aspirations	  of	  Economic	  Development	  and	  Pursuit	  of	  an	  Equitable	  World	  Order	  

In the post-colonial era, the quest for complete sovereignty over natural resources did 

not wane, and developing countries still continued to prioritise domestic needs over 

investment standards. In the aftermath of decolonisation, scholars began to pay 

                                                
47 GA Res., A/RES/1803(XVII), Article 1-8. Regarding the history of the drafting, see Brownlie, above 
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significant attention to the economic disparity between the Global North and South.52 

Policy-makers in developing nations also began to emphasise economic development 

as the way to achieve higher living standards, as well as a means to create the bedrock 

of national identity and self-respect.53 They had realised that achieving political 

autonomy did not bring about economic independence as a matter of course;54 rather, 

a new type of dependency was being formed in acquiring the capital, machinery, 

technology and manufactured products of the North.55 This created the impression 

that self-determination and economic development of states had not been achieved, 

and that decolonisation had only promoted sovereign inequality in the international 

arena.56 

This belief in sovereign inequality led to the formation in 1964 of the United Nations 

Conference on Trade and Development (UNCTAD), as well as the coalition that 

emerged under the guise of the Group 77.57 The Third World saw embracing unity 

together as the emphatic solution to facing problems of economic development and 

sovereign inequality. This unity was expressed in an overarching framework in order 

to voice their dissent against unequal standards of development. 58  The New 

International Economic Order (NIEO) voiced such dissent. 59  The NIEO was 

developed in order to seek the reform of a system that was premised on exceedingly 
                                                
52 Mark E Ellis, ‘New International Economic Order and General Assembly Resolutions: The Debate 
over the Legal Effects of General Assembly Resolutions Revisited’ (1985) 15 California Western 
International Law Journal 647, 651. 
53 Harry Gordon Johnson and Frederick A Praeger, Economic Policies Toward Less Developed 
Countries (Brookings Institution, 1967) 1. 
54 Norbert Horn, ‘Normative Problems of a New International Economic Order’ (1982) 16 Journal of 
World Trade Law 338, 339. 
55 Ellis, above n 52, 652. See also GW Haight, ‘The New International Economic Order and the Charter 
of Economic Rights and Duties of States’ (1975) 9 International Law 591, 592. 
56 K Mickelson, ‘Rhetoric and Rage: Third World Voices in International Legal Discourse’ (1998) 
16 Wisconsin International Law Journal 353, 363. 
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members’ collective economic interests. The group was founded on 15 June 1964 by the ‘Joint 
Declaration of the Seventy-Seven Countries’ issued at the United Nations Conference on Trade and 
Development (UNCTAD). 
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77 (Oceana Pubns, 1981) 19. 
59 Hugh M Arnold, ‘Africa and the New International Economic Order’ (1980) 2 Third World 
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asymmetrical relationships. 60  The start of the NIEO resulted in three General 

Assembly resolutions, which were the NIEO Declaration, 61  the Programme of 

Action62 and the Charter of Economic Rights and Duties of States (CERDS).63  

CERDS created general rules to guide modern economic relationships between states. 

It dealt with international trade and the settlement of disputes.  Its Preamble states that 

the Charter’s goals were to ensure ‘equity, sovereign equality, interdependence, 

common interest and co-operation among all states, irrespective of their economic and 

social system’.64 The Charter also covered contentious historical rules of foreign 

investment, including standards of treatment and compensation in cases of 

expropriation.65 Article 2 of the Charter underscored the national law of states as the 

proper substantive law in regulating and exercising authority over foreign investment. 

It stated that ‘no State shall be compelled to grant preferential treatment to foreign 

investment’.66 This Article also addressed the rights to national jurisdiction and 

settlement of disputes under the domestic law of the nationalising state in the matter 

of expropriation. Article 2 approved the Calvo Doctrine as well as ‘appropriate 

compensation’ on the basis of domestic law of states being the relevant basis of 

redress in cases of expropriation.67 Article 2 drew the inference that the solidarity of 

                                                
60 The basic philosophy behind the NIEO was clearly expressed at the General Assembly’s Sixth 
Special Session in 1951 as follows: ‘In the eyes of the vast majority of humanity, it [the current 
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constitutes the major obstacle standing in the way of any hope of development and progress for all the 
countries of the world.’ 
61 GA Res., 3201 (S-VI), 29 UN GAOR Supp. (No.1) at 3, UN Doc. A/9559 (1974). 
62 GA Res., 3201 (S-VI), 29 UN GAOR Supp. (No.1) at 5, UN Doc. A/9559 (1974). 
63 GA Res., 3281, 29 U.N. GAOR Supp. (No.30) at 50, UN Doc. A/9631 (1974). 
64 GA Res., 3281, ibid, The Preamble. 
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66 GA Res. 3281, above n 63, Article 2. 
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national jurisdiction in accordance with its laws and regulations and in conformity with its national 
objectives and priorities. No State shall be compelled to grant preferential treatment to foreign 
investment; (b) To regulate and supervise the activities of transnational corporations within its national 
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developing nations in resisting imperial and controversial investment norms and 

standards, along with the numerical superiority of the Third World, might be a 

feasible way of forming new customary international law.68 

1.3.2	  The	  New	  International	  Economic	  Order:	  Success	  or	  Failure?	  

Developed countries as well as many scholars opposed the NIEO. In addition, 

international arbitral tribunals were reluctant to support the NIEO principles. This 

opposition in turn raised doubts about the potential adoption of the NIEO principles as 

customary international law. 

Scholars such as Thomas Franck, in a piece entitled ‘Lessons for the Failure of 

NIEO’, criticised it for its breadth and confrontational nature.69 According to Franck, 

the Third World’s demands in the NIEO demonstrated its one-sided character, and 

revealed the movement as an ‘artificial unity’70 that failed to balance the interests of 

the South and the North. Robert Rothstein took the same stance, describing the 

demands as shortsighted and as being simply based on opposition to existing 

principles of international law.71 However, he suggested that there was a need to focus 

‘on a strategy of persuasion that rested on mutual interests, the search for consensual 

knowledge and technically sound proposals and a clear sense of what the opposition 

could see as in its interest’.72 

However, the NIEO proposals stimulated significant further debate and change. The 

Third World continued to attempt to work out how to express historical and 

disregarded demands for structural reform at a broader level in international trade, 
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investment and development. Hence, as one scholar suggests, ‘whatever be the 

“success” or “failure” of NIEO substantively, it had other unintended effects on 

international law that shaped it in important and continuing ways’.73 The example of 

the effects of the NIEO principles includes discussions in energy arbitral decisions in 

the Iran–US Claims Tribunal (IUCT). 

The cases in IUCT involved the examination of concession contracts. They also 

examined the principle of ‘appropriate compensation’ in the light of Iran’s recourse to 

the NIEO principles. The Tribunal was established by the 1981 Algiers Declaration 

between the United States and the Islamic Republic of Iran to resolve certain claims 

by nationals of one state against the other state party, and certain claims between the 

state parties.74 The claims of expropriation in the petroleum industry arose out of two 

Iranian laws enacted in 1979, concerning the Iranian Government’s regulatory 

measures following the Revolution of the same year.  

In this context, historical South/North contentions re-emerged over standards of 

treatment and appropriate compensation. The arbitrators from developed states simply 

restated the imperial prerogatives of total rights and protection for foreign investors 

that had been in place since the colonial era. For example, the majority opinions of the 

arbitrators appointed by the United States stated that the requirement to make ‘full’ 

compensation for nationalisation had its origins in customary international law.75 In 

the TAMS Case, arbitrators Riphagen and Aldrich held that the claimant was ‘entitled 

under international law and general principles of law to compensation for the full 
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value of the property of which it was deprived’. 76  In Sola Tiles, arbitrators 

Bockstiegel and Holtzmann held that the criterion of ‘full compensation’ was the 

same standard that has been sanctioned by international law.77  

However, with reference to the NIEO principles, Iranian arbitrators rejected these 

traditional rules of investment protection. Arbitrator Ameli in the INA Case held that 

international instruments such as PSNR and NIEO Resolutions and Declarations, as 

well as CERD, should be placed at the top of the hierarchy of sources of international 

law. He also nominated Article 38 of the Statute of the International Court of Justice 

as the ground of resorting to state practice and opinio juris.78 According to his 

decision, the South’s reading of ‘appropriate’ trumped the North’s call for ‘full’ 

compensation, which he stated could not be considered to be supported by opinio 

juris.79 Clearly, in his view, the Third World’s traditional standpoint on compensation 

was gaining the support of most of the world under the NIEO. Ameli also reviewed 

the decisions and reasoning that tended to dominate in arbitral tribunals after the 

NIEO Resolution, and described the tendency of the existing international judicial 

system on arbitral precedents as ‘characteristic common law bias … at the expense of 

the primary sources of international law’.80 

To conclude, this movement of seeking justice on behalf of the developing world 

could be examined from two positions. First, during the NIEO, developed states were 

of the view that the NIEO principles were highly politicised radical positions. 

However, the NIEO was characterised by developing nations as an attempt to 

question and oppose the investment norms and standards, and as a call for reform.  

The aim was to safeguard the sovereignty of developing states and defer to the 

domestic law of states. Second, the NIEO paradigm coincided with the arrival of the 

new neoliberal variant of market capitalism, the foundations of which had been laid 

by capital-exporting states over several years. As the transition to the fourth era 
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proceeds, the question is how the new system of economic liberalism will affect the 

sovereign rights of states on the one hand, and the protection of investors on the other. 

These questions are important where, arguably, controversial investment norms and 

standards have re-emerged within investment treaty standards in the era of 

neoliberalism. This is discussed next. 

1.4	  From	  the	  Fall	  of	  a	  New	  International	  Economic	  Order	  to	  the	  Rise	  of	  Neoliberalism	  

Following the NIEO movement, neoliberalism became the new economic discourse. 

The globalisation of economies as an instrument of the economic integration of the 

world promises the economic interdependence of states through international trade, 

investment and services. 81 This concept may be approached from descriptive and 

prescriptive vantage points. From the descriptive perspective, globalisation refers to 

‘the widening and deepening of the international flows of trade, capital, technology 

and information within a single integrated global market’.82 The prescriptive point of 

view characterises globalisation as ‘the liberalization of national and global markets 

in the belief that free flows of trade, capital and information will produce the best 

outcome for growth and human welfare’.83 This attitude of liberalising the economy 

was adopted by powerful states after the Second World War, and was accelerated 

following the collapse of communism in 1989 and the end of the Cold War.  

The ideological roots of this new trend were promoted by its founders as the only 

viable path to development.84 They also presented it as a panacea for the infirmity of 

the world’s economies.85 Developing countries that once advocated protectionism 

during decades of hostility to foreign investment had now reached an economic 

impasse. They vacillated between two poles, namely protecting sovereignty and 
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embracing the Western model of stimulating economic growth.86 However, a drastic 

lack of capital led the Third World to implement legal and economic reforms in its 

national laws to embrace neoliberalism. The reforms aimed, in part, at protecting 

foreign investments and property rights in order to achieve the intrinsic objectives of 

neoliberalism, which are about liberalising the economy and facilitating the flow of 

investment.87 The reform involved implementation of several policies, including:  

Ø privatisation of public enterprises 

Ø removing obstacles to foreign investment, and  

Ø protection of investors against infringement of specific standards of treatment, 

which historically were opposed by the Third World.88  

The end-result of adopting these policies has been that the liberal school of thought 

has brought about a new regime for the overarching protection of foreign investors 

and their investments. The purpose of this new regime was to establish a solid, 

reliable and secure legal environment for attracting investors’ capital into the host 

states. Such purpose gave rise to the formation of the modern investment regime 

based on the classic Western understanding of investment protection. The investment 

protection in this context has derived from investment norms and standards that 

emerged in both the earlier era and in modern FCNs.  

To sum up, Part I of this chapter has described the historical context of the conflict 

between developed and developing states over norms and standards in IIL. Sovereign 

host states – particularly Third World countries – were located within the contested 

standards of treatment of foreign investors from the colonial era to the period of the 

neoliberal economy. The next part of the chapter explains how historically 

contentious norms and standards have influenced the modern international investment 
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treaty system in the era of the neoliberal economy. It discusses how the new 

investment system effectively prioritises investors’ interests over host states’ 

sovereign rights and responsibilities. 

Part	  II:	  The	  Modern	  Investment	  System	  	  

2.1	  The	  Rationale	  of	  the	  Modern	  Investment	  Treaty	  System	  

The modern investment system emerged in the context of the neoliberal economic 

discourse after decades of political and legal conflicts between the North and South. 

This system was established on the basis of the mutual interests of states and foreign 

investors. The mutual interests of the parties in this system derive from the fact that 

foreign investors need profit out of their investments, and developing countries seek 

economic growth from foreign investments. The decisive factor in this bargain is the 

promotion of investment and capital flow in a stable and predictable economic 

environment in developing countries.89 Political risks and economic instability are the 

main threats to this bargain.90 The instability in the host state has been aptly 

characterised by Vernon as the problem of the ‘obsolescing bargain’.91 The problem 

arises when the mutual interests become obsolete because of changing political, 

economic and social circumstances. These changes may take place in, for example, 

the processes of pricing and tariffs, the launch of new policies by a change of 

government or circumstances of financial crisis.92 Such exercises of sovereign power 

might ultimately result in expropriation of foreign assets.  

This exercise of power in cases of the ‘obsolescing bargain’ has specific importance 

in the energy sector. For many years, the mutual investment opportunities for 

investors and states in this sector have been expressed in long-term contracts. These 

ensure that both sides achieve their primary objectives: a return of capital on the 

investors’ side and, in the host states, economic growth through exploitation of oil, 
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gas and coal. Indeed, with long-term investment contracts, the energy sector is subject 

to sudden changes in economic and political circumstances, as well as unilateral 

legislative measures by host states.93 Examples of such measures include the seizure 

of foreign-operated facilities in Venezuela in 201394 and the adoption of hydrocarbon 

laws with new royalties in Algeria and Bolivia in 2007.95 

Solving the problem of the obsolescing bargain requires strong legal mechanisms. 

Such mechanisms must contain substantive promises on the part of and credible 

commitments from recipient states to promote investment flows, and protect foreign 

investors and their investments.96 Negotiating bilateral and multilateral international 

investment agreements (IIAs) was seen by developed states as a good response to 

neoliberal agendas.97 Bilateral investment treaties (BITs) helped to fracture the fragile 

unity of developing countries that had evolved during the course of the NIEO.98 The 

modern BITs build on the experience of the FCN agreements in the colonial and post-

colonial era in terms of rules and standards of treatment. Germany was the first state 

to sign a BIT with Pakistan in 1959.99 Many other developed states, such as Italy,100 

the Netherlands,101 Sweden102 and Norway,103 rapidly followed suit in order to avail 
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themselves of the opportunities that had arisen after years of disagreement with the 

Third World about investment protection. Following a period of slow growth, there 

was a dramatic rise in the number of BITs signed between developed and developing 

countries in the early 1990s, as neoliberal agendas gathered pace.104 While the number 

of BITs had reached 300 in 1990, the signing of BITs hit a record high of over 2000 

in the 1990s.105 This count moved towards more than 3,271 in 2014, between 179 

countries.106  

IIAs represent the need of powerful states to regulate the promotion of investment and 

the protection of foreign investors.107 The promotion of investment is an integral and 

explicit part of the preamble and/or treaty rules in most investment treaties. For 

example, the Preamble of the Energy Charter Treaty (ECT) provides that ‘The Energy 

Charter Treaty is a unique instrument for the promotion of international cooperation 

in the energy sector’.108 Further, the ECT offers states the hope ‘to catalyze economic 

growth by means of measures to liberalize investment and trade in energy’.109  

In terms of protection, IIAs provide stronger protection for foreign investors’ 

properties than had been the case with FCNs.110 In fact, extensive protection of 

foreign property is the touchstone of the efficacy and success of the IIA system. There 

are several new standards that form the structure of the protection mechanism in IIAs. 
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These include a fair and equitable standard of treatment (FET) and indirect 

expropriation, discussed in the last section below.111 

At issue is whether there are reasonable grounds within the normative framework of 

investment arbitration for the perception that there is systemic bias in favour of 

investors. The following sections discuss three examples, among others,112 of the 

contentious points in the modern IIA system that have fuelled perceptions of bias in 

the investment arbitration system. These examples illustrate three grounds of bias: the 

jurisdiction of investment tribunals; the sovereignty of states; and treaty norms and 

standards. The first example is the perceived inequality of investors and states in 

relation to their consenting to dispute settlement. This is a jurisdictional ground, 

where states and investors do not benefit from an equal standing in terms of initiating 

investment disputes—hence the perception of bias arises. The second illustrates the 

effect of the investment treaty system on the sovereignty of states. The third example 

concerns the ambiguous and controversial treaty standards in the investment treaty 

system. This third ground for perceived bias lays the foundation of arguments in the 

next chapters concerning doctrinal developments around the interpretations of treaty 

rules and standards. The connection of these examples to the historical evolution of 

the system will also be discussed, tying the historical narratives explored in earlier 

sections with the argument that modern-era IIAs replicate old tensions and power 

battles among investors and sovereign states. The rest of this discussion focuses on 

the modern and neoliberal challenges of the system in terms of balancing investors 

and the sovereign rights of states in the modern treaty system. 

2.2	  Consent	  to	  Arbitration	  

The modern investment treaty system assumes the equality of the bargaining position 

of the host state and foreign investors. The equality in this bargain derives from a 

‘sense of equal partnership’ in the promotion and protection of investments and 

investors. However, the equality of the bargain in investment treaties is challenged by 

perceptions that some aspects of this system have tilted in favour of foreign 
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investors.113 For example, the notion of pre-consent to arbitration in investment 

treaties provides an example of such an asymmetry in the relationship between host 

states and investors. 

The pre-consent to arbitration is recognised as an indispensable commitment under 

investment treaties. In general, the legal personality given to private investors in this 

system authorises them to bring a legal action against sovereign states in arbitral 

tribunals.114 The pre-consent of states to transfer the protection of foreign investors 

from domestic to international domains is a requisite of the jurisdiction of all 

international tribunals. Most investment arbitration cases in recent years have taken 

place based on blanket consent and unilateral agreements by states to submit to 

arbitration in investment treaties. Through this mechanism, the state’s consent is 

confirmed from the time the IIA takes effect, while the investor’s consent comes into 

play from the time they determine to initiate the arbitral proceeding against the host 

state.115  

For example, Article 8(1) of the BIT between the United Kingdom and Sri Lanka 

explicitly states that: 

Each Contracting Party hereby consents to submit to the International 

Centre for the Settlement of Investment Disputes [ICSID] … for 

settlement by conciliation or arbitration under the [ICSID] Convention … 

any legal disputes arising between that Contracting Party and a national or 

company of the other Contracting Party concerning an investment of the 

latter in the territory of the former.116 

Some BITs do not provide specifically for the states’ pre-consent to dispute 

settlement. However, the formulation of the clause refers to the right of investors, not 

                                                
113 Asoka de Z. Gunawardana and José E. Alvarez, ‘The Inception and Growth of Bilateral Investment 
Promotion and Protection Treaties’ (1992) 86 Proceedings of the Annual Meeting of the American 
Society of International Law 544, 546. 
114 Kenneth J Vandevelde, ‘The BIT Program: A Fifteen-Year Appraisal’ (1992) 86 American Society 
of International Law Proceedings 532, 538. See also, Gus Van Harten, Investment Treaty Arbitration 
and Public Law (Oxford University Press, 2007) 10. 
115 Jan Paulsson, ‘Arbitration Without Privity’ (1995) 10 ICSID Review 232, 234–35. 
116 United Kingdom and Sri Lanka BIT, 19 ILM 886, 888 (1980) Article 8(1).  
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states parties to the BIT, to initiate proceedings. For example, Article 11(2) of the 

German Model Agreement provides that: 

If the divergency cannot be settled within six months of the date when it 

has been raised by one of the parties in dispute, it shall, at the request of 

the national or company of the other Contracting Party, be submitted for 

arbitration. Unless the parties in dispute agree otherwise, the divergency 

shall be submitted for arbitration under the Convention of 18 March 1965 

on the Settlement of Investment Disputes between States and Nationals of 

Other States. 117  

As this example demonstrates, the pre-consent mechanisms instituted by the founders 

of the modern investment treaty system make the investment system more or less 

unpredictable for host states. This mechanism gives foreign investors a stronger hand 

in bringing disputes against states, which means that the system lacks reciprocity. The 

pre-consent mechanism raises doubts about whether the tribunal’s jurisdiction is 

based on the genuine consent of the parties, or whether that consent is in fact 

constructed to bring the host state into the arbitral tribunal by any means.  

This mechanism of access to arbitration brings about asymmetry in the relationship 

between host states and foreign investors. That is, investment disputes have been filed 

mainly against sovereign host states – being developing countries in most cases.118 

The consent clauses are designed in such a way that host states are not able to take 

legal and arbitral action against foreign investors under investment treaties.119 Paulson 

describes this structure as an inherent asymmetry of the modern investment treaty 

system, whereby ‘the tables could not be turned: the defendant [host state] could not 

have initiated the arbitration’.120 Currently, the position of the IIL regime to the 

                                                
117 Dolzer and Stevens, above n 110, 194. [emphasis added] 
118 Van Harten, above n 114, 3. 
119 States generally intend to bring their conflicts with foreign investors to their domestic courts, 
although there may be difficulties in enforcing such a judgment abroad. See Robert E Lutz, A Lawyer’s 
Handbook for Enforcing Foreign Judgments in the United States and Abroad (Cambridge University 
Press, 2007) 23–27. 
120 Paulsson, above n 115, 422-3. 
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question of whether states are able to initiate arbitration against foreign investors is 

inconclusive.121 Thus, host states typically remain permanent respondents. 

A major concern of sovereign host states is whether the system is capable of striking a 

balance between states and investors in terms of the recourse to dispute settlement 

mechanisms. The World Bank Executive Directors who drafted the ICSID 

Convention asserted that ‘the broad objective of the Convention is to encourage a 

larger flow of private international investment, the provisions of the Convention 

maintain a careful balance between the interests of investors and those of host 

states’.122 However, the question arises of whether the investment treaty mechanism 

could achieve this objective by giving host states an opportunity for raising disputes 

against investors. A review of ICSID history shows that with only 0.5 per cent of 

cases having been brought by host states, by Gabon in 1976,123 Tanzania in 1998124 

and Indonesia in 2007,125 none was subjected to treaty-based arbitration.  

In addition to the pre-consent mechanism, the asymmetry in consent to arbitration 

also surfaces where foreign investors have a treaty choice between different dispute-

settlement options, generally preferring the one that creates higher protection for 

investors. This is known as ‘forum shopping’ in the IIA system, and it has different 

applications. On the one hand, it refers to the investor’s choice between a range of 

available and favourable dispute-settlement fora such as ICSID arbitration or ad hoc 

arbitration.126 On the other hand, forum shopping could result in ‘treaty shopping’, ‘to 

enlarge the choice of [treaty] forum beyond the options provided by the specific BIT, 

or even to bring the same facts into parallel or multiple proceedings’.127 Paulson notes 

                                                
121 Saverio Di Benedetto, International Investment Law and the Environment (Edward Elgar, 2013) 58. 
122 International Bank for Reconstruction and Development, Report of the Executive Directors on the 
Convention on the Settlement of Investment Disputes between States and Nationals of other States, 
(1965) 1 ICSID Reports 25, para 13. 
123  Gabon v Socie ́te ́ Serete S.A., (ICSID Case No ARB/76/1, 1978). The case was settled and the 
proceedings discontinued. 
124 Tanzania Electric Supply Company Limited v Independent Power Tanzania Limited (ICSID Case 
No. ARB/98/8, 12 July 2001). 
125 Government of the Province of East Kalimantan v PT Kaltim Prima Coal and Others (ICSID Case 
No. ARB/07/3, 28 December 2009). 
126 OECD, ‘Improving the System of Investor–State Dispute Settlement: An Overview’, in OECD 
(ed.), International Investment Perspectives (OECD, 2006) 201. 
127 ibid. 
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that forum shopping and treaty shopping create inconsistency that could lead to 

parallel and multiple proceedings pertinent to the jurisdiction of different tribunals.128 

As an example of forum shopping, Article 26(4) of the Energy Charter Treaty gives 

investors a choice of arbitration in a number of different fora, namely the ICSID, the 

ICSID Additional Facility, the United Nations Commission on International Trade 

Law (UNCITRAL) ad hoc and the Stockholm Chamber of Commerce.129 Under this 

Article, any party can select their preferred forum, and different tribunals might reach 

different decisions on similar legal issues.130 

Treaty shopping is subject to similar concerns. A recent example of treaty shopping is 

an investment case filed against Australia in Philip Morris Asia v Australia.131 

Australia enacted the Tobacco Plain Packaging Act 2011132 and Philip Morris, a US 

company located in Hong Kong, brought a claim against the provisions of the Act 

under the Australia–Hong Kong BIT.133 The company claims that the prohibition 

against the company using its intellectual property in packaging tobacco products is 

an act of expropriation for which the company is entitled to compensation. The 

question in this case is why this US company did not raise this dispute under the 

Australia–US investment agreement.134 There are three reasons for this choice of the 

Australia–Hong Kong BIT by the investor. First, the Australia–US BIT does not 

guarantee an investment-dispute settlement mechanism. Second, the Australia–US 

BIT also provides exemptions for expropriation claims in relation to intellectual 

property rights. Finally, unlike many other IIAs including the Australia–US BIT, the 

                                                
128 Paulsson, above n 115, 249. 
129 For further information about the Stockholm Chamber of Commerce and its applicable rules refer to 
<http://www.sccinstitute.com/dispute-resolution/rules/> 
130 See OECD Report, above n 126, 200-2 
131 Philip Morris Asia Limited v The Commonwealth of Australia (UNCITRAL, PCA Case No. 2012-
12, 5 October 2012). 
132 Tobacco Plain Packaging Act,  Act No. 148  (2011). 
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133 Australia Agreement with Hong Kong concerning the Promotion and Protection of Investments, UNTS 1748, 
385, (1993). 
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134  Free Trade Agreement between Australia and the United States of America, (2004), 
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Hong Kong BIT with Australia exempts claims raised by investors of countries that 

are not party to the applicable treaty. An example of an IIA that includes this 

provision is the BIT between Australia and the Czech Republic, which states: 

Article 2(2): Where a company of a Contracting Party is owned or 

controlled by a citizen or a company of any third country, the Contracting 

Parties may decide jointly in consultation not to extend the rights and 

benefits of this Agreement to such company.135 

As a result of the investor’s treaty shopping in this case, Philip Morris Asia found an 

opportunity to litigate under a treaty-protection mechanism. However, had Australia 

been willing to give such protection to nationals and companies from Hong Kong, this 

consent would have been explicitly expressed in its BIT with this state.  

In summary, the issue of consent to arbitration in investment treaties questions the 

equality of the bargaining position between the host state and foreign investors. This 

asymmetrical relationship does not make the treaty arrangements invalid.136 However, 

it fuels and promotes the perception that investors are prioritised in a system set up to 

protect investments. It creates the impression that the dispute-settlement system is 

from the start influenced by the treaty system’s favourable treatment of investors. The 

argument that investors can take action against a state, and forum shop or treaty shop 

for the most favourable BIT, contributes to a perception of systemic bias, which this 

thesis argues exists in investment arbitration. The next section discusses the erosion of 

the sovereignty of states in the investment treaty system as another example of a 

ground for the perception of bias within the investment treaty context. 

2.3	  The	  Erosion	  of	  Sovereignty:	  The	  Cost/Benefit	  Dilemma	  

The second example of the grounds of perceived bias in the context of the investment 

treaty system concerns the historical conflict between two forces: protection of 

investment and the sovereign rights of the host states. This conflict relates to what 

may be termed the cost/benefit dilemma of the investment treaty system: the dilemma 

                                                
135 Australia and Czech Republic BIT, NO.18. (1994) Article 2(2). 
<http://investmentpolicyhub.unctad.org/Download/TreatyFile/149> 
136  Sornarajah, above n 3, 188. 
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whereby the sovereign power of states over regulating public interests may be 

undermined by need for the protection of foreign investments.  

Any discussion of sovereignty is a debate over the allocation of power.137 It is 

certainly the right and power of governments to regulate matters taking place within 

their borders.138 Such regulatory measures include the protection of public health and 

safety against any threat, the safeguarding of natural resources against illegal 

exploitation, the protection of the environment against pollutants and the shielding of 

society against activities that may harm public morals. States are not only committed 

to obligations in investment treaties, as ‘all treaties constrain sovereignty’,139 but they 

also have a responsibility to act in the public interest. The question that remains 

contested in the context of the rise of investment protection is whether the IIA system 

strikes an appropriate balance between these two burdens. 

In general, investment treaties are entered into at the cost of promises of investment 

protection that run the risk of undermining the sovereign power of host states, and of 

constraining the extent to which governments can govern. 140  The protection 

mechanism of investment treaties has the potential to ‘enfeeble host state 

governments and, in sharp contrast to the claims made by supporters of BIT, will end 

up discrediting the normative legitimacy of the BIT as a rule of law demonstration 

project’.141 In this dilemma of ceding sovereign power, states only engage in the 

treaty system if the expected costs of constraining its regulatory sovereignty will 

deliver the expected net benefit.142 Therefore, as long as there is equilibrium in what 

states gain, surrendering economic sovereignty to foreign investors is not a reasonable 

                                                
137 John H Jackson, ‘Sovereignty, Subsidiarity, and Separation of Powers: The High Wire Balancing 
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or sufficient ground to dismiss the investment treaty system.143 In the context of this 

system, the adversarial relationship between private foreign investors and sovereign 

states is sometimes characterised as the ‘grand bargain’, involving a shift in policy 

priorities in states, thus creating both hope and fear about what they gain and what 

they lose.144 

However, the cost of the bargain may be extremely high. In their sovereign role, states 

may enact emergency regulations during economic or political shocks that could 

impair the property rights of foreign investors.145 Regulatory measures of most states 

are designed for the benefit of the public. Such measures are commonly challenged by 

investors in arbitral proceedings, leading to often massive compensation being 

awarded against states. Due to the fear of such proceedings, ‘regulatory chill’146 

prevents states from regulating, for example, in favour of stricter environmental or 

social standards. 

Clearly, retreating from implementing such measures – even in cases of dire necessity 

– is often against the public interest. Furthermore, reluctance to regulate is also a 

                                                
143 Olivia Chung, ‘The Lopsided International Investment Law Regime and Its Effect on the Future of 
Investor–State Arbitration’ (2006) 47 Virginia Journal of International Law 953, 963. 
144 Jeswald W Salacuse, ‘Towards a Global Treaty on Foreign Investment: The Search for a Grand 
Bargain’, in Norbert Horn and Stefan Michael Kröll (eds), Arbitrating Foreign Investment Disputes: 
Procedural and Substantive Legal Aspects (Kluwer Law International, 2004) 51. 
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SA and The Argentine Republic, and AWG Group v The Argentine Republic, (Order in Response to a 
Petition for Transparency and Participation as Amicus Curiae) (ICSID Case No. ARB/03/19, 19 May 
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3 November 2008); Continental Casualty Company v Argentine Republic, (Award) (ICSID Case 
No. ARB/03/9, 5 September 2008); Enron Creditors Recovery Corporation and Ponderosa Assets, 
LP v Argentine Republic, (Award) (ICSID Case No ARB/01/3, 22 May 2007); CMS Gas Transmission 
Company v The Argentine Republic, (Award) (ICSID Case No ARB/01/08, 12 May 2005, Award); 
Sempra Energy International v Argentine Republic, (Award) (ICSID Case No ARB/02/16, 
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likely response to avoiding the risk of losing a competitive edge against other states in 

attracting foreign investment. It follows that these situations place extreme pressure 

on host states to shape their policies in accordance with the investment treaty rules 

and standards.147 

Given this dilemma of regulatory chill, the question is whether states – specifically those 

in the Third World – attempt to reduce the cost of this grand bargain. Put differently, there 

is a concern among scholars and treaty negotiators that investment treaties impedes 

developing host states from appropriately exercising sovereign power.  

Further, this dilemma and its concerns over regulating public interests become even 

more controversial in relation to model BITs. The study of the BIT mechanism shows 

that powerful states have an inclination towards designing a model BIT, where the 

‘one size fits all’ approach dominates in their investment treaty arrangements. The use 

of model BITs is an attempt to address the investment standards on the basis of the 

disposition of powerful states towards investment protection without any possible 

change and amendment. Alvarez, a former member of the US State Department BIT 

negotiating team, describes this relationship as follows: 

For many, a BIT relationship is hardly a voluntary, uncoerced 

transaction. They [US BIT partners] feel that they must enter into the 

arrangement, or that they would be foolish not to … For Latin American 

countries … the BIT represents a return to the earlier days of reliance on 

FDI – before they learned to fear becoming dependent … But the truth is 

to date the US model BIT has been regarded as, generally speaking, a 

‘take it or leave it’ proposition, with the United States calling the shots 

and the BIT partner as supplicant … A BIT negotiation is not a discussion 

between sovereign equals. It is more like an intensive training seminar 
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conducted by the United States, on US terms, on what it would take to 

comply with the US draft.148 

Therefore, the coercive negotiation process of a model BIT gives a developing host 

state no option but to accept all costs to its sovereign power of the investment treaty. 

The US model BITs are an example of the BIT template that provides and specifies 

adherence to this coercive negotiation process.149 The US Model BIT 2004 was the 

most investor-protective scheme in the world.150 The United States delineated the 

model scheme of investment protection different from other kinds of investment 

treaties, where the adverse, diametrical impact on the sovereignty of developing host 

states was very clear.151 In this respect, Sornarajah remarks that ‘where the treaty is of 

the type that the United States makes … then the erosion of the regulatory space 

becomes considerable’.152 The extensive protection under the US Model BIT 2004 

ranged from more emphasis on assurance against discriminatory treatment of any 

kind, to the promise of better treatment than was available under national or 

customary international law. This BIT mechanism incorporated years of efforts to 

install the Western Hull Rule throughout the rules of investment treaties, against a 

backdrop of several years’ resistance from developing states.153  

However, this dilemma of extensive protection has in recent years affected powerful 

developed states, imposing similar costs to their sovereignty. This has caused a retreat 

from extensive treaty protection mechanisms for investors on the grounds of 

protecting sovereignty in both the developed and developing worlds. As a result of 
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this retreat, in recent years investment protection has gradually become attenuated in 

terms of treaty rules and standards in favour of the protection of the public interest. 

The example of this change appeared in the US Model BIT 2012. The changes that 

are related to public concerns include: 

Ø increasing the discretion of states to regulate for public interests by enacting 

an expansive list of state exceptions, particularly in relation to the protection 

of the environment and human rights, and national security policies 

Ø  clarifying the protection of health, safety, and the promotion of internationally 

recognized labor rights 

Ø  providing for public disclosure of information regarding disputes.154 

The range of OECD Model BITs have followed suit to slowly depart from the pro-

investor regulations and protection mechanisms of investment treaties.155 As Alvarez 

notes, ‘[I]f [the United States as] the world’s leading capital exporter, the state responsible 

for establishing the Hull Rule, for discrediting the Calvo Clause, and for creating a 

perfected investor–state arbitration clause is now emphasizing the need to protect its 

sovereign prerogatives, others are sure to follow.’156  

Besides this dilemma about the sovereign powers of states, there are also concerns about 

the definition, scope and nature of treaty standards in modern investment treaties. If the 

treaty system itself has been established to favour investors, it seems possible that the 

interpretation and exercise of arbitrators’ powers will favour investors as well. As the 

third example, and to set the scene for discussions in the following chapters, the next 

section briefly describes treaty standards in the IIA system.  
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2.4	  Investment	  Treaty	  Standards	  

The nature of the investment protection standards is another example of the grounds 

that warrant the perception of bias in the investment treaty system. There is a lack of 

textual clarity in investment treaties in relation to the definition and scope of several 

treaty standards. The lack of clarity that emerges in the modern investment treaties is 

rooted in generalised and contested traditional treaty norms and standards in both 

historical FCNs and modern FCNs. There are two main contentious investment 

protection standards that have raised heated debates among scholars and defendant 

host states: the fair and equitable standard of treatment, and indirect expropriation. All 

the energy investment disputes that have been determined to date are concerned with 

claims by investors that host states have violated one or both of these standards. The 

next two sections describe and discuss the ambiguity and complexity of these two 

standards. Further, Chapters 3 and 4 discuss how they are interpreted and applied by 

investment tribunals. Later chapters argue that the wide, general and vague nature of 

the treaty standards has given tribunals excessive power in their interpretation and 

application of the standards. 

2.4.1	  Fair	  and	  Equitable	  Treatment	  	  

Fair and equitable treatment has for decades been regarded as the most complicated 

undertaking of states in treaty practice. The objective of fair and equitable standard of 

treatment is to ‘fill gaps that may be left by the more specific standards, in order to 

obtain the level of investor protection intended by the treaties’.157 The ambiguity of 

FET emanates from its general wording. This ambiguity then leads to diversity of 

interpretation. This treaty standard has historically been influenced by the conflict 

between North and South over minimum standards of treatment and national 

treatment standards.158  

As discussed in Part I of this chapter, developed states opposed the application of the 

Calvo Doctrine, and insisted on the application of the minimum standard of treatment, 

which gives foreign investors more favourable treatment than the host state’s 
                                                
157  Rudolf Dolzer and Christoph Schreuer, Principles of International Investment Law (Oxford 
University Press, 2012) 122. 
158 Refer to sections 1.1.2 and 1.2.1 of this Chapter. 
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nationals.159 In the 1950s and 1960s, the drafting of investment treaties became 

complex, first because of the conflict between the application and adoption of national 

treatment and MST, and second due to the use of the FET standard as a way of 

imposing more onerous obligations on host states under the wide scope of the MST 

standard.160 While the modern investment treaty has shifted away from national 

treatment, conflict has arisen in the application of these two standards of MST and 

FET. Some treaties have referred to the MST standard,161 and many others have made 

reference to the FET standard.162 The conflict in distinguishing these two standards 

arises from debate on the nature of the FET standard. There are two sides to the 

debate about the nature of FET: whether FET is an integral part of the MST, and 

therefore rooted in customary international law, or whether it is separate from and 

independent of customary international law. In case of the former, the interpretation 

of the standards must be in accordance with customary international law, with limited 

scope in terms of the protection of foreign investors. By contrast, treating FET as an 

independent standard leads to a wide and extensive protection of investors.163 

This debate about the nature of FET has remained uncertain and unclear despite being the 

subject of numerous scholarly articles, and also attempts at clarification by tribunals and 

states.164 For example, the Comment on Article 1 of the OECD Draft Convention on the 

                                                
159 Refer to section 1.1.2 of this Chapter. 
160 UNCTAD, Fair and Equitable Treatment (2012) 10. 
161 The MST has emerged in the modern investment treaty system, and specifically in Article 1105(1) 
of the North American Free Trade Agreement (NAFTA). See NAFTA Agreement above n 98. Article 5 
of the 2012 US Model BIT under the heading of Minimum Standard of Treatment states that ‘1. Each 
Party shall accord to covered investments treatment in accordance with customary international law, 
including fair and equitable treatment and full protection and security. 2. For greater certainty, 
paragraph 1 prescribes the customary international law minimum standard of treatment of aliens as the 
minimum standard of treatment to be afforded to covered investments. The concepts of “fair and 
equitable treatment” and “full protection and security” do not require treatment in addition to or beyond 
that which is required by that standard, and do not create additional substantive rights.’ See US Model 
BIT 2012, above n 109, Article 5. See also, Canada Model BIT, above n 155, Article 5. 
162 See, e.g., The ECT Charter, above n 98, Article 10. 
163 Christoph Schreurer, ‘Fair and Equitable Treatment in Arbitral Practice’ (2005) 6 The Journal of 
World Investment & Trade 364. 
164 Christoph Schreuer, ‘Fair and Equitable Treatment’ (2005) 2(5) Transnational Dispute Management 
(TDM) 1; Stephen Vasciannie, ‘The Fair and Equitable Treatment Standard in International Investment 
Law and Practice’ (1999) 70 British Year Book of International Law 99; Marcela Klein Bronfman, 
‘Fair and Equitable Treatment: An Evolving Standard’ (2006) 10 Max Planck Yearbook of United 
Nations Law 1. 



 59 

Protection of Foreign Property attempted to treat FET and MST as effectively identical – 

as the same protection mechanism. The Comment maintained that: 

The phrase ‘fair and equitable treatment’, customary in relevant bilateral 

agreements, indicates the standard set by international law for the 

treatment due by each state with regard to the property of foreign 

nationals. The standard required conforms in effect to the ‘minimum 

standard’ which forms part of customary international law.165  

Moreover, the discussions on this relationship between MST and FET are a major 

landmark in the context of the North American Free Trade Agreement (NAFTA).166 

Under NAFTA jurisdiction, arbitral tribunals have attempted to resolve the 

uncertainties about this relationship by interpreting the vaguely worded Article 

1105(1). The Article provides that: 

Each Party shall accord to investments of investors of another Party 

treatment in accordance with international law, including fair and 

equitable treatment and full protection and security.167 

Interpretations of arbitral tribunals in early NAFTA cases were inconsistent. Several 

tribunals considered the standard of treatment under this Article as an MST 

standard.168 Other tribunals separated MST and FET under this Article to define a 

broad scope in the treatment of foreign investors.169 For example, in SD Myers Inc v 

Canada, the Tribunal noted that ‘a breach of a rule of international law by a host 

Party may not be decisive in determining that a foreign investor has been denied fair 
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and equitable treatment’.170 Moreover, the Tribunal treated MST and FET as distinct 

standards by stating that ‘the fact that a host Party has breached a rule of international 

law that is specifically designed to protect investors will tend to weigh heavily in 

favour of finding a breach of Article 1105’.171 Through such decisions, FET began to 

be distinguished as an autonomous and separate standard from MST.172 

In reaction to these findings, the NAFTA Free Trade Commission (FTC) issued a 

binding Note for the purpose of providing a clear interpretation of Article 1105(1). 

The Note of Interpretation reads as follows: 

(i). Article 1105(1) prescribes the customary international law minimum 

standard of treatment of aliens as the minimum standard of treatment to be 

afforded to investments of investors of another Party. (ii). The concepts of 

‘fair and equitable treatment’ and ‘full protection and security’ do not 

require treatment in addition to or beyond that which is required by the 

customary international law minimum standard of treatment of aliens. 

(iii). A determination that there has been a breach of another provision of 

NAFTA, or of a separate international agreement, does not establish that 

there has been a breach of Article 1105(1).173 

Thus the Note of Interpretation expressly considers the protection mechanism under the 

emerging FET as simply equivalent to the MST standard. However, the FTC Note 

attracted criticism from investors and scholars because of the perception that it would lead 

                                                
170 S.D. Myers, Inc. v Canada, ibid., paras 265–66. 
171 ibid. In a more specific way, the Tribunal in Pope & Talbot v Canada finds that the FET standard is 
an additional element to the international law requirement that protects investors under the Article. As 
such, in the view of the Tribunal, under NAFTA, foreign investors are entitled to ‘fairness’ and 
‘compliance with the fairness elements must be ascertained free of any threshold that might be 
applicable to the evaluation of measures under the minimum standard of international law’.171 Pope & 
Talbot v Canada, above n 166, para 111. 
172 See also Cargill v Mexico, above n 166, para 284. 
173 Notes of Interpretation of Certain Chapter 11 – Investment Provisions (NAFTA Free Trade 
Commission, July 31, 2001), 
<http://www.sice.oas.org/tpd/nafta/Commission/CH11understanding_e.asp> 
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to a lower level of protection to foreign investors than that offered in the FET standard.174 

Despite the challenges, subsequent tribunals under the NAFTA jurisdiction applied the 

MST equivalent to FET to limit the scope of the investors’ protection. They confirmed 

the application of the Note, in the sense that the standard of treatment under the FET 

standard is not an additional element to the MST standard.175 

In contrast to the experience of NAFTA, there has been considerable support for 

adopting the autonomous FET standard among scholars176 and arbitral tribunals.177 

For example, Dolzer and Stevens argue that ‘the fact that parties to BITs have 

considered it necessary to stipulate this standard as an express obligation rather than 

rely[ing] on a reference to international law and thereby invoke[ing] a relatively 

vague concept such as the minimum standard is probably evidence of a self-contained 

standard’.178 Similarly, in his widely cited argument, Mann suggests that the FET 

standard is not only separate from the MST standard, but should also be given its 

plain meaning. He argues that:  

Nothing is gained by introducing the conception of a minimum standard 

and, more than this, it is positively misleading to introduce it. The terms 

‘fair and equitable treatment’ envisage conduct which goes far beyond the 

minimum standard and afford protection to a greater extent and according 

to a much more objective standard than any previously employed form of 

words. A tribunal would not be concerned with a minimum, maximum or 

average standard. It will have to decide whether in all the circumstances 

the conduct in issue is fair and equitable or unfair and inequitable. No 

                                                
174 Charles H Brower, ‘Investor–State Disputes Under NAFTA: A Tale of Fear and Equilibrium’ 
(2001) 29 Pepp. L. Rev. 43; Guillermo Aguilar Alvarez and William W Park, ‘The New Face of 
Investment Arbitration: NAFTA Chapter 11’ (2003) 28 Yale Journal of International Law 365. 
175 Mondev v United States, above n 166. 
176 Dolzer and Stevens, above n 110; Frederick A Mann, ‘British Treaties for the Promotion and 
Protection of Investments’ (1982) 52 British Yearbook of International Law 241. 
177 See, e.g., Enron v Argentine, above n 145, para 258; See also, PSEG Global, Inc. v Republic of 
Turkey (Award) (ICSID Case No. ARB/02/5, 19 January 2007) ; Sempra Energy v Argentine, above 
n 145, para 239. 
178 Dolzer and Stevens, above n 110, 60. 
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standard afforded by other words is likely to be material. The terms are to 

be understood and applied independently and autonomously.179 

Mann’s rationale expressly separates the MST and FET standards, so that the 

protection of foreign investors based on an autonomous FET covers a much broader 

scope than that offered in the MST standards. Treating the FET standard as 

autonomous has thus also caused complexity and vagueness. That is, after separating 

MST and FET, there is still no clear-cut definition of FET. 

In order to resolve the lack of clarity of FET, investment tribunals introduced new, 

core elements of the FET standard to clarify the scope of FET protection. These 

elements comprise the protection of the legitimate expectations of investors, due 

process, transparency and good faith.180 By introducing these elements, tribunals 

attempted to clarify the scope of the application of FET.181 These elements provide 

the benchmark against which to decide upon any violation of the host states’ 

commitments under the investment treaties. Harten describes the introduction of these 

elements as ‘transform[ing] the international minimum standard from a bulwark 

against flagrant mistreatment of foreign nationals into an all-encompassing guarantee 

of highly flexible notions of fairness, equity and due process’.182 Arbitral tribunals 

have introduced these elements, although they are not contained in investment 

treaties. As discussed in the next chapter, this begs the question of whether the 

sovereign states’ true intentions and informed consent have been observed in this 

move from the treaty context to the context of tribunals.  

The following chapter concerns analysis of the most contentious element of the FET 

standard, namely the legitimate expectations of foreign investors. That chapter 

                                                
179 Mann, above n 176, 244. 
180Telsim Mobil Telekomikasyon Hizmetleri A.S. v Republic of Kazakhstan, (Award) (ICSID Case 
No. ARB/05/16 July 19, 2008) para 609; Tecnicas Medioambientales Tecmed SA v United Mexican 
States (Award) (ICSID Case No. ARB(AF)/00/2, 29 May 2003) paras 153–54. 
181 Stephen Fietta, ‘Expropriation and the “Fair and Equitable” Standard: The Developing Role of the 
Investors’ “Expectations” in International Investment Arbitration’ (2006) 23 Journal of International 
Arbitration 398. See also J Roman Picherack, ‘The Expanding Scope of the Fair and Equitable 
Treatment Standard: Have Recent Tribunals Gone Too Far?’ (2008) 9 The Journal of World Investment 
& Trade 255, 271. 
182 Van Harten, above n 114, 89. 
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examines interpretive approaches of investment tribunals in relation to the concept of 

the legitimate expectations of investors. The chapter discusses how the tribunals’ 

interpretation of this element may create perceptions of bias in the energy case law. 

2.4.2	  Indirect	  Expropriation	  

At the centre of the international law of expropriation is the protection of the interests 

of foreign investors. The need for protection arises where foreign properties are at risk 

of being seized. The seizure of foreign properties requires that two conditions be met 

to qualify for protection by investment treaties: permanent deprivation and physical 

transfer of ownership rights. The concept of direct expropriation is reasonably clear 

in international law. It involves the action of taking the property of foreign investors, 

or depriving foreign investors of their rights to property, through the transfer of 

wealth and profit, or through seizure of an investor’s asset.183 In public international 

law, expropriation is per se unlawful unless it meets some preconditions: the purpose 

of taking is based on public protection; the action of taking is followed by the 

principles of non-discrimination and the due process of law; and the action is coupled 

with prompt, effective and adequate compensation to foreign investors whose 

properties have been seized.184 In arbitral practice, tribunals are clear about applying 

the customary international law principles of direct expropriation.  

However, the concept of indirect expropriation is vaguely, generally or imprecisely 

expressed in investment treaties, and in turn it causes confusion and inconsistency in 

its interpretation by tribunals. Indirect expropriation often involves legislation or a 

series of legal actions by the host states that reduce the investors’ benefits from the 

investment or destroy the economic value of the investment.185 It is not an ordinary 

                                                
183  Campbell McLachlan, Laurence Shore and Matthew Weiniger, International Investment 
Arbitration: Substantive Principles (Oxford University Press, 2007) 266; Malcolm N Shaw, 
International Law, 5th ed. (Cambridge University Press, 2004) 740. 
184 Brownlie, above n 18, 533–47; Abul FM Maniruzzaman, ‘Expropriation of Alien Property and the 
Principle of Non-Discrimination in International Law of Foreign Investment: An Overview’ (1998) 
8 Journal of Transnational Law & Policy 57. 
185 Jeswald W Salacuse, The Law of Investment Treaties, 2nd ed. (Oxford University Press, 2015) 166–
68. See also Rudolf Dolzer, ‘Indirect Expropriations: New Developments’ (2002) 11 New York 
University Environmental Law Journal 65; UNCTAD, International Investment Agreements: Key 
Issues Volume 1, United Nations, Geneva (2004) 239; Matthew C Porterfield, ‘State Practice and the 
(Purported) Obligation under Customary International Law to Provide Compensation for Regulatory 
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transfer of the title or the physical taking of an investor’s property. The difference 

between this type of expropriation and traditional, outright property-taking derives 

from whether there is any impact on the legal title of the owner of the properties in the 

host states.186  

Investment treaties contain vaguely worded expropriation clauses. The use of a phrase 

such as ‘measures tantamount to expropriation’ is an example of such vague 

expression that has led to diverse interpretations by investment tribunals. For 

example, Article III (1) of the US-El Salvador BIT states that ‘Neither Party shall 

expropriate or nationalize a covered investment either directly or indirectly through 

measures tantamount to expropriation or nationalization.’187 The ambiguity in the 

wording has allowed some tribunals to take an expansive approach in interpreting the 

effect of state measures. Such wording covers protection of a wide range of the state’s 

laws and policies. 188  In Waste Management v Mexico, the NAFTA Tribunal 

confirmed this broad meaning and extended the interpretation of expropriation beyond 

a physical taking of property. In the view of the Tribunal: 

Where a measure tantamount to an expropriation is alleged, there may 

have been no actual transfer, taking or loss of property or entity, but rather 

an effect on property which makes formal distinctions of ownership 

irrelevant … Evidently the phrase ‘take a measure tantamount to 

nationalisation or expropriation of such investment’ in article 1110(1) was 

intended to add to the meaning of the prohibition, over and above the 

                                                                                                                                       
Expropriations’ (2011) 37 North Carolina Journal of International Law and Commercial Regulation 
159, 163–64. 
186 Dolzer and Schreuer, above n 157, 4; Christoph Schreuer, ‘The Concept of Expropriation under the ETC 
and Other Investment Protection Treaties’ (2005) 2(3) Transnational Dispute Management 2; Rainer Geiger, 
‘Regulatory Expropriations in International Law: Lessons from Multilateral Agreement on Investment’ 
(2002) 11 NYU Envtl LJ 94, 96; WM Reisman and RD Sloane, ‘Indirect Expropriation and Its Valuation in 
the BIT Generation’ (2004) 74 British Yearbook of International Law 115, 117–25. 
187 The United States and El Salvador BIT (1999). Article III (1), 
<http://investmentpolicyhub.unctad.org/Download/TreatyFile/1139> 
188 M Sornarajah, ‘The Retreat of Neo-Liberalism in Investment Treaty Arbitration’ in Catherine A 
Rogers and Roger P Alford (eds), The Future of Investment Arbitration (Oxford University Press, 
2009) 284. 
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reference to indirect expropriation. Indeed there is some indication that it 

was intended to have a broad meaning …189 

The decision of the Tribunal in Metalclad v Mexico also plays a key role in expanding 

the interpretation of state measures beyond what had been identified under direct or 

indirect expropriation. In its definition of measures tantamount to expropriation, the 

Tribunal departed from outright seizure or formal and informal transfer of title, as in 

the traditional concept of expropriation, and opined that expropriation also includes 

‘covert or incidental interference with the use of property which has the effect of 

depriving the owner, in whole or in significant part, of the use or reasonably-to-be 

expected economic benefit of property even if not necessarily to the obvious benefit 

of the host State’.190 Based on this broad interpretation, the Tribunal concluded that 

Mexico had violated Article 1110 of NAFTA.191  

This use of vague expression and broad interpretation to create wide protection is 

supported by academic scholars. Commentators such as Reisman and Sloane argue 

that this broad scope of expropriation assists in guaranteeing stability and 

predictability in the investment treaty system. They note that ‘the major innovation of 

the “tantamount” clause, found in substance in almost all BITs, therefore consists in 

extending the concept of indirect expropriation to an egregious failure to create or 

maintain the normative favourable condition in the host State’.192  

Broad interpretation may cover protection of a wide range of measures, which then 

become conflated with expropriation; this may be beyond the states’ genuine 

intentions in investment treaties. The discontent of states with this type of formulation 

is evident from efforts to remove the term ‘tantamount to expropriation’ from several 

BITs. Examples of this include the 2012 US Model BIT,193 in which the concept of 

                                                
189 Waste Management, Inc v United Mexican States, (Award) (ICSID Case No ARB(AF)/00/3, 
30 April 2004) para 995. 
190  Metalclad Crop v United Mexican States, above n 168, para 103. 
191 However, the British Columbia Court, which has supervisory jurisdiction over the decision of the 
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192 W Michael Reisman and Robert D Sloane, ‘Indirect Expropriation and its Valuation in the BIT 
Generation’ (2004) 27 British Yearbook of International Law 115, 119. 
193 US Model BIT 2012, above n 109. 
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expropriation limits the scope of its protection and clarifies the vague wording of 

‘tantamount to expropriation’ in the 2004 US Model BIT.194 This change in the 

wording of the US Model BIT returns to the traditional concept of expropriation.195  

Chapter 4 examines different interpretive approaches taken by energy-investment 

tribunals to the concept and application of indirect expropriation, explaining how 

those approaches may contribute to a perception of bias in ISDS.  

Concluding	  Remarks	  

This chapter has discussed the historical evolution of normative frameworks for 

evaluating whether the perception of systemic bias in ISDS is based on reasonable 

grounds. The chapter explored several grounds for the perception of bias in the history 

of IIL and highlighted controversial issues in investment norms. The following points 

summarise the historical evolution of public aspects of investment law discussed in 

Part I: 

Ø The colonial period was an era of emerging conflict between the North and 

South over investment standards. This era witnessed the introduction of the 

legal framework of investment protection under the FCN mechanism. 

Ø The immediate post-colonisation period was the era of modern FCNs, which 

created a higher level of protection for investors. In this era, the South asserted 

that such protection standards of investment under modern FCNs were biased 

in favour of investors from developed states. This allegation led to the 

formation of the PSNR movement in the Third World, resisting the investment 

norms. 

Ø The wave of resistance to the protection mechanisms then shifted from PSNR 

to the quest for a new international economic order. The aim of NIEO was, in 

part, to safeguard the sovereignty of states and to defer to their domestic laws. 

                                                
194 US Model BIT 2004, above n 149. 
195 Article III of US 2004 Model BIT provides that ‘investments shall not be expropriated or 
nationalized either directly or indirectly through measures tantamount to expropriation or 
nationalization’ whereas, Article 6 of US 2012 Model BIT states that ‘Neither Party may expropriate or 
nationalize a covered investment either directly or indirectly through measures equivalent to 
expropriation or nationalization …’ For further differences between these two Model BITs, see 
<http://www.law.nyu.edu/sites/default/files/ECM_PRO_066871.pdf> 
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Ø Following the rise of neoliberalism, the practice of extensive protection for 

investors prevailed, and gave rise to the emergence of the investment treaty 

system under the BIT and MIT mechanisms.  

Part II discussed how these historical developments are reflected in the current 

investment treaty system. Here the study highlighted three examples of the states’ 

discontent with the extensive protective mechanisms for investors. The examples 

concerned the notions of consent to proceed to arbitration, erosion of sovereignty and 

ambiguous treaty standards. With each example, it was concluded that: 

Ø The pre-consent mechanism gives foreign investors a stronger hand in 

bringing disputes against states, a situation which leads to a system with a 

clear lack of reciprocity. This pro-investor mechanism raises doubts about 

whether the tribunal’s jurisdiction is based on the genuine consent of the 

parties, or whether that consent is constructed to bring the host state into the 

arbitral tribunal. 

Ø The extensive protection of investors impacts upon the sovereignty of states. 

On the one hand, the negotiation process of model BITs is coercive, and gives 

developing host states no option but to accept all limitations of the treaty 

mechanism on its sovereign power. On the other hand, once they accept the 

limitations, regulatory chill prevents states from regulating for public interests. 

This protection mechanism thus operates at the cost of the erosion of host 

states’ sovereign rights. 

Ø The ambiguous nature of investment treaty standards permits interpretation of 

key treaty provisions by investment tribunals that exceeds the intentions of 

states party to the treaties. The different interpretive approaches taken by 

tribunals lead to inconsistent and conflicting decisions, which adds to the 

legitimacy crisis in ISDS. 

In contrast to the historical conflict between the First and Third Worlds over 

protection standards, these challenging issues increasingly impact both developed and 

developing states. Both kinds of sovereign states take the view that their sovereign 

power for regulating in the public interest has been affected by the extensive 

protection mechanism and pro-investor design of investment treaties.  



 68 

Chapter 3 will discuss the ways in which some of these challenges are reflected in the 

interpretive approaches of investment tribunals in relation to the FET element of the 

legitimate expectations of investors. 
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Chapter	  3	  

The	  Legitimate	  Expectations	  of	  Investors	  

Introduction	  

This chapter presents two different approaches adopted by energy investment 

tribunals with regard to interpreting and applying the concept of the legitimate 

expectations of investors. This study characterises these two approaches as the broad 

and the narrow interpretation. The broad interpretation favours protection of foreign 

investors in a way that exceeds the intentions of state parties to the investment treaty. 

The narrow interpretive approach gives more weight to the sovereign power of states 

in regulating for public purposes. This chapter argues that the broad interpretation is 

the result of the general and ambiguous treaty standard of fair and equitable treatment 

(FET). This broad approach dominates in energy investor–state dispute settlement 

(ISDS), and this dominance justifies the perception of systemic bias by states. 

Fair and equitable treatment is one key standard in the investment treaty regime. The 

FET standard provides extensive protection for foreign investors against financial loss 

arising out of arbitrary and discriminatory actions by states.1 The stated objective of 

the FET standard is to ‘fill gaps that may be left by the more specific standards, in 

order to obtain the level of investor protection intended by the treaties’.2 In an attempt 

to clarify the ambiguous and open-ended concept of FET in treaties, investment 

tribunals have introduced several elements from international and domestic 

administrative law into the standard in arbitral practice. These elements of FET are 

the protection of legitimate expectations, due process, transparency and good faith.3 

                                                
1 Rudolf Dolzer, ‘Fair and Equitable Treatment: A Key Standard in Investment Treaties’ (2005) 
39 International Lawyer 87. 
2  Rudolf Dolzer and Christoph Schreuer, Principles of International Investment Law (Oxford 
University Press, 2012) 122. 
3 Ioana Tudor, The Fair and Equitable Treatment Standard in the International Law of Foreign 
Investment (Oxford University Press, 2008) 168; Christoph Herrmann and Jörg Philipp Terhechte, 
European Yearbook of International Economic Law (Springer, 2010) 317; Kaj Hobér, ‘Investment 
Arbitration and the Energy Charter Treaty’ (2010) 1 Journal of International Dispute Settlement 157; 
Rudolf Dolzer, ‘Fair and Equitable Treatment: Today’s Contours’ (2013) 12(7) Santa Clara Journal of 
International Law 7, 15. In arbitral practice, see e.g. Telsim Mobil Telekomikasyon Hizmetleri A.S. v 
Republic of Kazakhstan, (Award) (ICSID Case No. ARB/05/16 July 19, 2008) para 609; Tecnicas 
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Investment arbitral practice has referred to these elements to govern their decision-

making on any violation of the host states’ commitments under the investment 

treaties. Scholars and tribunals consider the first of these, the legitimate expectations 

of investors, as the pivotal element of the FET standard. 4 This concept of legitimate 

expectations ensures that foreign investors receive the protection of their expectations. 

The expectations of investors are legitimately derived respectively from legislation in 

the host state, contracts between the host state and the investor, or administrative 

representations from officials in the host states. 

Part I of this chapter surveys the origins of the concept of legitimate expectations, 

particularly considering domestic administrative law and investment arbitral practice. 

Part II examines the interpretive approaches of the investment tribunals with regard to 

the grounds on which the legitimate expectations of investors are based. This part 

explores energy cases that invoke the three grounds of legislation, contracts or 

representations.5 It also shows how energy investment tribunals have applied both 

broad and narrow interpretative approaches with respect to each of these grounds. 

Finally, it argues that the broad interpretation gives rule-making power to the 

tribunals. This power favours the extensive protection of foreign inventors outside the 

scope of what the host states initially consented to in signing the treaties. This type of 

interpretation is unjustified, and impacts on the right of states to regulate for the 

public interest. 

Part	  I:	  Origins	  of	  Legitimate	  Expectations	  

The doctrine of legitimate expectations was developed in domestic administrative law 

and has been adopted and applied in international investment law (IIL). Its value 

comes from the effect of the law that protects individuals from the violation of 

                                                                                                                                       
Medioambientales Tecmed SA v United Mexican States (Award) (ICSID Case No. ARB(AF)/00/2, 29 
May 2003) paras 153–4. 

4 See, e.g., Sergei Paushok v The Government of Mongolia, (Award on Jurisdiction and Liability) 
(UNCITRAL April 28 2011); Dolzer and Schreuer, above n 2, 124. 

5 This part builds on the preliminary work and framework of Michele Potestà, ‘Legitimate Expectations 
in Investment Treaty Law: Understanding the Roots and the Limits of a Controversial Concept’ (2013) 
28 ICSID Review 88. See also, Jan Ole Voss, The Impact of Investment Treaties on Contracts between 
Host States and Foreign Investors (Brill|Nijhoff, 2011) 206. 
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promises and representations made by government departments and agencies.6 In the 

investment treaty system, the doctrine plays a prominent role in determining 

violations of the FET standard, yet ‘little justification has been provided in arbitral 

awards to account for the use of legitimate expectations in the context of the fair and 

equitable treatment standard’. 7  The doctrine emanates from the tendency of 

investment tribunals to expand the scope of the FET standard in order to establish 

strong protection for foreign investors.8 It is premised upon guaranteeing a predictable 

and stable investment environment.9 The doctrine is absent in investment treaties. The 

origins of the doctrine could be explained from two perspectives: domestic 

administrative law and investment arbitral practice. The next sections explore the 

place of the doctrine in both perspectives. 

1.1 The	  Doctrine	  of	  Legitimate	  Expectations	  in	  Domestic	  Administrative	  Law	  	  

The legal protection of legitimate expectations is common in, and familiar to, national 

legal systems.10 The incorporation of the doctrine of legitimate expectations into the 

concept of FET was achieved by using the general principles of law.11 Article 38(1)(c) 

of the Statute of the International Court of Justice applies ‘the general principles of 

law recognized by civilized nations’12 as an instrument for tribunals to use to help 

                                                
6 Abhijit PG Pandya and Andy Moody, ‘Legitimate Expectations in Investment Treaty Arbitration: An 
Unclear Future’ (2010) 15 Tilburg Law Review 94.  
7 Potestà, above n 5, 90. See also U Kriebaum and CH Schreuer, ‘At What Time Must Legitimate 
Expectations Exist?’ (2012) 10(1) Oil, Gas & Energy Law Journal (OGEL) 265; Saluka Investments 
BV v The Czech Republic, (Partial Award ) (UNCITRAL, 17 March 2006) para 302. 
8 M Sornarajah, The International Law on Foreign Investment (Cambridge University Press, 2010) 354. 
9  UNCTAD, Fair and Equitable Treatment’ (2012) 63–77; Rudolf Dolzer, ‘Fair and Equitable 
Treatment: Today’s Contours (2014) 12(1) Santa Clara Journal of International Law 10–11. 
10 See generally Thomas Cottier and Krista N Schefer, ‘Good Faith and the Protection of Legitimate 
Expectations in the WTO’ (2000) in Marco Bronckers New Directions in International Economic Law: 
Essays in Honor of John H. Jackson, The Hague: Kluwer Law International 47; Hugh Collins, ‘Good 
Faith in European Contract Law’ (1994)  Oxford Journal of Legal Studies 229, 230–1. 
11 Trevor Zeyl, ‘Charting the Wrong Course: The Doctrine of Legitimate Expectations in Investment 
Treaty Law’ (2011) 49 Alberta Law Review 203, 210; Roland Kläger, ‘Fair and Equitable Treatment’ 
in International Investment Law (Cambridge University Press, 2013) 278. 
12 The Statute of the International Court of Justice, 1945, 3 Bevans 1179; 59 Stat. 1031; TS 993; 39 
AJIL Supp. 215, Article 38(1)(c). 
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define the scope of international principles and standards.13 In the ISDS system, 

general principles of law have also found their place as sources of the tribunal’s 

jurisdiction where, for example, in Article 42 of the ICSID, ‘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’.14 Therefore, there 

are legal grounds for tribunals to refer to the domestic administrative law of states to 

clarify a treaty norm or standard.  

Under domestic law, the doctrine of legitimate expectations can cover the protection 

of either procedural or substantive expectations of individuals. Procedural legitimate 

expectations confer limited rights of participation in the procedures of the decision-

making where states change their law or policy.15 These limited rights include the 

right to be heard and to make representations prior to and during the decision-making 

process. 16  This procedural protection of expectations represents a narrow 

interpretation of the doctrine, because it gives states leeway to exercise their 

administrative power in a way that, at best, might ‘oblige a decision-maker … to act 

contrary to that expectation to notify affected people and provide them with an 

opportunity to argue against that course’.17 However, this is the only requirement that 

the decision-maker is subject to in terms of the protection of procedural rights. 

	  

In the substantive protection of rights, government agencies are prevented from 

changing law and policy unless they fulfill the substantive legitimate expectations of 

individuals. The substantive protection is applied in two contexts. First, an individual 

                                                
13 Elizabeth Snodgrass, ‘Protecting Investors’ Legitimate Expectations-Recognizing and Delimiting a 
General Principle’ (2006) 21 ICSID Review 1, 3. See also Alexandra Diehl, The Core Standard of 
International Investment Protection: Fair and Equitable Treatment (Kluwer Law International, 2012) 
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University School of Law, Public Law & Legal Theory Research Paper Series, Working Paper No. 09-46. 
14 Snodgrass, above n 13, 3; Pandya and Moody, above n 6, 98–100. 
15  Christopher Forsyth, ‘The Provenance and Protection of Legitimate Expectations’ (1988) 
47 Cambridge Law Journal 238; Rabinder Singh, ‘Making Legitimate Use of Legitimate Expectations’ 
(1994) 144 New Law Journal 1215, 1216–17. 
16 Singh, ibid. 
17 Matthew Groves, ‘Substantive Legitimate Expectations in Australian Administrative Law’ (2008) 
32 Melbourne University Law Review 470, 471. 
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enjoys the advantages that the government gives through promises and 

representations, and then an individual argues that enjoying the advantage will 

continue.18 Examples of the advantages include welfare benefits, permits or licences 

granted to individuals. In this context, the substantive legitimate expectations 

‘effectively preclude a decision-maker from exercising a discretionary power to 

revoke the benefit or advantage because revocation is only permitted in very limited 

circumstances’.19 Second, an individual argues that there is an expectation that an 

advantage will be granted, even though it may not yet be in place.20 In this context, 

the substantive legitimate expectations ‘effectively force decision-makers to grant the 

benefit or advantage because the court can require decision-makers to take account of 

both the substantive legitimate expectation and the circumstances upon which it is 

based’.21 These two contexts are justified in domestic administrative law by reference 

to reliance theory. According to this theory, expectation is formed by reliance on the 

promises of the government. 22 In describing this theory, Schønberg notes that: 

A public authority’s freedom to take action in the public interest is limited to 

the extent that it causes harm to particular individuals. If a public authority 

has induced a person to rely upon its representations or conduct, realising that 

such reliance was a real possibility, it is under a prima facie duty to act in 

such a way that the reliance will not be detrimental to the representee. The 

authority must honour the expectations created by its representation or, at 

least, compensate the person affected for his reliance loss.23 

                                                
18 ibid. 
19 For example, the Hong Kong Court of Final Appeal defined the substantive legitimate expectation 
doctrine as follows: ‘The doctrine recognizes that, in the absence of any overriding reason of law or 
policy excluding its operation, situations may arise in which persons may have a legitimate expectation 
of a substantive outcome or benefit, in which event failing to honour the expectation may, in particular 
circumstances, result in such unfairness to individuals as to amount to an abuse of power justifying 
intervention by the court.’ Tung v Director of Immigration [2002] 1 HKLRD 561, 600. The 
circumstances of that case and its use of the legitimate expectations doctrine are explained in Benny 
YT Tai and Kevin KF Yam, ‘The Advent of Substantive Legitimate Expectations in Hong Kong: Two 
Competing Visions’ (2002) Public Law 688, 689; see also, Groves, above n 17, 475. 
20 Groves, above n 17. 
21 ibid. 
22 Søren J Schønberg, Legitimate Expectations in Administrative Law (Oxford University Press, 2000) 9. 
23 ibid., 9–11. 
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The doctrine of legitimate expectations is accepted as part of the domestic 

administrative law of a number of national legal systems. While several legal systems, 

including most common law systems, have adopted the procedural protection of 

expectations, other jurisdictions have taken the substantive protection approach. For 

example, the English law supports procedural protection of rights.24 The legitimate 

expectations doctrine acts under constitutional constraints that prevent individuals 

from relying on the government policy or law.25 In English law, courts defer to the 

policy choices of government agencies, and in most cases the courts do not apply the 

doctrine of legitimate expectations to protect substantive rights.26 This approach is 

also found in other common law jurisdictions, including Australia and Canada.27 In Re 

Minister for Immigration and Multicultural Affairs, ex parte Lam,28 the High Court of 

Australia held that recognising a substantive legitimate expectations doctrine ‘involve 

large questions as to the relations between the executive and judicial branches of 

government’.29 The court ruled that ‘the jurisdiction vested in the High Court by s 

75(v) of the Australian Constitution “does not exist for the purpose of enabling the 

judicial branch of government to impose upon the executive branch its ideas of good 

administration”’.30 Therefore, the Australian Constitution essentially prevents the 

courts from adopting a substantive protection of expectations. This approach 

represents a narrow interpretation of the doctrine, since it does not constraint 

governments from exercising their administrative power.31 

By contrast, in the context of civil law as opposed to common law, Germany is an 

example of adopting a substantive protection of legitimate expectation, and indeed 
                                                
24  Paul Craig, ‘Substantive Legitimate Expectations in Domestic and Community Law’ (1996) 
55 Cambridge Law Journal 289, 290. 
25 Pandya and Moody, above n 6, 98–100. 
26 The exception of taking procedural approach is the case of R v North and East Devon Health Authority ex 
parte Coughlan [2001] QB 213. For further discussion of this case, see Paul Craig, Administrative Law th 
ed. (Sweet & Maxwell, 2012) 646–80; See also Pandya and Moody, above n 6, 98. 
27 See generally David Wright, ‘Rethinking the Doctrine of Legitimate Expectations in Canadian 
Administrative Law’ (1997) 35 Osgoode Hall Law Journal 139. See also Groves, above n 17. 
28 Re Minister for Immigration and Multicultural and Indigenous Affairs; Ex parte Lam [2003] 214 
CLR 1, para 28. 
29 ibid. 
30 Groves, above n 17, 471 
31 Zeyl, above n 11, 213–15. 
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broadens the scope of the application of legitimate expectations.32 In German law, the 

principle is ‘a core principle of the Constitution, and applies not only to decisions or 

representations made by public authorities, but can also be used to defeat legislative 

measures’.33 The findings of the German courts with respect to the application of 

substantive expectations include ‘revocation of unlawful administrative decisions and 

the withdrawal of lawful administrative decisions’.34 However, French civil law limits 

the scope of the doctrine to procedural protection of legitimate expectations. French 

law provides protection for procedural expectations ‘by way of statutory rules, or by 

reference to other principles such as the right to be heard, the protection of vested 

rights, and by direct application of the principle of legal certainty.’35  

From this descriptive overview of different national legal systems, there is no uniform 

domestic approach in the application of the concept of legitimate expectations. While 

some states do not adopt the broad approach of protecting substantive rights by 

reference to individuals’ legitimate expectations, other states have recognised 

substantive legitimate expectations. The following section turns to a consideration of 

the concept of legitimate expectations as applied in investment arbitral practice. It 

shows that the narrow procedural approach has been applied mostly in cases 

concerning the North American Free Trade Agreement (NAFTA) jurisdiction. By 

contrast, non-NAFTA tribunals applied the broad substantive interpretation of 

legitimate expectations of foreign investors. 

1.	  2	  Legitimate	  Expectations	  in	  Investment	  Arbitral	  Practice	  

The discussion of the origins of legitimate expectations in the IIL context is 

concerned with the relationship between FET and legitimate expectations. The 

question arises of whether the legitimate expectations doctrine is an element of FET, 

or whether legitimate expectations is simply a relevant factor in examining the 

violation of the FET standard. The latter is a narrow application of the doctrine, 
                                                
32 Marina Künnecke, Tradition and Change in Administrative Law: An Anglo-German Comparison 
(Heidelberg: Springer Verlag, 2007) 125. See also Potestà, above n 5, 95. 
33 Chester Brown, ‘The Protection of Legitimate Expectations as a ”General Principle of Law”: Some 
Preliminary Thoughts’ (2009) 6 Transnational Dispute Management 1, 5. 
34 Künnecke, above n 32, 125. 
35 Brown, above n 33, 5. 
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whereas the former implies a broad interpretation of FET where the doctrine of 

legitimate expectations is absent in investment treaties. In line with the previous 

discussion, the narrow corresponds with procedural protection of expectations, and 

the broad with the substantive model; the difference lies in the conception of 

legitimate expectations as merely one among several factors, and in conceiving of it 

as an independent principle in deciding violation of the FET standard.  

Specifically, in a narrow application of the doctrine, states are not obliged to protect 

any specific legitimate expectations of foreign investors. Rather, those expectations 

are only regarded as relevant factors to help tribunals find the violation of investors’ 

rights. By contrast, in the broad interpretation of FET the investors’ legitimate 

expectations have to be met, even though the relevant investment treaty does not 

expressly force any obligation on states to defer to legitimate expectations. According 

to this interpretive approach, the host state is obliged to compensate an investor if a 

change to its law and policies has breached the investor’s legitimate expectations. 

This interpretation poses controversial challenges in the international investment 

regime for two reasons: first, investment treaties do not expressly link legitimate 

expectations to FET; and second, no basis has been established in the ISDS arbitral 

practice to justify the application of legitimate expectations as a core element of FET. 

The challenge is that interpretation based on this broad reading poses the risk of 

interpreting the FET standard in investment treaties, sometimes beyond the intentions 

and consent of the states parties to those agreements. This challenge is now analysed 

by reference to NAFTA and non-NAFTA jurisprudence. 

NAFTA jurisprudence distinguishes between narrow and broad application of legitimate 

expectations. The NAFTA implies a narrow interpretation of FET in conformity with the 

intention of states in conferring protection on foreign investors.36 As discussed in the 

previous chapter, this narrow application originated from an interpretive guideline under 

the NAFTA Free Trade Commission (FTC) Notice of Interpretation.37 With respect to the 

FTC Notice, the FET standard under the NAFTA ‘[does] not require treatment in addition 

to or beyond that which is required by the customary international law minimum standard 

                                                
36 See section 2.4.1, Chapter Two. 
37 Notes of Interpretation of Certain Chapter 11 – Investment Provisions, 31 July 2001, NAFTA Free 
Trade Commission, <http://www.sice.oas.org/tpd/nafta/Commission/CH11understanding_e.asp> 
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of treatment of aliens’. The Thunderbird award was one of the first to conceptualise 

investors’ expectations without making a direct connection between legitimate 

expectations and FET, as follows: 

A Contracting Party’s conduct creates reasonable and justifiable 

expectations on the part of an investor (or investment) to act in reliance on 

said conduct, such that a failure by the NAFTA Party to honour those 

expectations could cause the investor (or investment) to suffer damages.38 

Therefore, under the NAFTA case law, the legitimate expectations of investors are not 

derived from an independent treaty requirement that foreign investors be guaranteed 

fair and equitable treatment. Rather, NAFTA tribunals interpret FET in such a way 

that the investors’ expectations are only relevant factors in determining any violation 

of the protection of investors. The tribunal in Waste Management v Mexico noted that 

FET is violated if the states’ behaviour is ‘arbitrary, grossly unfair, unjust or 

idiosyncratic, is discriminatory … or involves a lack of due process’.39 According to 

the tribunal, in interpreting fair and equitable treatment standard, ‘it is relevant that 

the treatment is in breach of representations made by the host state which were 

reasonably relied on by the claimants’.40  

The oft-cited dissenting opinion by Professor Wälde in the Thunderbird award 

highlighted the connection between legitimate expectations and FET. In an attempt to 

establish an independent foundation for the legitimate expectations of investors, he 

suggested that: 

One can observe over the last years a significant growth in the role and 

scope of the legitimate expectation principle, from an earlier function as a 

subsidiary interpretative principle to reinforce a particular interpretative 

approach chosen, to its current role as a self-standing subcategory and 

                                                
38 International Thunderbird Gaming Corp. v Mexico (Award) (UNCITRAL, 26 Jan. 2006) para 147. 
39 Waste Management, Inc v United Mexican States, (Award) (ICSID Case No ARB(AF)/00/3, 30 April 
2004) para 98. 
40 ibid. [emphasis added] 
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independent basis for a claim under the ‘fair and equitable standard’ as 

under Art. 1105 of the NAFTA.41 

The analysis in this opinion treated the legitimate expectations of investors as an 

element of FET. According to this opinion, state parties to investment treaties are not 

required to address the protection of these expectations in their investment treaties. 

Therefore, despite its absence in investment treaties, tribunals have to treat the 

legitimate expectations as a FET standard. This dissenting opinion only influenced the 

outcome of the NAFTA case of Glamis v United States.42 However, this opinion was 

influential in subsequent non-NAFTA cases. For example, Tecmed v Mexico is 

notable for treating the protection of legitimate expectations as ‘one of the major 

components’ of fair and equitable treatment standard.43 The tribunal in this case 

interpreted the FET clause in the investment treaty between Spain and Mexico in the 

sense that it ‘does not affect the basic expectations that were taken into account by the 

foreign investor to make the investment’.44 In the view of the tribunal, the state must: 

act in a consistent manner, free from ambiguity and totally transparently 

in its relations with the foreign investor, so that it may know beforehand 

any and all rules and regulations that will govern its investments, as well 

as the goals of the relevant policies and administrative practices or 

                                                
41 International Thunderbird Gaming v Mexico, Separate Opinion of Thomas Wälde, 1 
December 2005, para 37. [emphasis added] 

42 In the one-paragraph section of the award entitled ‘Final Disposition of the tribunal with respect to 
the Scope of the Fair and Equitable Legal Standard’, the tribunal explained the concept of legitimate 
expectations regarding Article 1105. The tribunal noted that ‘a violation of the customary international 
law minimum standard of treatment, as codified in Article 1105 of the NAFTA, requires an act that is 
sufficiently egregious and shocking – a gross denial of justice, manifest arbitrariness, blatant 
unfairness, a complete lack of due process, evident discrimination, or a manifest lack of reasons – so as 
to fall below accepted international standards and constitute a breach of Article 1105. Such a breach 
may be exhibited by a “gross denial of justice or manifest arbitrariness falling below acceptable 
international standards;” or the creation by the State of objective expectations in order to induce 
investment and the subsequent repudiation of those expectations …’ Glamis Gold v United States, 
(Award) (UNCITRAL 8 June 2009) para 627. For the discussion about the criticism of the reasoning in 
the award refer to Patrick Dumberry, The Fair and Equitable Treatment Standard: A Guide to NAFTA 
Case Law on Article 1105 (Kluwer Law International, 2013) 149–54. 
43 EDF (Services) Limited v Romania, (Award) ( ICSID Case No ARB/05/13, 8 October 2009 ) para 216. 
44 Tecmed v Mexico, above n 3, para 154. 
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directives, to be able to plan its investment and comply with such 

regulations.45 

As Douglas notes, the conceptual framework outlined by the Tecmed tribunal 

described a ‘perfect regulation in a perfect world’ that does not practically reflect the 

real intentions of state parties to the investment treaty in protecting investors.46 

Further, apart from the intentions of states, as Judge Nikken asserted in his dissenting 

opinion in AWG v Argentina, the established link between FET and legitimate 

expectations ‘does not correspond, in any language, to the ordinary meaning to be 

given to the terms “fair and equitable”’.47 

In summary, given the FTC Interpretive Notice, NAFTA tribunals treat the legitimate 

expectations of investors as merely relevant factors in determining the violation of 

FET. However, investment arbitral practice outside NAFTA treats the doctrine of 

legitimate expectations as a self-standing independent element of FET. This approach 

has formed the cornerstone of the dominant interpretation of this standard in investor–

state arbitration.48 By adopting this broad interpretation, investment tribunals first 

consider the protection of the expectations of investors as a treaty commitment of 

states under the FET standard. Further, this approach encourages states to adhere 

strictly to the treaty commitments in their relations with foreign investors, at the 

potential expense of domestic concerns. Such a stringent regime may compel states to 

accept a weakening of their sovereign power. This power entitles states to enact new 

regulations or change their legal order in the public interest. However, the exercise of 

sovereign power may lead to the frustration of investors’ rights. Therefore, the major 

argument in this chapter considers two issues: first, the impact of FET on states’ 

power to engage in legislative change; and second, the tribunals’ approach in 

                                                
45 ibid. 
46 Zachary Douglas, ‘Nothing if Not Critical for Investment Treaty Arbitration: Occidental, Eureko and 
Methanex’ (2006) 22 Arbitration International 27, 28. 
47 Suez Sociedad General de Aguas de Barcelona SA and Interagua Servicios Integrales de Agua SA v 
The Argentine Republic, (Decision on Liability) (ICSID Case No ARB/03/17, 30 July 2010) para 3. 

48 Zeyl, above n 11, 219; Francisco Orrego Vicuna, ‘From Preston to Prescott: Globalizing Legitimate 
Expectations’ in Steve Charnovitz, Debra P Steger and Peter Van den Bossche (eds), in Steve 
Charnovitz Law in the Service of Human Dignity: Essays in Honour of Florentino Feliciano 
(Cambridge University Press, 2005) 307; Potestà, above n 5, 97. 



 80 

favouring interests of investors over the public interest, even in emergency and 

critical circumstances.  

Part II examines the interpretive approaches of the investment tribunals with regards 

to these two issues. This part analyses energy cases in which foreign investors invoke 

legislative instruments, contractual rights and administrative representations as the 

basis of their legitimate expectations. It then investigates how investment tribunals 

have resorted to broad and narrow interpretative approaches with regard to each of 

these grounds.  

Part	  II:	  The	  Grounds	  for	  the	  Legitimate	  Expectations	  of	  Investors	  

2.1	  Legislative	  Framework	  	  

The first possible basis of investors’ legitimate expectations is the legal order of host 

states at the time the investment was made. In the broad interpretation, then, the 

frustration of such expectations entails a violation of the FET standard, making the 

host state liable for redress.49 

Appealing to the legislative frameworks of the host states as the ground for the 

expectations of investors returns to the historical conflict of two opposing factors: 

safeguarding the public interest and protection of foreign investors. First, the 

territorial sovereignty of states and their right to economic self-determination act to 

guarantee that states freely regulate their internal affairs. This exercise of sovereign 

power recognises that states have the authority ‘to enact, modify or cancel a law at 

[their] own discretion’,50 whereby the ultimate purpose is the protection of the public 

                                                
49 In explaining the responsibility of states to protect basic expectations of investors, the Tecmed 
tribunal, for example, noted that, ‘The Arbitral Tribunal considers that this provision of the Agreement, 
in light of the good faith principle established by international law, requires the Contracting Parties to 
provide to international investments treatment that does not affect the basic expectations that were 
taken into account by the foreign investor to make the investment. The foreign investor expects the host 
State to act in a consistent manner, free from ambiguity and totally transparently in its relations with 
the foreign investor, so that it may know beforehand any and all rules and regulations that will govern 
its investments, as well as the goals of the relevant policies and administrative practices or directives, 
to be able to plan its investment and comply with such regulations.’ Tecmed v Mexico, above n 3, para 
154. 
50 Parkerings v Lithuania, (Award) (ICSID Case No. ARB/05/8 11 Sep 2007) para 332. 
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interest.51 Second, the stability of the legal environment of host states means that any 

changes in the legal framework of the states cause the violation of the FET standard.52  

This conflict between public and investors’ rights that takes place around changes in 

the legislative frameworks is reflected in either broad or narrow approaches adopted 

in arbitral tribunals towards two legal issues within energy investment tribunals. The 

first issue is the broad interpretation of the violation of the stability requirement in 

investment treaties. The second is the issue of the extent to which host states may 

raise the defence of ‘emergency circumstances’ in relation to the violation of the 

legitimate expectations of the investor. The energy case study relating to the 

discussion on these two issues is concerned with the Argentine crisis of the early 

2000s. With respect to these two issues, the interpretive approach of the energy 

tribunals concerning the Argentina crisis aims to provide investors with total stability 

and predictability.53 Certain energy tribunals take the view that any alteration of the 

legal and business environment of the host state is a violation of legitimate 

expectations. These tribunals also rejected Argentina’s necessity defence. As 

discussed further below, the broad interpretation of FET and extensive application of 

the doctrine of legitimate expectation led to a series of inconsistent and contradictory 

arbitral awards, despite almost exactly the same factual circumstances.  

First, a description of the Argentina crisis is provided. Arguments are then presented 

indicating that the two above-mentioned issues demonstrate the consequences of 

adopting either broad or narrow approaches to the interpretation and application of the 

legitimate expectations doctrine.  

                                                
51 ibid, para 335. 
52 See, e.g., Energy Charter Treaty, opened for signiture 17 December 1994, 2080 UNTS 95, 34 ILM 
360 (entered into force April 16, 1998) Preamble [hereinafter The ECT Charter]. In arbitral practice, 
see e.g. Enron Creditors Recovery Corporation and Ponderosa Assets, LP v Argentine Republic, 
(Award) (ICSID Case No ARB/01/3, 22 May 2007) para 290; Occidental Exploration and Production 
Company v Ecuador, (Final Award) (LCIA Case No. UN3467, 1 July 2004) para 183. See also CMS 
Gas Transmission Company v The Argentine Republic, (Award) (ICSID Case No ARB/01/08, 12 May 
2005, Award) para 274, LG&E Energy Corp., LG&E Capital Corp. and LG&E International Inc. v 
Argentine Republic, (Decision on Liability ) (ICSID Case No. ARB/02/1, 3 October 2006) paras 132–9. 
53 J Roman Picherack, ‘The Expanding Scope of the Fair and Equitable Treatment Standard: Have 
Recent Tribunals Gone Too Far?’ (2008) 9 The Journal of World Investment & Trade 255, 274. 
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2.1.1	  The	  Argentina	  Crisis	  

In the aftermath of the Argentina crisis in 2000, certain tribunals found that the 

legitimate expectations of investors were violated, despite the fact that  measures were 

taken by the Argentinian government in the emergency circumstances of financial 

collapse. Both the Argentinian financial crisis and disputes that arose because of the 

crisis have become subject to heated academic debates. The crisis originated in 1992, 

when Argentina enacted the Gas Law. According to this law, Argentina granted 

operating licences to 10 companies, including CMS, Enron, Sempra and LG&E. This 

law was enacted to give effect to the policy of privatising the natural gas 

transportation and distribution industry.54 The privatisation process was based on the 

Convertibility Plan of 1991.55 Under this Plan, the Argentinian Peso was pegged to 

the US dollar, and to the periodic adjustment of the tariff regime in accordance with 

the US Producer Price Index.56 These regulatory measures were followed by a 

promise by the government to foreign investors that their operating licences would 

never be revoked. 57 However, the economy of Argentina suffered an economic shock 

due to the Argentinian government’s failure to repay foreign creditors. The reaction of 

the government to this crisis was the implementation of certain measures that led to 

salaries being cut by 13 per cent and unemployment rising to 25 per cent. 58 The 

country then witnessed mass protests and withdrawals of bank deposits worth 

approximately $1.3 billion in 2001.59 

                                                
54 The Gas Law is also known as The Ley del Gas Natural, Law No. 24076 (June 9, 1992) [27407] BO, 
<http://www.infoleg.gov.ar/infolegInternet/anexos/0-4999/475/norma.htm> 
55 The Convertibility Law is otherwise known as The Ley del Convertibilidad del Austral, Law No. 
23928 (Mar. 27, 1991) [27104] BO 1, <http://www.infoleg.gov.ar/infolegInternet/anexos/0-
4999/328/norma.htm> 
56 José Alvarez and Kathryn Khamsi, ‘The Argentine Crisis and Foreign Investors: A Glimpse into the 
Heart of the Investment Regime’, in The Yearbook on International Investment Law and Policy 
(Oxford University Press, 2009) 388. 
57 Elizabeth Martinez, ‘Understanding the Debate over Necessity: Unanswered Questions and Future 
Implications of Annulments in the Argentine Gas Cases’ (2012) 23 Duke Journal of Comparative and 
International Law 149, 153. 
58 The Events that Triggered Argentina’s Crisis, BBC News, 21 December 2001, 
<http://news.bbc.co.uk/1/hi/business/1721103.stm> 
59 ibid. 
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In these circumstances of severe financial crisis, the Emergency Law was enacted, 

whereby the government abolished many of the energy sector regulations that had 

benefited investors.60 As the result of this strategy, the economy of Argentina started 

to grow at the domestic level in 2003. Yet, at the international level, 46 cases have 

been brought against the state since 2001 pursuant to alleged violation of several 

investment treaty standards, including FET and indirect expropriation.61 

In what became known collectively as the Argentine Gas Cases, CMS Energy, 

Sempra Energy, Enron and LG&E brought their claims before the International 

Centre for Settlement of Investment Disputes (ICSID) under the US–Argentina 

bilateral investment treaty (BIT). These claimants argued that Argentina’s actions in 

response to its economic crisis altered the legal context within which investors had 

made their original investment decisions. 62  Argentina argued that, given its 

magnitude, the financial crisis massively impaired the country’s essential interests, 

and it was obliged to regulate for public interests.63 The subject-matter of these cases 

was similar. Each concerned the allegation of arbitrary government alteration of gas 

and electricity prices, which in turn prevented the claimants from realising a 

reasonable rate of return from their investment in the energy sector. The disputes were 

about two claims by foreign investors: first, that Argentina had violated their 

legitimate expectations; and second, that the measures taken by Argentina amounted 
                                                
60 Law No. 25.561  (6 January 2002). For the description of the law see: 
<http://lexuniversal.com/en/articles/913> 
61  See, e.g., Continental Casualty Company v Argentine Republic, (Award) (ICSID Case No. 
ARB/03/9, 5 September 2008); Suez, Sociedad General de Aguas de Barcelona SA, and Vivendi 
Universal SA and The Argentine Republic, and AWG Group v The Argentine Republic (Decision on 
Liability) (ICSID Case No. ARB/03/19, 30 July 2010); Sempra Energy International v Argentine 
Republic, (Award) (ICSID Case No. ARB/02/16, 28 September 2007); Enron v Argentine, above n 52; 
CMS v Argentine, above n 52; LG&E Energy v Argentine, above n 52. 

62 The ‘reliance’ of foreign investors was based on several Acts and Rules instituted by the Argentinian 
government to privatise the energy sector. For example, the Argentinean government enacted Law 
no. 24.076 (the Gas Law) to restructure the state-owned enterprise (SOE) Gas del Estado, separating 
the enterprise into two transportation and eight distribution companies for the purposes of privatisation. 
Similarly, in the electricity sector, the government carried out a deregulation plan through enacting 
Law No. 24.065 in order to introduce a new way for the participation of the private sector. Following 
enactment of the Emergency Law in 2001, the government took unilateral action in abolishing 
consumer tariffs based on the US Producer Price Index and Law No. 23.928 on currency convertibility. 
63 William W. Bruke White and Andreas Von Staden, ‘The Argentina Financial Crisis: State Liability 
Under BITs and the Legitimacy of the ICSID System’ in The Backlash Against Investment Arbitration: 
Perceptions and Reality (Kluwer Law International, 2010) 415. 
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to indirect expropriation. The latter claim is the subject of next chapter. The following 

section discusses the interpretive approaches taken by tribunals in these cases, 

concerning the allegations of the violation of the legitimate expectations of investors. 

2.1.2	  The	  Stability	  of	  the	  Legal	  Framework	  

The first issue with regards to the application of the legitimate expectation doctrine 

concerns extending the general stability regime addressed in the preamble of 

investment treaties to the interpretation of the FET standard. In this scenario, once the 

host state changes the law or policy, it ipso facto violates the expectations of the 

investor arising out of legislation, and in turn breaches the FET standard. Such an 

extension in the application of the doctrine is evident in the interpretation of 

ambiguous and open-ended FET standard in several cases against Argentina. 

With respect to this issue in the context of dispute against Argentina, the tribunal in 

CMS began its analysis by reference to general Argentine law, and in particular the 

pre-crisis corpus of Decrees, Licences and Information Memoranda issued in favour 

of investors.64 First, the tribunal referred to the Preamble of the US–Argentina BIT, 

which provides ‘that one principal objective of the protection envisaged is that fair 

and equitable treatment is desirable “to maintain a stable framework for investments 

and maximum effective use of economic resources”’.65 Further, Article II(2)(a) of the 

US–Argentina BIT provides that, ‘Investment shall at all times be accorded fair and 

equitable treatment, shall enjoy full protection and security, and shall in no case be 

accorded treatment less than required by international law.’66 At the Preamble level, 

then, the investment treaty only established the stability regime as a notional and 

generalised goal. Moreover, the FET standard in Article II does not imply the 

requirement that the legal regime of the host state must be completely stable and 

remain unchanged. In fact, Article II provides no definition of FET at all. 

Nevertheless, noting the Preamble in the US–Argentina BIT, the tribunal decided that 

the stability of the legislative frameworks in the host state was a necessary element of 

                                                
64 CMS v Argentine, above n 52, paras, 127–38. 
65 ibid., para 274. 
66 US–Argentina BIT, Treaty Concerning the Reciprocal Encouragement and Protection of Investment, 
S. Treaty Doc. No. 103-2, (1993), <http://2001-2009.state.gov/documents/organization/43475.pdf> 
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the FET standard.67 In the eyes of the tribunal, the pre-crisis legal order in the gas 

sector created legitimate expectations for the investor in relation to the security of the 

investment.68 The alteration of gas laws violated CMS’s legitimate expectations.  

The reasoning is contradictory. The tribunal first noted the ambiguity inherent in the 

lack of definition of the FET standard in the US–Argentina BIT.69 Certainly, there is 

no explicit, overt linkage between FET and economic and legal stability in the BIT. 

The tribunal stated that ‘The Treaty … does not define the standard of fair and 

equitable treatment, and to this extent Argentina’s concern about it being somewhat 

vague is not entirely without merit.’70 Nevertheless, the tribunal linked the stability of 

the legal framework to the FET standard. In other words, the tribunal made a leap 

from an admittedly ambiguous concept of stability supposedly inherent in the 

standard of treatment to asserting its overarching legal force. 

By making such a broad interpretation, the tribunal held that the violation of the 

stability of the legal framework was the basis of the violation of the FET, and thus 

Argentina was liable for the violation of legitimate expectations of the investors.71 

CMS was the first in the Argentina cases where the tribunal broadened the application 

of the FET standard and extended the notional stability regime under the Preamble of 

the BIT to the violation of the expectations of investors under the FET standard. 

In a similar fashion to the tribunal’s reasoning in CMS, the tribunal in Enron v 

Argentina followed suit. The tribunal directly tied the stability of the legal order in the 

host states to the interpretation of FET and application of the legitimate expectations 

doctrine. The tribunal found that a ‘key element of fair and equitable treatment is the 

requirement of a “stable framework for the investment”’. 72  The tribunal then 

concluded that ‘the measures in question in this case have beyond any doubt 

substantially changed the legal and business framework under which the investment 

                                                
67 CMS v Argentine, above n 52, para 274.  
68 ibid., para 163. 
69 ibid., above n 52, para 273. 

70 ibid. 
71 ibid., para 77. 
72 Enron v Argentine, above n 52, para 260. 
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was decided and implemented’.73 At around the same time, the tribunal in LG&E v 

Argentina applied similar reasoning and reached similar findings to those of the 

preceding tribunals, and held that the ‘fair and equitable standard consists of the host 

state’s consistent and transparent behavior, free of ambiguity that involves the 

obligation to grant and maintain a stable and predictable legal framework necessary to 

fulfill the justified expectations of the foreign investor’. 74  Finally, this line of 

reasoning was also reiterated in Sempra v Argentina.75 In summary, these findings led 

to the emergence of a broad interpretation of the legitimate expectations of investors, 

in these cases based on the link between FET and a notional and general stability 

regime in the Preamble of the US–Argentina BIT. This interpretation prevailed 

despite the lack of clear expression of such a link in this BIT. Arguably, this extension 

in the application of the doctrine and interpretation of the FET has become an avenue 

for rule-making, which has the effect of protecting the expectations of the investor. 

Here, this rule-making power means that while states had no intention of including the 

legitimate expectations doctrine into investment treaties, tribunals refer to the general 

stability regime of treaties and apply the doctrine in their interpretation of the FET 

standard. 

2.1.3	  The	  ‘Necessity	  Defence’	  of	  Host	  States	  	  

The second issue with regard to changes in the law or policy of states as the ground 

for violation of legitimate expectations is the necessity defence that may be raised by 

the host state. In the practice of investment arbitration, host states may invoke several 

defences, including the ‘necessity defence’. 76 This is to defend certain actions that 

                                                
73 ibid., 264. 
74 LG&E Energy v Argentine, above n 52, para 131. 
75 In this case, the tribunal concluded its consideration of the issue of the violation of FET by reference 
to the Tecmed Award. As such, given the good faith requirement under international law, the tribunal 
held that ‘the foreign investment must be treated in a manner such that it “will not affect the basic 
expectations that were taken into account by foreign investor to make the investment”’. Sempra Energy 
v Argentine, above n 61, para 298. By contrast to the ICSID jurisprudence in Argentina cases, the 
NAFTA Tribunal in Waste Management took a narrow approach and expressly rejected the notion that 
a failure to honour legitimate expectations of investors amounts to a breach of the fair and equitable 
treatment standard. Waste Management v Mexico, above n 39, paras 109–115. 
76 For an in-depth discussion on the concept of the necessity defence, see Eric David Kasenetz, 
‘Desperate Times Call for Desperate Measures: The Aftermath of Argentina’s State of Necessity and 
the Current Fight in the ICSID’ (2009) 41 George Washington International Law Review 709; Sarah F 
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have allegedly given rise to violation of the legitimate expectations of foreign 

investors. This defence provides that there is no liability for changes in the legal 

framework that were necessitated by emergency circumstances. The necessity defence 

played a significant role in recent investment disputes arising out of the Argentina 

Crisis. The rationale of this defence stems from the fact that, in certain circumstances, 

an ‘essential interest’ of the society trumps both their allegiance to treaty 

commitments and the potential frustration of individual investor expectations.77 The 

doctrinal source of this defence is the international customary law defence of 

necessity in Article 25 of the United Nations’ International Law Commission Draft 

Articles on State Responsibility on Wrongful Acts.78 This Article functions as a 

customary international principle. According to the Article, a state may not resort to 

the defence of necessity for violating an international obligation unless the act of the 

state is the ‘only way’ it could have acted.79 Also, the ‘only way’ requirement requires 

the state to show that its actions protected an ‘essential interest against a grave and 

imminent peril’ and did not ‘seriously impair an essential interest’ of that state.80 

In the context of the investment treaty regime, the necessity defence appears under the 

non-precluded measures (NPM) clause in investment treaties. 81 The objective of the 

                                                                                                                                       
Hill, ‘The Necessity Defense and the Emerging Arbitral Conflict in Its Application to the US–
Argentina Bilateral Investment Treaty’ (2007) 13 Law & Business Review of Americas 547; Diane A 
Desierto, ‘Necessity and Supplementary Means of Interpretation for Non-Precluded Measures in 
Bilateral Investment Treaties’ (2009) 31 University of Pennsylvanya Journal of International Law 827. 
77 International Law Commission, Draft Articles on the Responsibility of States for Internationally 
Wrongful Acts with Commentaries, UN GAOR, 56th Session, Supp.10, Ch.4, UN Doc. A/56/10 (2001) 
[hereinafter ILC Draft Articles]. Article 25, para 14. 
78 ibid. 
79 ibid. 
80 According to the ILC Draft Articles, ‘1. Necessity may not be invoked by a State as a ground for 
precluding the wrongfulness of an act not in conformity with an international obligation of that State 
unless the act: (a) Is the only way for the State to safeguard an essential interest against a grave and 
imminent peril; and (b) Does not seriously impair an essential interest of the State or States towards 
which the obligation exists, or of the international community as a whole. 2. In any case, necessity may 
not be invoked by a State as a ground for precluding wrongfulness if: (a) The international obligation 
in question excludes the possibility of invoking necessity; or (b) The State has contributed to the 
situation of necessity.’ 
81 NPM provisions ‘permit host-state impairment of covered investment’ and weaken the BIT ‘as an 
instrument for regulating host-state governments.’ Kenneth J Vandevelde, ‘Of Politics and Markets: 
The Shifting Ideology of the BITs’ (1993) 11 International Tax & Business Law 170. See also White 
and Staden, above n 63, 6. 
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clause is to distinguish between ‘legitimate regulatory choices’ on the one hand, and 

illegitimate ‘excuses for protectionism’ on the other.82 NPM clauses permit the host 

states to take action, for example, in cases of protection in the interests of public 

security,83 international peace,84 public order,85 public health86 and public morality.87 

In the Argentinian investor–state disputes, Argentina invoked the NPM clause in the 

US–Argentina BIT, which provides that: 

This treaty shall not preclude the application by either party of any and all 

measures necessary for the maintenance of public order, the fulfilment of 

its obligations with respect to the maintenance or restoration of 

international peace and security, or the protection of its own essential 

security interest.88 

The broad/narrow issue in the four Argentinian cases canvassed in Section 2.1.1 also 

applies to the NPM clause. The broad application and interpretation of the clause 

implies the decisions of tribunals to expand the protection of investors beyond the 

treaty provisions that limit the liability of states in certain circumstances. The narrow 

application of the clause is in line with the intention of states to safeguard public 

interests in their treaties. The tribunals in the three cases of CMS, Enron and Sempra 

rejected the defence of Argentina with reference to the measures taken in emergency 

circumstances. The tribunal in LG&E found the necessity defence of Argentina 

applicable. In the ICSID arbitral system, the decisions of tribunals may be challenged 

by either party in exceptional circumstances, and either confirmed or overturned by an 

                                                
82 Benn McGrady, ‘Necessity Exceptions in WTO Law: Retreaded Tyres, Regulatory Purpose and 
Cumulative Regulatory Measures’ (2009) 12 Journal of International Economic Law 153, 154. 
83 See, e.g., China-Germany BIT, Agreement on the Encouragement and Reciprocal Protection of 
Investment, Protocol, (13 April 2010) para 4(a). 
84  See, e.g., U.S.–Panama BIT, Treaty Concerning the Treatment and Protection of Investment, 
Article X(1) 21 ILM 1227 (28 October 1982). 
85 See, e.g., Portugal-India BIT, Agreement on the Mutual Promotion and Protection of Investments, 
Article 12, para 2 (28 July 2000).  
86 See, e.g., Czech Republic–India BIT, Article 12 (11 October 1996). 
87 See, e.g., China–Germany BIT, above n 83, para 4(a). 
88 US–Argentina BIT, above n 66, Article XI. 
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Annulment Committee.89 Remarkably, the decisions of the Annulment Committees in 

these four cases also upheld that the state’s defence of necessity was applicable.  

In summary, the way the tribunals interpreted the NPM clause in customary 

international law led to inconsistent and contradictory award outcomes. As stated 

above, the ILC Draft Articles function as a customary international principle. A state 

may not resort to the defence of necessity for violating an international obligation 

unless two requirements are met: first, the state is acting to protect an essential 

interest against serious and imminent peril; and second, the action of the state is the 

‘only way’ it could have acted to protect an essential interest of the investor. All four 

tribunals initially accepted these two requirements as the relevant test of the necessity 

defense in customary international law. 90  However, the application of the 

requirements was inconsistent and contradictory. These two requirements are in fact 

absent from investment treaties; therefore, their application here leads tribunals to 

adopt the broad, expansionary approach in their reasoning, going beyond the 

customary international NPM rules.  

The CMS, Enron, and Sempra tribunals first examined the requirement of ‘an 

essential interest against serious and imminent peril’. The findings of the tribunals 

were inconsistent in deciding whether the economic crisis was sufficiently severe to 

threaten Argentina’s essential interests. For example, the CMS tribunal first stated that 

the crisis circumstances were not only ‘severe’, but also serious enough to excuse 

measures taken by Argentina to prevent a risk of total collapse.91 Nevertheless, 

                                                
89 Article 52 of the ICSID Convention provides five limited situations in which a tribunal’s decision 
can be annulled: ‘(a) when the tribunal is improperly constituted; (b) when the tribunal manifestly 
exceeds its powers; (c) when a member of the tribunal engages in corruption; (d) when there is a 
serious departure from the fundamental rules of procedure; and (e) when the award fails to state the 
reasons on which it is based.’ Notable, the ICSID annulment mechanism strictly precludes invalidation 
of an award based on review of the substantive merits of the tribunal’s decision. 
90 For example, the Enron tribunal observed that, ‘because there is no specific guidance’ as to the 
interpretation of the NPM clause ‘under the treaty … [it is] necessary to rely on the requirements of the 
state of necessity under customary law’. Enron v Argentine, above n 52, paras 333–4. See also CMS v 
Argentine , above n 52, para 358. 
91 The tribunal in the CMS case stated that, ‘Towards the end of the 1990s a serious economic crisis 
began to unfold in Argentina which eventually had profound political and social ramifications.’ CMS v 
Argentine, above n 52, para 59. Similarly, the tribunal in the Sempra Award observed that Argentina 
‘might very well have suffered from the adverse reactions engendered by the state of economic and 
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without discussing and explaining their understanding of the economic crash, the 

other tribunals later asserted that the severe circumstances did not mean that 

Argentina’s measures could not make the state liable for violating investors’ rights.92 

In the view of the CMS tribunal, the circumstances did not seriously impair an 

essential interest of the state either.93 Also, in assessing ‘grave and imminent peril’, 

the CMS tribunal stated that:  

[It] is persuaded that the situation was difficult enough to justify the 

government taking action to prevent a worsening of the situation and the 

danger of total economic collapse. But neither does the relative effect of the 

crisis allow here for a finding in terms of preclusion of wrongfulness.94  

In its concluding remarks, the tribunal rejected the necessity defence. This decision 

demonstrates an expansive application of the NPM clause where even the financial 

collapse of the state was not considered by the tribunals as serious circumstances in the 

host state.95 

The second requirement of the necessity defence is whether the action of the state is 

the ‘only way’ it could have acted to protect the state’s essential interests. The 

tribunals in CMS, Enron and Sempra referred to Article 25 of the ILC Draft Articles 

with an expansive reading of the ‘only way’, which had the effect of protecting 

investors’ rights. The tribunals examined whether Argentina’s public policies were 

the only and most effective reaction to the financial collapse. The tribunals concluded 
                                                                                                                                       
political difficulties’. See Sempra Energy v Argentine, above n 61, 435. See also Enron v Argentine, 
above n 52, para 97. 
92 Enron v Argentine, above n 52, para 306; CMS v Argentine , above n 52, para 322; Sempra Energy v 
Argentine, above n 61, 348. 
93 In Enron, for example, the tribunal was of the view that ‘the argument that such a situation 
compromised the very existence of the State and its independence so as to qualify as involving an 
essential interest of the State is not convincing’. Enron v Argentine, above n 52, para 337. 
94 CMS v Argentine, above n 52, para 322. 
95 Similarly, the tribunal in Sempra noted that, ‘The tribunal has no doubt that there was a severe crisis, 
and that in such a context it was unlikely that business could have continued as usual. Yet, the 
argument that such a situation compromised the very existence of the State and its independence, and 
thereby qualified as one involving an essential State interest, is not convincing. Questions of public 
order and social unrest could have been handled, as in fact they were, just as questions of political 
stabilization were handled under the constitutional arrangements in force.’ Sempra Energy v Argentine, 
above n 61, para 348; Enron v Argentine, above n 52, para 307. 
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that other accessible means were available to respond to the crisis. In the CMS case, 

the tribunal noted that ‘the measures adopted were not the only steps available’.96 

Similarly, the tribunal in Enron expressed that ‘a rather sad world comparative 

experience in the handling of economic crises, shows that there are always many 

approaches to address and correct such critical events, and it is difficult to justify that 

none of them were available in the Argentine case’.97 However, the controversial 

point in the line of reasoning taken by these three tribunals is that they failed to 

identify alternative measures that Argentina’s government could have taken but did 

not. There is no evidence of such an analysis in the awards.98  

In comparison, the LG&E tribunal took a narrow approach to interpreting the two 

requirements in Article 25 of the customary law defence of necessity. The LG&E 

tribunal reiterated the criteria in defining ‘essential interest’, and noted that:  

as evidence demonstrates, economic, financial, or those interests related to 

the protection of the State against any danger seriously compromising its 

internal or external situation, are also considered essential interests.99 

Given this definition of essential interests, in the view of the LG&E tribunal, 

Argentina encountered ‘an extremely serious threat to its existence, its political and 

economic survival, to the possibility of maintaining its essential services in operation, 

and to the preservation of its internal peace’.100 Furthermore, in addressing the second 

requirement, the tribunal in LG&E gave support to the policy choices adopted by the 

government in the circumstances. The tribunal emphasised that the only possible and 

effective policy was the one the state executed for the mitigation of harm to the public 

interest of Argentina. The tribunal noted that: 

In this circumstance, an economic recovery package was the only means 

to respond to the crisis. Although there may have been a number of ways 

                                                
96 CMS v Argentine , above n 52, para 324. 
97 Enron v Argentine, above n 52, para 308. 
98 See White and Staden, above n 63, 20. 
99 LG&E Energy v Argentine, above n 52, para 251. 
100 ibid., para 257. 
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to draft the economic recovery plan, the evidence before the tribunal 

demonstrates that an across-the-board response was necessary, and the 

tariffs on public utilities had to be addressed.101 

Moreover, the Annulment Committees that reviewed CMS, Enron and Sempra all 

applied a narrow application of the NMP clause in favour of the state’s legislative 

framework changes. In the three Annulment Decisions, the committees reviewed the 

application of the two requirements of the ILC Draft Articles. For example, the CMS 

Annulment Committee criticised the way in which the CMS tribunal applied the NPM 

clause in regards to the interpretation of the ‘essential interest’ concept, and the 

tribunal’s vague analysis of the ‘only way’ criterion. The committee indicated that the 

CMS tribunal made a ‘manifest error of law’ – namely, its failure to give effect to 

Article XI of the US–Argentina BIT.102 The committee found that the tribunal failed 

to consider the international customary law doctrine of necessity along with and in 

the light of the NPM provision of the BIT. The broad application of the NPM clause, 

in the view of the committee, was a manifest excess of power by the tribunal.103 

Similarly, the Annulment Committee in Sempra annulled the Award on the grounds 

that it suffered from ‘manifest excess of power’104 of the tribunal in rejecting the 

necessity defence of Argentina. 

In conclusion, despite the favourable decisions of some Annulment Committees, these 

Argentina Cases and their inconsistencies have provided reasonable grounds for 

Argentina to perceive that the ISDS system is only designed to favour foreign investors, 

irrespective of situations where the sovereign state’s essential public interests are at stake. 

These decisions have contributed to ongoing concern about the failure of arbitral 

tribunals to appropriately balance investor expectations and public interests. In the 

context of the legislative framework, this failure is because of the lack of clarity in 
                                                
101 ibid. 
102 Article XI of the US–Argentina BIT provides that, ‘This Treaty shall not preclude the application by 
either Party of measures necessary for the maintenance of public order, the fulfillment of its obligations 
with respect to the maintenance or restoration of international peace or security, or the protection of its 
own essential security interests.’ US–Argentina BIT, above n 66, Article XI. 
103 CMS Gas Transmission Co. v Argentina, (Decision on Annulment) (ICSID Case No. ARB/01/8, 
25 September 2007, Decision on Annulment) para 127. 
104 Sempra Energy International v Argentine Republic, (Decision on Annulment) (ICSID Case No. 
ARB/ 02/16, 29 June 2010, Decision on Annulment) para 223. 



 93 

investment treaties in explicitly identifying the requirement of NPM clauses. On the one 

hand, the tribunals confirmed violation of the FET standard in the case of alteration of the 

legal environment of the host state. However, it appears that rejecting the necessity 

defence of states goes beyond the authority of tribunals, where the investment treaties 

limit the liability of the host states in certain exceptional circumstances. The next section 

analyses the interpretive approaches of tribunals with respect to the second ground from 

which the legitimate expectations of investors arise. 

2.2	  Contractual	  Rights	  

The second basis of investors’ expectations that may lead to claims of violation is 

contractual rights. Contracts create expectations; they are the basis of the mutual 

considerations of the parties.105 The stability and predictability of business and legal 

environments are not secured unless the parties to the contracts conduct themselves in 

conformity with pacta sunt servanda.106 As Wälde puts it, a ‘culture of commitment’ 

is sanctioned as part of the package of effective good governance, whereby ‘no 

society where contracts are not honoured has ever been able to develop economically, 

achieve prosperity and qualify as a well-governed society’.107 Indeed, as a vehicle for 

development, domestic and international laws give strong protection to contracts. 

Along with the treaty obligation, states also enter into contractual arrangements with 

foreign investors. The contractual arrangements bring about contractual obligations 

for the host state and also legitimate expectations for the foreign investor. Although in 

theory the relationship between contracts and treaties is clear in terms of the 

obligations of parties, in practice the multiple levels of obligations may give rise to 

                                                
105 See generally, Nagla Nassar, Sanctity of Contracts Revisited: A Study in the Theory and Practice of 
Long-Term International Commercial Transactions (M. Nijhoff, 1995); Ivar Alvik, Contracting with 
Sovereignty: State Contracts and International Arbitration (Hart, 2011). 
106 The application of the principle of pacta sunt servanda ‘is … one of the most important legal concepts in 
the investment process’. The root of this principle is classical contractual theory, which is ‘freedom of 
contract’ or ‘the will theory of contract’. See KM Sharma, ‘From Sanctity to Fairness: An Uneasy Transition 
in the Law of Contracts’ (1998) 18 New York Law School Journal of  International & Comparative  Law 95, 
108. See also Mustafa Erkan, International Energy Investment Law: Stability Through Contractual Clauses 
(Kluwer Law International, 2011) 159; Dolzer and Schreuer, above n 2, 124–7. 
107  Thomas Wälde, ‘The Umbrella Clause in Investment Arbitration: A Comment on Original 
Intentions and Recent Cases’ (2005) 6 Journal of World Investment & Trade 183, 185. 
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confusion.108 This confusion between treaty and contract obligations is the result of 

the broadly and vaguely formulated treaty norms and standards. An example of the 

broad and vague treaty terms is the general stability regime that is part of the 

preamble in most investment treaties, and its confusion with explicit stabilisation 

clauses in contracts. As noted in Section 2.1.2, certain investment tribunals referred to 

the preamble of treaties and found that a key element of the FET standard is the 

requirement for a stable economic or legal environment for investment.109 This has 

created what might be called a stability regime within the investment treaty regime. 

This regime results from linking the protection of expectations and the stability of the 

legal framework. This link becomes challenging when tribunals attempt to determine 

the liability of states in the case of alleged violation of the stability of the legal 

environment through alteration of the existing framework. This vague and general 

wording in the preamble of treaties is simply a notional, generalised goal. The FET 

provisions in the treaty agreed to by the states are silent about a stability regime as a 

requirement for finding violation of the investors’ expectations. 

However, there is now concern about the interpretive trend within tribunals to 

conflate the more explicit concrete stabilisation clauses in investment contracts and a 

generalised treaty-based stability regime. This extension of stabilisation clauses to a 

stability regime has consequences for determining the violation of FET standards. 

While state parties had no intention of including stabilisation clauses into the treaties, 

some tribunals began to reason that the stability regime in treaties was equal to 

stabilisation clauses in investment contracts in terms of the degree of protection 

provided. The problem is that this equivalence in force and power began to be applied 

by tribunals, even where explicit stabilisation clauses were absent in the contractual 

arrangement between the host state and investor. The general stability regime simply 

mentioned in treaty preambles is treated as providing the same level of protection as 

the absent regime of stabilisation contractual clauses. 

Stabilisation clauses in investment contracts constitute a tighter regulatory regime for 

host states than the stability regime in investment treaties. The contractual obligations 

                                                
108  Eric De Brabandere, Investment Treaty Arbitration as Public International Law (Cambridge 
University Press, 2014) 31. See also Potestà, above n 5, 111–12. 
109 See, e.g., Enron v Argentine, above n 52, para 260; LG&E Energy v Argentine, above n 52 para 131. 
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of states are more strictly policed through these clauses in terms of changes in host 

states.110 Clearly, explicit clauses provide strong protective measures to investors in 

the event of legislative changes, and tribunals have no difficulty upholding claims for 

breach of the contracts in such cases. The clauses entail an undertaking by a host state 

that the applicable law will not be changed.111 The role of stabilisation clauses is 

particularly significant in the energy sector, ‘where investment is long-term, capital 

intensive and highly dependent on the exercise of government’s regulatory power’.112 

The United Nations Special Representative of the Secretary-General for Business and 

Human Rights and the International Finance Corporation identifies three types of 

stabilisation clause. First, in its classic form, the clauses prevent the nationalisation of 

investors’ assets in the oil and gas sectors in the host states.113 The evolution of this 

type of clause has led to broad protection in a much wider variety of investment 

projects and circumstances, well beyond nationalisation. The protection under the 

stabilisation clauses now may include ‘freezing clauses’, in which host states are 

prevented from any legislative changes and modifications at all in the fiscal or tariff 

regimes affecting investment projects.  

The second type of stabilisation clause is the economic equilibrium clause. According 

to this clause,  

                                                
110 An example of a stabilisation clause in a petroleum contract is Article 17.2 of the 1995 Production 
Sharing Contract of Indonesia between Pertamina and Overseas Petroleum Investment Corporation and 
Treasure Bay Enterprise Limited which provides that, ‘This contract shall not be annulled, amended or 
modified in any respect, except by the mutual consent in writing of the parties hereto.’ See Munir 
Maniruzzaman, ‘Drafting Stabilisation Clauses in International Energy Contracts: Some Pitfalls for the 
Unwary’ (2007) (2) Oil, Gas & Energy Law 1, 5. In addition to the terms of investment contracts, 
insulated against any subsequent change arising in the legislation of the host state, the protections 
under stabilisation clause could relate to the stability of the tax regime, social security, import and 
exportation rules and the free transferability of currency. 

111 See generally Antoine P Martin, ‘Stability in Contemporary Investment Law: Reconsidering the 
Role and Shape of Contractual Commitments in Light of Recent Trends’ (2013) 10 Manchester 
Journal of International Economic Law 38; Abdullah Faruque, ‘Validity and Efficacy of Stabilisation 
Clauses’ (2006) 23 Journal of International Arbitration 317; Andrea Shemberg, Stabilization Clauses 
and Human Rights: A Research Project Conducted for IFC and the United Nations Special 
Representative of the Secretary-General on Business and Human Rights (International Finance 
Corporation, 2008) 2. 
112 Thomas Wälde and Abba Kolo, ‘Environmental Regulation, Investment Protection and “Regulatory 
Taking” in International Law’ (2001) 50 International and Comparative Law Quarterly 811, 819. 
113 Peter D. Cameron, ‘Stablization in Investment Contracts and Change of Rules by Host Countries: 
Tools for Oil & Gas Investors’ (2007) Association of International Petroleum Negotiators 3–4. 
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although new laws will apply to the investment, the investor will be 

compensated for the cost of complying with them. Compensation can take 

many forms, such as adjusted tariffs, extension of the concession, tax 

reductions, monetary compensation, or other. These clauses do not aim to 

freeze law, but aim to maintain the economic equilibrium of the 

investment project.114  

Equilibrium clauses have become prevalent due to their flexibility and versatility.115 

On the one hand, the states’ obligation to compensate compels them to keep the 

regulatory regime unchanged;116 on the other, any change in the law would trigger the 

renegotiation of the contracts in order to restore the economic equilibrium.117 The 

third type of clause is ‘hybrid clauses’. 118  This clause combines freezing and 

equilibrium clauses and provides the highest level of asset protection for investors, in 

that it requires ‘the state to restore the investor to the same position it had prior to 

changes in law, and the contract states explicitly that exemptions in law are one way 

of doing this’.119  

These three clauses have established a stabilisation clause regime that is distinct from 

the general stability regime of treaties in terms of the degree of protection of 

legitimate expectations. The application of this specific contractual bargain under the 

stabilisation clauses cannot be extrapolated to other contractual arrangements and 

other parties. Clearly, states did not intend to give such protection to certain investors 

where the host state has no contractual arrangements with the investor, or their 

contract does not have such clauses. This concern of extending the protection under 

the stabilisation clauses to the stability regime has implications for the sovereign 

                                                
114 Shemberg, above n 111, 5. 
115 Lorenzo Cotula, ‘Reconciling Regulatory Stability and Evolution of Environmental Standards in 
Investment Contracts: Towards a Rethink of Stabilization Clauses’ (2008) 1(2) The Journal of World 
Energy Law & Business 158, 162. 
116 AFM Maniruzzaman, ‘The Pursuit of Stability in International Energy Investment Contracts: 
A Critical Appraisal of the Emerging Trends’ (2008) 1(2) The Journal of World Energy Law & 
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117 Cotula, above n 115, 166. 
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power of states. Similarly to the broadening of interpretive power in the case of the 

necessity defence, this expansion threatens states in their pursuit of environmental or 

human rights measures for the public interest. This extension to the application of the 

stabilisation clauses in arbitral practice represents a broad interpretation of the treaty 

stability regime. However, many tribunals avoided this broad application and took a 

narrow approach. The following sections analyse these broad and narrow applications 

in energy case law and within academia. 

2.2.1	  The	  Regime	  of	  Stabilisation	  Clauses	  versus	  Stability	  Regime	  	  

2.2.1.1	  Narrow	  Application	  of	  the	  Stability	  Regime:	  Two	  Cases	  Against	  Argentina	  

The question is whether the states had any intention of extrapolating the regime of 

stabilisation clauses, under the three specific clauses noted above, to equivalence with the 

stability regime of treaties. For example, Snodgrass argues that this ‘generalisation’ goes 

against the intentions of state parties to treaties. She believes that the legitimate 

expectations of investors cannot be based on contractual commitments of states to other 

individuals nor on general legislation.120 By employing both international law and the 

domestic administrative law,121 she further argues that these expectations ‘should more 

readily be identified on the basis of individualized administrative conduct’, and thus the 

stabilisation clause must be in the individual investor’s specific contract, and cannot be 

imported as a general principle.122  

In arbitral practice, two examples of energy case law taking this narrow approach are 

Total v Argentina123 and El Paso Energy v Argentina.124 In the case of Total, an 

ICSID tribunal examined the breach of the investors’ legitimate expectations in the 

                                                
120 Snodgrass, above n 13, 39–40. 
121 For example, French law recognises ‘a distinction … between those rights which have been 
acquired through an individual measure and those conferred on the basis of a regulation’. Jürgen 
Schwarze, European Administrative Law (Office for Official Publications of the European 
Communities, Sweet and Maxwell, 1992) 875, cited in P Auvret, La notion de droit acquis en droit 
administrative francais (RDP, 1985), 67.  
122 Snodgrass, above n 13, 39. 
123 Total SA v Argentine Republic, (Decision on Liability) (ICSID Case No ARB/04/01, 27 December 2010). 
124 El Paso Energy International Company v The Argentina Republic, (Award) (ICSID Case No. 
ARB/03/15, 31 October 2011). 
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absence of a stabilisation clause. Total had made a number of investments in 

Argentina in the gas transportation, hydrocarbons exploration and production, and 

power generation industries. Total had invested in several sectors of the Argentine 

energy industry. The company alleged that Argentina breached its obligations under 

the US–Argentina BIT. The tribunal’s findings were that certain actions were in 

breach of Argentina’s fair and equitable treatment obligations under the BIT. 

However, given the context of the financial crisis, Argentina’s measures were taken 

‘in good faith in a situation of recognized economic emergency of an exceptional, 

even catastrophic, nature’.125 This finding was not a result of any necessity defence 

mounted by Argentina, but came about through making a careful distinction between 

stabilisation clauses and the stability regime under the France–Argentina BIT.126  

The analysis of the tribunal was based on considering the stability of the legal 

framework in which the investment was established: first the stability regime in the 

BIT, and second whether investors could rely on stabilisation clauses present in other 

investment contracts, but not the specific one between France and Argentina. In terms 

of the first issue, the tribunal took into account the ‘legitimate exercise of the host 

State’s government powers’127 as the benchmark for identifying a breach of the FET 

standard in any alteration of circumstances. Regarding the second question, noting the 

absence of stabilisation clauses in the relevant contract,128 the tribunal remarked: 

In the absence of some ‘promise’ by the host State or a specific provision 

in the bilateral investment treaty itself, the legal regime in force in the host 

country at the time of making the investment is not automatically subject 

to a ‘guarantee’ of stability merely because the host country entered into a 

bilateral investment treaty with the country of the foreign investor.129 

                                                
125 Total v Argentine, above n 123, para 163. 
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Clearly, the tribunal employed a narrow approach that seeks specific, individual, 

contract-level clauses, rather than applying a broad reading of the scope of the 

general, treaty level stabilisation regime.  

Similarly, the tribunal in another energy case, El Paso Energy v Argentina, was 

cautious in the application of the stabilisation clause in the context of investment 

treaties and investment contracts. This case also involved the measures taken by 

Argentina in the aftermath of the economic crisis. On one hand, the tribunal believed 

that the concept of the FET standard guaranteed the protection of expectations of 

investors. However, the protection was provided only to the extent that ‘the rules will 

not be changed without justification of an economic, social or other nature’.130 The 

tribunal stressed that ‘it is unthinkable that a State could make a general commitment 

to all foreign investors never to change its legislation whatever the circumstances, and 

it would be unreasonable for an investor to rely on such a freeze’.131 Further, the 

tribunal pointed out the contrast between the stability regime in the BIT protected by 

the FET standard, and specific contractual commitments to individual investors. 

According to the tribunal, to assume that a state legal framework would remain 

unchanging and frozen was no reasonable basis for the formation of investors’ 

legitimate expectations. 132  This uncertainty was evident in the case of severe 

economic crisis, whereby ‘no reasonable investor can have such an expectation unless 

very specific commitments have been made towards it’.133 The tribunal was of the 

view that the regime of stabilisation clauses in other contracts could not be 

generalised to either the general stability regime in the US–Argentina BIT, or be 

extended to other contractual arrangements and investors in the host state.134   

                                                
130  El Paso Energy v Argentina, above n 124, para 372. 
131 ibid., above n 124. The tribunal in Continental v Argentina noted that ‘it would be unconscionable 
for a country to promise not to change its legislation as time and needs change, or even more to tie its 
hands by such a kind of stipulation in case a crisis of any type or origin arose. Such an implication as to 
stability in the BIT’s Preamble would be contrary to an effective interpretation of the Treaty; reliance 
on such an implication by a foreign investor would be misplaced and, indeed, unreasonable.’ 
Continental Casualty v Argentine, above n 61, para 258. 
132 El Paso Energy v Argentina, above n 124, para 374. 
133 ibid. [emphasis added] 
134 The tribunal in the energy case of AES Summit v Hungary also noted that, ‘It is also common ground 
that the … Settlement Agreement does not contain a so-called “stabilization clause.”’ As such the 
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Despite applying a narrow interpretation to the treaty stability regime, the tribunals in 

the cases of Total and El Paso each adopted some exceptions to this approach. 

According to the Total tribunal, despite the fact that the host state was entitled to 

change the law, this right was not unlimited. In the tribunal’s view, 

a claim to stability can be based on the inherently prospective nature of 

the regulation at issue aimed at providing a defined framework for future 

operations. This is the case for regimes, which are applicable to long-term 

investments and operations, and/or providing for ‘all backs’ or contingent 

rights in case the relevant framework would be changed in unforeseen 

circumstances or in case certain listed events materialize.135 

The tribunal held that the measures taken by Argentina had to be implemented ‘in 

such a way that the concessionaire is able to recover its operation costs, amortize its 

investments and make a reasonable return over time, as indeed Argentina’s gas 

regime provided’.136 Otherwise, notwithstanding the absence of a stabilisation clause, 

the legitimate expectations of the investor would be frustrated on the basis of the 

principle of ‘economic equilibrium and business viability in the Gas Law’.137 This 

decision thus recognised one exception to the narrow application of the regime of 

stabilisation clauses where there are no stabilisation clauses in the investment 

contract – namely, where the investment is part of a long-term regulatory framework. 

The tribunal in El Paso found that there were other exceptions by which tribunals 

could adopt the protection mechanism under the regime of stabilisation clauses. This 

exception applies even in cases where the clauses are absent from the contractual 

arrangements, or there is no contract at all. After holding that an extremely severe 

                                                                                                                                       
tribunal concluded that ‘Claimants cannot legitimately have been led by Hungary to expect that a 
regime of administrative pricing would not be reintroduced’… ‘A legal framework is by definition 
subject to change as it adapts to new circumstances day by day and a state has the sovereign right to 
exercise its powers which include legislative acts.’ AES Summit Generation Limited and AES-Tisza 
Eromu Kft v Hungary (Award) (ICSID Case No ARB/07/22, 23 September 2010) paras 9.3.25, 26, 29. 
See also Duke Energy Electroquil Partners v Republic of Ecuador, (Award) (ICSID Case No. 
ARB/04/19, 18 August 2008) para 358. 
135 Total v Argentine, above n 123, para 122. 
136 ibid. 
137 ibid, para 168. 
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economic crisis justified the host state’s regulating to change the legal order, the 

tribunal noted that ‘no reasonable investor can have … [legitimate expectations 

based on the contract] unless very specific commitments have been made towards it 

or unless the alteration of the legal framework is total’.138 Of these two exceptions 

signalled by the use of ‘unless’, it is the second that is the more problematic. The 

issue lies in the definition of ‘total alteration’. In this case, the tribunal made an 

overall finding based on taking into account a cumulative series of government 

measures, without specifying these or even quantifying what accumulation of how 

many measures might qualify as total. The tribunal reasoned that: 

There can be no legitimate expectation for anyone that the legal 

framework will remain unchanged in the fact of an extremely severe 

economic crisis. No reasonable investor can such an expectation unless 

very specific commitments have been made towards it or unless the 

alteration of the legal framework is total … It cannot be denied that in the 

matter before this Tribunal the cumulative effect of the measures was a 

total alteration of the entire legal setup for foreign investments, and that 

all the different elements and guarantees just mentioned can be analysed 

as a special commitment of Argentina that such a total alteration would 

not take place.139  

The tribunal found that both exceptions to stabilisation guarantees – namely absence 

of specific commitments and absence of total alteration – were met in this case. In 

summary, these two awards provided examples of drawing a clear line between the 

generalised treaty stability regime as the main element of the FET standard, and 

specific stabilisation clauses. However, they provided exceptions to this distinction, 

and allowed the application of protection under the regime of stabilisation clauses: 

where the investment is inherently prospective in nature, where there are specific 

commitments and where there is a total alteration of the circumstances.  

                                                
138 El Paso Energy v Argentina, above n 124, para 374. [emphasis added] 
139 ibid., paras 347, 517. 
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2.2.1.2	  Broad	  Application	  of	  the	  Stability	  Regime:	  Two	  Cases	  Against	  Ecuador	  	  

The extension in application of the stabilisation clauses in arbitral practice represents 

a broad interpretation of the treaty stability regime. In elaboration of this approach, 

Campbell McLachlan and colleagues argue that stabilisation clauses do not represent 

an additional and separate protection. The stability element of investment treaties are 

taken to implicitly guarantee stability, irrespective of the inclusion or exclusion of any 

specific provision relating to stability in the contractual arrangements.140 They argue 

that general assurances of stability common at the treaty level of agreement act as a 

kind of ‘umbrella clause’.141 Such an umbrella clause forms an independent treaty 

standard. The umbrella clause fulfils the same purpose that individual contract 

stabilisation clauses seek to accomplish, which these commentators label ‘a blunt, and 

at times unpredictable, instrument for stability of contract’.142  

In contrast to the prevailing narrow application of the stability regime in arbitral 

practice, the tribunals in two energy cases took the broad approach. This implicitly 

laid the grounds for the perception of bias in the host state, Ecuador. The cases are 

Occidental Exploration and Production Company v Ecuador 143  and Occidental 

Petroleum v Ecuador.144 The decision in Occidental Exploration equated the state’s 

contractual obligations with its international commitments under investment treaties. 

This case concerned the expectations of an American investor arising from a 

petroleum contract with the host state, Ecuador. The expectations involved the 

handling of the value-added tax (VAT). The state initially committed to 

reimbursement of VAT paid by the investor. Ecuadorian authorities refunded the 

VAT for the first two years. The state then refused to pay on the grounds that the 

contract itself had provided Occidental with sufficient reimbursement through a 

participation formula. Occidental contended that the petroleum contract had created a 

                                                
140  Campbell McLachlan, Laurence Shore and Matthew Weiniger, International Investment 
Arbitration: Substantive Principles (Oxford University Press, 2007) 116–19. 
141 ibid., 116. 
142 ibid., 116–17. 
143 Occidental Exploration  v Ecuador, above n 52. 
144  Occidental Petroleum Corporation and Occidental Exploration and Production Company v 
Republic of Ecuador, (Award) (ICSID Case No ARB/06/11, 5 October 2012). 
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legitimate expectation that Ecuador would reimburse it for VAT, and argued that this 

was so even if the contract provided another formulation for reimbursement of VAT.  

This claim was based on the violation of the FET clause in the US–Ecuador BIT, 

regardless of whether the investor was entitled to a refund of VAT under the domestic 

tax law of Ecuador. However, the obligations of the host state came primarily from its 

contract with the investor. The contract did not contain any stabilisation clauses; 

therefore, the breach of the obligation should have been treated as an ordinary 

commercial dispute, which should be protected by an umbrella clause, not the FET 

treaty standard.145 Nevertheless, the tribunal held that the dispute concerned a breach 

of the stability regime under the FET treaty standard, which could either occur by a 

change in the legislative framework or even via subsequent clarification of contract 

terms.146 The tribunal observed that: 

The relevant question for international law in this discussion is not 

whether there is an obligation to refund VAT, which is the point on which 

the parties have argued most intensively, but whether the legal and 

business framework meets the requirement of stability and predictability 

under international law. It was earlier concluded that there is not a VAT 

refund obligation under international law, but there is certainly an 

obligation not to alter the legal and business framework …147 

                                                
145 In describing an umbrella clause and its position in customary international law, Wälde believed that 
‘the evolution of both on the principle of pacta sunt servanda and its inclusion in investment treaties in 
the form of the “pacta sunt servanda/umbrella” clause, suggests that disputes over contracts that 
display merely commercial and contract law elements will not fall under international law; such 
disputes do not involve the power of government, which is the target of customary international law 
and, even more, the external disciplining intention of investment treaties’. Therefore, the inclusion of 
the umbrella clause in investment treaties clarifies the status of customary international law insofar as 
the protection by international law of investment-related contracts against abusive interference that 
relies on the use of governmental powers and privileges is concerned. Wälde, above 107, 186–7; see 
also Christoph H. Schreuer, ‘Selected Standards of Treatment Available Under the Energy Charter 
Treaty’ in Graham Coop and Clarisse Ribeiro (eds), Investment Protection and The Energy Charter 
Treaty (JurisNet, LLC, 2008) 63, 83–90; Stephan W Schill, ‘Private Enforcement of International 
Investment Law: Why We Need Investor Standing in BIT Dispute Settlement’ in Michael Waibel et al. 
(eds), The Backlash Against Investment Arbitration: Perceptions and Reality (Kluwer Law 
International, 2010) 29. 
146 Occidental Exploration v Ecuador, above n 52, para 184. 
147 ibid, para 191. [emphasis added] 
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Furthermore, the tribunal treated the treaty requirement of stability as creating the 

same level of protection as that provided under the regime of stabilisation clauses.148 

This decision did not distinguish between the stability regime under the investment 

treaty and the contractual commitments of the state where the contract did not 

incorporate a stabilisation clause. This case is an example of the broad approach at the 

level of treaty being extended into the realm of contract. Several tribunals have 

adopted the same approach.149 

The tribunal in Occidental Petroleum and Exploration Company (OPEC) v Ecuador 

took the same interpretive approach. This case concerned OPEC’s allegation that 

Ecuador had breached its contract. OPEC entered into a Participation Contract for the 

exploration and exploitation of hydrocarbons in Block 15 of Ecuador. The Contract 

allowed the investor free disposal of its participation interest, subject to Ecuador 

granting permission, which was subject to stringent conditions.150 If the conditions 

were not met, the host state was entitled to terminate the contract.151 In 2000, OPEC 

transferred a portion of its stake in an Ecuadorian oil field to Alberta Energy 

Corporation (AEC) in exchange for AEC purchasing a 40 per cent ‘economic interest’ 

in Block 15. The claimant failed to meet the conditions, and consequently Ecuador 

terminated the Contract. Ecuador also enacted Law 42 in 2006, which gave Ecuador 

50 per cent of profits of oil companies.  

OPEC filed a claim before ICSID on the grounds inter alia that the host state had 

breached the FET treaty standard on the basis of the violation of the stability regime 

in the US–Ecuador BIT.152 The Preamble of the BIT provides that, ‘The Treaty is 

premised on the view that an open investment policy leads to economic growth. These 

goals include economic cooperation, increased flow of capital, a stable framework for 

                                                
148 ibid, paras 183–192. 
149 See e.g. SGS Société Générale de Surveillance S.A. v Republic of the Philippines, (Decision of the 
Tribunal on Objections to Jurisdiction) (ICSID Case No ARB/02/6, 29 Jan. 2004) para 128; see also 
Iurii Bogdanov, Agurdino-Invest Ltd and Agurdino-Chimia JSC v Republic of Moldova (Arbitral 
Award) (SCC, 22 Sep. 2005) para 162; MTD Equity Sdn Bhd and MTD Chile SA v Republic of Chile, 
(Award) (ICSID Case No ARB/01/7, 25 May 2004) paras 160–7. 
150 Occidental Petroleum v Ecuador, above n 144, paras 119–21. 
151 ibid., paras 168–200. 
152 ibid., para 478. 
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investment, development of respect for internationally-recognized worker rights, and 

maximum efficiency in the use of economic resources.’153 The claimant argued that 

there was a contractual bargain in place on which it had based its investment, and 

therefore its legitimate expectation that this would not be altered by the state.154 Along 

with the stability regime under the BIT Preamble, OPEC relied on Article II.3(a), 

which requires that ‘investment shall all the times be accorded fair and equitable’.155 

The claimant in turn referred to the regime of stabilisation clauses adopted by 

Ecuador in the state’s other contracts, and claimed that the treaty regime of stability 

was equivalent to the regime of stabilisation clauses.156 However, Ecuador referred to 

Clause 8.6 of the contract as the basis of the stability regime, and noted that the clause 

was only ‘a classic re-negotiation clause and not a stabilization clause’.157 The clause 

explicitly stated that the stability protection of the investment would be violated only 

in cases of modification of the participation contract. Ecuador argued that the Law 42 

did not modify it,158 and that the claimant was imposing obligations on the host state 

that went beyond what the state intended to confer in its BIT with the United States 

and the contracts with the investor. It noted that, ‘in the absence of a stabilization 

clause, claimants could have had no legitimate expectation that [the state] measure 

would not be enacted or, if it was, that they would be immune from its application’.159  

The tribunal rejected this defence, and upheld OPEC’s claim. The tribunal adopted the 

same line of reasoning in the Occidental 2004 award. It characterised Clause 8.6 of 

the contract as a strong protective mechanism under the regime of stabilisation 

clauses.160 The tribunal linked the general FET requirement of stability to Clause 8.6 

                                                
153 US–Ecuador BIT (1993).  <http://www.state.gov/documents/organization/43558.pdf>. [emphasis added] 
154 Occidental Petroleum v Ecuador, above n 144, para 480. 
155 ibid., para 480.  
156 ibid., paras 478–83. 
157 ibid., para 471. 
158 ibid., para 469. 
159 ibid., para 470. 
160 ibid., paras 521–3. 
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and the Preamble of the Treaty, and held that the host state’s measures were in 

violation of the investor’s expectations.161 

Similarly to the Occidental 2004 award, the tribunal did not distinguish between the 

expectations of investors arising from contractual grounds and those arising from 

treaty arrangements. The stabilisation devices of Ecuador in other contracts were in 

the form of specific commitments, and entailed tighter, more restrictive and more 

explicit protective measures than those Ecuador undertook in its contract with 

Occidental. The explicit protection in contracts between host states and individual 

investors means that any changes to the legislative framework will amount to a 

frustration of investors’ expectations. By contrast, the general stability regime in 

investment treaties – or in Clause 8.6 in this case – should not provide such explicit 

protection. Therefore, as indicated in these two cases against Ecuador, there are 

examples of the broad approach in the energy case law. This approach identifies these 

two protective measures of stabilisation clauses and stability regime as equivalent, 

even when the stabilisation clauses are absent in the contracts.  

This broad approach leads to tribunals exceeding their power to protect investors 

beyond what states intended to provide in their treaties or contracts. In the words of 

the Annulment Ad Hoc Committee in MTD v Chile, the commitments of the host state 

towards foreign investors ‘derive from the terms of the applicable investment treaty 

and not from any set of expectations investors may have or claim to have. A tribunal 

which sought to generate from such expectations a set of rights … under the BIT 

might well exceed its power.’162 This extending of tribunal powers through the 

application of stabilisation clauses becomes contentious where, for example, the host 

state needs urgent legislative changes for public purposes. For example, in the 

Occidental 2012 case, Ecuador stressed the impact of its measures on the public 

interest, particularly measures concerning the termination of the contract and the 

enacting Law 42. Ecuador noted that the state’s measures had ‘done nothing more 

than exercise its indisputable sovereign authority to raise revenue for its governmental 

                                                
161 ibid., paras 566–70. 
162 MTD Equity Sdn Bhd & MTD Chile S.A. v Republic of Chile, (Decision on Annulment) (ICSID No. 
ARB/01/7, 16 Feb. 2007) para 67.  
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operations and the public welfare’.163 The expansion in the application of the treaty 

stability regime constrains the actions and sovereign powers of states in implementing 

measures critical to their public interest. In this case, the exercise of sovereign power 

by Ecuador was threatened by the general and vague wording of the stability regime 

in the investment treaty, and further broad application by tribunals. This trend 

provides reasonable grounds, among other reasons, for the perception of bias in 

Ecuador. This perception was emphasised in the announcement by Ecuadorian 

President Rafael Correa that Ecuador would withdraw from ICSID in 2009. Further, 

Ecuador has begun to renegotiate existing contracts with oil companies.164  

2.3	  Administrative	  Representations	  	  

The third grounds on which the legitimate expectations of investors may be based  are 

administrative representations by the host states. In several investment energy cases, 

investors have invoked formal or informal representations made by states as the basis 

of their legitimate expectations.165 Violations of such expectations are ruled by 

tribunals to breach the FET standard. In the domestic context, formal representations 

are regarded as reliable grounds for the expectations of individuals.166 It is reasonable 

that formal representations should be treated with the same respect as contracts; 

however, it is difficult to justify reliance on informal or general representations as 

giving rise to legitimate expectations. Informal representations are clearly of a 

different character to formal representations. As long as the informal representations 

are ‘clear and unambiguous’ 167  and ‘unequivocal’, 168  they can create legitimate 

                                                
163 Occidental Petroleum v Ecuador, above n 144, para 470. 
164 See < http://www.iisd.org/itn/2009/06/05/ecuador-continues-exit-from-icsid> 
165 See, e.g., White Industries Australia Ltd. v Republic of India (Award) (UNCITRAL, 30 November 
2011); El Paso Energy v Argentina, above n 124; BG Group Plc v The Republic of Argentina (Final 
Award) (UNCITRAL, 24 December 2007); Electrabel SA v Republic of Hungary (Decision on 
Jurisdiction, Applicable Law and liability) (ICSID Case No ARB/07/19, 30 November 2012); PSEG 
Global, Inc. v Republic of Turkey (Award) (ICSID Case No. ARB/02/5, 19 January 2007); Enron v 
Argentine, above n 52; CMS v Argentine , above n 52. 
166 Hector A. Mairal, ‘Legitimate Expectations and Informal Administrative Representations’ in 
Stephan W Schill (ed), International Investment Law and Comparative Public Law (Oxford University 
Press, 2010) 413, 414. 
167 Craig, above n 26, 659–61. 
168 W Michael Reisman and Mahnoush H Arsanjani, ‘The Question of Unilateral Governmental 
Statements as Applicable Law in Investment Disputes’ (2004) 19(2) ICSID Review 328, 329. 
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expectations. In the context of the interpretation of legitimate expectations, this is a 

narrow interpretation. 

However, due to the lack of clarity in the text of investment treaties with respect the 

concept of FET, certain investment tribunals went beyond this narrow domestic 

treatment of representations and made a broad interpretation. The point that 

differentiates the narrow and broad representations is whether the host state’s 

representation addressed the individual investors clearly, directly and unequivocally, 

or was a general statement to the public. The narrow interpretation conforms with the 

actual intentions of the state making the representations, and should be regarded as 

establishing the legitimate expectations of investors. The broad interpretation 

generally relates to investment-encouraging statements as an overall policy. Examples 

of the latter could be a president’s speech at a dinner party or a general statement of a 

president to the parliament. These examples may be taken by an investor to be part of 

the legislative and policy settings of the state, and therefore may create expectations. 

Treating such statements as giving rise to legitimate expectations contributes to 

inconsistency of rulings and controversy among scholars and investment tribunals,169 

and provides grounds for the perception of bias. The following case study in the 

energy sector illustrates this inconsistency and controversy. It highlights the narrow 

and broad interpretive approaches in defining representations as the grounds for the 

legitimate expectations of investors. 

                                                
169 In the academic literature, Dolzer and Schreuer suggest that ‘the investor’s legitimate expectations 
are protected even without a treaty guarantee of FET’. Dolzer and Schreuer, above n 2, 135. This note 
came from the finding of the tribunal in SPP v Egypt, in which the tribunal relied on statements by 
certain high-ranking Egyptian officials and stated that, ‘It is possible that under Egyptian law certain 
acts of Egyptian officials including even Presidential Decree No. 475 may be considered legally 
nonexistent or null and void or susceptible to invalidation. However, these acts were cloaked with the 
mantle of Government authority and communicated as such to foreign investors who relied on them in 
making their investments … Whether legal under Egyptian law or not, the acts in question were the 
acts of Egyptian authorities, including the highest executive authority of the Government. These acts, 
which are now alleged to have been in violation of the Egyptian municipal legal system, created 
expectations protected by established principles of international law.’ Southern Pacific Properties 
(Middle East) Limited v Arab Republic of Egypt, (Award and Dissenting Opinion of Mohamed Amin El 
Mahdi) (ICSID Case No ARB/84/3, 20 May 1992) paras 82–3. In Waste Management v Mexico, the 
tribunal took a similar approach, noting that ‘in applying [the fair and equitable treatment] standard it is 
relevant that the treatment is in breach of representations made by the host State which were reasonably 
relied on by the claimant’. Waste Management v Mexico, above n 39, para 115. 
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The case of White Industries v India170 is an example of the narrow approach. 

Australian company, White Industries, contracted with an Indian state-owned 

enterprise for the development of coal mining operations. The dispute arose when the 

host state enforced penalties for various alleged breaches of the development contract. 

White Industries sought to recover the penalty and other payments allegedly wrongly 

levied by the host state. The company argued that India had breached the FET 

standard through the violation of its legitimate expectations. The expectations were 

based on administrative representations made by Indian officials to a director of 

White Industries, which concerned the Indian government’s policy shift towards a 

more positive view of foreign investment. The claimant alleged that these 

representations led to its expectation whereby ‘it was safe for the claimant to invest in 

India and that the Indian legal system was, to all intents and purposes, the same as the 

Australian legal system’.171 Despite this claim about the representations from the host 

state, the tribunals found that legitimate expectations could only have arisen from a 

specific ‘unambiguous affirmation to that effect by India’, which was not the case.172 

Similarly, El Paso v Argentina Republic 173  concerned the interpretation of 

representations made to the investor as grounds for legitimate expectations. This 

tribunal also adopted the narrow approach. The case involved the reliance of a US 

company on Argentina’s Regulatory Framework. Argentina had allegedly introduced 

the framework to induce investment in the electricity and hydrocarbons sectors. The 

claimant argued that its legitimate expectations were established through a message 

sent to the Congress by the Argentinian president, which expressed the intention of 

the state to provide legal certainty in the electricity sector.174 El Paso believed that 

several conferences, seminars and roadshows organised by Argentina had 

demonstrated the protection of the investor’s rights under the proposed new 

framework. 175  The tribunal held that these representations by the state were 

inducements to investors. However, it noted that no specific commitment to foreign 
                                                
170 White Industries v India, above n 165. 
171 Ibid, para 5.2.6. 
172 Ibid, para 10.3.2. 
173 El Paso Energy v Argentina, above n 124. 
174 ibid., para 393. 
175 ibid., para 392. 
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investors was made that the existing framework would be altered. Hence the tribunal 

held that  

a declaration made by the President of the Republic clearly must be 

viewed by everyone as a political statement, and this Tribunal is aware, as 

is every individual, of the limited confidence that can be given to such 

political statements in all countries of the world. 

By contrast, the tribunal in BG Group v Argentina176 took a broad interpretive 

approach in ruling on the effect of such representations on investors’ expectations. It 

held that both formal and informal statements should be protected under the FET 

standard in the Argentina–UK BIT. The investor alleged that its legitimate 

expectations had been violated as a result of emergency economic measures adopted by 

Argentina in order to cope with falling natural gas revenues. The tribunal found that the 

words of the president of Argentina in his presentation to the Argentine Congress 

established legitimate expectations of the investor. The president addressed the 

importance of ratification of this BIT in order to establish a stable environment to attract 

foreign investors by enhancing their confidence.177 The tribunal noted that the president’s 

statement implied commitments for the host state, and ‘Argentina reversed commitments 

towards BG, when BG relied the most on its legitimate and reasonable expectations of a 

stable and predictable business and legal investment environment’.178 In this case, by 

taking a broad interpretive approach to host-state representations, a presidential speech 

was held to have created legitimate investor expectations at the level of treaty law.179 

The three energy cases described above illustrate the inconsistencies in decisions 

brought about by two opposing interpretive approaches in arbitral tribunals. The 

narrow approach highlights the need for a specific representation as the ground for 

forming investors’ legitimate expectations, which must be stated in clear and specific 
                                                
176 BG Group v Argentina, above n 165. 
177 ibid., para 300. 
178 ibid., para 310. 
179 This broad reading of the legitimate expectations of investors was also stressed in the energy case of 
Sempra v Argentina, where the tribunal referred to the Tecmed case and held that the protection of 
legitimate expectations of investors ‘becomes particularly meaningful when the investment has been 
attracted and induced by means of assurance and representations’. Sempra Energy v Argentine, above 
n 61, para 298. 
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terms. 180  However, the broad approach allows both informal and formal 

representations without requiring specific and clear expression. This inconsistency is 

the result of ambiguity in the treaty standard of FET and the interpretation of 

legitimate expectations. Therefore, similar to other grounds for the expectations of 

investors, the representations from states are a factor in perceptions of bias. 

Concluding	  Remarks	  

This chapter has explored the concept of the legitimate expectations of investors, a 

concept that lies at the heart of the fair and equitable treatment standard. The study 

structured its analysis through what it characterised as contrasting narrow and broad 

approaches to the interpretation of the concept of legitimate expectations. It argued 

that the narrow approach gives more weight to the sovereign powers of the host states. 

The broad, expansionary interpretation favours investors, and requires that the legal 

framework governing the investment in host states or the specific representations 

made by host states should remain unaltered.  

Part I reviewed the origins of the concept of legitimate expectations as the pivotal 

element of the FET standard, exploring its place in domestic administrative law and in 

investment arbitral practice. Part II considered the three grounds on which the 

legitimate expectations of investors are based. It analysed energy cases and the way 

the tribunals dealt with the grounds for the expectations of investors. For Part II, the 

following remarks concern the broad interpretative approach with regard to each of 

the grounds.  

Legislative Framework 

Ø In cases where the investors’ expectations arose out of the legislative 

framework of the states, the tribunals found the stability of the legal 

environment to be an essential element of the FET standard. Investment 

treaties do not contain any explicit, overt linkage between FET and the 

requirement of legal stability. However, in cases concerning the Argentina 

                                                
180 Guiding Principles Applicable to Unilateral Declarations of States Capable of Creating Legal 
Obligations, with Commentaries thereto in ILC Report on the Work of its Fifty-Eight Session 369, UN 
Doc A/61/10, (2006) Principle 7. 
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crisis, the tribunals found that there was a link between FET and stability, and 

held that the legitimate expectations of investors were violated. 

Ø In cases where the necessity defence was argued by states, the tribunals 

broadly interpreted the NPM clause and two requirements of the necessity 

defence: first, the seriousness of the situation; and second, the requirement that 

the policy choices of states in emergency situations were the ‘only way’ 

option. The broad interpretive approach enables tribunals to reject the 

necessity defence, a decision which, it was argued, exceeds their authority 

under treaties. This approach is particularly problematic when the relevant 

investment treaty specifically recognises the rights of states to invoke such a 

defence in times of emergency.  

 

Contractual Rights  

 

Ø There is some concern in arbitral practice regarding the relationship between 

treaty and contract commitments. This centres on the expansion of the more 

explicit, concrete stabilisation clauses in investment contracts into a notional 

and generalised treaty-based stability regime. Generally, states give stronger 

protection to investors where there is a stabilisation clause in the relevant 

contract. However, some tribunals reasoned that this level of higher protection 

should be extended to all investors, even where there was no stabilisation 

clause in the relevant contract. The debate over a generalised concept of 

stability versus concrete, individual and specific contractual commitments of 

states demonstrates inconsistency in investment arbitral practice. 

 

Administrative Representations 

 

Ø There was also a broad interpretive approach adopted by some tribunals with 

respect to administrative representations made by states. The broad approach 

extended the protective coverage of the treaty under the FET standard to 

unclear and equivocal promises of the host state. 

There is a lack of clarity in the text of investment treaties with respect to the concept 

of FET. The lack of clarity has resulted in inconsistency in interpreting the general 
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stability regime, the requirements of NPM clauses and the representations made by 

states. In the three grounds that are the basis for legitimate expectations, this level of 

inconsistency and the different interpretive approaches have become contentious. This 

is especially the case where the broad interpretation impacts on the exercise of the 

sovereign power of the state to regulate for public purposes. This power is sometimes 

in opposition to the protection of investors, which is the main objective of the 

international investment regime. As discussed in this chapter, examples of the 

implications that this interpretive approach has for the sovereign power of states are 

the cases against Argentina and Ecuador. This approach has in turn prompted the 

perception of bias, and led these two states to withdraw (Ecuador) or threaten to 

withdraw (Argentina) from ICSID, or to begin to renegotiate their investment treaties.  

The concepts of ‘investment’ and ‘indirect expropriation’ are fundamental in dispute 

settlement between investors and states. Chapter 4 continues discussion of the 

application of the broad and narrow interpretive approaches to these two concepts. 
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Chapter	  4	  

The	  Concepts	  of	  ‘Investment’	  and	  ‘Indirect	  Expropriation’	  

Introduction	  

This chapter presents different interpretive approaches that are taken by energy 

investment tribunals with regard to the concepts of ‘investment’ and ‘indirect 

expropriation’. Continuing to deploy the argument about broad and narrow 

approaches taken by tribunals in investor–state dispute settlement (ISDS), this chapter 

argues that broad interpretations demonstrate the rule-making power of investment 

tribunals. This power tends to stretch the protection given to investors beyond the 

scope of investment treaties; therefore, the broad interpretive approach of tribunals is 

grounds for a perception that the ISDS system biased. 

The property rights of foreign investors are a core concern of international investment 

law (IIL).1 In a globalised economy, the protection of foreign investment from the 

interference of states is the principal goal of IIL.2 However, there is often dispute over 

the protection of the rights of investors, and the right of states to regulate their public 

welfare.3 Like the debate on the concept of legitimate expectations, this dispute 

specifically involves two concepts explored in this chapter, namely investment and 

expropriation of the investment. The ISDS regime often demonstrates uncertainty in 

dealing with these two concepts. There is uncertainty in arbitral practice about what 

constitutes an investment that could be either expropriated or covered by an 

                                                
1 M Sornarajah, The International Law on Foreign Investment (Cambridge University Press, 2010) 71; 
Samuel KB Asante, ‘International Law and Foreign Investment: A Reappraisal’ (1988) 
37 International and Comparative Law Quarterly 595; Rudolf Dolzer, ‘New Foundations of the Law of 
Expropriation of Alien Property’ (1981) 75 American Journal of International Law 553; Yvon 
Heckscher and Jan Schokkaert, International Investments Protection: Comparative Law Analysis of 
Bilateral and Multilateral Interstate Conventions, Doctrinal Texts and Arbitral Jurisprudence 
Concerning Foreign Investments (Bruylant, 2009) 365–422. 
2 Campbell McLachlan, Laurence Shore and Matthew Weiniger, International Investment Arbitration: 
Substantive Principles (Oxford University Press, 2007) 290. 
3 UNCTAD, Recent Developments in Investor–State Dispute Settlement (ISDS) (April 2014) 4–5. 
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investment protection regime.4 Further, uncertainty in the interpretation of investment 

influences the interpretive approaches of tribunals with respect to indirect 

expropriation.5 The uncertainty in the law of expropriation raises issues in two areas. 

The first concerns the question of what asset constitutes an ‘investment’ that is 

susceptible to either regulatory takings or expropriation. The second relates to what 

government measures amount to an expropriation that would require compensation 

under the international law of investment treaties. 

Part I of this chapter considers what constitutes a foreign investment, particularly in 

energy-related case law. Part II deals with the debate on interpretive approaches to the 

expropriation of foreign investment in energy investment tribunals. Following a 

description of the criteria that are used to test for indirect expropriation, this part 

analyses doctrines used to assess the legality of indirect expropriation. It first traces 

the development of the ‘purpose test’ as it is applied by several energy investment 

tribunals, which represents the narrow approach. Then it argues that, by contrast, the 

‘sole effect’ test represents the broad interpretation of indirect expropriation as 

applied by several energy investment tribunals. The chapter then concludes that the 

broad interpretation of investment and of the effect of the host state’s measures, made 

without taking the states’ purposes into account, provides grounds for the perception 

that the system is biased. 

                                                
4 D. Krishan, ‘A Notion of ICSID Investment: Panel Discussion: Are the ICSID Rules Governing 
Nationality and Investment Working’ in T. Weiler (ed), Investment Treaty Arbitration and 
International Law (JurisNet, 2008) 61–4. 
5  Despite the fact that the concepts of nationalisation, expropriation and confiscation are used 
interchangeably in this study, it is necessary to bear in mind their slight differences in meaning. While, 
according to Sornarajah, confiscation is used for personal enrichment, nationalisation of foreign 
properties is defined as the systematic taking of foreign property that has been part of host states’ 
policy employed by formerly colonised states. The concept of expropriation is premised on traditional 
international law of the property rights of foreign investors, whereby breaching private property and the 
sanctity of contract leads to violation of international law of property rights and expropriation of 
investors’ property. See Sornarajah, above n 1, 346. 
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Part	  I:	  Defining	  an	  ‘Investment’	  in	  the	  International	  Law	  of	  

Expropriation	  

1.1	  In	  Search	  of	  a	  Definition	  of	  Investment	  	  

The provisions of investment treaties relating to expropriation refer to the 

expropriation of an ‘investment’.6 Article 25 of the Convention on the Settlement of 

Investment Disputes Between States and Nationals of Other States (the ICSID 

Convention) limits the scope of its jurisdiction to disputes which arise directly out of 

‘an investment’.7 This restriction in the jurisdiction of the International Centre for 

Settlement of Investment Disputes (ICSID) is, however, weakened by the lack of a 

clear definition of the term ‘investment’ in the Convention. In general, the ambiguity 

in the concept of investment can be seen both in investment treaties and in the context 

of dispute settlement system.  

In the context of investment treaties, the concept of investment is broadly worded to 

protect ‘every kind of asset owned or controlled directly or indirectly by an Investor’.8 

The definition of investment in most modern investment treaties – for example, in the 

Energy Charter Treaty (ECT) – includes both tangible and intangible assets, providing 

a non-exhaustive list of assets that the definition of investment could encompass.9 

This generalised list of assets leaves room for disagreements among states as to 

whether or not the asset is an investment. Given these uncertainties about the 

inclusion or exclusion of assets, how broad or narrow the definition of investment is 
                                                
6 UNCTAD, Expropriation, Series on Issues in International Investment Agreements II (2012) 17. 
7 Convention on the Settlement of Investment Disputes Between States and Nationals of Other States, 
opened for signature 18 March 1965, 575 UNTS 159 (entered into force 17 October 1966) Article 
25(1). [hereinafter The ICSID Convention] 
8 Energy Charter Treaty, opened for signiture 17 December 1994, 2080 UNTS 95, 34 ILM 360 
(entered into force April 16, 1998), [hereinafter The ECT Charter]. See 
<http://www.ena.lt/pdfai/Treaty.pdf> 
9 Article 1(6) of the ECT, for example, defines investment to mean ‘every kind of asset, owned or controlled 
directly or indirectly by an investor and includes; (a) tangible and intangible, and movable and immovable, 
property, and any property rights such as leases, mortgages, liens, and pledges; (b) a company or business 
enterprise, or shares, stock, or other forms of equity participation in a company or business enterprise, and 
bonds and other debt of a company or business enterprise; (c) claims to money and claims to performance 
pursuant to contract having an economic value and associated with an Investment; (d) Intellectual Property; 
(e) Returns; (f) any right conferred by law or contract or by virtue of any licences and permits granted 
pursuant to law to undertake any Economic Activity in the Energy Sector.’  
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in the specific investment treaty will determine the range of assets whose 

expropriation can be challenged in an arbitral tribunal. 10  

In the context of dispute settlement, the first attempt to define an ‘investment’ was 

during the drafting of the ICSID Convention.11 However, the drafters did not include 

a definition of the term in the Convention, and decided to leave the term unsettled and 

open-ended.12 This was rationalised on the basis that defining investment should be 

done at the discretion of states through the provisions of investment treaties and 

contracts. 13  This open-ended approach has resulted in confusion and increasing 

inconsistency between tribunals. The confusion stems from deciding an interpretive 

way to define and describe the assets of a foreign investor. In some circumstances – 

for example, in the case of bank guarantees, loans or promissory notes – such assets 

have no limits in their nature.14 

Due to the lack of a clear universal definition of ‘investment’ under many investment 

treaties and the ICSID Convention, arbitral tribunals have had to develop criteria for 

their work of determining their jurisdiction and deciding whether an asset is entitled 

to protection in the case of expropriation. These criteria have been developed in the 

two case studies sketched below: Fedex v Venezuela 15 and Salini v Morocco.16 

                                                
10 UNCTAD, Scope and Definition: A Sequel, Series on Issues in International Investment Agreements 
II (2011) 24.  See also, W. Kuhn, ‘Practical Problems related to Bilateral Investment Treaties’ in G. 
Kaufmann-Kohler and B. Stucki (eds), Investment Treaties and Arbitration (ASA Special Series, 2002) 
43-49. 
11 Washington Convention, First Draft, Article 30,1 Analysis of Documents Concerning the Origin and 
Formulation of the Convention (1970) 116. See also Julian Davis Mortenson, ‘The Meaning of 
Investment: ICSID’s Travaux and the Domain of International Investment Law’ (2010) 51 Harvard 
International Law Journal 257, 317. 
12 For further discussion on the historical debates about the definition of investment in the context of 
the ICSID Convention, see Christoph H Schreuer, The ICSID Convention: A Commentary (Cambridge 
University Press, 2009) 114–17. 
13 Catherine Yannaca-Small, ‘International Investment Law: Understanding Concepts and Tracking 
Innovations, OECD Working Papers on International Investment’ (OECD Working Papers on 
International Investment) (2008) 67, 
<http://www.oecd.org/investment/internationalinvestmentagreements/40471468.pdf> 
14 UNCTAD, above n 10, 6–10. 
15 Fedex N.V. v Venezuela, (Decision on Jurisdiction) (ICSID Case No. ARB/96/3, 11 July 1997). 
[hereinafter Fedex Case] 
16 Salini Costruttori SPA and Italstrade SPA v Morocco (Decision on Jurisdiction) (ICSID Case No. 
ARB/00/4, 23 July 2001).  
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Further, the following section analyses the application of broad and narrow 

approaches in interpretation of an ‘investment’ in the energy-related case law. 

1.1.1	  Fedex	  v	  Venezuela	  

The Fedex Case concerned whether promissory notes should be regarded as 

investments for the purposes of the ICSID Convention and the Venezuela–

Netherlands Bilateral Investment Treaty, and therefore whether the tribunal had 

jurisdiction under those instruments. Promissory notes issued to a third party by 

Venezuela were transferred to the claimant, Fedex, by way of endorsement. 

Venezuela challenged the jurisdiction of the tribunal, arguing that Fedex did not 

directly contribute to any investments made in Venezuela by the long-term transfer of 

financial resources.17 Nor would the transaction qualify as a portfolio to attract titles 

to money. This was because Fedex acquired the promissory notes not directly and in a 

primary way, but rather by way of endorsement. 18  The Tribunal rejected this 

argument, first by referring to the very broad language of Article 1(a) of the 

Venezuela–Netherlands BIT, according to which titles to money were not necessarily 

excluded from the scope of foreign direct investment.19 The Tribunal described basic 

characteristics required in order for an asset to qualify as an investment.20 These 

features originated from the context of the investment treaty and the ICSID 

Convention and include the following:  

Ø ‘The duration of the investment in this case [met] the requirements of 
the law. 

Ø ‘The regularity of profit and return [was met] by the scheduling of 
interest payments for a period of several years.’ 

Ø ‘The amount of capital committed [was] also relatively substantial. Risk 
was also involved.’ 

                                                
17 Fedex NV v Venezuela, above n 15, para 19. 
18 ibid. 
19 ibid., para 32. 
20 The tribunal adopted an approach based upon an article written by Professor Schreuer in which five 
characteristics are identified for the purpose of examining the scope of an ‘investment’. See Schreuer, 
above n 12, 212–25. 
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Ø ‘There [was] clearly a significant relationship between the transaction 

and the development of the host state.’21 

The Tribunal examined these basic criteria and found that the promissory notes could 

be categorised as ‘investments’.22  

1.1.2	  Salini	  v	  Morocco	  

The establishment of the characteristics of an investment under the Fedex Case 

influenced the decision of the tribunal in Salini v Morocco. The interpretive approach 

in this case is now termed the Salini test.  The test was a touchstone in defining the 

concept of investment. In this case, Morocco challenged the jurisdiction of the ICSID 

Tribunal in a dispute arising out of a breach of a road construction contract. According 

to Morocco, the road construction contract was not an investment, and was not capable 

of forming the grounds for a complaint about violations of the BIT between Italy and 

Morocco. Therefore, the case was outside the ICSID jurisdiction. The tribunal first 

examined whether the contract was an investment protected under the ICSID 

Convention and the BIT. The tribunal borrowed from the Fedex Case and emphasised 

four objective criteria that must be met: contribution, duration, risk and contribution to 

development. The tribunal found that the contract constituted an investment by 

reference to these four criteria.23  

However, the Salini tribunal went a step further than the Fedex Case in its 

examination, and underscored the interdependent character of the four criteria. This 

means that in order to identify an investment, it may not be valid to dissociate, for 

example, the risks of the transaction from the duration of the contract.24 Therefore, 

each characteristic may depend on the others. The Salini test is a touchstone in 

determining whether the interpretive approach of tribunals is narrow or broad. 

A narrow interpretation requires the application of all the criteria; in the broad reading, 

the elements are only a general guide to determining the existence of an investment. 

                                                
21 Fedex NV v Venezuela, above n 15. [emphasis added] 
22 ibid., para 43. 
23 Salini v Morocco, above n 16, para 52. 
24 ibid. 
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Hence, if a tribunal adopts the broad interpretation, a wider range of assets is protected 

under investment treaties. As will be argued further, these different interpretive 

approaches contribute to the discussion of what constitutes the indirect expropriation 

of foreign investments. 

The next section will briefly analyse the two broad and narrow approaches, and then 

look at the emergence of a third, intermediate, approach. There are three examples in 

the energy case law that either took a narrow interpretive approach or the broad 

reading of the concept of investment: Ioannis v Georgia,25 MCI Power v Ecuador26 

and Electrabel v Hungary.27 These cases will be discussed to suggest that the tribunals 

diverted significantly from each other in deciding which interpretations should be 

applied when defining an investment. 

1.2	  Interpretive	  Approaches	  to	  Defining	  an	  ‘Investment’	  

1.2.1	  Narrow	  Cumulative	  Criteria	  

The Salini test was a milestone in the interpretation of whether an asset is an 

investment. The test is the foundation for the introduction of fixed and cumulative 

criteria, which means that all the criteria introduced in the test need to be met for a 

transaction to be considered an investment.28 The test is a narrow reading of the 

concept of investment. The Salini test represents a starting point for an actual 

definition of investment.29  

                                                
25 Ioannis Kardassopoulos v Georgia (Decision on Jurisdiction) (ICSID Case No. ARB/05/18, 6 July 
2007). 
26 MCI Power Group, LC and New Turbine Inc. v Ecuador, (Award) (ICSID Case No. ARB/03/6, 
31 July 2007). 
27 Electrabel SA v Republic of Hungary (Decision on Jurisdiction, Applicable Law and liability) 
(ICSID Case No ARB/07/19, 30 November 2012). 

28 Emmanuel Gaillard, ‘“Biwater” Classic Investment Bases: Input, Risk, Duration’ (2008) 240 New 
York Law Journal 1, 3. 
29 Emmanuel Gaillard, ‘Identify or Define? Reflections on the Evolution of the Concept of Investment 
in ICSID Practice’ in C Binder (ed), International Investment Law for the 21st Century: Essays in 
Honour of Christoph Schreuer (Oxford University Press, 2009) 403, 410. 
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Pursuant to the Salini test, the reasoning in several awards sets forth the relevant 

criteria to be examined as a whole in the case.30 For example, Ioannis Kardassopoulos 

v Georgia followed the line of deliberation in the case law under the Energy Charter 

Treaty in adopting the Salini test. The case concerned the expropriation of the Greek 

claimant’s interests in an exclusive concession to transport oil and gas through 

pipelines across Georgia. 31  The claimants, co-owners of Tramex International, 

established a joint venture with the Georgian state-owned oil company, GTI, which 

was granted a 30-year concession over Georgia’s oil pipeline. The dispute arose out of 

the termination of GTI’s concession by alleged expropriation. 

At the jurisdictional level, the Ioannis Kardassopoulos tribunal was required to decide 

whether the claimant’s economic activities of transporting oil and gas constituted an 

investment under the ICSID Convention. The tribunal examined two questions to 

decide this issue. The first question was whether the economic activity fell within the 

investment protection provisions of the ECT, based on the property rights of 

investors. The second was whether, under the law of expropriation, the asset was able 

to be taken under the permanent rights of states over their sovereignty. In order to 

define the concession as investment, the tribunal confirmed the criteria, established 

and developed in the Salini Case. Therefore, there must be ‘a contribution, a certain 

duration of performance, participation in the risk of the transaction and a contribution 

to the host state’s economic development.’32  

In its analysis of the scope of investment, the tribunal examined whether these 

characteristics were a set of connected criteria in this particular case. The tribunal was of 

the view that the claimant’s economic activities in the form of the GTI joint venture 

constituted an investment for the following interlinked reasons. First, the contribution 
                                                
30 Consortium Groupement LESI-Dipenta v Peoples Democratic Republic of Algeria, (Award) (ICSID 
Case No. ARB/03/08, 10 Jan. 2005) para 13 (iv); Jan de Nul NVand Dredging International NV v Arab 
Republic of Egypt, (Decision on Jurisdiction) (ICSID Case No. ARB/04/13 16 June 2006) para 91; 
Bayindir Insaat Turizm Ticaret Ve Sanayi AS v Islamic Republic of Pakistan (Decision on Jurisdiction) 
(ICSID Case No. ARB/03/29, 14 November 2005) para 130. 
31 The case involved two claimants, who were Greek and Israeli nationals. Kardassopoulos, a Greek 
national, initiated the dispute against Georgia claiming the breach of the expropriation and the FET 
provisions under the ECT and Georgia–Greece BIT; Fuchs, an Israeli national, initiated proceedings a 
year and a half later on the same facts, but only on the FET grounds on the basis of the Georgia–Israel 
BIT. The discussion of the case in this chapter only concerns the former claim.  
32 Ioannis Kardassopoulos v Georgia, above n 25, para 116. 
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characteristic was met, since Georgia did not dispute that GTI’s economic activities made 

a financial contribution in the state.33 Second, in terms of the duration of economic 

activities, the tribunal referred to the three-year milestone in the Salini Case, and states 

that ‘GTI’s actual activities in Georgia lasted for approximately three years, well within 

the minimum temporal requirement’. 34  Third, in the view of the tribunal, the 

characteristic of participation in the risks of the transaction was warranted ‘in light of the 

political and economic climate prevailing throughout the period of the investment’.35 

Finally, for the tribunal, there is no doubt the claimant’s initial intention of investing in 

Georgia was in order to contribute to the host state’s economic development.36 As a result 

of this examination, the tribunal found that the asset in the host state was an investment. 

The tribunal therefore found that it had the jurisdiction to proceed with the claim of 

expropriation made by the investor.  

Notably, as in the Salini Case, despite taking this narrow approach, the interpretation 

of the Tribunal in the Ioannis Kardassopoulos Case favoured the foreign investor. 

Despite the host state’s discontent with the tribunal’s jurisdictional decision, it is 

suggested that the decision should not be taken to demonstrate bias in favour of the 

investor. This is because the tribunal did not use its power to extend the protection of 

the investor beyond the consent of the state parties to the treaty. The intention of the 

host state required that the asset must meet four characteristics and the tribunal 

correctly applied those requirements. However, as will be discussed, when tribunals 

apply a broad interpretation to ‘investment’, this should be taken to establish bias. 

This power leads tribunals to rule in a way that states did not intend, to give treaty 

protection to such an asset – for example, where the asset did not contribute to the 

development of states. 

                                                
33 ibid, para 117. 
34 ibid. 
35 ibid. 
36 ibid. 
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Overall, the adoption of all the Salini criteria as an interlinked, cumulative whole represents 

a narrow interpretation, which occurs in only a few other energy cases.37 In scholarly 

writings and other awards, the broad approach is more commonly advocated or adopted.  

1.2.2	  The	  Broad	  Interpretive	  Approach	  

The broad interpretation of the concept of investment rests on identifying the 

characteristics of investment in two types of interpretation. In the first type, tribunals 

consider the identified characteristics as general guides to determine the existence of 

an investment, rather than as fixed criteria.38 The four characteristics are only a means 

of, and provide general guidance for, assisting the tribunals to determine whether 

there is an investment.39 In the second type of broad interpretation, tribunals limit the 

number of criteria that must be met to identify an investment in order to broaden the 

scope of the assets that could be protected under treaties. 

1.2.2.1 Characteristics as General Guidance 

This broad interpretive approach stems from the commentary of the Executive Directors 

of the World Bank that, ‘No attempt was made to define the term “investment” given the 

essential requirement of consent by the parties.’40  The lack of a definition means that the 

ICSID Convention imposes no restrictions on the meaning of investment, and thus it is 

likely that the concept of investment is interpreted broadly.41  

In this type of interpretation, a tribunal may consider the existence of any one of the 

characteristics to identify an asset as an investment. The four characteristics are not 

treated as essential requirements in order to identify an investment. In the literature, 

                                                
37  Saipem SPA v Bangladesh, (Decision on Jurisdiction and Recommendation on Provisional 
Measures) (ICSID Case No. ARB/05/07, 21 March 2007) para 99. 
38 Gaillard, above n 28, 3. 
39 ibid. 
40 Report of the Executive Directors of the International Bank for Reconstruction and Development on 
the Convention on the Settlement of Investment Disputes between States and Nationals of Other States, 
1 ICSID Reports (1993) 28. 
41 The Preamble of the ICSID Convention states that ‘the contracting states consider the need for 
international cooperation for economic development, and the role of private international investment 
therein’. See CSOB v The Slovak Republic, (Decision on Jurisdiction) (ICSID Case No. ARB/97/4, 
24 May 1999) para 64. 
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Schreuer supports this broad definition of investment by asserting that the 

characteristics of an investment should be regarded as relevant factors, but not as a 

primary, determinative source. He states that, ‘it would not be realistic to attempt yet 

another definition of investment on the basis of ICSID’s experience. But it seems 

possible to identify certain features that are typical to most of the operations in 

question.’42 While he identifies the factors in the Salini test, he insists that ‘these 

features should not necessarily be understood as jurisdictional requirements but 

merely as typical characteristics of investments under the [ICSID] Convention.’43 

In energy case law, the tribunal in MCI Power v Ecuador adopted this broad approach 

in its jurisdictional decision. The case concerned a contract for the sale of electricity 

by US companies MCI Power Group and New Turbine (through their subsidiary 

Seacoast, Inc.) to Ecuador’s Electricity Institute (INECEL). The dispute arose out of a 

series of differences between the parties, which culminated in the termination of the 

electricity operation by the respondent. Ecuador claimed that the ICSID had no 

jurisdiction over the dispute, since the transaction associated with the contract was not 

an investment and was purely commercial.44 Ecuador referred to the characteristics 

identified in the Salini test, and claimed that the two criteria of duration and shared 

risk were absent. However, in defining the term ‘investment’, the tribunal applied a 

broad reading and observed that:  

the requirements that were taken into account in some arbitral precedents 

for purposes of denoting the existence of an investment protected by a 

treaty (such as the duration and risk of the alleged investment) must be 

considered as mere examples and not necessarily as elements that are 

required for its existence. Nevertheless, the Tribunal considers that the 

very elements of the Seacoast project and the consequences thereof fall 

within the characterizations required in order to determine the existence of 

protected investments.45 

                                                
42 Schreuer, above n 12, 153. 
43 ibid. 
44 MCI Power v Ecuador, above n 26, para 139. 
45 ibid., para 164. 
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This broad approach has also been followed by several other energy and non-energy 

tribunals,46 whereby the whole portfolio of the foreign investors’ assets, whatever 

their nature, have met the broad and expansive definition of investments.  

1.2.2.2 Limiting the Number of Specific Criteria 

The second type of the broad interpretation of investment requires tribunals to limit the 

number of specific criteria necessary to identify an investment. In this case, the 

interpretive approach of tribunals rests on two perspectives. First, tribunals view the 

concept of investment as having an autonomous meaning with fixed and specific 

characteristics. These fixed characteristics are based on the Salini test. However, the 

second perspective of this broad reading concerns adopting an approach in which only 

three characteristics of the Salini test are applied: contribution, risk and certain duration. 

The fourth criterion in the test has been excluded: the contribution to the economic 

development of the host state. Therefore, taking this latter factor into account is no longer 

relevant and mandatory in determining whether or not an asset is investment.  

The argument is that this shift towards fewer criteria is important, because the law of 

expropriation explicitly protects only the investor’s assets recognised as an 

investment. Therefore, what can or cannot fit into this category is important for 

investors and states alike. Arguably, the move to exclude economic development of 

the state from the ranks of characteristics required to define the concept of investment 

represents precisely an expansionary interpretation. There is an explicit emphasis 

placed on economic development in both the ICSID Convention and the investment 

treaty regime. This emphasis acknowledges that the main objective of states is to 

promote economic development through international investment. In case of the 

ICSID Convention, the first sentence of the Preamble states that the contracting states 

should consider ‘the need for international cooperation for economic development, 

and the role of private international investments therein’.47 In case of investment 

                                                
46 CMS Gas Transmission Co. v Argentina, (Decision on Annulment) (ICSID Case No. ARB/01/8, 
25 September 2007, Decision on Annulment) para 71; Biwater Gauff v United Republic of Tanzania 
(Award) (ICSID Case No. ARB/05/22, 24 July 2008); CSOB v The Slovak Republic, above n 41 para 
64; Inmaris Perestroika Sailing Maritime Services and Others v Ukraine (Award) (ICSID Case 
No. ARB/08/8, 8 March 2010); Malaysian Historical Salrors Sdn Bhd v Malaysia, (Decision on the 
Application for Annulment) (ICSID Case No. ARB/05/10, 16 April 2009). 
47 The ICSID Convention, above n 7, Preamble. [emphasis added] 
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treaties, the Preamble of the ECT, for example, refers to the aims of the states parties 

being ‘to catalyze economic growth by means of measures to liberalize investment 

and trade in energy’.48 Therefore, it is certain that, for the host state, the acceptance of 

investment hinges on its contribution to its economic development. This objective 

highlights the intention of states that the concept of investment depends on foreign 

assets coming within the economic development project of the host state. An 

investment that does not do so is therefore outside the intention of state parties to be 

protected under the treaty law of expropriation. 

By contrast, the other characteristics identified by tribunals are merely features 

indicative of investment, rather than essential requirements – irrespective of whether 

they are applied restrictively, as a whole or flexibly. That is to say, it is misplaced if 

not wrong to only consider the criteria of risk and duration in deciding whether an 

asset should be regarded as an investment. The level of risk of an investment is not a 

defining feature of investment, since all economic operations have some element of 

risk.49 Interpretive approaches that exclude or reduce this requirement may both be at 

variance with the intention of states, and also risk an expansive definition of an 

investment. 

Nevertheless, some tribunals and scholars argue that excluding the factor of 

contribution in the economic development of the host state brings about a ‘balanced’ 

definition of an investment. For example, Gaillard describes it as ‘the most faithful to 

both the text and the intention of the drafters of the ICSID Convention.’50Arguably, 

however, the exclusion of the factor of economic development by several tribunals 

leads to an expansive definition of investment rather than a balanced approach. As 

stated earlier, expansion here means that its interpretive scope of investment extends 

beyond the consent of parties, or outside the scope of the objectives on which the 

investment treaty is based. In fact, reducing the definitional criteria of investment in 

effect increases the number of assets over which tribunals will have jurisdiction to 
                                                
48 The ECT Charter, above n 8, Preamble. 
49 For further debates on the criterion of duration refer to Marek Jezewski, ‘Development Considerations 
in Defining Investment’ in Cordonier Segger and Andrew Paul Newcombe (eds), Sustainable 
Development in World Investment Law (Kluwer Law International, 2011) vol 30, 235. See also Jeswald 
W Salacuse, The Law of Investment Treaties, 2nd ed. (Oxford University Press, 2015) 164. 
50 Gaillard, above n 28, 3. 
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determine claims of expropriation. This broadening will be a decisive factor in 

determining whether the host state’s measure against the property rights of the 

investor falls within the expropriation regime. 

This broad interpretive approach is taken in the jurisdictional decisions of several 

recent tribunals.51 In the energy-related case law, the decision of the Electrabel v 

Hungary tribunal is prominent. The dispute concerned the privatisation of Hungary’s 

energy sector, which led to the sale of most of the formerly state-owned enterprises to 

foreign investors. As part of the privatisation deal, Hungary concluded Power 

Purchase Agreements (PPAs) with electricity producers owned by foreign investors. 

Upon Hungary’s accession to the European Community, the EU reviewed the PPAs 

and found them incompatible with the Common Market, which resulted in their 

termination. Under the ECT signed by Hungary, disputes in such cases can be brought 

to the ICSID Tribunal. Hungary’s challenges to the definition of investment and the 

jurisdiction of the ICSID are not publicly available. The tribunal dealt with the issue 

of definition of investment in its decision published in late 2012. In deciding on 

jurisdiction, the tribunal refined its definition of investment by stating that there was a 

general consensus that the three characteristics of contribution, certain duration and an 

element of risk were necessary elements.52  

Although the tribunal viewed contributions to the economic development of the host 

state as one of the objectives of the ICSID Convention, it stated that this factor was 

not required to conclude that an asset was an investment. The tribunal supported its 

reasoning by stating that, ‘The expectation of profit and return which is sometimes 

viewed as a separate component of an investment must rather be considered as 

included in the element of risk, since every investment runs the risk of reaping no 

profit at all.’53 Therefore, in the tribunal’s view, there was no basis for restricting the 

                                                
51 Quiborax SA, Non Metallic Minerals S.A and Allan Fosk Kaplun v Plurinational State of Bolivia, 
(Decision on Jurisdiction) (ICSID Case No. ARB/06/2, 27 September 2012); Panlecbniki SA 
Contractors & Engineers v Albania, (Award) (ICSID Case No. ARB/07/21, 30 July 2009; Toto 
Cosluzioni Generali SPA v The Republic of Lebanon (Decision on Jurisdiction) (ICSID Case No. 
ARB/07/12, 11 September 2009). 
52 Electrabel SA v Hungary, above n 27, para 5.43. 
53 ibid. 
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scope of what constituted an asset through the application of every single one of the 

characteristics in the Salini test or the investment treaty.  

To conclude, defining an investment is critical, because this brings the asset within 

the expropriation regime of international law. The brief review in this section reveals 

that tribunals take divergent approaches to defining an investment. Whether an asset 

will be treated as an investment depends on its characteristics, and whether they 

satisfy the criteria identified and applied by tribunals. The consideration of the 

characteristics yields different interpretations. The narrow approach to interpretation 

looks at application in toto of specific characteristics. The broad reading of 

investment considers the characteristics as general guides. However, the broad 

reading leads to the exclusion of the economic development from those essential 

features that define an investment. In turn, this broad interpretation of investment 

undermines the objective of investment treaties and the ICSID Convention, under 

which states sanction the flow of investment to their sovereignty. Therefore, this 

broad interpretation creates grounds that can support the argument of perceived bias 

in ISDS. Clearly, the vague definition of the concept of investment in respective 

investment treaties and the ICSID Convection is the basis of this perception. It would 

be desirable to clarify the concept of investment in the investment treaty system to 

improve the operation of the expropriation provisions, and remedy the perception that 

investors are favoured over states.54 

The broad and narrow interpretive approaches of investment have a direct impact on 

the claims of expropriation from investors because, once defined as investment, an 

asset becomes subject to expropriation law under the investment treaty. Following this 

analysis of the energy case law about what constitutes an investment, the debate in the 

next part concerns the question of what constitutes indirect expropriation. 

Part	  II:	  ‘Indirect	  Expropriation’	  in	  Investor–State	  Dispute-‐Settlement	  

At the centre of the concept of investment and the property rights of foreign investors 

are the risks of expropriation. In Chapter 2, significant historical trends and the 

normative framework of the concept of expropriation in investment treaties were 

                                                
54 Schreuer, above n 12, 124. 
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highlighted. This part focuses on the interpretive approaches of arbitral tribunals in 

addressing the question of what constitutes an expropriation in energy case law. 

Before analysing interpretive approaches, the next section describes the two criteria 

for establishing indirect expropriation that are adopted in arbitral practice. These 

criteria lay the foundation for the debate on the interpretation of indirect 

expropriation. 

2.1	  Identifying	  Indirect	  Expropriation	  

Indirect expropriation commonly arises when legislation or a series of legal actions by 

the host states reduces the investors’ benefits from the investment or destroys the 

economic value of the investment.55 It is not an ordinary transfer of the title or the 

physical taking of an investor’s property. The difference between this type of 

expropriation and traditional outright property-taking depends on whether there is any 

impact on the legal title of the owner of properties in the host states.56 Acquisition can 

be indirect, ‘even when no explicit attempt is made to affect the legal title of the 

property and even though the State specifically disclaims such intention’.57 According 

to Salacuse, host states may indirectly acquire property for at least three reasons.58 

First, states seek to facilitate the flow of capital to achieve developmental goals, and 

are therefore unwilling to damage the investment environment by taking the ‘drastic 

                                                
55Salacuse, above n 49, 166–8. See also Rudolf Dolzer, ‘Indirect Expropriations: New Developments’ 
(2002) 11 New York University Environmental Law Journal 64, 65; UNCTAD, International 
Investment Agreements: Key Issues Volume 1, United Nations, Geneva (2004) 239; Matthew C 
Porterfield, ‘State Practice and the (Purported) Obligation under Customary International Law to 
Provide Compensation for Regulatory Expropriations’ (2011) 37 North Carolina Journal of 
International Law and Commercial Regulation 159, 163–4. 
56 Rudolf Dolzer and Christoph Schreuer, Principles of International Investment Law (Oxford 
University Press, 2012) 4; Christoph Schreuer, ‘The Concept of Expropriation under the ECT and 
Other Investment Protection Treaties’ (2005) 2(3) Transnational Dispute Management 1, 2; Rainer 
Geiger, ‘Regulatory Expropriations in International Law: Lessons from Multilateral Agreement on 
Investment’ (2002) 11 NYU Envtl LJ 94, 96; WM Reisman and RD Sloane, ‘Indirect Expropriation and 
its Valuation in the BIT Generation’ (2004) 74 British Yearbook of International Law 115, 117–25. 
57 George C. Christie, ‘What Constitutes a Taking of Property Under International Law?’ (1962) 
38 British Year Book of International Law 307, 309. See also Rudolf Dolzer, ‘Indirect Expropriation of 
Alien Property’ (1986) 1 ICSID Review 41, 59; L Yves Fortier and Stephen L Drymer, ‘Indirect 
Expropriation in the Law of International Investment: I Know it When I See it, or Caveat Investor’ 
(2004) 19 ICSID Review 293, 327. 
58 Salacuse, above n 49, 297.  
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and conspicuous step of openly seizing foreign property’.59 Second, in a long-term 

investment – primarily energy projects in the oil and gas sectors – the use of 

regulatory powers by the host states allows them ‘to have many of the benefits of an 

expropriation without actually taking title or seizing control’. 60  Third, the line 

between non-compensable regulatory taking and actions that could violate the 

provisions of expropriation in investment treaties is blurred. States may even be 

unaware of the consequences of a series of actions, such as routine tax measures, that 

make them liable to the risks of expropriation.61 

Investment treaties do not provide a clear and consistent definition of the concept of 

indirect expropriation. They leave it open to international institutions, scholars and 

arbitral tribunals to identify criteria for indirect expropriation. The identified criteria 

determine whether acts of host states in depriving foreign investors of their property 

are non-compensable regulatory taking, or indirect expropriation entitled to full 

compensation. The most significant action to fill this gap in investment treaties is the 

Organisation for Economic Cooperation and Development (OECD) Working Paper 

on International Investment, which identifies several broad criteria, including the 

degree of interference and the character or nature of the measures of the states.62  

These criteria have become factors that tribunals must take into account in 

determining whether the conduct of states in depriving foreign investors from the 

economic value of investment amounts to an indirect expropriation. If these criteria 

are met, states are held responsible to compensate for an act of expropriation. Thus, in 

contrast to direct expropriation, if these criteria are not taken into consideration, it is 

much less clear whether the host state’s measures cross the line from legitimate 

regulation to a compensable taking. This section examines these criteria by 

considering the text of treaties as well as cases in the energy sector. 

                                                
59 ibid. 
60 ibid. 
61 ibid. 
62 Catherine Yannaca-Small, ‘“Indirect Expropriation” and the “Right to Regulate” in International 
Investment Law’, OECD Working Papers on International Investment (OECD, 2004), 
<http://www.oecd.org/daf/inv/investment-policy/WP-2004_4.pdf> 
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2.1.1	  The	  Character	  of	  the	  Host	  State	  Measures	  

The character of the measures taken by host states is a touchstone for determining an 

indirect expropriation, which is therefore compensable. Its importance lies in the fact 

that, as opposed to indirect expropriation, a legitimate regulatory taking is not 

compensable under the provisions of expropriation in investment treaties. 

A significant factor in defining the character of a host state’s measures is assessing 

their purposes. The character assessment relies on ‘whether the measure refers to the 

host state’s right to promote and protect a recognised “social purpose” or the “general 

welfare” by regulation.’63 If the measure has this character, the states’ measures are 

legitimate taking, subject to no requirement of compensation.64 This criterion is well 

established in most domestic jurisprudence,65 and its position in the investment treaty 

regime is well founded. A majority of investment treaties contain an express 

exemption or ‘carve out’ for regulatory measures taken in the public interest.66 Its 

placement in these investment treaties has its origin in Article 11(II) of the 

Convention Establishing the Multilateral Investment Guarantee Agency, which 

defines expropriation 

as any legislative or administrative action or omission attributable to the 

host government which has the effect of depriving the holder of a 

guarantee of his ownership or control of, or a substantial benefit from, his 

investment, with the exception of non-discriminatory measures of general 

                                                
63 Burns H Weston, ‘Constructive Takings under International Law: A Modest Foray into the Problem 
of Creeping Expropriation’ (1975) 16 Virginia Journal of International Law 103, 116. See also 
Christie, above n 57, 338.  
64 Catherine Yannaca-Small, above n 62, 16. 
65 For further discussion on the application of this approach in domestic jurisprudence of states, see 
McLachlan, Shore and Weiniger, above n 2, 280. 
66 See, e.g., The 2012 Model Treaty between The Government of the United States of America and The 
Government of [Country] Concerning the Encouragement and Reciprocal Protection of Investment, 
(2012) Article 6(a) [hereinafter The US Model BIT 2012]. See also, ASEAN Agreement for the 
Promotion of Investments, signed 15 December 1987, 27 ILM 612 (1988). Article 13(1) of the 
Agreement states that, ‘Investment of nationals or companies of any Contracting Party shall not be 
subject to expropriation, nationalization or any measure equivalent thereto … except for public use, or 
public purpose, or in the public interest …’ See also Foreign Affairs and International Trade Canada 
(DFAIT), Canada’s Foreign Investment Protection and Promotion Agreements (FIPAs) Model, 20 May 
2004, Article 13 [hereinafter Canada Model BIT], <http://italaw.com/documents/Canadian2004-FIPA-
model-en.pdf> 
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application which governments normally take for the purpose of 

regulating economic activity in their territories. 67 

This approach towards giving value to the character of states’ measures has found its 

place in, for example, the United States 2012 Model BIT.68 Article 6(a) of this Model 

BIT notes that, ‘Neither Party may expropriate or nationalize a covered investment 

either directly or indirectly through measures equivalent to expropriation or 

nationalization … except … for a public purpose.’69 

Despite this approach of limiting the liability of the states for violation of investor 

rights in treaties on the grounds of regulating for public purposes, another criterion 

has arisen in arbitral practice: the degree of interference, discussed below. 

2.1.2	  The	  Degree	  of	  Interference	  

The application of the criterion of the degree of interference often leads to awarding 

full compensation against measures that have an expropriatory effect, irrespective of 

the purpose of regulatory taking by the host states.70 In arbitral practice, the severity 

of the impact of government measures on the investor is taken into account in 

deciding whether the states’ measures amount to the level of an expropriation of 

foreign properties.71 The more serious the degree of states’ violation of the property 

rights of investors, the more probable it is that tribunals will determine that the states’ 

conduct is an indirect expropriation. In order to justify a finding of indirect 

expropriation, the state’s interference in foreign investment must cause the investor’s 

‘substantial loss of control or value’.72 Interpretations by tribunals of the degree of 

interference may therefore become controversial in terms of determining where on a 

                                                
67 The Convention Establishing the Multilateral Investment Guarantee Agency (MIGA) opened for signature 11 
October 1985, 1508 UNTS 100 (entered into force 12 April 1998) Article 11(ii).  
68 The US Model BIT 2012, above n 66, Article 6(a). 
69 ibid.  
70 Energy Charter Secretariat, ‘Expropriation Regime under the Energy Charter Treaty’ (Expropriation 
Regime Under the Energy Charter Treaty) (2012) 39, 
<http://www.energycharter.org/fileadmin/DocumentsMedia/Thematic/Expropriation_2012_en.pdf >, 
37. [hereinafter Expropriation Regime] 
71 Catherine Yannaca-Small, above 62, 55. 
72 UNCTAD, Taking of Property (2000) 41. 
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spectrum from minor to medium deprivation a state’s measure falls, and therefore 

whether it should be regarded as leading to an indirect expropriation.73 

The case law in the energy sector clarifies the extent of harm to the foreign property 

as to determine an expropriation claim. In AES Summit v Hungary, for example, the 

claimant initiated ICSID arbitration, alleging that Hungary’s breach of its obligations 

under Article 13 of the ECT amounted to indirect expropriation. Following the 

Hungarian privatisation of the energy sector, the claimant purchased a majority of 

shares in AES Tisza, a state-owned company. The Power Purchase Agreement 

between the two parties then introduced a new pricing structure to take the place of 

the administrative pricing regime that was used previously. Following Hungary’s 

accession to the EU, the administrative pricing regime was reintroduced, and the 

Hungarian Parliament reformulated the pricing regime by amending the 2001 

Electricity Act. AES claimed that returning to the administrative pricing regime 

through the 2001 Electricity Act caused economic damage to the company, and 

amounted to expropriation. The tribunal rejected AES’s argument, noting that 

negative effects of a particular state measure do not per se imply the effect of indirect 

expropriation. In the tribunal’s view, for an expropriation to take place, ‘it is 

necessary for the investor to be deprived, in whole or significant part, of the property 

in or effective control of its investment or … of its value’.74  

                                                
73 Expropriation Regime, above n 70. 
74 AES Summit Generation Limited and AES-Tisza Eromu Kft v Hungary (Award) (ICSID Case No. 
ARB/07/22, 23 September 2010) para 14.3.1. The factor of level of interference with the investment 
has also been adopted in other several energy cases in their determination of whether the state measure 
led to expropriation. For example, in Total v Argentina, the tribunal stated that ‘Total “is in control of 
the investment; the Government does not manage the day-to-day operations of the company; and the 
investor has full ownership and control of the investment” … An effective deprivation requires, 
however, a total loss of value of the property such as when the property affected is rendered worthless 
by the measure, as in case of direct expropriation, even if formal title continues to be held … The 
Tribunal considered that Total has not shown that the negative economic negative [sic] impact of the 
Measures has been such as to deprive its investment of all or substantially all its value.’ Total SA v 
Argentine Republic, (Decision on Liability) (ICSID Case No ARB/04/01, 27 December 2010) para 91. 
In Nykomb v Latvia, the tribunal asserted that the ‘decisive factor for drawing the broader line towards 
expropriation must primarily be the degree of possession taking or control over the enterprise the 
disputed measures entail.’ Nykomb v Latvia, (Award) (Arbitration Institute of the Stockholm Chamber 
of Commerce, 16 December 2003) para 4.3.1. In PSEG Global v Turkey, the ICSID Tribunal did not 
find an indirect expropriation to have taken place as no ‘extreme forms of interference took place in 
this case. Many things were wrongly handled, but none could be considered to amount to regulatory 
expropriation.’ PSEG Global, Inc. v Republic of Turkey, (Award) (ICSID Case No. ARB/02/5, 19 
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Arbitrators cannot easily strike the balance between these two criteria – namely the 

purpose and the effect of the measures. While the former originates from the text of 

the majority of investment treaties, the latter arises from the tribunals’ attempts to 

clarify vague and broad treaty norms concerning the expropriation of the investors’ 

properties. Attempts at striking this balance involve separating the rights of states to 

regulate their domestic affairs and those of foreign investors against seizure and 

deprivation of their investment. These two criteria have led to two doctrinal 

developments in the law of expropriation that together create ambiguity and 

inconsistency in arbitral practice: the ‘purpose test’ and the ‘sole effects test’. This 

section and the next section more closely examine these two doctrines. 

2.2	  The	  Purpose	  Test	  and	  the	  Narrow	  Reading	  of	  Indirect	  Expropriation	  by	  

Tribunals	  

As noted above in relation to the first criterion of indirect expropriation, arbitral 

tribunals have observed that deferring to the purpose and intention of states on a case-

by-case basis is a decisive factor in a few energy-related cases.75 This is referred to as 

‘the purpose test’, and it is applied to determine whether a state measure is an indirect 

expropriation. Christie elaborated on the purpose test as follows: 

The conclusion that a particular interference is an expropriation might also 

be avoided if the State whose actions are the subject of complaint has a 

purpose in mind which is recognized in international law as justifying 

even severe, although by no means complete, restriction on the use of 

property. Thus the operation of a State’s tax laws, changes in the value of 

                                                                                                                                       
January 2007) para 279. The Tribunal in Enron v Argentina also noted that, ‘Substantial deprivation 
results in that light from depriving the investor of the control of the investment, managing the day-to-
day operations of the company, arrest and detention of company officials or employees, supervision of 
the work of officials, interfering in the administration, impeding the distribution of dividends, 
interfering in the appointment of officials and managers, or depriving the company of its property or 
control in total in part.’ Enron Creditors Recovery Corporation and Ponderosa Assets, LP v Argentine 
Republic, (Award) (ICSID Case No ARB/01/3, 22 May 2007) para 454. 
75 See, e.g., Eudoro A. Olguin v Republic of Paraguay (Award ) (ICSID Case No. ARB/98/5, 26 July 
2001); Ronald S. Lauder v The Czech Republic, (Final Award) (UNCITRAL, 3 September 2001); Sea-
Land Service Inc. v Iran, (6 Iran-US CTR, Rep. 149, 1984); Methanex Corporation v United States of 
America (Final Award on Jurisdiction and Merits) (UNCITRAL, NAFTA Arbitral Tribunal, 2005); 
Saluka Investments BV v The Czech Republic, (Partial Award) (UNCITRAL, 17 March 2006); 
Chemtura Corporation v Canada, (Award) (UNCITRAL, NAFTA Arbitral Tribunal, 2 August 2010). 
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a State’s currency, actions in the interest of the public health and morality, 

will all serve to justify actions …76 

The essence of the test is that where an act of taking by a host state occurs, the state’s 

measure is not expropriatory, and the state will not be liable for compensation.77 

Therefore, the purpose test has the effect of excluding the state from liability. Given 

its power, the test should be based on the original intent of the states in signing the 

treaty. Otherwise, there may be adverse effects on the legitimacy of the system, which 

may lead to concerns about bias against states. 

Nevertheless, it is worth noting that tribunals also need to be cautious in their 

interpretation of the purpose of the measures, in order to avoid the risk of being biased 

in favour of host states. Even a broad interpretation of the purpose test could be 

harmful to the interest of investors and affect the key rationale behind the whole 

investment treaty regime, which warrants the protection of foreign investors and 

promotes investment flow in host states. Thus tribunals should establish particular 

parameters for limiting the purpose test. These parameters are important in 

determining state measures that expropriate and yet do not lead to state liability. The 

following discussion outlines three parameters that derive from the text of investment 

treaties and case law. 

2.2.1	  The	  Parameters	  of	  the	  Purpose	  Test	  

The purpose test explicitly takes into consideration the intention of states for 

implementing measures with expropriatory effects. However, the consideration of the 

purpose of host states is not without conditions, and the test is subject to three 

parameters. The first parameter is whether the act of taking by the host state was in 

pursuit of the state’s own benefit. Once a host state deprives a foreign investor of the 

value of its investment, arbitral tribunals examine the intention of the state as to 

whether the decision was made in pursuit simply of the enrichment of the host state.78 

                                                
76 Christie, above n 57, 331–2; see also, Ben Mostafa, ‘The Sole Effects Doctrine, Police Powers and 
Indirect Expropriation under International Law’ (2008) 15 Australian International Law Journal 267, 
273. [emphasis added] 
77 Fortier and Drymer, above n 57, 313. 
78 ibid., 314. [emphasis added] 
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In such cases, the tribunal does not exempt the host state from liability for 

compensation. For example, the ICSID Tribunal in Eudoro A Olguin v Paraguay79 

noted that: 

For an expropriation to occur there must be actions that can be considered 

reasonably appropriate for producing the effect of depriving the affected 

party of the property it owns, in such a way that whoever performs those 

actions will acquire, directly or indirectly, control, or at least the fruits of 

the expropriated property. Expropriation therefore requires a 

teleologically driven action for it to occur; omissions, however egregious 

they may be, are not sufficient for it to take place.80 

The tribunal in Lauder v Czech Republic also considered the enrichment of the host 

state as a parameter for distinguishing regulatory taking and indirect expropriation. In 

the view of the tribunal, even if the measures taken by the host state ‘had the effect of 

depriving the Claimant of his property rights, such actions would not amount to an 

appropriation – or the equivalent – by the State, since it did not benefit the Czech 

Republic or any person or entity related thereto’.81 Therefore, an explicit parameter of 

the purpose test is the benefit to the host state of acquiring the investment. 

The second parameter relates to the intention of the states – that is, whether this taking 

is deliberate or unintentional. The subjective intention of host states to deprive the 

investor from its property rights is relevant.82 The OECD Draft Convention on the 

Protection of Foreign Property explicitly adopts the parameter of the deliberate act of 

taking for determining the liability of the host state, and points out: 

In the case of direct deprivation … the loss of the property rights 

concerned is the avowed object of the measure. By using the phrase ‘to 

deprive … directly or indirectly’ in the text of the Article it is, however, 

intended to bring within its compass any measures taken with the intent of 

                                                
79 Olguin v Paraguay, above n 75, para 84. 
80 ibid. 
81 Ronald S. Lauder v The Czech Republic, above n 75, para 203. [emphasis added] 
82 Fortier and Drymer, above n 57, 315.  
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wrongfully depriving the national concerned of the substance of his rights 

and resulting in such loss.83 

The third and most significant parameter of the purpose test is the intention of states 

to promote the general welfare and public interest. As briefly noted above, in the 

discussion of the first criterion of indirect expropriation, this parameter is found in the 

text of investment treaties. The intention of states to provide for the general welfare of 

its citizens is relevant in distinguishing regulatory taking from indirect expropriation. 

As an example of this parameter in investment treaties, Annex 11-B(4)(b) of the 

Australia–US Free Trade Agreement provides that: 

Except in rare circumstances, non-discriminatory regulatory actions by a 

Party that are designed and applied to achieve legitimate public welfare 

objectives, such as the protection of public health, safety, and the 

environment, do not constitute indirect expropriations.84  

The US Model BIT 2012 includes a similar provision.85 In Annex B, the US Model 

BIT defines the scope of indirect expropriation, then states that ‘non-discriminatory 

regulatory actions by a Party that are designed and applied to protect legitimate public 

welfare objectives, such as public health, safety, and the environment, do not 

constitute indirect expropriations’.86 What state policies qualify for exclusion under 

this parameter is largely dependent on their priorities in domestic affairs, including 

public health, safety and environment; protection of natural resources; and protection 

of public morals.87 Article 10.1 of the Canadian Model BIT provides that:  

nothing in this Agreement shall be construed to prevent a Party from 

adopting or enforcing measures necessary: (a) to protect human, animal or 

                                                
83 OECD Draft Convention on the Protection of Foreign Property, 7 ILM 117 (1968). 
84 Australia–US Free Trade Agreement (August 2004) Annex 11-B(4)(b), 
<http://www.dfat.gov.au/trade/agreements/ausfta/Pages/australia-united-states-fta.aspx> 
85 Annex B (4)(b) of the 2012 US Model BIT provides that ‘Except in rare circumstances, non-
discriminatory regulatory actions by a Party that are designed and applied to protect legitimate public 
welfare objectives, such as public health, safety, and the environment, do not constitute indirect 
expropriations.’ US Model BIT 2012, above n 66. 
86 ibid., Annex B (4)(b). 
87 UNCTAD, above n 6, 89. 
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plant life or health; (b) to ensure compliance with laws and regulations 

that are not inconsistent with the provisions of this Agreement; or (c) for 

the conservation of living or non-living exhaustible natural resources.88 

The emphasis on the rights of states to regulate for public interests can also be found 

in the European Convention on Human Rights. 89  Article 1, Protocol 1 of the 

Convention expressly sanctions legitimate regulatory takings by noting that ‘the 

preceding provisions [on expropriation] shall not, however, in any way impair the 

right of a State to enforce such laws as it deems necessary to control the use of 

property in accordance with the general interest or to secure the payment of taxes or 

other contribution or penalties’.90  

Therefore, the intention of states under investment treaties relies on the fact that the 

public interest and the general welfare of states should be considered to be a decisive 

parameter for tribunals. This factor defers to the purpose of states in taking measures 

that may have an expropriatory character and impact. Among cases dealing with 

energy, the Tribunal in Methanex v United States placed considerable emphasis on the 

purpose test and the parameter of public interest.91 The case of Methanex concerned 

an expropriation claim by a Canadian distributor of methanol under Article 1110 of 

NAFTA.92 The dispute arose out of the allegation of deprivation of property rights as 

a result of a new prohibition on the use or sale in California. Violation of the 

legitimate expectations of investors based on new regulations may constitute an 

indirect expropriation (see Chapter 3). On this basis, Methanex alleged that 

California’s Executive Order expropriated a substantial part of its investment in the 

                                                
88 Canada Model BIT, above n 66, Article 10.1 
89  Additional Protocol to the Convention for the Protection of Human Rights and Fundamental 
Freedoms, 213 UNTS 262 (4 November 1950) Section 1. 
90 ibid., Article 1, Protocol 1. 
91 Methanex v United States, above n 75. 
92 North American Free Trade Agreement (NAFTA) 32 ILM 289, 605 (entered into force 1 January 
1994). See <http://www.international.gc.ca/trade-agreements-accords-commerciaux/agr-acc/nafta-
alena/index.aspx?lang=eng>. [hereinafter NAFTA Agreement] 
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United States for the benefit of the US domestic ethanol industry, and therefore the 

subsequent measures of the host state were ‘tantamount to expropriation’.93 

The Tribunal first assessed whether the United States intended to regulate the prohibition 

of the use or sale of the gasoline additive, stressing that regulation against a foreign 

investor must be intentional and discriminatory in order to count as depriving investors of 

the value of their investment. On the facts, the tribunal found that the claimant could not 

prove such an intention.94 The tribunal then applied the purpose test to decide whether the 

host state had enacted the regulation for its own enrichment or for the general welfare of 

the public. In the view of the tribunal, acting to protect the public interest is a decisive 

factor in determining compensable expropriation or legitimate regulatory taking by the 

host state. The Tribunal noted that: 

[A]s a matter of general international law, a non-discriminatory regulation 

for a public purpose, which is enacted in accordance with due process and, 

which affects, inter alios, a foreign investor or investment is not deemed 

expropriatory and compensable unless specific commitments had been 

given by the regulating government to the then putative foreign investor 

contemplating investment that the government would refrain from such 

regulation.95 

The Tribunal dismissed the claim of indirect expropriation due to the purpose of the 

host state – that is, to regulate for public interests. 

Furthermore, despite the application of the purpose test and the treaty provisions 

concerning public interest, the scope of ‘public interest’ remains an unresolved issue 

among scholars and tribunals. Some investment treaties, like the Canadian Model 

BIT, have provided a broadly inclusive list of public interest-related measures. 

However, many other investment treaties have left the scope of what measures qualify 

for the purpose of safeguarding public interest quite vague. Investment tribunals have 

not identified a comprehensive and definitive interpretation of what measures are 

                                                
93 Methanex v United States, above n 75, Section IV D, para 6. 
94 ibid., Section IV D, para 7. 
95 ibid. 



 140 

permissible. In the context of the purpose test, then, this lack of clarity creates the 

need for interpretation in arbitral practice. For example, one interpretation of the 

purpose test suggests that measures like tax or policing, for example, may fall within 

the test, on the grounds of needing to maintain public order.96 In contrast, another 

interpretation of the test may include measures concerning the general health, safety 

and morality of the public in the host state.97 Ambiguity in this area demonstrates the 

lack of consensus on which state measures may be taken into account by tribunals in 

applying the purpose test. As the Saluka v The Czech Republic tribunal noted, 

‘international law has yet to identify in a comprehensive and definitive fashion 

precisely what regulations are considered “permissible” and “commonly accepted” as 

falling within the police or regulatory power of States’.98  

Overall, the purpose test is a doctrinal move towards, first, giving more weight to 

public interests and the sovereign power of host states and, second, giving protection 

to investors according to the intention of states addressed in the respective investment 

treaties. However, several energy tribunals have ordered states to make full 

compensation for any measures that have an expropriatory effect, irrespective of the 

purpose of the regulatory taking by the host states, discussed below. 

2.3	  The	  Sole	  Effect	  Test	  	  

Several energy tribunals have examined only the effect of the states’ measures, even 

though the majority of investment treaties explicitly limit the liability of states where 

the states’ measures are for public purposes. As noted above in a criterion of indirect 

expropriation,99 the degree of the host state’s interference with the property rights of 

investors is of primary significance. This factor is important in determining the nature 

of the measures taken by the host states in terms of whether they are a regulatory 

taking or an expropriation. In the application of this factor, arbitral tribunals assess the 

                                                
96 Simon Baughen, ‘Expropriation and Environmental Regulation: The Lessons of NAFTA Chapter 
Eleven’ (2006) 18 Journal of Environmental Law 207, 211. 
97 Jason L Gudofsky, ‘Shedding Light on Article 1110 of the North American Free Trade Agreement 
(NAFTA) Concerning Expropriations: An Environmental Case Study’ (2000) 21 Northwestern Journal 
of International Law & Business 243, 263. 
98 Saluka v The Czech Republic, above n 75, para 263. 
99 Refer to section 2.1.2 of this Chapter. 
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severity of the effect of the measures on the investment of foreign investors without 

considering the purpose of states for taking such measures.100 That is, the effect of the 

states’ measures is the only criterion, even if the effect did not amount to 

expropriation in the assessment of the tribunal. Even when violation by the state is 

denied, the purpose test is not part of the assessment of the case. 

The effect of the measures is a factor in determining whether the deprivation, 

devaluation or seizure of the investor’s property rights amount to a ‘substantial loss of 

control or value’ or ‘severe economic impact’.101 According to Dolzer, there is a 

prima facie assumption of taking where the effects of a regulatory measure reach a 

certain ‘severe’ threshold.102 If the effect of a state’s measures reaches this threshold, 

‘the impact upon the legal status, and the practical impact on the owner’s ability to 

use and enjoy his property, will be a central factor in determining whether a 

regulatory measure effects a taking’.103 This approach is described as the ‘sole effect’ 

doctrine,104 which exclusively considers the economic impact of the state’s measure, 

and does not take into account the purpose of the measure. This doctrine provides a 

broad interpretation of indirect expropriation. This is a broad interpretation, because it 

exceeds the protection that states intended to offer investors under investment treaties; 

clearly, states intended that the purpose, as well as the effect, of measures would be 

relevant. 

Arbitral tribunals have predominantly applied the sole effect test in determining 

expropriation. The next part analyses two phases of the application of the test by 

arbitral tribunals in the following energy related jurisprudence: Iran–US Claims 
                                                
100  Rudolf Dolzer and Felix Bloch, ‘Indirect Expropriation: Conceptual Realignments?’ (2003) 
5 International Law FORUM du droit international 155, 165; Justin R. Marlles, ‘Public Purpose, 
Private Losses: Regulatory Expropriation and Environmental Regulation in International Investment 
Law’ (2006) 16 Journal of Transnational Law and Policy 275; Fortier and Drymer, above n 57, 308. 
101  Catherine Yannaca-Small, above n 62, 55; J Martin Wagner, ‘International Investment, 
Expropriation and Environmental Protection’ (1999) 29 Golden Gate University Law Review 465, 536; 
Gudofsky, above n 97, 291; Mostafa, above n 76, 279. 
102 Dolzer, above n 55, 79. See also Baughen, above n 96, 215; Andrea Bjorklund, Yearbook on 
International Investment Law and Policy 2012–2013 (Oxford University Press, 2014) 469; 
Expropriation Regime, above n 70, 35. 
103 Dolzer, above n 55, 79. 
104 The word ‘sole’ in this doctrine means that the examination of the effect of the measure is the sole 
test that is applied by tribunals and it does not refer to there being a single effect.  
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Tribunal (IUCT) and Post-IUCT disputes. The energy case law analysis in this part 

first looks at tribunals’ examination of the impact of the measures taken by host states 

on the ability of investors to use and control their investment.  

2.3.1	  The	  Iran–US	  Claims	  Tribunal	  and	  the	  Sole	  Effect	  Test	  

The trend towards examination only of the effect of the state’s regulatory measures, 

and indifference to the purpose of the measures, has aroused significant controversy. 

This trend has its roots in the IUCT. The Algiers Declaration established the IUCT in 

1981 to hear the dispute between the United States and the Islamic Republic of Iran 

on certain claims by nationals of one state against the other state party, and certain 

claims between the state parties themselves.105 The claims of expropriation and 

nationalisation in the petroleum industry arose out of two Iranian laws enacted in 

1979. 106  The laws concerned the Iranian government’s regulatory initiatives, 

including the appointment of managers, retention of goods and withdrawal of 

assistance to investors in the exportation of goods. The Iranian government appointed 

managers or supervisors in foreign companies that had no management after the 

revolution. These companies were engaged in the energy sector of Iran, and their lack 

of systematic management had a heavy impact on the fundamental economic 

prospects of Iran.107 An example of such an impact was the increasingly haphazard 

financial management and consequent rising indebtedness to Iranian banks of those 

foreign companies.108 Despite the Iranian government alleging that the appointments 

                                                
105 Declaration of the Government of the Democratic and Popular Republic of Algeria Concerning the 
Settlement of Claims by the Government of the United States of America and the Government of the 
Islamic Republic of Iran, 20 ILM 223, 230 (1981) Article II, 
<http://www.iusct.net/General%20Documents/2-Claims%20Settlement%20Declaration.pdf> 
For a close analysis of the case law in IUCT, see George H Aldrich, The Jurisprudence of the Iran–
United States Claims Tribunal (Clarendon Press, 1996); Veijo Heiskanen, ‘The Contribution of the 
Iran–United States Claims Tribunal to the Development of the Doctrine of Indirect Expropriation’ 
(2003) 5 International Law FORUM du droit international 176, 187; Christopher R. Drahozal and 
Christopher S. Gibson, The Iran–US Claims Tribunal at 25: The Cases Everyone Needs to Know for 
Investor–State & International Arbitration (Oceana, 2007) 25. 
106  See, e.g., Phillips Petroleum Co. Iran v Iran, (21 Iran–US CTR, Rep. 79, 1989); Amoco 
International Finance Corp. v The Government of the Islamic Republic of Iran, (Partial Award) 
(15 Iran–US CTR, Rep, 1987); Mobil Oil Iran Inc. et al. v The Government of the Islamic Republic of 
Iran et al (Partial Award) (16 Iran–US CTR, Rep, 1987). 
107 Aldrich, above n 105, 174–5. 
108 ibid. 
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were temporary, in practice the companies assumed them to be permanent because 

there was no sign of the government handing back management to the foreign 

companies.109 

In several cases, the tribunal initially rejected Iran’s claims about financial, economic 

and social concerns of leaving the companies without management, and held that the 

measure constituted a compensable taking in the measures taken by the host state.110 

The tribunal based its decisions on the key element in defining an indirect 

expropriation in international law: depriving an investor of their property rights and 

the reduction of the investors’ benefits from the investment.111 Further, the tribunal 

considered the effect of the interference in the property rights of investors as the focal 

point for distinguishing non-compensable regulatory taking from compensable 

expropriation. This emphasis of the tribunal on the effect of the measure was coupled 

with it giving no weight to the purpose of the measures – whether taken for the state’s 

own benefit or for saving the economy of the state after the revolution. 

As an example of this one-sided emphasis, the decision of the tribunal in the energy 

case of Phillips Petroleum Company v Iran highlighted the sole effect test.112 Phillips 

Petroleum brought claims against the National Iranian Oil Company (NIOC). The 

claim was for compensation for the alleged taking of the investor’s property, as well 

as breach of the exploration and exploitation rights of the petroleum resources in the 

Persian Gulf under the Joint Structure Agreement (JSA) between the investor and 

NIOC. The effect of Iran’s actions on the Claimant’s JSA rights was associated with 

                                                
109 ibid. 
110 See, e.g., Tippetts, Abbett, Mc Carthy, Stratton v TAMS-AFFA Consulting Engineers of Iran 
(51 Iran–US CTR, Rep, 1984) para 260. 
111 For example, in the Tippetts award, the tribunal stressed deprivation as the main element of indirect 
expropriation, and linked deprivation to the effect of measures taken by the host state. The tribunal 
stated, ‘[A] deprivation or taking of property may occur under international law through interference by 
a state in the use of that property or with the enjoyment of its benefits, even where legal title to the 
property is not affected. While assumption of control over property by a government does not 
automatically and immediately justify a conclusion that the property has been taken by the government, 
thus requiring compensation under international law, such a conclusion is warranted whenever events 
demonstrate that the owner was deprived of fundamental rights of ownership and it appears that this 
deprivation is not merely ephemeral.’ ibid., paras 225–6. 
112 Phillips Petroleum v Iran, above n 106. 
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depriving the claimant from receiving their share of the petroleum being produced.113 

According to the tribunal, the purpose of Iran’s measures played no role in 

determining the liability of the host state to compensate for the effect of the 

expropriation.114 The tribunal observed: 

While assumption of control over property by a government does not 

automatically and immediately justify a conclusion that the property has 

been taken by the government, thus requiring compensation under 

international law, such a conclusion is warranted whenever events 

demonstrate that the owner was deprived of fundamental rights of 

ownership and it appears that this deprivation is not merely ephemeral. 

The intent of the government is less important than the effects of the 

measures on the owner, and the form of the measures of control or 

interference is less important than the reality of their impact.115 

The IUCT adopted the sole effect test in most of the cases involving the interference 

of the host state in the property rights of foreign investors.116 This approach gave 

minimal or no weight to the purpose of the government in taking regulatory measures. 

These decisions in the IUCT have had an enduring influence on investor–state 

disputes concerning the interpretation of the expropriation clauses in investment 

agreements.117 Notwithstanding this, many have cautioned against relying on the 

IUCT jurisprudence. According to Sornarajah, ‘although the awards of the Iran–

United States Claims Tribunal have been a fruitful source for the identification of 

indirect takings, they dealt with takings that took place in the context of a 

revolutionary upheaval and the propositions the tribunal formulated may not have 

relevance outside the context of the events.’ 118 Been and Beauvais also challenge the 

exclusive application of the sole effect test without considering the purpose of the 
                                                
113 Tippetts, Abbett, Mc Carthy, Stratton v Iran, above, n 110, para 99. 
114 Phillips Petroleum v Iran, above n 106, para 97. 
115 Tippetts, Abbett, Mc Carthy, Stratton v Iran, above n 110, paras 225–6. 
116 For an example of an exception of adopting only the effect test in the jurisdiction of IUCT see Sea-
Land Service v Iran, above n 75, para 166. 
117 For further discussion on the influence of the decisions in the IUCT on modern investor–state 
dispute settlement, refer to Heiskanen, above n 105, 176; Drahozal and Gibson, above n 105, 25. 
118 Sornarajah, above n 1, 368.  
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measure outside the context of the IUCT. They argue that the scope of the IUCT was 

limited to ‘post-revolutionary actions such as government appointment of managers or 

supervisors of foreign companies, de facto nationalisation, and failure to permit the 

expropriation of foreign owned equipment’.119 Nevertheless, many arbitral tribunals 

subsequent to the application of the sole effect test in the IUCT followed suit and 

adopted this broad interpretive approach. The next section discusses the application of 

the sole effect test in energy case law by arbitral tribunals post-IUCT. 

2.3.2	  Post-‐	  Iran–US	  Claims	  Tribunal	  Cases	  and	  the	  Sole	  Effect	  Test	  

The sole effect test in cases decided in the post-IUCT phase is inspired by an analysis 

in the ICSID case of Metalclad Corporation v Mexico, which was not an energy 

case.120 The tribunal in this case decided that measures taken by Mexico had the effect 

of indirect expropriation. The tribunal in this case decided that measures taken by 

Mexico had the effect of deprivation ‘of the use or reasonably-to-be-expected 

economic benefit’ of the landfill site it was seeking to develop for the disposal of 

hazardous waste.121 In that case, a US company had purchased a Mexican company to 

expand the business of developing and operating a hazardous waste transfer station 

and landfill. For the purposes of conducting the business, the foreign investor had 

obtained the appropriate federal permit, but subsequently Mexico withdrew the permit 

through enacting an Ecological Decree.122 This led to a dispute arising out of alleged 

violation of NAFTA Article 1110 by the host state.123 The tribunal took the view that 

the decree was a serious interference, which had the effect of depriving Metalclad of 
                                                
119 Vicki Been and Joel C Beauvais, ‘The Global Fifth Amendment: NAFTA’s Investment Protections 
and the Misguided Quest for an International Regulatory Takings Doctrine’ (2003) 78 NYUL Review 
30, 56. 
120 Metalclad Corp v United Mexican States, (119 ILR 647, 2002). 
121 ibid., para 103. 
122 On 23 September 1997, the Governor issued an Ecological Decree declaring a Natural Area for the 
protection of rare cactus. The Natural Area encompassed the area of the landfill. Metalclad relied in 
part on this Ecological Decree as an additional element in its claim of expropriation, arguing that the 
Decree effectively and permanently precluded the operation of the landfill. ibid, para 59.  
123 Article 1110 (1)(a) of NAFTA provides that ‘No Party may directly or indirectly nationalize or 
expropriate an investment of an investor of another Party in its territory or take a measure tantamount 
to nationalization or expropriation of such an investment “expropriation”), except … for a public 
purpose; (b) on a non-discriminatory basis;  (c) in accordance with due process of law and Article 
1105(1); and  (d) on payment of compensation in accordance with paragraphs 2 through 6.’ NAFTA 
Agreement , above n 92. 
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using and enjoying the economic benefit out of its investment. The tribunal held that 

the measure amounted to compensable indirect expropriation. The tribunal noted that 

expropriation under NAFTA includes not only open, deliberate and 

acknowledged takings of property, such as outright seizure or formal or 

obligatory transfer of title in favour of the host state, but also covert or 

incidental interference with the use of property which has the effect of 

depriving the owner in whole or in significant part, of the use or 

reasonably-to-be-expected economic benefit of property even if not 

necessary to the obvious benefit of the host state.124 

Following the finding of the Tribunal in the Metalclad Case, the test of the effect of 

states’ measures found its way into energy-related case law in investor–state disputes 

involving Argentina.125 Several tribunals in the disputes against Argentina dealt with 

claims that the enactment of the Public Emergency Law in that country in 2002 had 

the effect of expropriating foreign investors’ property.126 The tribunals’ discussion of 

regulatory changes in Argentina as the basis of the frustration of the legitimate 

expectations of investors were discussed in Chapter 3. 127  The changes to the 

legislation were also raised in the context of investors’ claims of indirect 

expropriation. The tribunals in cases arising out of the Argentina crisis faced the 

challenge of distinguishing between indirect expropriation and legitimate regulatory 

                                                
124 Metalclad Corp v United Mexican States, above n 120, para 59 [emphasis added]. For further 
discussion of this case, see Lucien J Dhooge, ‘The North American Free Trade Agreement and the 
Environment: The Lessons of Metalclad Corporation v United Mexican States’ (2001) 10 Minn. J. 
Global Trade 209; Chris Tollefson, ‘Metalclad v United Mexican States Revisited: Judicial Oversight 
of NAFTA’s Chapter Eleven Investor–State Claim Process’ (2002) 11 Minn. J. Global Trade 183; 
Guillermo Aguilar Alvarez and William W Park, ‘The New Face of Investment Arbitration: NAFTA 
Chapter 11’ (2003) 28 Yale J. Int’l L. 365. 
125 See Jan Paulsson and Zachary Douglas, ‘Indirect Expropriation in Investment Treaty Arbitration’, in 
N. Horn & S. Kroll (eds), Arbitrating Foreign Investment Disputes – Procedural and Substantive Legal 
Aspects (Wolters Kluwer, 2004), 157–8; Alessandra Asteriti, ‘Regulatory Expropriation Claims in 
International Investment Arbitrations: A Bridge Too Far?’ in Andrea Bjorklund (ed.), Yearbook on 
International Investment Law and Policy 2012–2013 (Oxford University Press, 2014) 460–5. 
126 Law No. 25.561. Jan. 6, 2002. For the description of the law see 
<http://lexuniversal.com/en/articles/913> 
127 Refer to section 2.2.1, Chapter Three. 
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taking. The cases of Sempra Energy International v Argentina 128  and Enron 

Corporation v Argentina129 are two examples of a series of cases that arose in the 

aftermath of the crisis in Argentina. In this series of cases, the claimants argued that 

measures taken by Argentina led to expropriation, which entitled them to 

compensation.130 These measures included prohibiting the US Producer Price Index 

adjustment of tariffs, the derogation of the calculation of tariffs in US dollars, 

modification of licences and failure to reimburse subsidies that Argentina owed to 

foreign investors. 

The tribunals in Enron and Sempra recognised that the severe effect of the measures 

taken by Argentina was because of a ‘creeping expropriation’.131 That is to say, 

Argentina’s ‘series of measures’ against property rights of investors, taken together, 

was enough to be a decisive factor in determining a substantial deprivation of 

rights.132 Both tribunals referred to a ‘series of measures’ identified in Pope & Talbot 

v Canada133 in order to determine whether overall the acts of the state had the 

cumulative effect of substantial seizure or deprivation. The ‘series of measures’ to 

which they referred in the Pope & Talbot Case included: 

depriving the investor of control over the investment, managing the day-

to-day operations of the company, arresting and detaining company 

                                                
128  Sempra Energy International v Argentine Republic, (Award) (ICSID Case No ARB/02/16, 
28 September 2007). 
129 Enron v Argentine, above n 74. 
130 Creeping expropriation is another type of expropriation recognised in arbitral practice, which means 
‘the slow and insidious strangulation of the interests of the foreign investor’. Sornarajah, above n 1, 
368. Similarly to the expansion in the definition of indirect expropriation through interpretation of 
measures tantamount to expropriation, arbitral tribunals postulate that expropriation does not 
necessarily originate from a single act of the host state, but rather emerges in a subtle progression of 
regulatory measures. Creeping expropriation involves the slow and incremental encroachment on the 
property rights of foreign investors, leading to the erosion of their economic benefits. UNCTAD, above 
n 72, 11. 

131 Sempra Energy v Argentine, above n 128, para 284. In Enron, the Tribunal took a similar approach 
and noted that, ‘The question of indirect or creeping expropriation is more complex to assess. The 
Tribunal has no doubt about the fact that indirect or creeping expropriation can arise from many kinds 
of measures and these have to be assessed in their cumulative effects.’ Enron v Argentine, above n 74, 
para 244. 
132 Sempra Energy v Argentine, above n 128, para 284. 
133 Pope & Talbot Inc. v Canada (Interim Award) (UNCITRAL, 26 June 2000). 
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officials or employees, supervising the work of officials, interfering in 

administration, impeding the distribution of dividends, interfering in the 

appointment of officials or managers, or depriving the company of its 

property or control in whole or in part.134  

Both the Enron and Sempra cases recognised that ‘expropriation can arise from many 

kinds of measures, and that these have to be assessed by their cumulative effects’.135 

Similarly, in the non-energy-related case of Glamis Gold v United States, the ICSID 

Tribunal was influenced by the Sempra decision, and held that in order to justify the 

expropriationary effect of the state’s measures complained of by the foreign investor, 

there needs to be ‘a sufficient economic impact to the Project to effect an 

expropriation of the Claimant’s investment’.136 The tribunal in SD Myers v Canada 

under NAFTA jurisdiction also noted that ‘an expropriation usually amounts to a 

lasting removal of the ability of an owner to make use of its economic rights although 

it may be that, in some contexts and circumstances, it would be appropriate to view a 

deprivation as amounting to an expropriation, even if it were partial or temporary’.137 

With regard to the sole effect test deployed in the series of disputes involving 

Argentina, the analysis of the tribunal in El Paso Energy v Argentina138 in 2011 is 

also important. In that case, the tribunal extended the concept of the effect of the 

measures to the sheer extent of the host state interference with property rights. El Paso 

in that case claimed that the measures taken by Argentina gave rise to the destruction 

of the value of the investment. Therefore, the claimant submitted that the effect of the 

government’s interference amounted to indirect expropriation.139  

                                                
134 ibid., para 100. See also Sempra Energy v Argentine, above n 128, para 284; Enron v Argentine, 
above n above n 74, para 245. 
135 Sempra Energy v Argentine, above n 128, para 283; Enron v Argentine, above n 74, para 244. 
[emphasis added] 
136 Glamis Gold v United States (Award) (UNCITRAL 8 June 2009) para 356. 
137 SD Myers, Inc. v Government of Canada, (First Partial Award) (UNCITRAL, 13 November 2000) 
para 283. 
138  El Paso Energy International Company v The Argentina Republic (Award) (ICSID Case 
No. ARB/03/15, 31 October 2011). 
139 ibid., para 114. 
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In examining the extent of the effect of the measures on the property rights of the 

investor, the tribunal addressed what it referred to as the ‘neutralization’ of the use of 

the investment.140 To define what it meant by ‘neutralization’, the tribunal first 

identified the investor’s ‘loss of control’ of the property as the accepted decisive 

factor in an indirect expropriation.141 In the view of the tribunal, the neutralisation of 

the use of the investment occurs where impact on at least one of the necessary 

element of the investor’s rights leads to the loss of control.142  

The tribunal in El Paso Energy referred to the case of Continental v Argentina in 

identifying these essential components.143 According to the tribunal in Continental, 

these measure amount to an indirect expropriation: ‘limitations and hampering with 

property, short of outright suppression or deprivation, interfering with one or more 

key features, such as management, enjoyment, transferability’.144 Therefore, in the 

view of the El Paso Energy tribunal, the mere loss of value was an important factor in 

determining indirect expropriation, yet it was not sufficient because the effect of the 

measures must entail a total loss of control.145 The tribunal noted that ‘regulations that 

reduce the profitability of an investment but do not shut it down completely and leave 

the investor in control will generally not qualify as indirect expropriations even 

though they might give rise to liability for violation of other standards of treatment, 

such as national treatment or fair and equitable treatment’.146 Then the tribunal 

concluded that, ‘for an expropriation to exist, the investor should be substantially 

                                                
140 ibid., paras 244–80.  
141 ibid., para 245. 
142 ibid., paras 245–50.  
143 ibid., above n 138, para 248. 
144  Continental Casualty Company v Argentine Republic, (Award) (ICSID Case No. ARB/03/9, 
5 September 2008) para 276. 
145 El Paso Energy v Argentina, above n 138, paras 255–6. The Tribunal in Biwater Gauff v Tanzania 
stated that ‘the absence of economic loss or damage is primarily a matter of causation and quantum – 
rather than a necessary ingredient in the cause of action of expropriation itself. Thus, the suffering of 
substantive and quantifiable economic loss by the investor is not a pre-condition for the finding of an 
expropriation under Article 5 of the BIT. There may have been a substantial interference with an 
investor’s rights, so as to amount to an expropriation, even if that interference has been overtaken by 
other events, such that no economic loss actually results, or the interference simply cannot be 
quantified in financial terms. In such circumstances, there may still be scope for a non-compensatory 
remedy for the expropriation.’ Biwater Gauff v Tanzania , above n 46, para 465. 
146 El Paso Energy v Argentina, ibid., para 255. 
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deprived not only of the benefits, but also of the use of his investment. A mere loss of 

value, which is not the result of an interference with the control or use of the 

investment, is not an indirect expropriation.’147 In determining whether the effect of 

measures taken by Argentina led to this level of loss of control, the tribunal reviewed 

a great number of precedents and concluded that El Paso Energy had an opportunity 

to control its investment and that the investor’s decision to sell its share was indicative 

of such control.148                                                                                                                                                                                         

In all of these important energy cases on expropriation, only the severity of the effect 

of the measures on the investment of foreign investors was regarded as being 

significant. If the investor had ‘lost control’ or the value of their assets was 

‘neutralised’, they would have succeeded in their claim for indirect expropriation. The 

stringent conditions developed for satisfying the effects test – being the loss of control 

or value – meant that the court excluded the purposes whether these had a positive or 

a negative effect for investors. The examination solely of the effect of the measures, 

even if the tribunals consider that only substantial and severe interference amounts to 

expropriation, may result in hampering the function of sovereign states to regulate for 

public welfare and their own interests. These cases are consistent with the approach 

taken in the IUCT cases and Metalclad, where the application of the sole effects test 

effectively excluded the relevance and significance of purpose. What remains 

unexplored in these cases against Argentina is whether the tribunal would have 

considered the purpose for which the measures were taken had the effect been to 

indirectly expropriate the property of investors. However, the stringent nature of the 

effect test suggests that the tribunals in Argentina would not have considered the 

purpose to be relevant to the act of taking. For example, in CMS v Argentina, the 

tribunal noted that consideration needed to be given to whether the state faced ‘grave 

or imminent peril’. The tribunal stressed that it ‘is persuaded that the situation was 

difficult enough to justify the government taking action to prevent a worsening of the 

situation and the danger of total economic collapse’.149 However, the tribunal referred 

to the Tippetts award under IUCT and also Metalclad, and noted that ‘expropriation 
                                                
147 ibid., para 256. 
148 ibid., above n 138, para 278. 
149 CMS Gas Transmission Company v The Argentine Republic, (Award) (ICSID Case No ARB/01/08, 
12 May 2005, Award). 
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relates to incidental interference with the use of property which has “the effect of 

depriving the owner, in whole or in significant part, of the use or reasonable-to-be-

expected economic benefit of property even if not necessarily to the obvious benefit 

of the host State”’.150 Thus, in CMS, the tribunal focused only on the effects of the 

measures – that is, the taking of investors’ property and the violation of its legitimate 

expectations, and never even considered purpose.  

Overall, the examination of only the effect of measures encourages taking a broad 

view of investment treaty standards.151 Sometimes this broad view has prioritised 

examination of the severity and duration of the measures complained of as leading to 

expropriation, rather than applying the treaty rules concerning exemption for 

regulatory measures taken in the public interest. Thus, at the centre of the application 

of the effect of the measures only is a failure to strike balance between the purpose 

and effects of the measures, and to draw a line between the rights of states to regulate 

for public purposes and those of foreign investors against seizure and deprivation of 

their investment.  

In light of this lack of clarity surrounding the law of expropriation, the application of 

the effect and purpose of measures has been developed further. Some recent 

investment tribunals have adopted an alternative doctrine, which is referred to as a 

conciliatory doctrine. This doctrine attempts to reconcile tensions between protection 

of foreign investors’ rights against unreasonable deprivation of the value of their 

investment, and the rights of states to regulate for public interests. In this new 

doctrine, tribunals apply the idea of proportionality.152 Although tribunals do not 

always use the term ‘proportionality’ explicitly, this idea encourages taking into 

account the significance of the measures taken by the host states on the one hand, and 
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Expropriation of Foreign Investment: An Economic Analysis of Law Perspective’ (2010) 7 Manchester 
Journal of International Economic Law 36, 41–3; Mostafa, above n 76, 267. 
152 Han Xiuli, ‘On the Application of the Principle of Proportionality in ICSID Arbitration and 
Proposals to Government of the People’s Republic of China’ (2006) 13 James Cook UL Rev. 233; 
Caroline Henckels, ‘Indirect Expropriation and the Right to Regulate: Revisiting Proportionality 
Analysis and the Standard of Review in Investor-State Arbitration’ (2012) 15 Journal of International 
Economic Law 223. 
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the overall impact of such measures on the investment of the investors on the other.153 

The next chapter will examine the application of proportionality in the context of 

ISDS, and will discuss whether this conciliatory approach effectively addresses the 

perception of bias in investment arbitration.  

Concluding	  Remarks	  

This chapter has analysed the broad and narrow interpretations of the concepts of 

investment and indirect expropriation in energy case law. These two concepts are 

interconnected in international investment law, since at the heart of the concept of 

investment and the property rights of foreign investors are the risks of expropriation. 

The chapter argued that the broad interpretation of these two concepts extends the 

scope of what states intended to protect, based on their respective investment treaties. 

This broad construction is allied to the rule-making power of investment tribunals, 

and provides reasonable grounds for states to perceive that the ISDS system is only 

designed to favour investors.  

The study in Part I explained what constitutes an investment that is capable of being 

expropriated. The ambiguity in the definition of ‘investment’ is a cause of uncertainty 

in relation to the scope of claims of expropriation. This part explored this uncertainty 

through analysing interpretive approaches taken by tribunals. Clearly, the breadth of 

the definition of investment in the specific treaty will determine the range of assets for 

which expropriation can be challenged in an arbitral tribunal. Part II addressed what 

constitutes an indirect expropriation, and identified broad and narrow approaches to 

examining the nature of the host state measures – that is, whether they constitute 

compensable expropriation of foreign properties or non-compensable, general 

regulatory taking. Again, in distinguishing between expropriation and regulatory 

taking, the breadth of the interpretation of the treaty provisions will determine the 

legality of the host states’ measures.  

The following remarks concern interpretive approaches of the concepts of investment 

and indirect expropriation.  

                                                
153  Tecnicas Medioambientales Tecmed SA v United Mexican States (Award) (ICSID Case No. 
ARB(AF)/00/2, 29 May 2003) para 122. 



 153 

The Concept of Investment  

Ø The narrow approach looks at the four characteristics of investment identified 

in the context of treaties and the ICSID Convention: contribution, duration, 

risk and contribution to development. In the narrow reading of these 

characteristics, tribunals are required to consider all of them to determine 

whether the asset is an ‘investment’. 

Ø The broad interpretation of ‘investment’ considers the four identified 

characteristics of investment as general guides only for decision-making. The 

broad approach tends to apply only one criterion and to exclude other, 

essential, characteristics like economic development from consideration. This 

approach is therefore likely to result in protection of assets beyond the scope 

of the state parties’ original consent.  

 

The Concept of Indirect Expropriation 

 

Ø The purpose test, with its parameters – including the general public welfare of 

the host state – is a narrow interpretation of the treaty provisions of 

expropriation. This move has found its place in the ICSID tribunals’ reasoning 

in several energy cases. This type of interpretation gives weight to what states 

addressed in their investment treaties regarding the exclusion from liability of 

expropriatory measures taken for the public interest. 
Ø The examination of only the effect of the states’ measures shows that tribunals 

that took this approach failed to strike a balance between the rights of states to 

regulate for public purposes and those of foreign investors against seizure and 

deprivation of their investment. The assignment of a primary role to the sole 

effect test and its application in a number of energy cases means that applying 

the test requires tribunals to expand the concept of compensable expropriation 

to any measures affecting property rights. This applies regardless of whether 

the measure is deliberate, and whether for the sole benefit of the host state or 

for general public welfare. This broad interpretation is thus expressly at odds 

with the intentions of states towards quarantining public welfare in their 

investment treaties.  
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As this chapter shows, the core debate is again the conflict between two opposing 

forces: safeguarding the public interest of states and the protection of foreign 

investors. As discussed in Chapter 3, these two forces are reflected in the broad 

interpretation of the legitimate expectations of investors. Similarly, the conflict over 

the rights of investors and the interests of the public is at the centre of the broad 

interpretation of the concepts of investment and indirect expropriation. The 

appropriate balance between these two forces is a matter of contention in international 

law of foreign investment among tribunals and scholars. Accordingly, several 

investment tribunals have attempted to depart from the broad interpretation of treaty 

standards through giving deference to the sovereign rights of states in order to redress 

perceived imbalance or better achieve appropriate balance. The next chapter discusses 

this new, balanced regime, established under the proportionality test, which aims to 

better weight the sovereign rights of host states against those of investors. The chapter 

examines the practice of proportionality in energy case law in the specific context of 

the treaty norms and standards discussed in Chapters 3 and 4. The discussion in the 

next chapter specifically focuses on whether the use of the concept of proportionality 

in energy case law contributes to the perception of systemic bias. 
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Chapter	  5	  

Proportionality	  and	  Investment	  Arbitration	  

Introduction	  

References to the concept of proportionality are a common feature of international 

tribunals and courts. Proportionality is regarded as a robust legal principle, and as an 

effective tool and methodology for balancing the interests of parties in disputes.1 

Investor–state dispute-settlement (ISDS) cases have also increasingly adopted the 

concept of proportionality, but its use has encountered several foundational problems, 

particularly regarding the extent to which tribunals seek to review the domestic policy 

decisions of states. This chapter examines whether the use of the concept of 

proportionality in investment arbitration of energy cases contributes to the perception 

of systemic bias. It follows that applying proportionality may in fact add to the 

potential legitimacy crisis in ISDS, specifically in the context of cases involving 

issues relating to legitimate expectations and indirect expropriation.2  

Part I describes the operation of the proportionality test in jurisdictions external to 

ISDS. The purpose of this is to illustrate that the concept traditionally is associated 

with a well-developed and sophisticated jurisprudence for judging the suitability of 

government-imposed burdens on certain fundamental interests and rights. Part II 

argues that, in the investment arbitration context, the use of proportionality analysis 

may have significant negative consequences by expanding the power of tribunals to 

review the decisions of primary national decision-makers in states. The 

proportionality test and the standard of review it establishes do not appear explicitly 

in the text of investment treaties. This part argues that, first, the undefined and 

unlimited review power of tribunals in investment treaties places too much 

discretionary power in the hands of the adjudicator over how and why states have 

reached particular decisions in the public interest. Second, as a result of this 

discretionary power, judicial review undertaken using the proportionality test has 

                                                
1 Alec Stone Sweet and Jud Mathews, ‘Proportionality Balancing and Global Constitutionalism’ (2008) 
47 Colum J Transnat’l L 72, 75. 
2 For discussions of these two concepts see Chapters Three and Four. 
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supported the expansionary interpretive trend in investment arbitration. Third, this 

gives tribunals a review power that potentially facilitates rule-making and challenges 

the public interests of states. The chapter in Part III suggests that there is no intrinsic 

reason why the proportionality test could not work effectively. There are examples of 

this in the case law, but until it happens more consistently, the grounds for arguing 

bias will exist. At the heart of this chapter is the argument that the investment treaty 

system functions in a way that creates uncertainties about its future, but that deferring 

more to the public policy choices of states could help resolve these uncertainties and 

strengthen the system’s legitimacy. 

Part	  I:	  Proportionality	  in	  International	  Courts	  and	  Tribunals	  

1.1	  Existing	  Practices	  	  

The application of the proportionality test by tribunals external to investment arbitration is 

jurisprudentially robust.3 Proportionality provides an effective conceptual tool and a useful 

methodology for resolving conflicts between competing needs, interests, values and 

obligations of parties to the dispute.4 The test is an attempt to enhance the legitimacy of 

international judicial regimes by creating a transparent analytical framework for decision-

makers concerning the protection of the rights of individuals and the public interests of 

states.5 Proportionality analysis involves three stages. The first is an assessment of whether, 

when undertaken by states, it ‘serves a legitimate government purpose and is generally 

                                                
3 See William W Burke-White and Andreas Von Staden, ‘Private Litigation in a Public Law Sphere: 
The Standard of Review in Investor-State Arbitrations’ (2010) 35 Yale Journal of International Law 
283, 301; Sweet and Mathews, above n 1, 73; Thomas M. Franck, Fairness in International Law and 
Institutions (Oxford University Press, 1995) 17. 
4 Benedict Kingsbury and Stephan W Schill, ‘Investor–State Arbitration as Governance: Fair and 
Equitable Treatment, Proportionality and the Emerging Global Administrative Law’ (2009)  New York 
University School of Law, Public Law & Legal Theory Research Paper Series, Working Paper No. 09-
46, 21; Sweet and Mathews, above n 1, 73. 
5  Stephan W Schill, ‘Enhancing International Investment Law’s Legitimacy: Conceptual and 
Methodological Foundations of a New Public Law Approach’ (2011) 52 Va. J. Int’l L. 57, 57–61; 
Caroline Henckels, ‘Indirect Expropriation and the Right to Regulate: Revisiting Proportionality 
Analysis and the Standard of Review in Investor–State Arbitration’ (2012) 15 Journal of International 
Economic Law 223, 228; Jacco Bomhoff, ‘Balancing, the Global and the Local: Judicial Balancing as a 
Problematic Topic in Comparative (Constitutional) Law’ (2008) 31 Hastings International and 
Comparative Law Review 555, 559 and Aharon Barak, Proportionality: Constitutional Rights and 
Their Limitations (Cambridge University Press, 2012) 463–64. 
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suitable to achieve this purpose’.6 At the second stage, necessity, adjudicators are required 

to assess whether the state’s measure was the least restrictive available option for pursuing 

its objective.7 The final stage of proportionality analysis, proportionality stricto sensu, 

involves the examination of whether the effects of measures that have passed the suitability 

and necessity tests are disproportionate, excessive and/or incommensurate with the 

objective pursued by the state.8 These stages are discussed in detail in Part II. 

Many national jurisdictions have adopted the proportionality test, which originates in 

German law. From Central and Eastern Europe to Commonwealth systems, proportionality 

has been embraced as a judicial tool. The test originated as a principle to be applied by 

domestic courts, and has been used in situations where it is necessary to balance the 

competing values of protecting individuals’ rights with public interests. The test has been 

extended to apply in international institutions by international courts such as the European 

Court of Human Rights (ECtHR) in the application of the European Convention on Human 

Rights (ECHR).9 The use of the test in the context of the ECHR is limited to disputes 

concerning individual human rights and domestic authorities.10 The test has also found its 

way into the World Trade Organization (WTO) law, expressed as public policy exceptions, 

into Article XX of the General Agreement on Tariffs and Trade (GATT),11 and Article 

XIV of the General Agreement on Trade and Services (GATS),12 discussed below.  

                                                
6 Benedict Kingsbury and Stephan W Schill, ‘Public Law Concepts to Balance Investors’ Rights with 
State Regulatory Actions in the Public Interest: The Concept of Proportionality’ in Stephan W Schill 
(ed), International Investment Law and Comparative Public Law (Oxford University Press, 2010) 84. 
7 Jan H Jans, ‘Proportionality Revisited’ (2000) 27 Legal Issues of Economic Integration 240. 
8 Peter Van den Bossche, ‘Looking for Proportionality in WTO Law’ (2008) 35 Legal Issues of 
Economic Integration 285; Jans, ibid., 241. 
9 European Convention for the Protection of Human Rights and Fundamental Freedoms 213 UNTS 
221 (entered into force 3 September 1953). [hereinafter ECHR Convention] 
10 See, ibid., Article 1, First Protocol. The test has become the basic legal tenet of the decisions in the 
European Court of Justice (ECJ) in cases that deal with the derogation of states from the principle of 
free movement of goods. See Luis Ortega, Studies on European Public Law: The Europeanization of 
Public Law and the European Constitution (Lex Nova, 2005) 37.  

11 General Agreement on Tariffs and Trade, opened for signiture 30 October 1947, 55 UNTS 194; 61 
Stat. pt. 5; TIAS 1700 (entered into force1 January 1948) Article XX. [hereinafter GATT] 
12 General Agreement on Trade in Services, opened for signiture 15 April 1994, 1869 UNTS 183; 33 
ILM 1167 (entered into force January 1995) Article XIV. [hereinafter GATS] 
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The principal function of proportionality requires domestic and international courts to 

assess the ways by which interests and rights have been balanced, and to determine 

whether this has been done disproportionately, and whether one needs to prevail over 

the other.13 Article 51 of the International Law Commission (ILC) Draft Articles on 

the Responsibility of States for Internationally Wrongful Acts states that 

‘countermeasures must be commensurate with the injury suffered, taking into account 

the gravity of the international wrongful act and the right in question’.14 This wording 

indicates an obligation within the context of judicial review to balance rights in 

determining whether the countermeasure under scrutiny is wrongful, and also 

expresses a sentiment that qualitative factors should be taken into consideration.15  

In balancing state interests and individual rights, proportionality boosts the judicial 

review power of courts. In the domestic context of many states, this review power 

requires a shift of power away from the legislative and executive authorities to the 

judiciary bodies of the state.16 This power shift allows a thorough assessment and 

review to determine the legality of state public policy choices, and also to establish 

whether the primary domestic legislative and executive bodies have weighed the facts 

and struck an appropriate balance between individuals’ rights and public interests.17 In 

the international context, proportionality allows international arbitrators and 

adjudicators to exercise judicial review powers over domestic authorities’ decisions.18 

This power includes the judicial review of legislative, executive and judicial decisions 

in sovereign states. Therefore, the review power of courts and international tribunals 

                                                
13 Sweet and Mathews, above n 1, 73–5. 
14  International Law Commission, Draft Articles on Responsibility of States for Internationally 
Wrongful Acts, Supplement No. 10 (A/56/10), chp.IV.E. (November 2001)Article 51. 
15 Enzo Cannizzaro, ‘The Role of Proportionality in the Law of International Countermeasures’ (2001) 
12 European Journal of International Law 889–916; Thomas M. Franck, ‘On Proportionality of 
Countermeasures in International Law’ (2008)  American Journal of International Law 719. 
16 Ross Becroft, The Standard of Review in WTO Dispute Settlement: Critique and Development 
(Edward Elgar, 2012) 70. 
17 Steven P Croley and John H Jackson, ‘WTO Dispute Procedures, Standard of Review, and Deference 
to National Governments’ (1996) American Journal of International Law 193, 206–8. 
18 Ernst-Ulrich Petersmann, ‘Judicial Standards of Review and Administration of Justice in Trade and 
Investment Law and Adjudication’ in Lukasz Gruszczynski and Wouter Werner (eds), Deference in 
International Courts and Tribunals: Standard of Review and Margin of Appreciation (Oxford 
University Press, 2014) 20–1. 
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reflects the ‘allocation of authority between a legal system’s primary decision-makers 

and its adjudicators’.19 An example of the review power given to tribunals in their 

proportionality analysis is Article 11 of Dispute Settlement Understanding (DSU) of 

the WTO. Article 11 provides that 

a panel should make an objective assessment of the matter before it, 

including an objective assessment of the facts of the case and the 

applicability of and conformity with the relevant covered agreements, and 

make such other findings as will assist the [Dispute Settlement Body] 

DSB in making the recommendations or in giving the rulings provided for 

in the covered agreements.20  

Further, according to Sweet and Matthews, the notion of review crucially implies the 

role and power of adjudicators to make rules.21 While their primary authority flows 

from compulsory jurisdiction and the enforcement powers of states, adjudicators are 

at the same time capable of making rules, for example, by giving analogical reasoning 

in their judgments.22 Thus the review power gives adjudicators a rule-making role and 

also an authority to act as legislators, along with the task of interpreting existing rules 

and clarifying obligations.23  

Arguably, then, there are serious questions as to why and how courts and tribunals 

should have the power to exercise review power with rule-making potential.24 In light 

of these questions, the authority of adjudicators in an international context to review, 

challenge and also make rules through the use of the proportionality concept has in 

                                                
19 Caroline Henckels, ‘The Role of the Standard of Review and the Importance of Deference in 
Investor-State Arbitration’ in Lukasz Gruszczynski and Wouter Werner (eds), Deference in 
International Courts and Tribunals: Standard of Review and Margin of Appreciation (Oxford 
University Press, 2014) 114; Croley and Jackson, above n 17, 194–5. 
20 Understanding on Rules and Procedures Governing the Settlement of Disputes, 1869 UNTS 401, 33 
ILM 1226 (1994) [hereinafter DSU) Article 11. [emphasis added] 
21 Sweet and Mathews, above n 1, 76. 
22 ibid., 82. 
23 ibid. 
24 See Gleider Hernández, The International Court of Justice and the Judicial Function (Oxford 
University Press, 2014) 85; Tom Ginsburg, ‘International Judicial Lawmaking’ (Conferences on New 
Political Economy, 2006) 177. 
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practice been subject to certain limitations, which exist in two forms. On the one 

hand, the review power is defensible to the extent that the rule-making discretion is in 

accordance with existing law.25 On the other, adjudicators widely recognise the 

review power as requiring great deference and respect to the primary decision-

makers, as discussed in the next section. This concept of deference is explored in 

more detail in Chapter 6, in the context of a consideration of the role of investors in 

the dispute discussed there. However, the concept of deference is examined briefly 

below, as it raises issues in the context of applying the proportionality test and the 

judicial review power established by the test. 

1.2	  The	  Judicial	  Review	  Power	  and	  the	  Exercise	  of	  Deference	  in	  Non-‐ISDS	  

Jurisdictions	  

In the context of standards of review, like those that apply in the proportionality test, 

deference is concerned with a ‘limitation in a court’s or tribunal’s level of scrutiny 

concerning decisions taken or determinations made by a host state institution because 

the adjudicator respects the reasons for a state’s decision or conduct even if its own 

assessment was different’.26 The need for deference arises in two contexts. The first is 

where there is uncertainty as to the law or the facts. The second is where, because of 

the qualitative nature of the interests and rights at stake in the dispute, there is no 

objectively correct answer.27 The concept of deference can therefore be divided into 

the categories of empirical deference and normative deference, according to 

Henckels.28 Empirical deference relates to uncertainty in relation to knowledge and 

                                                
25 H.L.A Hart, The concept of law, 3rd ed. (Oxford University Press, 2012) 139. 
26 Stephan W Schill, ‘Deference in Investment Treaty Arbitration: Re-conceptualizing the Standard of 
Review’ (2012) 3 Journal of International Dispute Settlement 577, 582. See also Aileen Kavanagh, 
‘Deference or Defiance? The Limits of the Judicial Role in Constitutional Adjudication’ in Grant 
Huscroft (ed), Expounding the Constitution: Essays in Constitutional Theory (Cambridge University 
Press, 2008) 184, 186. 
27 Alan DP Brady, Proportionality and Deference Under the UK Human Rights Act: An Institutionally 
Sensitive Approach (Cambridge University Press, 2012) 68, 107. 
28 Robert Alexy and Julian Rivers, A Theory of Constitutional Rights (Oxford University Press, 2009) 
388–425; Henckels, above n 19, 115. 
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factual findings, whereas normative deference relates to the uncertainties that arise 

where decision-making is based on value judgments.29  

Moreover, the degree of deference directly correlates with the limitations accepted by 

adjudicators. This limitation could be highly intrusive, de novo review or complete 

deference to the primary decisions of authorities.30 That is to say, the degree of 

deference will range from ‘treating the views of the primary decision-maker … as 

persuasive’,31 meaning that courts or tribunals can assess the issue by treating the 

views of the decision-makers as conclusive and declining to assess the issue at all, 

accepting the original assessment in toto.32 

There is an example of the exercise of complete deference in non-ISDS jurisdictions 

in the WTO. According to Article 17.6 of the Anti-Dumping Agreement: 

(i) in its assessment of the facts of the matter, the panel shall determine 

whether the authorities’ establishment of the facts was proper and whether 

their evaluation of those facts was unbiased and objective … [So], even 

though the panel might have reached a different conclusion, the 

evaluation shall not be overturned; (ii) the panel shall interpret the 

relevant provisions of the Agreement in accordance with customary rules 

of interpretation of public international law.33  

Article 17.6 is explicit about the circumstances where deference is required and is a 

useful example. As stated above, under Article 11 of DSU, the standard of review in 

the WTO law is the duty of the panel to make ‘an objective assessment’.34 According 

to the Appellate Body, in EC-Hormones, an objective assessment is neither de novo 

                                                
29 Brady, above n 27, 68; Henckels, above n 19, 116. 
30 Henckels, above n 19, 116; see also Kavanagh, above n 26, 184–6. 
31 Henckels, above n 19, 116. 
32 Jan Bohanes and Nicolas Lockhart, ‘Standard of Review in WTO Law’ (2009) The Oxford 
Handbook of International Trade Law 378, 383. 
33 Agreement on Implementation of Article VI of the General Agreement on Tariffs and Trade 1994  
(the Anti-Dumping Agreement). Article 17.6. [emphasis added] 
34 DSU, above n 20, Article 11. 
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review, nor “total deference”.35 Rather, the deference is determined by customary rules 

of interpretation of public international law and legal provisions.36 For example, public 

policy provisions and the substantive policy choices of states concerning public morals 

or public order are exceptions to which WTO panels refer in order to determine an 

appropriate deferential standard of review. The exception of serious and substantive 

public policy, combined with the panels’ duty of exercising objective assessment, acts 

as a restraint on them from exercising a de novo review.37 In highlighting these public 

policy exceptions, Article XX of GATT, for example, introduces the protection of 

human health38 or the conservation of inexhaustible natural resources.39 Furthermore, 

Article XIV(a) of GATS provides the exceptions of public morals or maintaining 

public order as the threshold of seriousness. Elaborating the threshold of seriousness in 

exercising a deferential standard of review, the case of Dominican Republic – Import 

and Sale of Cigarettes noted that efficient tax collection, for example, is the ‘most 

important interest for any country and particularly for a developing country’.40 

Therefore, the case law in the WTO shows a tendency towards limiting the review 

power of adjudicators from a de novo review where the decisions of state authorities 

involve serious and substantial public policies. 

The use of the deferential standard of review in the context of non-ISDS, such as the 

WTO regime, is premised on two grounds. First, the rationale behind the deferential 

standard of review is concerned with the nature of the exercise of power in sovereign 

states. That is, the decision-makers in sovereign states, whether domestic legislatures 

                                                
35  EC Measures Concerning Meat and Meat Products (EC-Hormones), (Appellate Body Report) 
(WT/DS26/AB/R, 13 Feb. 1998) para 117. 
36 See, e.g., United States – Transitional Safeguard Measure on Combed Cotton Yarn from Pakistan, 
(Appellate Body Report) (WT/DS192/AB/R, 5 Nov. 2001); United States – Investigation of the 
International Trade Commission in Softwood Lumber from Canada (Appellate Body Report) 
(WT/DS277/AB/RW, 9 May 2006) paras 93, 113. 
37 See, e.g., Korea-Measures Affecting Imports of Fresh, Chilled and Frozen Beef, (Appellate Body 
Report) (WT/DS169/AB/R, 10 Jan. 2001) para 162; Canada – Measures Relating to Exports of Wheat 
and Treatment of Imported Grain, (Appellate Body Report) (WT/DS276/AB/R, 17 Sep. 2004) 6.224. 
38 GATT, above n 11, Article, XX(b). 
39 ibid., Article XX(g). 
40 Dominican Republic – Import and Sale of Cigarettes, (Appellate Body Report) (WT/DS302/AB/R, 
19 May 2005) 7.215. See also United States-Measures Affecting the Cross-Border Supply of Gambling 
and Betting Srvice, (Appellate Body Report) (WT/DS285/AB/R, 20 April 2005) para 6.492. 
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or courts, have a greater discretion than external tribunals over, and primary 

responsibility for, not only their own regulatory autonomy but also the interests and 

welfare of the public.41 Regulatory autonomy and public interests are connected 

concepts, which suggests that judicial bodies of the sovereign states should be the 

main determinants of the legal, social and economic will of the public. This first 

rationale, which is termed the ‘voice’ 42  or ‘proximity’ 43  approach by scholars, 

corresponds with the idea that states are ‘better legitimized’, 44  and also more 

competent than external adjudicators, to determine the legality of state legislative or 

judicial decisions. This rationale thus suggests that international adjudicators should 

value the decisions of domestic primary decision-makers or measures taken in favour 

of public interests or states’ sensitive affairs, and refrain from ‘second-guessing’ the 

state judiciary or regulatory objectives.45  

Second, while the first logical ground for the adoption of the deferential standard of 

review is about the broader discretion and proximity of the domestic courts, the second 

rationale concerns the difference between the level of local expertise and knowledge of 

the judiciary of the states as opposed to that of intentional courts and tribunals. 

Tribunals suffer from a range of time, resource and other limitations. By contrast, 

‘Governments are better placed to perform tasks such as gathering and evaluating 

complex information, monitoring evolving situations, engaging in consultation and 

investigating alternative courses of action, and may have greater expertise in relation 

to the subject matter of the measure.’46 Clearly, if governments have more expertise 

and better resources, it follows that they will arrive at better and more informed 

decisions on the questions at issue. 
                                                
41 Henckels, above n 19, 123; Mark Elliott, ‘Proportionality and Deference: The Importance of a 
Structured Approach’ in Christopher F Forsyth et al. (eds), Effective Judicial Review: A Cornerstone of 
Good Governance (Oxford University Press, 2010) 281; Brady, above n 27, 72; Mads Andenas and 
Stefan Zleptnig, ‘Proportionality: WTO Law: In Comparative Perspective’ (2006) 42 Tex. Int’l LJ 371, 
393; Kavanagh, above n 26, 188. 
42 Schill, above n 26, 600. 
43 Caroline Henckels, ‘Balancing Investment Protection and the Public Interest: The Role of the 
Standard of Review and the Importance of Deference in Investor–State Arbitration’ (2013) 15 Journal 
of International Dispute Settlement 1, 14; Henckels, above n 5, 243; Henckels, above n 19, 123. 
44 Schill, above n 26, 600. 
45 Gus Van Harten, Investment Treaty Arbitration and Public Law (Oxford University Press, 2007) 145. 
46  Henckels, above n 19, 117. 
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Taken together, both of these grounds are about the greater competence of the 

sovereign states in terms of the technical and legal aspects of the dispute. Their greater 

expertise renders the judicial bodies of states better placed to take principal 

responsibility for the evaluation and assessment of the legality of activities affecting 

the investment.47 The importance of the factor of expertise stems from the fact that, 

‘[it] will often militate for respecting science-based determinations made by domestic 

agencies’, such as in environmental or pollution cases; admitting the concept of 

expertise can ‘speak in favour of respecting factual determinations made by domestic 

institutions, rather than supporting full-blown review by investment treaty tribunals’.48 

To sum up, the function of proportionality analysis in the context of reviews of state 

actions involves two factors: first, that adjudicators have the review power to evaluate 

legal aspects of the legislative and executive decisions of states’ primary decision-

makers; and second that their review power should be fettered by a certain level of 

confidence in and respect for the measures taken by the primary decision-makers.49 

Given these two factors, the question is whether the application of proportionality, 

and more specifically the standard of review applied by investment tribunals, has been 

deployed correctly within the regime of investment treaty dispute settlement. Further, 

at issue is whether proportionality as an analytical method of balancing warrants 

reasonable grounds that there is perception of systemic bias, and adds to the potential 

legitimacy crisis in ISDS, specifically in the context of indirect expropriation and 

legitimate expectations. In the next section, this study analyses the standard of review 

and the practice of deference through proportionality in ISDS.  

Part	  II:	  Proportionality	  Analysis	  in	  Investment	  Arbitration	  

2.1	  General	  

The application of proportionality in the context of investment arbitration is a recent 

attempt by tribunals to enhance the legitimacy of the regime. As Chapters 3 and 4 

argued, the conflict between the broad and narrow interpretations of investment treaty 

                                                
47 Ibid, above n 19, 128; Schill, above n 26, 602. 
48 Schill, above n 26, 602. 
49 Sweet and Mathews, above n 1, 79, 131, 161, 163. 
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standards and norms has created perception of systemic bias in this system. 

Proportionality represents an effort to better balance competing interests of investors 

and states.50 However, as discussed in this part, the adoption of proportionality in 

investment arbitration has also been problematic in terms of how investment tribunals 

apply the standard of review. 

Similar to the practice of jurisdictions external to ISDS, the proportionality test in 

investment arbitration provides for a potential standard of review reflecting the allocation 

of authority between the primary national decision-makers and investment tribunals.51 

This allocation, inter alia, lies in the degree of scrutiny of the decisions of national 

authorities. Investment tribunals examine the measures of the defendant sovereign host 

state, ranging from a strict de novo to a more lenient or flexible review power.52  

Thus the standard of review applied in relation to proportionality can be applied in a way 

that is overly intrusive with respect to public policy choices of sovereign states. The 

standard of review may effectively substitute the assessment of tribunals for those 

national primary decision-makers.53 That is, the review power in the balancing regime of 

proportionality has the capacity to expand the power of investment tribunals. This is 

particularly the case if the applicable standard is the de novo standard of review, which 

overtly places too much power in the hands of tribunals over the domestic governance of 

states, concerning serious issues such as public order or morality in host states.54 Even as 

                                                
50 Eva Brems, ‘Margin of Appreciation Doctrine in the Case-law of the European Court of Human 
Rights’ (1996) 56 Max-Planck-Institut für ausländisches öffentliches Recht und Völkerrecht 240, 297–
8; Susan D. Franck, ‘The ICSID Effect-considering Potential Variations in Arbitration Awards’ (2010) 
51 Va. J. Int’l L. 825, 828; Erlend M Leonhardsen, ‘Looking for Legitimacy: Exploring Proportionality 
Analysis in Investment Treaty Arbitration’ (2011) III Journal of International Dispute Settlement 1, 22; 
Collins C Ajibo, ‘Legitimacy Challenges in Investor–State Arbitration Interpretive Principles: 
Reflecting on a Balancing Tool’ (2013) 10 Manchester Journal of International Economic Law 382, 
387. 
51 See generally Pieter Van Dijk, Godefridus JH Hoof and Godefridus JH Van Hoof, Theory and 
Practice of the European Convention on Human Rights (Martinus Nijhoff, 1998). See also Henckels, 
above n 5, 239; Burke-White and Von Staden, above n 3, 370; T Jeremy Gunn, ‘Deconstructing 
Proportionality in Limitations Analysis’ (2005) 19 Emory Int’l L. Rev. 465, 478; Andenas and Zleptnig, 
above n 41, 392. 
52 Schill, above n 26, 560. 
53 Henckels, above n 5, 239–40 
54 Charles N Brower and Stephen W Schill, ‘Is Arbitration a Threat or a Boom to the Legitimacy of 
International Investment Law?’ (2008) 9 Chicago Journal of International Law 471; David D Caron, 
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proportionality is introduced in an attempt to depart from the broad/narrow interpretation 

of investment treaty standards and norms, its application may actually result in a return to 

expansion in interpretation of the investment treaty principles. As a result, the 

proportionality test may undermine its principal objective of enhancing legitimacy, and 

may even add to the perception of systemic bias. 

To date, investment treaties have not explicitly addressed forms of review in treaty 

provisions, nor has investment treaty arbitration developed a consistently deferential 

standard of review that draws on the non-ISDS experience.55 Furthermore, investor–

state arbitration lacks an appellate facility to review tribunals’ decisions. As a result, 

there is uncertainty about the extent and degree of deference that investment tribunals 

ought to afford. This uncertainty is reflected in the incoherent application of 

proportionality in ISDS, leading to inconsistent outcomes in decisions. 

It must be noted that a deferential standard of review under proportionality only 

requires arbitral tribunals to be cautious in exercising their power and prudent in 

applying a de novo standard of review, which effectively sets them up to second-guess 

state decisions in relation to their own public interests. In the application of a 

deferential standard of review, caution about exercising this power is particularly 

necessary in two contexts. First, this applies where there is uncertainty about the 

extent and scope of norms and principles in investment treaties, as is the case in the 

principles of legitimate expectations and indirect expropriation. Second, it is relevant 

where the value of state policy objectives is unclear or controversial for arbitral 

tribunals, particularly in cases that involve decisions of states in relation to public 

interests such as health, environment and human rights. This study now turns to how 

energy investment tribunals have confronted these two issues – as compared with the 

practice of non-ISDS jurisdictions outlined above – in relation to the application of 

the concept of proportionality in the exercise of a deferential standard of review.  

                                                                                                                                       
‘Investor–State Arbitration: Strategic and Tactical Perspectives on Legitimacy’ (2008) 32 Suffolk 
Transnat’l L. Rev. 515; Burke-White and Von Staden, above n 3, 295–7; Henckels, above n 19, 114. 
55 Petersmann, above n 18, 20–1; Michael Ioannidis, ‘Beyond the Standard of Review: Deference 
Criteria in WTO Law and the Case for Procedural Approach’ in Lukasz Gruszczynski and Wouter 
Werner (eds), Deference in International Courts and Tribunals: Standard of Review and Margin of 
Appreciation (Oxford University Press, 2014) 93–4. 
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2.2	  Proportionality	  in	  the	  Energy	  Case	  Law	  

As a general rule in non-ISDS jurisprudence, the deferential standard of review is at 

the centre of the proportionality test.56 In the non-ISDS context, the proportionality 

test comprises three stages, all of which must be satisfied stage by stage and 

cumulatively.57 The first stage is an assessment of whether the state measure ‘serves a 

legitimate government purpose and is generally suitable to achieve this purpose’.58 At 

the second stage, necessity, adjudicators are required to assess whether the state’s 

measure was the least restrictive available option for pursuing its objective.59 The 

final stage of proportionality analysis, proportionality stricto sensu, involves an 

examination of whether the effects of measures that have passed the suitability and 

necessity tests are disproportionate, excessive and/or incommensurate with the 

objective pursued by the state.60  

These three stages also apply to energy case law in the investment arbitration context. 

The analysis of the perception of systemic bias in this context focuses on two issues: 

the degree of scrutiny in the review standard applied by tribunals at the first and 

second stages; and the tribunals’ return to a broad reading of investment treaty 

principles in the third stage. The next sections engage in a comparative analysis of 

these issues by examining the three stages of the proportionality test in both ISDS and 

non-ISDS jurisprudence. Concerning the level of interference and intrusiveness of 

investment tribunals, the study of energy case law shows that, at the suitability and 

necessity stages of the test, the analysis of several tribunals is based on a stringent de 

novo review of state’s public policy choices. This exercise of review power is in 

contrast to the practice of non-ISDS, where the public interest or welfare is at stake; 

this is discussed in the next two sections. 

The issue of interpretive over-reach by tribunals arises at the proportionality stricto 

sensu stage. Here, a de novo review of states’ decisions gives rise to the analysis of 

                                                
56 Jans, above n 7, 240–1. 
57 ibid., 240. 
58 Kingsbury and Schill, above n 4, 84. 
59 Jans, above n 7, 240. 
60 Van den Bossche, above n 8, 285; Jans, above n 7, 241. 
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solely the effect of the states’ measures, rather than considering the public purpose of 

the measures. This issue is discussed in the third section below, after analysis of the 

suitability and necessity stages of the proportionality test. 

2.2.1	  Suitability	  stage	  and	  the	  Standard	  of	  Review	  

The first stage in applying proportionality is ascertaining the suitability of the measure 

in question. Two steps have to be followed. First, the legitimacy of the purpose of the 

measure must be ascertained and illegitimate pursuits disallowed. After finding that 

the purpose was legitimate, the decision-maker must examine the ‘relationship 

between the measure and its object’.61 This stage attempts to ensure that the measure 

taken by the state is done in pursuit of the stated purpose.62 In this second step, the 

measure is tested with regard to whether there is a reasonable connection between the 

measure and its objective.63 In the first step of the application of proportionality, 

investment tribunals review the decisions of primary authorities to determine whether 

the policy choices are legitimate and reasonable. 

The review power of investment tribunals at this first stage is particularly salient 

when assessing the violation of the treaty standard of fair and equitable treatment. As 

discussed in Chapter 3, the interpretation of fair and equitable treatment encompasses 

the assessment of several elements, including legitimate expectations of investors, 

procedural due process, denial of justice and transparency. At the first stage of the use 

of the concept of proportionality, the assessment of these elements entails weighing 

competing values and interests in order to establish whether there are reasonable 

connections between the measure and its objective. For example, the Tribunal in El 

Paso v Argentina established this connection in its review of the host state’s measures 

in relation to the financial crisis in Argentina. The tribunal found that states’ measures 

are unreasonable where states ‘totally’ modify or alter the grounds on which the 

                                                
61 Jans, above n 7, 240. 
62 Kingsbury and Schill, above n 4, 84. 
63  Roland Kläger, ‘Fair and Equitable Treatment’ in International Investment Law (Cambridge 
University Press, 2013) 39; Barak, above n 5, 374. 
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expectations of investors were based.64 Referring to LG&E v Argentina, the Tribunal 

in the El Paso Case concluded that: 

It cannot be denied that in the matter before this Tribunal the cumulative 

effect of the measures was a total alteration of the entire legal setup for 

foreign investments, and that all the different elements and guarantees … 

can be analysed as a special commitment of Argentina that such a total 

alteration would not take place. As stated by the tribunal in LG&E, when 

evaluating the same events, ‘here, the Tribunal is of the opinion that 

Argentina went too far by completely dismantling the very legal 

framework constructed to attract investors’.65  

In other cases, tribunals also apply proportionality to balance the treaty rights of 

investors and public interests of the host states.66 Tribunals in their review linked the 

violation of treaty standards to reasonable considerations. The cases suggest that the 

states’ measures may be held to be unreasonable where, for example, the measure was 

‘an arbitrary reversal’67 of the state’s undertaking, or the host state makes regulatory 

changes ‘continuously and endlessly’.68 

However, while the review power of investment tribunals at this stage is based on the de 

novo review of the host state’s public policy choices, the application of the proportionality 

test in non-ISDS most often takes a completely different path. At this first stage of 

suitability, non-ISDS tribunals exercise a high degree of deference to the domestic 

executive or judicial decisions concerning public interests in assessing the rationality and 

                                                
64 El Paso Energy International Company v The Argentina Republic, (Award) (ICSID Case No. 
ARB/03/15, 31 October 2011) paras 364, 517. 
65 ibid., para 517. See also LG&E Energy Corp., LG&E Capital Corp. and LG&E International Inc. v 
Argentine Republic, (Decision on Liability ) (ICSID Case No. ARB/02/1, 3 October 2006) para 139.  
66 Frontier Petroleum Services v Czech Republic, (Final Award) (UNCITRAL, 12 November 2010); 
PSEG Global, Inc. v Republic of Turkey, (Award) (ICSID Case No. ARB/02/5, 19 January 2007); Toto 
Cosluzioni Generali SPA, v The Republic of Lebanon, (Final Award) (ICSID Case No ARB/07/12, 
7 June 2012); Alex Genin, Eastern Credit Limited, Inc. and A.S. Baltoil v Estonia, (Award) (ICSID 
Case No. ARB/99/2, 25 June 2001); Metalclad Crop v United Mexican States, (119 ILR 647, 2002). 
67 Frontier Petroleum v Czech Republic, ibid, para 285. 
68 PSEG Global v Turkey, above n 66, paras 241, 256. 
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legitimacy of the public measures.69 This level of deference means, for example, that the 

assessment of the rationality of the measure taken by an eligible authority requires courts 

and tribunals to place the burden on the claimant, who must prove that the measure was 

unacceptable, unsuitable, unreasonable and incapable of achieving the pursued 

objective.70 Arguably, in non-ISDS jurisdictions, there is a trend of increasing deference 

towards the states in the application of the first stage of the proportionality test. The 

practice of the WTO and its Appellate Body exhibits this trend, where in United States – 

Tuna Case, for example, the Report of the Appellate Body in relation to trade restrictions 

opined that ‘Members remain free to determine at what level they seek to achieve an 

objective.’71 Also, the ECtHR and ECJ limit their review of the facts of the case to a 

simple determination of the eligible authorities in states, in order to decide whether the 

measure was taken in the public interest.72  

	  

If the review power extends to de novo review in the context of the suitability test, 

this makes possible judgments that deploy such terms as arbitrary,73 illegal74 and 

irrational75 in describing state measures taken in pursuit of their public interest 

objectives. Clearly, such judgments imply an extensive level of expertise on the part 

of tribunals in the specific legal and social background of the host state. Yet there is 

no guarantee that tribunals have such expertise. By contrast, the trend towards 

deference at this suitability stage gives the state greater latitude to establish the scope 

of the actual definition of their public interests. 

                                                
69 Jans, above n 7, 244; Barak, above n 5, 309. 
70  Janneke Gerards, ‘Pluralism, Deference and the margin of Appreciation Doctrine’ (2011) 
17 European Law Journal 80, 89. 
71 United States – Tuna, (Appellate Body Report) (WT/DS381/AB/R, 16 May 2012) para 129. 
72 Barak, above n 5, 316. See e.g., Holy Monasteries v. Greece, (Series A, No. 301-A, 9 December 
1994) para 69. 
73 See e.g. Teco Guatemala Holdings LLC v Guatemala (Award) (ICSID Case No. ARB/10/17, 
19 December 2013) paras 583-589. 
74 See, e.g., Metalclad Crop v United Mexican States, above n 66, paras 90-98; Genin v Estonia, above 
n 66, paras 364–5, 370. 
75 See, e.g., Glamis Gold v United States (Award) (UNCITRAL 8 June 2009) paras 803, 805. 
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2.2.2	  Necessity	  stage	  and	  the	  Standard	  of	  Review	  	  

Once it is established that the measure is suitable, adjudicators use the necessity test 

as the next stage of applying the concept of proportionality. They must determine 

whether the legislative measure was the least restrictive available option for the 

pursued objective. 76  This requires that tribunals weigh ‘the importance of the 

underlying regulatory objective with the right or interest at stake’,77 and make 

conclusions ‘as to whether the deleterious impact on the relevant right or interest is 

proportionate to the measure’s avowed public benefit’.78 Thus, at this second stage, 

the assessment involves two questions: whether or not there is a less restrictive 

measure; and whether the measure is feasible and effective in a reasonable sense. 

	  

As for the suitability, the use of proportionality shows a high degree of deference at 

this necessity stage under non-ISDS cases. The burden of proof is on the claimant to 

prove that there were alternative measures available that states could have taken.79 

This gives greater leeway to states to make their own choices concerning their public 

policy interests.80 The practice of the ECJ, for example, demonstrates that there is a 

tendency towards approving the reasoning of state authorities with regard to justifying 

their choices in situations of necessity.81 This is especially the case where the measure 

concerns the social and economic policy of states, in which tribunals often have no 

specific competence.82 Similarly, in the WTO jurisdiction, ‘it [is] not the necessity of 

the policy goal that [is] to be examined, but whether or not [the particular measure is] 

                                                
76 Kingsbury and Schill, above n 4, 84. 
77 Andrew D Mitchell and Caroline Henckels, ‘Variations on a Theme: Comparing the Concept of 
Necessity in International Investment Law and WTO Law’ (2013) 14 Chi. J. Int’l L. 100; Barak, above 
n 5, 343; Elliott, above n 41, 271. 
78 Federico Ortino, Basic Legal Instruments for the Liberalisation of Trade: A Comparative Analysis of 
EC and WTO Law (Bloomsbury, 2004) 471. 
79 See, e.g., Commission v Italy (Trailers) (ECR I-519, 2009) paras 66–7; Commission v Germany 
(Medicines) ( ECR I-257, 1992) paras 24-5. See also Andenas and Zleptnig, above n 41, 393; Elliott, 
above n 41, 271. 
80 Elliott, above n 41, 269. 
81 Tor-Inge Harbo, ‘The Function of the Proportionality Principle in EU Law’ (2010) 16 European Law 
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 172 

necessary … it [is] therefore not the task of the Panel to examine the necessity’ of 

what Member States seek to achieve.83  

The application of proportionality in several energy investment tribunals at this stage 

of necessity is rather inconsistent, and is not deferential. Proportionality at this stage 

played a significant role in investment disputes arising out of the Argentina Crisis. 84 

Argentina argued that changes in the legal or regulatory framework were necessitated 

by emergency circumstances. As discussed in Chapter 3, with respect to applying the 

necessity test of the only available option, the Tribunals in CMS, Enron and Sempra 

examined whether the measure that was determined by Argentina was the only and 

most effective reaction to the financial collapse.85 In this crisis, the Argentinean peso 

lost 40 per cent of its value and, subsequently, the income per person in dollar terms 

shrank ‘from around $7,000 to just $3,000’, and ‘unemployment rose to 25 per 

cent.’86 The initial Argentinean response to save the state from bankruptcy was to 

adopt several measures, including the pegging of the peso to the US dollar and the 

freezing of all bank accounts, inadvertently harming many foreign investors.87 With 

de novo review of Argentina’s regulatory, executive and judiciary measures, all three 

tribunals concluded that other means were available to respond to the crisis, but 

Argentina had not considered them.88  

                                                
83 United States – Gasoline, (Appellate Body Report) (WT/DS2/9, 20 May 1996) 6.22. 
84 CMS Gas Transmission Company v The Argentine Republic, (Award) (ICSID Case No ARB/01/08, 
12 May 2005, Award); Sempra Energy International v Argentine Republic, (Award) (ICSID Case No. 
ARB/02/16, 28 September 2007); LG&E Energy v Argentine, above n 65; Enron Creditors Recovery 
Corporation and Ponderosa Assets, LP v Argentine Republic, (Award) (ICSID Case No ARB/01/3, 
22 May 2007). See also CMS Gas Transmission Co. v Argentina, (Decision on Annulment) (ICSID 
Case No. ARB/01/8, 25 Sep. 2007, Decision on Annulment); Sempra Energy International v Argentine 
Republic (Decision on Annulment) (ICSID Case No. ARB/02/16, 29 June 2010, Decision on 
Annulment); LG&E Energy Corp., LG&E Capital Corp. and LG&E International Inc. v Argentine 
Republic (Award) (ICSID Case No. ARB/02/1, 25 July 2007). 
85 CMS v Argentine , above n 84, para 324; Enron v Argentine, above n 84, para 308; Sempra Energy v 
Argentine, above n 84, para 351. 
86  ʻArgentina’s Collapse: A Decline without Parallel’ The Economist (28 February 2002), 
<http://www.economist.com/node/1010911> 
87 Decree No. 1570, Dec. 3, 2001, 20787 BO 1. 
88 CMS v Argentine , above n 84, para 324; Enron v Argentine, above n 84, para 308; Sempra Energy v 
Argentine, above n 84, para 351. For further discussion refer to section 2.1.3, Chapter Three. 
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In applying the necessity test in this case, the three Argentinian tribunals failed to give 

appropriate consideration to any alternative measures other than the freezing of tariffs 

that the state authorities could have undertaken in the circumstances of the case.89 

That is, the tribunals ignored the special knowledge and competence of the state 

authorities. As Judge Nikken noted in his Separate Opinion in the AWG InterAgua 

Cases, the failure to evaluate other effective and feasible alternative measures 

stemmed from the tribunals’ lack of knowledge, competence and expertise about the 

social and economic context of the host state in this crisis.90 He also suggested that 

investment tribunals should not apply the proportionality test at the necessity stage in 

a ‘strict way’.91 Rather, at the necessity stage, he indicated that tribunals need to 

consider deferring to the policy choices of states with regard to their public interests, 

treating them as ‘within the range of decisions that any reasonable government could 

have adopted under the same circumstances’.92  

Therefore, while non-ISDS jurisprudence generally has applied the initial two stages 

of suitability and necessity appropriately in the balancing proportionality test, tending 

to defer to the sovereign state, in the ISDS realm the approach is much less consistent 

– in fact, there is a tendency to defer less to states. Several investment tribunals 

appear to believe that states’ public policy goals cannot ultimately outweigh the 

property rights or legitimate expectations of investors, despite advocating the 

balancing approach. This result is fuelled by the judicial review power of tribunals to 

interfere in how states make public policy choices against the investors’ rights. 

However, in the context of non-ISDS jurisdictions, as Mitchell and Henckels observe, 

the balancing approach is rationalised on the basis that ‘it preserves the right to set 

legitimate policy goals to governments, thus avoiding excessive interference with 

                                                
89 Suez, Sociedad General de Aguas de Barcelona SA, and Vivendi Universal SA and The Argentine 
Republic, and AWG Group v The Argentine Republic, (Decision on Liability) (ICSID Case No. 
ARB/03/19, 30 July 2010) paras 100, 235; Suez Sociedad General de Aguas de Barcelona SA and 
Interagua Servicios Integrales de Agua SA v The Argentine Republic (Decision on Liability) (ICSID 
Case No. ARB/03/17, 30 July 2010 ) para 215. 
90 Interagua v Argentine (Separate Opinion of Arbitrator Pedro Nikken ) (ICSID Case No. ARB/03/17, 
30 July 2010) para 37. 
91 ibid., paras 37, 42. 
92 ibid. 
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national sovereignty’, and also ‘it avoids the inevitably subjective decision-making 

that an assessment of the legitimacy of an objective entails’.93  

2.2.3	  Proportionality	  Stricto	  Sensu	  and	  the	  Standard	  of	  Review	  

The third stage is proportionality stricto sensu, which involves an examination of 

whether the effects of measures are disproportionate, excessive and/or 

incommensurate with the objective and purpose pursued by the state. Investment 

tribunals have applied the test at this stage mainly in the context of the measures 

concerning regulatory taking by states. 94  As discussed in Chapter 4, in their 

assessment of the legality of states’ measures against the property rights of investors, 

tribunals distinguish between the rights of states to regulate in the public interest and 

the concept of indirect expropriation. In so doing, the tribunals examine either the sole 

effect of the state’s interference on the property rights of investors, or the purpose and 

context in which the measures with potential expropriatory impact have been taken. 

On the one hand, as the prevailing test in most investor–state tribunals, the sole effect 

test encourages a broad interpretation of treaty standards and has often resulted in 

favouring foreign investors.95 This broad interpretation fuels a potential perception 

bias in the investor–state dispute settlement regime. On the other hand, in an approach 

taken by a few tribunals, the purpose test gives more weight to public interests and the 

sovereign power of host states.96 Only a minority of investment tribunals have applied 

the purpose test. 

The use of proportionality addresses these concerns at the third, stricto sensu stage. 

Proportionality stricto sensu is an effort to reconcile the effect and purpose of the 

measures. This stage, with its conciliatory approach, requires weighing the 

                                                
93 Mitchell and Henckels, above n 77, 147. 
94 For cases involving the violation of legitimate expectations of investors, see for example, EDF 
(Services) Limited v Romania, (Award) (ICSID Case No ARB/05/13, 8 October 2009); Tecnicas 
Medioambientales Tecmed SA v United Mexican States (Award) (ICSID Case No. ARB(AF)/00/2, 
29 May 2003). 
95 Tarcisio Gazzini, ‘Drawing the Line Between Non-Compensable Regulatory Powers and Indirect 
Expropriation of Foreign Investment-An Economic Analysis of Law Perspective’ (2010) 7 Manchester 
Journal of International Economic Law 3650; Ben Mostafa, ‘The Sole Effects Doctrine, Police Powers 
and Indirect Expropriation under International Law’ (2008) 15 Austlian International Law Journal 267. 
96 Jeswald W Salacuse, The Law of Investment Treaties, 2nd ed. (Oxford University Press, 2015) 317. 
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justification of the state’s measure against its impacts, as ‘the more intense the 

restriction of a particular interest, the more important the justification for the 

countervailing objective needs to be’.97 It is at this stage that the balancing regime 

under the proportionality test is much more problematic. On the one hand, this stage 

indicates a true weighing of competing objectives and purposes as opposed to looking 

at the effects of the measures. 98 On the other hand, adjudicators at this third stage of 

the test are more involved in a balancing of various conflicting interests to ensure that 

‘the state has stayed in a basically proportionate manner within an outer framework 

that is spanned by the recognition of property and investment protection, on the one 

hand, and the legitimate public interest, on the other’.99  

In non-ISDS jurisdictions the application of the test at this third stage follows the 

same limitation on the judicial power of adjudicators as at the suitability and necessity 

stages. For example, in their review of proportionality analysis, the ECJ and ECtHR 

defer to circumstances by which Member States justify their objectives, and take 

measures against or in favour of domestic or foreign investors accordingly.100 The 

respect in the context of the proportionality stricto sensu becomes evident where the 

ECJ and ECtHR do not make the state liable for its actions unless the effect of the 

measures on legitimate expectations of investors is ‘manifestly disproportionate’101 or 

they find ‘significant imbalance’102 between the effects of the measure and the 

objective pursued by the state. Such wording clearly suggests that state purposes are 

being accorded significant weight against any effects of public policy measures. This 

                                                
97 Andenas and Zleptnig, above n 41, 390.  
98 Ursula Kriebaum, ‘Regulatory Takings: Balancing the Interests of the Investor and the State’ (2007) 
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approach ‘grant[s] greater leeway for State regulatory activity by requiring [the other 

party] to meet a particularly high threshold of harm’.103 

By contrast, in energy investment case law there is inconsistency at this stage in the 

tribunals’ assessment of the effect and purpose of states’ public policy choices. The 

inconsistency stems from the lack of textual clarity in the investment treaty system 

with respect to the proportionality test. There is no investment treaty to date that 

either mentions or clarifies the three stages of the test – specifically, at the stage of 

stricto sensu, of privileging the effect of the host state measures over their purpose. 

The extent of the judicial review power of tribunals is also unclear in investment 

treaties. This lack of clarity should lead tribunals to interpret the applicable treaty 

standards and exercise their review power and the application of proportionality in a 

narrow way. This narrow approach requires that the tribunals exercise caution and 

give weight to the treaty rules that explicitly exclude states from liability under certain 

circumstances, namely measures for public purposes in cases of regulatory changes or 

taking.104 The lack of textual clarity also gives rise to a rule-making power in 

tribunals, which arguably goes beyond the powers conferred by states in the treaty 

arrangements. 

This approach of exercising rule-making discretion is analysed at this stage of 

proportionality stricto sensu through discussion of two steps in tribunal decision-making: 

Ø First, like the other two stages, the proportionality stricto sensu represents the 

tribunals’ stringent de novo review. This power enables questioning of the states’ 

measures in relation to their public interests. Thus proportionality stricto sensu 

grants a wide level of discretion to tribunals. 

Ø Second, as a result of this intrusive review discretion and rule-making power, a 

return to the broad interpretation dominates in the tribunals’ reasoning, even when 

                                                
103 Esmé Shirlow, ‘Deference and Indirect Expropriation Analysis in International Investment Law 
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595, 616. 
104 For further discussion refer to non-precluded measures clause described in section 2.1.3, Chapter 
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they apply proportionality stricto sensu. This broad reading looks mainly at the 

effects of the measures rather than the public interest purposes of states. 

The next section looks at these two issues in the application of the proportionality 

stricto sensu stage in investment energy cases. These cases show that the de novo 

review of the states’ measures is the primary step towards a return to the broad 

reading of the sole effect of the states’ measures. This is due to the fact that, in most 

cases, tribunals have little knowledge of, expertise in and proximity to the context in 

which states made public policy choices. Consequently, a strict judicial review makes 

possible and encourages a sole focus on the effect of the measures.  

Finally, it is important to note that, as mentioned earlier, the proportionality test under 

non-ISDS must be satisfied stage by stage and cumulatively. However, it is obvious 

that this mandate in the application of the test has been ignored in energy investment 

tribunals, and tribunals are inclined to perform the test only at proportionality stricto 

sensu. Discussion of this failure in fully applying the test and its consequences on the 

final decisions of tribunals is beyond the scope of this study.105 

2.2.4	  Proportionality	  Stricto	  Sensu	  on	  the	  Energy	  Case	  Law	  

2.2.4.1 Tecmed v Mexico106 

Significant groundwork for the application of this third stricto sensu stage in cases 

involving the energy sector was laid by the non-energy Tecmed Case. This case 

involved the operation of a landfill of hazardous industrial waste by a Mexican 

company, a significant portion of which was owned by a Spanish company called 

Technicas Medioambientales Tecmed SA. The dispute arose out of the refusal of 

Mexican authorities to renew the operating companies’ permits to operate due to 

environmental issues. The claimant alleged that the expectations of the investor were 

frustrated on the basis that the Mexican authorities’ refusal hampered the continuity 

and duration of the investment. The frustration of the project then impaired recovery 

of the invested capital and returns. 

                                                
105 For further discussion, see Henckels, above n 5, 232–4; Leonhardsen, above n 50, 26–31.  
106 Tecmed v Mexico, above n 94. 
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Addressing the principle of proportionality in the stricto sensu stage, the tribunal first 

exercised its judicial review power. It undertook a de novo review and questioned the 

Mexico regulatory changes in the interest of environmental protection. Following a 

stringent review of the state’s public policy choices, the ICSID Tribunal initially 

made reference to both the effects on the company and the purpose of the refusal by 

Mexico to renew the investor’s permit to operate. The ICSID Tribunal appeared to be 

giving equal weight to both tests. 

The tribunal first stressed that the impact of the measures represents ‘one of the main 

elements to distinguish … between a regulatory measure, which is an ordinary 

expression of the exercise of the state’s police power that entails a decrease in assets 

or rights, and a de facto expropriation that deprives those assets and rights of any real 

substance’.107 In evaluating the impact of the host state’s measure, the tribunal applied 

proportionality by referring to the Spain–Mexico BIT,108 as well as several arbitral 

awards drawn from the Iran–US Claims Tribunal109 and the jurisprudence of the 

ECtHR. 110 It concluded that the act of non-renewal of the permit radically deprived 

the investor of the use and control of the investment, and indeed the impact of the 

measure led to irrevocably destroying the investor’s economic and commercial 

operation in the host state. 
                                                
107 ibid., above n 84, para 115. 
108 Article 5 (1) of the Spain–Mexico BIT provides that, ‘Neither Contracting Party will expropriate or 
nationalize investments of investors of the other Contracting Party either directly or indirectly by 
means of measures equivalent to an expropriation or nationalization (“expropriation”), unless it is a) for 
a public purpose; b) on a non-discriminatory basis; c) in accordance with due process of law; and d) on 
payment of compensation …’ Mexico–Spain BIT (2006), 
<http://investmentpolicyhub.unctad.org/IIA/country/136/treaty/2541> 
109 The tribunal referred to the case Tippetts, Abbet, McCarthy, Stratton v Iran, and noted that, ‘The 
government’s intention is less important than the effects of the measures on the owner of the assets or 
on the benefits arising from such assets affected by the measures; and the form of the deprivation 
measure is less important than its actual effects.’ Tecmed v Mexico, above n 94. para 116. See Tippetts, 
Abbett, Mc Carthy, Stratton v TAMS-AFFA Consulting Engineers of Iran, (51 Iran-US CTR, Rep, 
1984) 219. 
110 For example, the tribunal referred to the ECtHR case of Matos e Silva, Lda, and Others v Portugal, 
and noted that ‘the measures adopted by a State, whether regulatory or not, are an indirect de facto 
expropriation if they are irreversible and permanent and if the assets or rights subject to such measure 
have been affected in such a way that “any form of exploitation thereof” has disappeared; i.e. the 
economic value of the use, enjoyment or disposition of the assets or rights affected by the 
administrative action or decision have been neutralized or destroyed.’ Tecmed v Mexico, above n 94, 
para 116. See Matos e Silva, Lda., and Others v Portugal (Judgment) (29813/96-30229/96, 
16 September 1996) 18. 
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The tribunal also assessed the context and purpose of the measure, and indicated that, 

to determine the legality of the measure, it was required to consider whether such a 

measure was ‘proportional to the public interest’.111 Further, the tribunal noted that for 

a measure to be a non-compensable regulation, there has to ‘be a reasonable 

relationship of proportionality between charge or weight imposed to the foreign 

investor and the aim sought to be realized’.112 The ICSID Tribunal, however, did not 

discuss or evaluate the ‘aims which the Mexican Government sought to realize’, and 

instead restricted its reasoning to the weighing of the burden imposed on the foreign 

investor. It seems that while the tribunal was willing to take a conciliatory approach 

based on both the effect and purpose tests, it was reluctant to examine the context of 

the measure – that is, taking into account the full weight of its potential ‘public 

interest’ nature.113 The tribunal reasoned that, 

in order to determine if they are to be characterized as expropriatory … 

taking into account that the significance of such impact has a key role upon 

deciding the proportionality … There must be a reasonable relationship of 

proportionality between the charge or weight imposed to the foreign investor 

and the aim sought to be realized by any expropriatory measure. To value 

such charge or weight, it is very important to measure the size of the 

ownership deprivation caused by the actions of the state and whether such 

deprivation was compensated or not.114  

Therefore, as a consequence of having engaged in a de novo review of the public policy 

choices of the host state, the tribunal concluded that the impact of the measure taken by 

Mexico was not proportional to the aim pursued by the host state.115 This decision was an 

example of a return to a broad reading of the sole effect test. It was thus the result of 

exercising a strict judicial review power. The following sections will examine the 

application of the proportionality stricto sensu in energy case law, and discuss how, at 

                                                
111 Tecmed v Mexico, above n 94, para 122. 
112 ibid. 
113 See also the commentary by August Reinisch, ‘Legality of Expropriation’ in August Reinisch and 
Christoph Schreuer (eds), Standards of Investment Protection (Oxford University Press, 2008) 178–86. 
114 Tecmed v Mexico, above n 94, para 122. 
115 ibid. 
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this stage, there is a return to the broad reading, looking mainly at the effects of the 

measures. 

2.2.4.2 Cases Against Argentina 

The Tecmed award laid the groundwork for exercising judicial review power in 

reconciling the impact and purpose of measures at the third stage of the test in energy 

cases. For example, the Azurix Case116 was concerned with Argentina’s alleged 

violation of the investor’s property rights, and its legitimate expectations, by enacting 

the Public Emergency and Currency Exchange Law following the severe financial 

crisis. In its de novo review of Argentina public policy choices, the tribunal took into 

account the duration of the measure, as well as the severity of the interference with 

the reasonable expectations of the investor, as decisive factors in determining whether 

an indirect expropriation had occurred.117 The tribunal referred to the Tecmed award, 

and noted that ‘the public purpose criterion as an additional criterion to the effect of 

the measures under consideration needs to be contemplated’.118 The findings of the 

tribunal in its proportionality analysis at the stricto sensu stage ‘provide useful 

guidance for purposes of determining whether regulatory actions would be 

expropriatory and give rise to compensation’.119  

However, the tribunal did not proceed to examine whether Argentina’s measures in 

safeguarding the public in its financial crisis bore ‘a reasonable relationship of 

proportionality between the means employed and the aim sought to be realized’.120 

Rather, it focused on the effects of the measures – that is, the taking of the investor’s 

property and the violation of its legitimate expectations. 

Similarly, the Enron tribunal exercised a de novo judicial review power at the stage of 

proportionality stricto sensu. Due to the lack of expertise and/or proximity to 

understanding the disastrous circumstances in the host state, the result of such a strict 

                                                
116 Azurix Corp v Argentine Republic, (Award) (ICSID Case No ARB/01/12, 14 July 2006). 
117 ibid., paras 306–13. 
118 ibid., para 311. 
119 ibid., para 312. 
120 ibid., para 311. 
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approach was a failure to strike a balance between the effects of the measures and the 

purpose of the host state to safeguard the public interest. Similarly to Azurix, this 

failure gave rise to the return to the broad reading by giving weight to the sole effect 

test, even in circumstances where the public interest of the state was compromised.121 

The tribunals in Sempra and CMS also took the same approach in their analysis of the 

effect and public policy choices of Argentina.122 However, as will be noted in Part III, 

several other tribunals in cases against Argentina distanced themselves from this 

approach, and limited their judicial review power where the public interest of the host 

state was at stake.123  

2.2.4.3 Two Cases Against Ecuador: Burlington124 and Occidental125  

Two ICSID cases against Ecuador provide examples of exercising the review power 

at the stage of proportionality stricto sensu. With broadly similar facts, the tribunals in 

Burlington and Occidental took different approaches in relation to the exercise of 

their review power in weighing public interests and the effect of measures. While the 

tribunal in Occidental rendered a de novo review of the state’s public policy choices, 

the Burlington tribunal rationalised the deployment of the test in some detail and 

adopted a deferential exercise of review power. 

The tribunal in Occidental v Ecuador expressly quoted a passage in the Tecmed Case 

involving the proportionality test, and noted that both the effect and ‘the aim sought to 

be realized’ were factors in distinguishing regulatory taking and indirect 

expropriation.126 This case concerned the investments in Ecuador of the American oil 

                                                
121 Enron v Argentine, above n 84, 306–7 
122 Sempra Energy v Argentine, above n 84, paras 348-9; CMS v Argentine, above n 84, paras 322–55 
123 Total SA v Argentine Republic (Decision on Liability) (ICSID Case No. ARB/04/01, 27 December 
2010) para 197; LG&E Energy v Argentine, above n 65, para 195; El Paso Energy v Argentina, above n 
64, para 402. 
124 Burlington Resources, Inc v Republic of Ecuador, (Decision on Liability ) (ICSID Case No. 
ARB/08/5, 14 December 2012). 
125  Occidental Petroleum Corporation and Occidental Exploration and Production Company v 
Republic of Ecuador (Award) (ICSID Case No ARB/06/11, 5 October 2012). 
126 ibid., paras 407, 455.  



 182 

company Occidental, protected under the US–Ecuador BIT.127 The dispute arose 

when Ecuador terminated the contractual arrangement of exploration and exploitation 

of hydrocarbons by Occidental. Following a strict review of Ecuador’s public policy 

measures concerning tax issues, the tribunal returned to considering the sole effect of 

the measures. The tribunal underlined the impact and severity of interference of the 

measures, rather than focusing also on the extent, validity and the adoption of the 

measure in terms of its ‘public interest’ character.128 It noted that 

expropriation under NAFTA includes not only open, deliberate and 

acknowledged takings of property, such as outright seizure or formal or 

obligatory transfer of title in favour of the host State, but also covert or 

incidental interference with the use of property which has the effect of 

depriving the owner, in whole or in significant part, of the use or 

reasonably-to-be-expected economic benefit of property even if not 

necessarily to the obvious benefit of the host State.129  

Accordingly, despite the tribunal referring to the conciliatory approach to the tests in  its 

analysis, and nominating the public purpose of the host state as a decisive factor, its 

analysis did not refer to proportionality between the measure, its aim and its effects.130 

However, with broadly similar facts to Occidental, the tribunal in Burlington distanced 

itself from the strict de novo judicial review of Ecuador’s decisions and deferred to the 

public policy choices of the state. Consequently, in this case the public purpose of the 

                                                
127 The Treaty Between the United States of America and the Republic of Ecuador Concerning the 
Encouragement and Reciprocal Protection of Investment (US-Ecuador BIT) (1997), 
<http://www.state.gov/documents/organization/43558.pdf> 
128 Occidental Petroleum v Ecuador, above n 125, para 455. See Borzu Sabahi and Kabir Duggal, 
‘Occidental Petroleum v Ecuador (2012): Observations on Proportionality, Assessment of Damages 
and Contributory Fault’ (2013)  ICSID Review 1, 5; Locknie Hsu, ‘Examining the Formative Aspect of 
Investment Treaty Commitments: Lessons from Commercial Law and Trade Law’ in Anna Joubin-Bret 
and Jean E. Kalicki (eds), Reshaping the Investor–State Dispute Settlement System Journeys for the 
21st Century (Brill|Nijhoff, 2015) 244–6. 
129 Metalclad Crop v United Mexican States, above n 66, para 103. 
130 Similarly, following the adoption the conciliatory approach, the Tribunal in Azurix v Argentina 
solely gives more weight to the effect of the state’s measures and concludes that ‘the impact on the 
investment attributable to the Province’s actions was not to the extent required to find that, in the 
aggregate, these actions amounted to an expropriation’. Azurix Corp v Argentine, above n 116, 
para 312. 
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states’ measures overrode the effect of the measures. In its analysis of the standard for 

expropriatory taxation, the ICSID Tribunal referred to arbitral precedents in reconciling 

the intent of the host state and the effect of the measures taken by the host state. In this 

case, the investor was assigned production-sharing contracts by Ecuador, which left the 

cost and risk of the operation to the investor in exchange for a share of the oil produced. 

Following the enactment of ‘Law 42’ in Ecuador, the government of Ecuador raised the 

tax rate on windfall profits to 99 per cent.131 The dispute arose out of the refusal of the 

investor to pay the tax, which caused Ecuador to seize the investor’s share of the oil 

production. 

Acknowledging the taxation regime as ‘an essential prerogative of State sovereignty’, 

the tribunal first subscribed to the position that ‘general taxation is the result of a 

State’s permissible exercise of regulatory powers … [and] not an expropriation’.132 

The ICSID Tribunal differentiated between permissible taxation measures as a way of 

non-compensable regulatory taking and expropriatory taxation. The tribunal then 

deployed a conciliatory approach to the effect and purpose tests, but first applied the 

effect of the state’s measures, and subordinately considered the intent of the state in 

exercising its sovereign powers. In its analysis of whether the taxation measures made 

Ecuador liable for treaty violation, the tribunal believed that the substantial 

deprivation may have had an extremely negative effect and significant loss of 

economic value.133 This test of ‘substantial deprivation’ granted greater leeway for the 

Ecuador regulatory activity for public interests by requiring Burlington to meet a 

particularly high threshold of harm. The tribunal stated that: 

What appears to be decisive, in assessing whether there is a substantial 

deprivation, is the loss of the economic value or economic viability of the 

investment … What matters is the capacity to earn a commercial return. After 

all, investors make investments to earn a return. If they lose this possibility as 
                                                
131 The application of tax rates of more than 90 per cent was common at that time in several developed 
countries, including the United States and the United Kingdom. See Erika Lunder, Robert Meltz and 
Kenneth Thomas, Retroactive Taxation of Executive Bonuses: Constitutionality of HR 1586 and S 561 
(Congressional Research Service, 2009); see also, Arno E. Gildemeister, ‘Burlington Resources, Inc v 
Republic of Ecuador: How Much is Too Much: When is Taxation Tantamount to Expropriation?’ 
(2014) 29(2) ICSID Review 315, 318.  
132 Burlington v Ecuador, above n 124, para 391. 
133 ibid., paras 395–6. 
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a result of a State measure, then they have lost the economic use of their 

investment … The inquiry under the test of loss of economic use or viability 

goes beyond the issue of whether the challenged measure caused a reduction 

or loss of profits … It must be shown that the investment’s continuing 

capacity to generate a return has been virtually extinguished.134 

Therefore, in contrast to Occidental, the tribunal noted that expropriation occurs if the 

degree of interference is substantial. 135  In addition to considering the degree of 

interference as a decisive factor, the tribunal also looked at the role of the state’s intent – 

which, in this case, was for a public purpose using taxation measures – to distinguish 

between permissible taxation measures and expropriatory taxation. On the one hand, the 

tribunal pointed out the generally less important role of the purpose of state measures, and 

asserted that ‘evidence of intent may serve to confirm the outcome of the effects test, but 

does not replace it’.136 However, by distinguishing the general measures of states and 

measures taken for the public interest, the tribunal found that Ecuador’s Law 42 was for 

the public interest. The law did not entail a substantial deprivation of the investment – and 

indeed, it was not expropriatory.137 

                                                
134 ibid., para 399. 
135 See, e.g., Pope & Talbot Inc. v Canada (Interim Award) (UNCITRAL, 26 June 2000) para. 102; 
Occidental Petroleum v Ecuador, above n 125, para 89 (1 July 2004). Archer Daniels Midland 
Company and Tate & Lyle Ingredients Americas, Inc. v The United Mexican States (Award) (ICSID 
Case No. ARB (AF)/04/5, 21 November 2007) para 240. 
136 Burlington v Ecuador, above n 124, para 401. 
137 ibid., para 404. However, in his dissenting opinion, Arbitrator Orrego Vicuña noted that, ‘This 
narrower approach the Decision follows results in that a number of acts that would normally qualify as 
contract or Treaty breaches, and thus entail liability, are dispensed of a legal sanction and of its 
consequence in the light of the State’s international responsibility for wrongful acts.’ Burlington 
Resources, Inc v Republic of Ecuador, (Dissenting Opinion of Arbitrator Orrego Vicuña) (ICSID Case 
No. ARB/08/5, 8 November 2012) para. 2. 
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2.2.4.4 Yukos v Russia138 

The application of the stricto sensu stage of the proportionality test is also worthy of 

note in Yukos v Russia.139 Similarly to the energy cases noted above, analysis of the 

Yukos case suggests that exercising the de novo judicial review of decisions made for 

the public purpose in the host state in fact invites reliance on the application of the 

sole effect test. This effectively means a return to the broad reading.  

In Yukos, the Permanent Court of Arbitration (PCA) was constituted under the 

jurisdiction of the Energy Charter Treaty (ECT),140 applying the United Nations 

Commission on International Trade Law Arbitration Rules.141 In 2014, the tribunal 

rendered an historic $50 billion award against Russia. The PCA Tribunal analysed 

whether a series of measures taken by Russia against foreign investors constituted an 

indirect expropriation. Yukos, the largest private oil company in Russia in the 2000s, 

alleged that Russia had attempted to bankrupt Yukos in order to transfer its assets to 

Russian state-owned oil companies, principally Rosneft. The claimant alleged that the 

host state breached its international obligations under Article 13 of the ECT by 

expropriating foreign properties, in effect ensuring the total loss of value of the 

claimant’s investments.142 Examples of Russia’s measures included tax optimisation 

arrangements and also imposition of VAT charges, fines, asset freezes and revocation 

of oil production licences due to the alleged criminal activities of the investor.143 

In this case, the tribunal applied the proportionality stricto sensu in order to reconcile 

both the effect and purpose tests. In terms of the purpose of the measures, Russia 
                                                
138 The claimants were three former shareholders in the OAO Yukos Oil Company (‘Yukos’) which 
brought their disputes to the Permanent Court of Arbitration in the Hague. The claimants in the three 
parallel arbitrations were Hulley Enterprises Limited (Cyprus), Yukos Universal Limited (Isle of Man) 
and Veteran Petroleum Limited (Cyprus); jointly, they held 70.5 per cent of the shares in Yukos. See 
Yukos Universal Ltd v Russia (Award) (PCA AA 227, 18 July 2014); Hulley Enterprises Ltd v Russia 
(Award) (PCA AA 226, 2014); Veteran Petroleum Ltd v Russia (Award) (PCA AA 228, 2014). 
139 Yukos v Russia, above n 138. 
140Energy Charter Treaty, opened for signiture 17 December 1994, 2080 UNTS 95, 34 ILM 360 
(entered into force April 16, 1998), [hereinafter The ECT Charter]. See 
<http://www.ena.lt/pdfai/Treaty.pdf> 
141 United Nations Commission on International Trade Law, UN Doc. A/RES/31/98; 15 ILM 701 (1976). 
142 The ECT Charter, above n 140, Article 13. 
143 Yukos v Russia, above n 138, paras 63, 1549–50. 
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referred to the rights of states to exercise their regulatory power specifically in 

measures concerning tax collection, in terms of which states are afforded a wide 

margin of discretion.144 Further, with respect to the effect of the measures on Yukos, 

the respondent challenged the relevance and application of this test in this case. 

Russia also argued that the claimant could have avoided the negative financial effects 

of the measures. That is, Russia argued that the bankruptcy and eventual liquidation 

of the investments were in fact the result of decisions made by the owners of the 

investment, and Yukos could have avoided insolvency.145 

In its effort to reconcile the effect and purpose of the measures, the tribunal first 

exercised a de novo review of Russia’s measures taken for public interests. The strict 

judicial review gave the tribunal power to assess the regulatory measures, most of 

which concerned the public policy and sovereign power of the host state. Further, the 

tribunal placed particular emphasis on the effect of the measures without considering 

that the measures taken by Russia were for the benefit of public interests. On the one 

hand, the tribunal implicitly adopted the factor of public interest in deciding whether 

an expropriation had occurred.146 However, in its analysis it distinguished between 

regulatory measures, including taxation, that have an immediate benefit to public 

interests, and measures that are in the interests of state-owned companies, where 

maintaining general public welfare is a more indirect and long-term aim. In this 

regard, the PCA Tribunal stated that the measures were ‘in the interest of the largest 

State-owned oil company … which took over the principal assets of Yukos virtually 

cost-free, but that is not the same as saying that it was in the public interest of the 

economy, polity and population of the Russian Federation’.147 In its return to a broad 

reading of what constituted an indirect expropriation, through giving ultimate weight 

to the effect of measures taken by Russia, the tribunal finally completely disregarded 

the public purpose grounds on which the regulatory measures of the host state took 

place. It concluded that the ‘respondent has not explicitly expropriated Yukos or the 

holdings of its shareholders, but the measures that Respondent has taken in respect of 

                                                
144 ibid., para 267. 
145 ibid., paras 1554–5. 
146 ibid., paras 1575–80. 
147 ibid., para 1581. 
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Yukos … in the view of the Tribunal have had an effect “equivalent to nationalization 

or expropriation”’.148 

Overall, the exercise of the review power in the proportionality test may be critiqued 

on several grounds. While the proportionality test has no place in the text of 

investment treaties, the judicial review discretion embedded in the test has the 

capacity to place too much power in the hands of tribunals over the domestic 

governance of states. This open-ended power emerges primarily in the de novo review 

power of policy choices of states, where it leads to a return to the analysis solely of 

the effect of the states’ measures.  

First, as the discussion of the most recent energy cases shows, in the application of the 

proportionality test, investment tribunals are often reluctant to leave decisions about 

policy choices for public purposes to the national authorities in host states. This approach 

differs the test within non-ISDS jurisprudence. The non-ISDS approach often defers to 

local special knowledge and expertise with regard to the rationality, proximity and 

feasibility of states’ decisions. This limitation on the judicial review power in non-ISDS 

judgments does not mean that courts and tribunals are not entitled to assess a state’s 

regulations – that is, after all, part of their function and power. Rather, a deferential 

standard of review requires arbitral tribunals to be cautious in applying a de novo standard 

of review over states’ public interests. This deferential approach is evident in the exercise 

of the review power at the suitability and necessity stages of the proportionality test. 

Second, the application of a de novo standard of review over states’ public interests at 

proportionality stricto sensu is reflected in the tribunals’ return to the broad interpretation 

of the treaty standard. The practice of investor–state tribunals still applies the sole effects 

of measures when it comes to indirect expropriation. Even when the adoption of the test 

at proportionality stricto sensu is attempted, it seems that a return to the broad reading, 

looking mainly at the effects of measures and examining their severity and duration, 

prevails in arbitral practice.  

These two issues in the application of the proportionality test raise concerns about 

giving rule-making power to tribunals, and in turn this power provides reasonable 

grounds for the perception of systemic bias in ISDS. Arguably, as noted earlier, 

                                                
148 ibid., para 1580. 
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tribunals are entirely entitled to analyse different aspects of the state policy choices 

and to decide whether states have violated the treaty standards. This judicial 

discretion automatically gives a review power to tribunals. In the context of 

proportionality, the test is not a standard of review; rather, it is a method of review, 

which is either deferential or strict. The extent of the judicial review power of 

tribunals is unclear in investment treaties. Therefore, only the tribunals themselves are 

able to decide what method or degree of review is appropriate in the application of the 

proportionality test. In the absence of a treaty mechanism for judicial review, the 

question is how tribunals could exercise their review power in the proportionality test 

without making rules beyond what states consented to under the treaty protection 

mechanism, and thus interfering in the regulatory and policy choices of states.  

The answer to this question relates to how tribunals deal with the matter of public interest 

in the proportionality test. As indicated in Chapters 2, 3 and 4,149 the modern treaty 

regime pays special attention to public policy matters – for example, in Annex B of the 

US Model BIT.150 However, analysis of the case law shows that several tribunals could 

not distinguish between general measures of states and measures taken in circumstances 

where the public interests and welfare of states were at stake. This failure is the basis of 

inconsistency in the application of the proportionality test. It is further grounds for the 

perception that investors are prioritised, even when tribunals attempt to strike a balance 

between the rights and interests of investors and states.  

The argument is that the exercise of judicial review that is deferential to the public 

policy choices of states is an effective approach, not only in the narrow interpretation 

of the treaty standards as discussed in Chapters 3 and 4, but also in the balancing 

practice under the proportionality test. This approach becomes essential in the 

circumstances of the modern investment treaty system: where the definition of treaty 

standards is ambiguous; where specifics of the proportionality test are missing in 

                                                
149 Refer to section 2.3, Chapter Two, section 2.1.3, Chapter Three and section 2.2, Chapter Four. 
150 In Annex B, the US Model BIT defines the scope of indirect expropriation, and then excludes from 
the concept of expropriation ‘non-discriminatory regulatory actions by a Party that are designed and 
applied to protect legitimate public welfare objectives, such as public health, safety, and the 
environment, do not constitute indirect expropriations’. The 2012 Model Treaty Between the 
Government of the United States of America and The Government of [Country] Concerning the 
Encouragement and Reciprocal Protection of Investment (2012) Annex B (4)(b). 
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treaties; and, more importantly, where the method or degree of the tribunal review 

power is unclear. In light of these uncertainties, taking a deferential approach to the 

public interests of states and their public policy choices could resolve the problem of 

the perception of systemic bias. 

Despite these concerns about the intrusive judicial review power of tribunals, there 

are several examples of cases that show the exercise of judicial review that defers to 

the public policy choices of states. Some of these examples, like SD Myers v 

Canada,151 have played a very important role in the jurisprudential development of 

the ISDS regime; some of them, like Continental v Argentina,152 arguably contributed 

to reducing the perception in Argentina that the system was biased. These examples 

reveal that even though the extent of the judicial review power of tribunals is still 

unclear in investment treaties, there is no intrinsic reason why the proportionality test 

could not work effectively. The effectiveness of proportionality between the effects 

and purpose of measures in these cases rests on giving weight to public policy choices 

of states, based on what exactly states consented to in their respective treaties. The 

next part of the chapter briefly addresses these cases. It notes that in light of this 

deferential approach, while the problem in the ISDS system is systemic, this trend of 

less deferential approach is not systematic. This problem is systemic because the 

treaty system suffers from a textual lack of clarity, not only in rules concerning 

treatment of foreign investors, but also in the treaty mechanisms aimed at protecting 

the public interests of states. The less deferential approach is not systematic, however, 

since there are several examples in the case law where tribunals exercise deferential 

judicial review. Hence, until the deferential approach is adopted more consistently, 

the grounds for arguing bias will continue to exist.  

Part	   III:	   Standard	   of	   Review	   and	   Trajectory	   towards	   a	   Deferential	  

Approach	  in	  ISDS	  

The analysis in Part II of this chapter suggested that investment tribunals have begun 

to apply the balancing regime of the proportionality test in order to strike a balance 

                                                
151 SD Myers, Inc. v Government of Canada (First Partial Award) (UNCITRAL, 13 November 2000). 
152  Continental Casualty Company v Argentine Republic, (Award) (ICSID Case No. ARB/03/9, 
5 September 2008). 
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between investors’ rights and the public interest of sovereign states. This test is an 

effort to ameliorate the crisis in the legitimacy of the investment treaty regime.153 As 

discussed above, the missing point in the practice of many ISDS tribunals is 

exercising a judicial review power based on deference to public policy choices of 

states. The lack of deference in the review power of tribunals risks placing too much 

power in the hands of the arbitrators over the domestic governance of states. An 

implication of this power is, for example, a broad interpretation of the effect of the 

measures at the third stage of the proportionality test. This power also gives rise to the 

perception of bias, 154  and consequently it undermines the attempt to achieve 

balance.155 Unlike the practice of non-ISDS, the lack of deference has potential 

negative consequences, because the standard of review has been performed 

inappropriately without giving due consideration to the regulatory autonomy of host 

states. Burke-White and von Staden argue that when the standard is chosen and 

exercised inappropriately, ‘the institution’s legitimacy as a whole [may be] weakened 

and backlash may arise in the forms of decreased compliance, calls for institutional 

reform, or even, where possible, withdrawal from its jurisdiction’.156  

Therefore, there has been a caveat against the judicial review power of tribunals in the 

application of the proportionality test. This caveat has been reflected in the trajectory 

within a number of investment tribunals – mostly in NAFTA – of exercising the 

deferential review standard in the balancing practice. As discussed in Part II, the 

Burlington v Ecuador demonstrated this deferential approach in the application of 

proportionality stricto sensu. The limitation on the judicial review power is slowly 

gaining currency in investment treaty arbitration, although it is not systematic in 

                                                
153 Kingsbury and Schill, above n 4, 39–40. 
154 For example, Ecuador denounced ICSID in 2009. For further examples of the perception of bias 
among other host states, refer to UNCTAD, Denunciation of the ICSID Convention and BITs: Impact 
on Investor–State Claims (2010). 
155 See, e.g., AWG v Argentine, above n 89, paras 235–48; Interagua v Argentine , above n 90, paras 
215–28; Metalclad Crop v United Mexican States, above n 66, paras 48, 90–8; Tecmed v Mexico, 
above n 94, paras 154, 157–8, 164; Biwater Gauff v United Republic of Tanzania (Award) (ICSID Case 
No. ARB/05/22, 24 July 2008) paras 503, 515; National Grid plc v the Argentine Republic, 
(UNCITRAL, Award, 3 November 2008) para 247. 
156 Burke-White and Von Staden, above n 3, 329. 
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investor–state tribunals.157 The first effort to introduce the deferential standard into 

ISDS was made by the tribunal in SD Myers v Canada, where it referred to ‘the high 

measure of deference that international law generally extends to the right of domestic 

authorities to regulate matters within their own borders’.158 The tribunal noted that it 

did not ‘have an open-ended mandate to second-guess government decision-

making.’159 The Tribunal in Glamis v United States also delimited the scope of its 

review by noting that:  

It is not the role of this Tribunal, or any international tribunal, to supplant 

its own judgment of underlying factual material and support for that of a 

qualified domestic agency. Indeed, our only task is to decide whether 

Claimant has adequately proven that the agency’s review and conclusions 

exhibit a gross denial of justice, manifest arbitrariness, blatant unfairness, 

a complete lack of due process, evident discrimination, or a manifest lack 

of reasons …160 

The NAFTA approach regarding a deferential standard of review has also influenced 

non-NAFTA tribunals. For example, the tribunal in Gemplus v Mexico referred to the 

deferential approach of the Myers Case, noting that ‘this Tribunal accords to the 

Respondent a generous measure of appreciation, applied without the benefit of 

hindsight’.161Similarly, the tribunal in Joseph Charels v Ukraine stated that: 

As a sovereign State, Ukraine has the inherent right to regulate its affairs 

and adopt laws in order to protect the common good of its people, as 

defined by its Parliament and Government. The prerogative extends to 

                                                
157 Henckels, above n 19,117; Brady, above n 27, 68; Croley and Jackson, above n 17, 195; William W 
Burke-White and Andreas Von Staden, ‘Investment Protection in Extraordinary Times: The 
Interpretation and Application of Non-Precluded Measures Provisions in Bilateral Investment Treaties’ 
(2007) 48 Virginia Journal of International Law 307, 370. 
158 SD Myers, Inc. v Canada, above n 151, para 263. 
159 Ibid, para 261. 
160 Glamis Gold v United States, above n 75, para 779. Under the NAFTA jurisdiction, see also, Pope 
& Talbot v Canada, above n 135, paras 123, 128; International Thunderbird Gaming Corp. v Mexico, 
(Award) (UNCITRAL, 26 Jan. 2006) para 127. 
161 Gemplus SA, SLP SA, Gemplus Industrial SA de CV v The United Mexican States, (Award) (ICSID 
Case No ARB(AF)/04/3, 16 June 2010) para 6.26 
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promulgating regulations which define the State’s own cultural policy. 

The promotion of domestic music may validly reflect a State policy to 

preserve and strengthen cultural inheritance and national identity.162 

The tribunal in Continental v Argentina also took the same approach in its review of 

the emergency circumstances in Argentina, stating that the tribunal’s ‘assessment 

must contain a significant margin of appreciation for the State applying the particular 

measure: a time of grave crisis is not the time for nice judgments, particularly when 

examined by others with the disadvantage of hindsight’.163  In summary, there has 

been an explicit trajectory towards a deferential standard of review within a few 

NAFTA and non-NAFTA disputes. However, this trend towards deference in judicial 

review power of states is not systematic. 

Concluding	  Remarks	  	  

The discussion in this chapter has examined whether the use of the concept of 

proportionality in the case law has contributed to the perception of systemic bias. The 

focus was on the proportionality test as a recent attempt of investment tribunals to 

strike a balance between treaty rights of investors and the public interest of states. The 

chapter examined whether this recent attempt has helped the ISDS regime to enhance 

its legitimacy. The study initially argued that while proportionality analysis in 

jurisdictions external to ISDS represents a best-practice and widely accepted model 

for striking balance, its inappropriate deployment in investment disputes may risk 

reversing its potential positive balancing effects. The chapter cautioned against the 

way adoption of the non-ISDS practice of proportionality analysis has been carried 

out in the ISDS regime, particularly with regard to the extent of the review power of 

tribunals over the domestic policy of states.  

Part I discussed how the standard of review under the proportionality test in non-ISDS 

jurisprudence encourages adjudicators to refrain from engaging in assessments within 

                                                
162 Joseph Charles Lemire v Ukraine, (Decision on Jurisdiction and Liability) (ICSID Case No ARB/ 
06/18, 14 January 2010) para 505. 
163 Continental Casualty v Argentine, above n 152, para 181. See also Saluka Investments BV v The 
Czech Republic (Partial Award ) (UNCITRAL, 17 March 2006) paras 300, 307; El Paso Energy v 
Argentina, above n 64, paras 364, 374. 
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the regulatory space of primary national decision-makers. This is the case when 

measures involve the public interests and welfare of states, where outside adjudicators 

lack expertise and knowledge about the background and context of particular cases. 

That is, non-ISDS adjudicators often avoid intruding into the internal assessment of 

the legal and other complex circumstances of states once they begin to examine the 

three stages in the test: suitability; ‘only available option’ in the necessity test; and the 

purpose test of the measures in proportionality stricto sensu. Thus, within non-ISDS 

jurisdictions, courts and tribunals exercise a higher degree of deference to the public 

policy choice of sovereign states. 

The study in Part II found that analysis of the recent energy case law made it clear that 

appropriate standard of review is the missing factor in the application of the test in 

investment arbitration. This missing factor is one catalyst of the legitimacy crisis in the 

regime. The following remarks summarise discussions in Parts II and III of the chapter: 

Ø The proportionality test and the judicial review it establishes are absent from 

the text of the investment treaty system, and energy case law has not yet 

developed an appropriate deferential standard of review that draws on non-

ISDS case law.  

Ø The lack of textual clarity places too much power in the hands of tribunals 

over the domestic governance of states. This power provides the grounds for 

tribunals to undertake a de novo review of public policy choices of states, and 

to question the states’ regulatory changes or taking. 

Ø One consequence of the open-ended discretionary power of tribunals is a 

return to the broad reading, looking solely at the effects rather than purposes 

of the measures. 

Ø The unlimited judicial review power is a matter of serious concern where 

tribunals interfere in the public interests of states. These public-interest 

matters specifically absolve states from liability for the violation of investors’ 

rights in respective investment treaties. 

Ø The deferential standard of review reins in an overly intrusive discretion of 

tribunals with regard to public policy measures, and it could in turn contribute 

to rebuilding the legitimacy of the regime. 
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Ø Several tribunals identified the broad extent of the tribunals’ exercise of 

judicial power as the weakness, and suggested a deferential standard of review 

in the application of the proportionality test. However, this approach is not 

consistent and the grounds for arguing bias still exist. 

The exercise of deference that should be accorded states is still very much open to 

question in ISDS. The search for a model to enhance legitimacy through a balancing 

regime in ISDS comes down to the question of appropriate deference that should be 

exercised by tribunals. The next chapter argues that the exercise of appropriate 

deference contributes to the discussion of the systemic bias in terms of the way 

deference limits the wide discretion of investment tribunals over the interpretation of 

standards and the review of decisions made by host states. The chapter examines the 

idea that, in dealing with appropriate deference, arbitral tribunals can deploy means 

available in public international law that give states and their public policy choices 

more credibility and support. These available means involve consideration of the 

circumstances associated with a focus on the role of foreign investors in investment 

disputes. The chapter argues that the neglect of these available means contributes to 

the perception of bias, and exacerbates the potential legitimacy crisis in ISDS. 
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Chapter	  6	  

Systemic	  Bias	  in	  the	  Context	  of	  the	  Exercise	  of	  Deference	  

Introduction	  	  

This chapter supports the argument developed in Chapters 3, 4 and 5 that there are 

reasonable grounds for the perception that there is systemic bias in favour of investors 

in investment arbitration. These grounds exist because of the way in which treaty 

standards are interpreted and applied, and how their reach is extended by tribunals in 

investment cases. As discussed in the previous chapter, the notion of the lack of 

deference to the policy choices of sovereign states is important in establishing a 

perception of systemic bias in investor–state dispute settlement (ISDS). In the context 

of public international law, the concept of deference explains the relationship between 

states and international tribunals and courts.1 Deference in the context of ISDS 

involves a limitation in an investment tribunal’s level of scrutiny of states’ public 

policy choices.2 The exercise of appropriate deference contributes to the discussion of 

the systemic bias in terms of the way deference limits the wide discretion of 

investment tribunals over the interpretation of standards and over the review of 

decisions made by host states for public purposes.  

The concept of deference also allows consideration to be given to the specific context 

and circumstances of the dispute. In arbitral practice, consideration of the 

circumstances is commonly limited to an assessment of the host states’ measures that 

are alleged to be in violation of investors’ treaty rights. However, the exercise of 

appropriate deference requires tribunals to take into account the role of foreign 

investors in the dispute, particularly factors such as their lack of due diligence or their 
                                                
1 Stephan W Schill, ‘Deference in Investment Treaty Arbitration: Re-conceptualizing the Standard of 
Review’ (2012) 3 Journal of International Dispute Settlement 577, 591. 
2 Caroline Henckels, ‘Balancing Investment Protection and the Public Interest: The Role of the 
Standard of Review and the Importance of Deference in Investor–State Arbitration’ (2013) 15 Journal 
of International Dispute Settlement 1 (hereinafter Henckels, ‘Balancing Investment Protection and the 
Public Interest’) 1–3; Caroline Henckels, ‘Indirect Expropriation and the Right to Regulate: Revisiting 
Proportionality Analysis and the Standard of Review in Investor–State Arbitration’ (2012) 15 Journal 
of International Economic Law 223 (hereinafter Henckels, ‘Indirect Expropriation and the Right to 
Regulate’) 223–4; Cora Chan, ‘Deference and the Separation of Powers: An Assessment of the Court’s 
Constitutional and Institutional Competences’ (2011) 41 Hong Kong Law Journal 7. 
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serious misconduct. This chapter argues that, by focusing on the role of foreign 

investors, tribunals give sovereign host states and their policy choices more credibility 

and support, which represents appropriate deference when it gives the host state 

confidence that it is not only their conduct that is under scrutiny by tribunals. Further, 

the exercise of appropriate deference gives tribunals the option of not impinging 

unnecessarily on investors’ interests while at the same time avoiding scrutinisation of 

states’ decisions. This chapter argues that a lack of such deference contributes to a 

perception of bias, and exacerbates the potential legitimacy crisis in ISDS. 

Part I begins by discussing the scholarly debate on the nature of investment arbitration. It 

suggests that, compared with commercial arbitration, investment arbitration enables 

arbitrators to defer to states’ decisions in relations to the public interest, thus rendering 

more reasonable and equitable outcomes in the context of developments in public 

international law. This part argues that the absence of an established jurisprudence on 

deference indicates systemic bias. Parts II and III address two doctrines of public 

international law raised in recent investment arbitral decisions that allow the possibility of 

deference: the defences of due diligence and clean hands. This study suggests that 

aapplying these doctrines shows an effort on the part of tribunals to offer a way forward 

towards an appropriate deference to states’ public interests and public order.  

This chapter draws on case law from outside the energy sector because there are 

several non-energy cases in relation to which the analysis makes an influential 

contribution to the discussion of due diligence and clean hands of investors. Energy 

case law has not yet adequately addressed the role of investors in disputes as part of 

the assessment of the role of investors in the dispute. However, the study does refer to 

two energy cases as examples of investment cases that involve the broader discussion 

of the concept of deference: Duke Energy v Ecuador3 for due diligence and Yukos v 

Russia4 for clean hands. Therefore, although the argument is made here primarily with 

case law from outside the energy sector, the same factors demonstrating the 

perception of systemic bias also apply in energy case law. 

                                                
3 Duke Energy Electroquil Partners v Republic of Ecuador (Award) (ICSID Case No. ARB/04/19, 
18 August 2008). 
4 Yukos Universal Ltd v Russia, (Award) (PCA AA 227, 18 July 2014). 
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Part	  I:	  The	  Nature	  of	  Investment	  Treaty	  Arbitration	  	  

In order to understand the role and concept of appropriate deference in investment 

arbitration, it is necessary to first examine the nature of investment treaty arbitration 

in the context of other kinds of dispute-settlement processes in international law. 

There are competing claims about its nature among scholars and practitioners: 

investment dispute settlement is claimed by some writers to be a species of 

commercial arbitration, whereas others argue that it is part of public law or public 

international law.5 Distinguishing between the private and public nature of ISDS is 

crucial to whether investment tribunals can and should exercise deference. That is, if 

one assumes that the ISDS regime is equivalent to commercial arbitration, the 

principle of the equality of the parties means that deference has no place in the 

relationship between parties in the decision-making process.6 On the other hand, as 

will be argued later, if the ISDS regime is viewed as within the realm of public law 

and public international law, then the concept of deference is directly relevant. It is 

argued in this section, and in this chapter more generally, that for arbitration tribunals 

never to defer to the sovereign choices of host states creates reasonable grounds for 

the perception of bias. The link between the concept of deference and the perception 

of bias may be demonstrated through this disjunction between commercial, and public 

and public international law perspectives within the arbitration context. 

1.1	  Commercial	  versus	  Investment	  Arbitration	  

Commercial arbitration is a ‘contract-based horizontal’ relationship between the parties.’7 

If the ISDS system is ragarded as a special type of commercial arbitration, this 

perspective entails an exclusively private dispute-settlement function ‘between equals 

                                                
5 Stephan W Schill, ‘Crafting the International Economic Order: The Public Function of Investment 
Treaty Arbitration and Its Significance for the Role of the Arbitrator’ (2010) 23 Leiden Journal of 
International Law 401; Alex Mills, ‘Antinomies of Public and Private at the Foundations of 
International Investment Law and Arbitration’ (2011) 14 Journal of International Economic Law 469; 
Gus Van Harten, ‘The Public–Private Distinction in the International Arbitration of Individual Claims 
Against the State’ (2007) 56 International and Comparative Law Quarterly 371; Schill, above n 1, 
585–92; Gus Van Harten and Martin Loughlin, ‘Investment Treaty Arbitration as a Species of Global 
Administrative Law’ (2006) 17 European Journal of International Law 121. 
6 Schill, above n 1, 586. 
7 ibid., 585. 
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with no effect on non-parties and without affecting the legitimate interests of outsiders’.8 

Many commercial arbitrators explicitly characterise investment arbitration as providing 

justice between the litigants based on principles of equality of parties and party 

autonomy.9 These two principles entail that it would not be appropriate to defer to the 

state party.10 If investment treaty arbitration is conceived of as analogous to commercial 

arbitration, then the no-deference paradigm ipso facto becomes reflected in the actual 

practice of ISDS.11 

While the procedural rules of commercial arbitration are employed widely in 

investment arbitration, there are factors unique to the latter that fundamentally 

differentiate the systems from each other. The most important of these is the 

sovereign state being a party to investment arbitration as opposed to the private nature 

of commercial arbitration. Three other factors that differentiate these systems are:  

Ø the subject matter of measures taken by the host state 

Ø the source of rights and obligations of the parties that derive from investment 

treaties, and  

Ø the source of the host state’s consent.12 

These factors are discussed in detail below. They emphasise the public nature of ISDS 

and the essential role of deference in ISDS. Further, compared with the ideas of the 

equality of parties and party autonomy in commercial arbitration, these factors put 

sovereign states in a rather different position than foreign investors. As argued in the 

next section, unlike commercial arbitration, the different standing of states and 

investors because of these four factors makes the exercise of deference by investment 

tribunals necessary. 

                                                
8 ibid. 
9  Barton Legum, ‘Investment Treaty Arbitration’s Contribution to International Commercial 
Arbitration’ (2005) 60 Dispute Resolution Journal 70, 73; L Yves Fortier, ‘Delimiting the Spheres of 
Judicial and Arbitral Power’ (2001) 80 Can. Bar Rev. 143, 147–8; Martin Hunter and Alan Redfern, 
Law and Practice of International Commercial Arbitration (Sweet & Maxwell, 2004) 247.  
10 Schill, above n 5, 586. 
11 Van Harten and Loughlin, above n 5, 140–3. 
12 Legum, above n 9, 71–3; Van Harten, above n 5, 372–6; Schill, above n 5, 410; Schill, above n 1, 587–8. 
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First, the nature of the host state’s regulatory powers is often a significant question in 

disputes within ISDS, but it is not salient in commercial disputes.13 Examples of 

investment disputes arising from the exercise of power by the host state include measures 

taken in relation to the economic collapse of a sovereign state,14 bans on the production or 

promotion of products because of public health issues, 15  control and banning of 

substances harmful to the environment,16 and decisions in relation to public utilities.17 

These examples show that investor-state dispute settlement mechanism is totally different 

from commercial arbitration in terms of the subject-matter of the disputes before the 

tribunals, and more specifically because of the scope of the host state’s powers to 

regulate.  

Second, unlike commercial arbitration, the rights and obligations of parties in ISDS 

are not based on a freely and equally negotiated contract.18 Rather, they originate 

from public international law treaties, in which a foreign investor as a non-party is 

entitled to enforce obligations on the state party that derive from the treaty.19 This 

different source of rights and obligations has an effect on the liability of parties in 

                                                
13 Schill, above n 5, 410. 
14 See, e.g., CMS Gas Transmission Company v The Argentine Republic (Award) (ICSID Case No. 
ARB/01/08, 12 May 2005, Award); Enron Creditors Recovery Corporation and Ponderosa Assets, LP 
v Argentine Republic, (Award) (ICSID Case No ARB/01/3, 22 May 2007); Sempra Energy 
International v Argentine Republic, (Award) (ICSID Case No ARB/02/16, 28 September 2007); LG&E 
Energy Corp., LG&E Capital Corp. and LG&E International Inc. v Argentine Republic (Decision on 
Liability) (ICSID Case No. ARB/02/1, 3 October 2006); El Paso Energy International Company v The 
Argentina Republic, (Award) (ICSID Case No. ARB/03/15, 31 October 2011). 
15 See, e.g., Philip Morris Asia Limited v The Commonwealth of Australia (UNCITRAL, PCA Case 
No. 2012–12 5 October 2012). 
16 See, e.g., Methanex Corporation v United States of America (Final Award on Jurisdiction and 
Merits) (UNCITRAL, NAFTA Arbitral Tribunal, 2005); Tecnicas Medioambientales Tecmed SA v 
United Mexican States (Award) (ICSID Case No. ARB(AF)/00/2, 29 May 2003); Waste Management, 
Inc v United Mexican States (Award) (ICSID Case No ARB(AF)/00/3, 30 April 2004). 
17 See, e.g., Suez, Sociedad General de Aguas de Barcelona SA, and Vivendi Universal SA and the 
Argentine Republic, and AWG Group v the Argentine Republic (Decision on Liability) (ICSID Case 
No. ARB/03/19, 30 July 2010); Biwater Gauff v United Republic of Tanzania (Award) (ICSID Case 
No. ARB/05/22, 24 July 2008). 
18 Schill, above n 5, 411; Charles N Brower and Stephen W Schill, ‘Is Arbitration a Threat or a Boon to 
the Legitimacy of International Investment Law?’ (2008) 9 Chicago Journal of International Law 471, 
477–9; Asha Kaushal, ‘Revisiting History: How the Past Matters for the Present Backlash Against the 
Foreign Investment Regime’ (2009) 50 Harvard International Law Journal 491, 495–8. 
19 M Sornarajah, The International Law on Foreign Investment (Cambridge University Press, 2010) 119–24. 
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case of the breach of their obligations. While commercial arbitration involves 

contractual liability under domestic law, investment arbitration is concerned with state 

responsibility under international law.20  

Third, the source of the states’ consent to investment arbitration differs from that of 

commercial arbitration.21 Consent in commercial arbitration is based on contractual 

arbitration clauses. However, consent in investment arbitration involves a ‘unilateral 

offer’ by states, which is made in a generalised and prospective form and establishes a 

sovereign act that requires states to give foreign investors access to an independent 

dispute-settlement mechanism.22 This unilateral offer in investment arbitration puts 

states in an unequal position, in the sense that ‘anybody covered by the [investment] 

treaty’s scope of application … can accept [the offer] by initiating arbitration against 

the state’.23 

Finally, unlike commercial arbitration, investment treaty arbitration serves a broader 

public policy purpose beyond the private contract-based function of settling individual 

disputes.24 This ‘fulfils a governance function of states … and establishes and 

operates as part of a public international economic order and serves a judicial function 

for a global system of international investment protection’.25 Accordingly, the broad 

public policy purpose means that investment treaty arbitration involves the interests of 

both the domestic and international communities. On the one hand, ISDS deals with 

domestic interests in the sense that investment arbitral awards often directly affect the 

fundamental needs of citizens in the host states, such as for electricity and water 

utilities.26 More broadly, on the other hand, ISDS involves interests of international 

communities in the sense that it ‘does not merely clarify the meaning of the law, 

                                                
20 See Martins Paparinskis, ‘Investment Treaty Arbitration and the (New) Law of State Responsibility’ 
(2013) 24 European Journal of International Law 617; Kaj Hobér, ‘State Responsibility and 
Investment Arbitration’ (2008) 25 Journal of International Arbitration 545. 
21 Schill, above n 5, 411; Jan Paulsson, ‘Arbitration Without Privity’ (1995) 10 ICSID Review 232. 
22 Gus Van Harten, Investment Treaty Arbitration and Public Law (Oxford University Press, 2007) 63; 
Schill, above n 5, 411. 
23 Schill, ibid., 411. 
24 ibid., 408. 
25 ibid., 409. 
26 ibid., 412. 
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remitting the parties to private ordering of their affairs, but itself establishes a regime 

ordering the future interactions of the parties and of absentees as well’.27 Thus 

investment treaty arbitration as an instrument of governance shares the public nature 

of public law and public international law that involves both domestic and global 

interests. 

The unequal standing of states and investors because of these four factors makes the 

discussion of deference and no-deference paradigms both relevant and necessary in 

the context of the investment treaty system. In terms of the exercise of deference, 

commercial arbitration and investment arbitration are not analogous, because in 

commercial arbitration the concept of deference breaches the legal principles of 

equality of the parties and party autonomy. However, in the context of investor–state 

dispute settlement, states expect to be treated as sovereign, and their only equals are 

other states and not investors. Therefore, transplanting the no-deference paradigm 

from commercial arbitration into ISDS raises concern among sovereign states 

precisely because of the nature of ISDS as part of public international law. This no-

deference paradigm is one ground for the perception that ISDS tribunals are biased 

towards investors. The question then relates to whether tribunals can exercise 

appropriate deference, and thereby avoid this perception of bias. 

1.2	   The	   Exercise	   of	   Appropriate	   Deference	   and	   Concepts	   of	   Reasonableness	   and	  

Equity	  

The exercise of deference in investment arbitration is premised on the unequal 

standing of states and investors in investment arbitration. 28  The exercise of 

appropriate deference has two different but inter-connected aspects in the judicial 

review, and then the decision-making process. First, as discussed in Chapter 5, in the 

judicial review process an appropriate level of deference limits the review power of 

tribunals to second-guess the public policy choices of states. This limitation on the 

judicial review power does not mean that courts and tribunals are not entitled to assess 

a state’s regulation and measures – after all, that is part of their function and power. 

                                                
27 Abram Chayes, ‘The Role of the Judge in Public Law Litigation’ (1976)  89 Harvard Law Review 
1281. 
28 Schill, above n 5, 591. 
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Rather, an appropriate deference requires arbitral tribunals to be cautious in applying 

a de novo standard of review over states’ public interests. Second, an appropriate level 

of deference to the host states’ measures could also be achieved when tribunals make 

reasonable and equitable assessments of the facts of the case in the decision-making 

process. The argument proposed in this chapter is that the next step in putting 

deference into practice is that reasonableness and equity assessments of the facts of 

the case require tribunals to also consider and focus on the role of foreign investors in 

the dispute, along with evaluation of the measures taken by states.  

In general, reasonableness and equity are normative concepts used for the assessment 

of actions, decisions and rules.29 In the context of dispute settlement, these two 

concepts are applied by adjudicators in complex situations, and in cases inevitably 

involving a variety of values and reasons that may lie behind the actions of parties.30 

Adjudicators routinely exercise a degree of discretion in interpretation of norms and 

review of decisions.31 This discretion involves the assessment of specific contexts, 

circumstances and interests at stake.32 The threshold of reasonableness and equity is 

always ‘context-dependent’, whereby adjudicators examine, for example, the conduct 

of the applicants, their legal standing and their socio-economic and political context.33 

In this assessment of the context and interests involved, the concepts of 

reasonableness and equity are ways of rendering legal rules ‘more flexible’.34 The 

higher degree of flexibility is used by adjudicators to fill ‘legal lacunae’, whether of 

an interpretative or fundamental character.35 These concepts of reasonableness and 

equity have been established in international cases and disputes in relation to 

                                                
29 Robert Alexy, ‘The Reasonableness of Law’ in Giorgio Bongiovanni, Giovanni Sartor and Chiara 
Valentini (eds), Reasonableness and Law (Springer Science & Business Media, 2009) 7. 
30 Neil MacCormick, Rhetoric and the Rule of Law: A Theory of Legal Reasoning (Oxford University 
Press, 2005) 173. 
31 Alexy, above n 29, 8. 
32 ibid. 
33 See Olivier Corten, ‘Reasonableness in International Law’ (2009) in Rüdiger Wolfrum (ed) Max 
Planck Encyclopedia of Public International Law (Oxford University press) 3–7; MacCormick, above 
n 30, 173; Alexy, above n 29, 7. 
34 Corten, ibid., 3. 
35 ibid., 4. 
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reasonable compensation,36 reasonable exercise of regulatory power by states37 and 

reasonable conduct of parties to the dispute.38 

These two normative concepts underpin the way by which investment tribunals 

exercise an appropriate level of deference to sovereign states. In light of their 

‘context-dependent’ nature, reasonable and equitable assessments mean taking into 

consideration the specific context and circumstances of the dispute. The specific 

circumstances of an investment dispute range over a wide area of host state and 

investor behaviours, and demonstrate various reasons for the states’ response that 

allegedly constitute violation of their treaty commitments. The circumstances include: 

Ø the economic and development status of states 

Ø the social, political and cultural environment within which state measures are 

taken 

Ø the failure of investors in analysing the risk prior to making investment in 

certain states, and  

Ø the issue of irresponsibility and illegal activities on the part of investors under 

the ‘clean hands’ doctrine. 

In investor–state arbitral practice, the consideration of the circumstances is commonly 

limited to focusing on the assessment of the host states’ measures that are allegedly in 

violation of investors’ treaty rights.39 However, as this chapter discusses, investment 

tribunals could exercise an appropriate level of deference to the policy choices of 

states if they also investigated the role of foreign investors in the dispute. By so doing, 

tribunals would give sovereign host states and their policy choices sufficient 

credibility. This support of states’ policy choices would amount to appropriate 

                                                
36 See, e.g., Occidental Petroleum Corporation and Occidental Exploration and Production Company 
v Republic of Ecuador (Award) (ICSID Case No. ARB/06/11, 5 October 2012) para 687. 
37 See, e.g., Enron v Argentine, above n 14, para 232. 
38 See, e.g., Suez, Sociedad General de Aguas de Barcelona S.A., and Vivendi Universal SA and the 
Argentine Republic, and AWG Group v the Argentine Republic (Order in Response to a Petition for 
Transparency and Participation as Amicus Curiae) (ICSID Case No. ARB/03/19, 19 May 2005) para 17. 
39 For example, in cases of due diligence, see generally Jeswald W Salacuse, The Law of Investment 
Treaties, 2nd ed. (Oxford University Press, 2015) 209–17; George K. Foster, ‘Recovering Protection 
and Security: The Treaty Standard’s Obscure Origins, Forgotten Meaning, and Key Current 
Significance’ (2012) 45 Vand. J. Transnat’l L 1095. 
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deference when they give the host state confidence that it is not the only party whose 

conduct is under scrutiny by tribunals. Rather, tribunals also take into account the 

conduct and role of investors, thus enabling more reasonable and equitable outcomes 

in the context of developments in international investment law. This confidence-

building environment for the host states has several implications for the decisions of 

tribunals, such as the determination of tribunal jurisdiction and calculation of 

compensation. 

Overall, as this chapter argues, one reason for the perception of bias is that tribunals 

have sometimes failed to take an appropriately deferntial approach to decision-

making. Moreover, there are available means in public international law for 

introducing consideration of the role of investors. Two doctrines in public 

international law have been applied in recent investment arbitral cases, in which states 

have mounted a defence based on investors’ assessment of the investment 

environment of the host states, or investors’ conduct in relation to the investment. 

These are the defences of due diligence and clean hands, which are raised by host 

states in cases where the investor plays a role in the alleged violation of treaty rights 

by states. 

Part	  II:	  The	  Doctrine	  of	  Due	  Diligence	  and	  the	  Deference	  Discourse	  

2.1	  Overview	  

This part proposes the doctrine of due diligence as one means by which investment 

tribunals may address the perceptions of bias and the legitimacy crisis in ISDS. Due 

diligence requires that foreign investors should take into account the inverse 

relationship between investment risk and the development status of host states: the 

less developed, the greater the risk, and vice versa. In terms of risk assessment by 

investors, the due diligence doctrine requires taking into account a range of contextual 

factors related to the investment, namely the administrative, economic, cultural and 

political circumstances of host states. In international law and investment arbitration, 

due diligence is a duty that applies to both the state and the investor. Due diligence for 

investors requires vigilance on their part to take account of, and assess, the risks of 
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venturing into host states.40 The issue of due diligence on the part of investors may be 

raised by the host state by way of defence. This defence requires investors to behave 

prudently: as experienced business people who consider the political and socio-

economic climate of the host state, together with the state’s economic history  and its 

impact on current economic conditions.41 Depending on the facts of the case, the 

application of this doctrine means that investment tribunals may appropriately defer to 

the policy choices or measures taken by sovereign states that led to the alleged 

violation of the legitimate expectations of investors or indirect expropriation.  

Due diligence on the part of foreign investors, including risk assessment, clearly 

depends on the development status of and investment environment within host states. 

The question is, first, whether and how ISDS has addressed the connection between 

risk, due diligence and development status. Second, the question is how this 

relationship may contribute to encouraging an appropriate deference that tribunals 

could implement with respect to the doctrine of due diligence. The following sections 

review several leading cases which reveal the tribunals’ perspectives on the two 

connected factors of due diligence: the development status of states and risk 

assessment. 

                                                
40 For states, the doctrine of due diligence operates as the basis of the states’ responsibility ‘to employ 
best efforts’ to satisfy a certain standard of conduct to prevent harm to individuals. The application of 
the doctrine for states originates from a clause in most investment treaties guaranteeing full protection 
and security (FPS). The concept of FPS applies to the breach of treaty obligations by host states, when 
they fail to provide protection to foreign investments and investors from the harm caused by regulatory 
taking or regulatory changes. This treaty obligation requires of host states ‘not only abstention … from 
physically damaging foreign investment, but also positive measures to protect foreign investment’. 
Helge Elisabeth Zeitler, ‘Full Protection and Security’ in Stephan W Schill (ed), International 
Investment Law and Comparative Public Law (Oxford University Press, 2010) 183. In turn, positive 
measures mean that host states must exercise due diligence within reason to prevent losses to the 
foreign investor and investment. In determining whether treaty standards have been violated, 
investment tribunals subscribe to the concept of the FPS standard of treatment and its notion of the duty 
of due diligence on the part of host states. See Virginie Barral, ‘Sustainable Development in 
International Law: Nature and Operation of an Evolutive Legal Norm’ (2012) 23 European Journal of 
International Law 391; UNCTAD, Bilateral Investment Treaties 1995–2006: Trends in Investment 
Rulemaking, New York and Geneva (2007). 
41  Andrés Rigo Sureda, Investment Treaty Arbitration: Judging Under Uncertainty (Cambridge 
University Press, 2012) 79. 
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2.2	  The	  Significance	  of	  the	  Development	  Status	  of	  States	  in	  ISDS	  

A defence commonly raised by host states in disputes is that the investor has not 

exercised due diligence in assessing the state’s economic and judicial development at 

the time of making the investment. The connection between due diligence and 

development is warranted by the fact that in a host state with a developing or 

transitional economy, scarce resources can impact on its ability to protect investment 

treaty rights of foreign investors such as fair and equitable treatment and protection of 

property rights.42 Investors commonly allege violation of these investment treaty 

standards. Investment tribunals should take into account two factors in their decision-

making in order to exercise an appropriate level of deference to the public policy 

choices of states. The first factor is whether the development status of the host state 

was an influence in the breach of its obligations. The second factor is whether the 

foreign investor undertook a thorough assessment of the specific economic, social and 

political circumstances of the host state prior to making an investment.  

With respect to the first factor, a small number of tribunals took into account the host 

states’ defence of their level of development or of the economic and political stability. 

However, the majority of tribunals were reluctant to examine this defence of the host 

states in the assessment of the case.43 This factor has arisen in awards dealing with 

indirect expropriation and the violation of investors’ legitimate expectations.44 Duke 

                                                
42 Peter Muchlinski, ‘“Caveat Investor”? The Relevance of the Conduct of the Investor under the Fair 
and Equitable Treatment Standard’ (2006) 55 International and Comparative Law Quarterly 527, 528. 
See also Ursula Kriebaum, ‘The Relevance of Economic and Political Conditions for Protection under 
Investment Treaties’ (2011) 10 The Law and Practice of International Courts and Tribunals 383, 384. 
43  See, e.g., Gami Investments, Inc. v The Government of the United Mexican States (Award) 
(UNCITRAL, 15 Nov. 2004); MTD Equity Sdn Bhd and MTD Chile SA v Republic of Chile, (Award) 
(ICSID Case No ARB/01/7, 25 May 2004); Metalclad Crop v United Mexican States, (119 ILR 647, 
2002); Tecmed v Mexico, above n 16; Chevron Corporation and Texaco Petroleum Company v The 
Republic of Ecuador, (Partial Award on the Merits) (UNCITRAL, PCA Case No. 34877 30 March 
2010). 
44 See, e.g., Duke Energy v  Ecuador, above n 3, para, 192; Toto Cosluzioni Generali SPA v The 
Republic of Lebanon, (Decision on Jurisdiction) (ICSID Case No ARB/07/12, 11 September 2009) 
paras 139–44; AWG v Argentine above n 17, paras 228–9; Alex Genin, Eastern Credit Limited, Inc. and 
AS Baltoil v Estonia, (Award) (ICSID Case No. ARB/99/2, 25 June 2001) paras 358, 345; Generation 
Ukraine v Ukraine, (Award) (ICSID CASE No. ARB/00/9, 16 September 2003); LG&E Energy v 
Argentine, above n 14, para 139; National Grid plc v The Argentine Republic (UNCITRAL, Award, 3 
November 2008) paras 175–80. 
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Energy v Ecuador45 is one example of a tribunal taking a deferential approach through 

considering the development status of the host state. The dispute arose out of 

agreements between Duke Energy and a state-owned power company to provide 

electrical power in Ecuador. The investors alleged that Ecuador had violated their 

legitimate expectations by breaching their contractual rights. The tribunal explicitly 

linked the legitimate expectations of investors with the prevailing legal and business 

stability in the host state, noting that:  

The assessment of the reasonableness or legitimacy must take into account 

all circumstances, including not only the facts surrounding the investment, 

but also the political, socioeconomic, cultural and historical conditions 

prevailing in the host State.46  

The tribunal referred to the development status of the host state to find in its favour, 

which should be regarded as an exercise of appropriate deference. Similarly, the 

Tribunal in Toto v Lebanon47 examined the alleged violation of the fair and equitable 

treatment standard, which the investor argued was demonstrated by the slow pace of 

the courts in the host state, Lebanon. Lebanon was involved in a turbulent political 

situation at the time, and after the investment was made, which impacted on all 

institutions – including the judiciary. The tribunal concluded that the political 

situation in Lebanon, including the assassination of the prime minister and several 

terrorist bombings, were factors that created the slow pace of the courts in Lebanon.48 

As a consequence, the tribunal deferred to the host state by explicitly taking into 

account the circumstances in Lebanon. It found that the investor could not expect 

undisturbed functioning of the judicial system.49  

Similarly to the Duke Case, in AWG v Argentina 50  the tribunal examined the 

investor’s claim by taking into account the circumstances of the economic crisis in 

                                                
45 Duke Energy v Ecuador, ibid. 
46 ibid., para 340. 
47 Toto v Lebanon, above n 44. 
48 ibid., paras 165-8. 

49 ibid., paras 139–44. 
50 AWG v Argentine, above n 17. 
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Argentina. The tribunal examined the claimant’s expectations from an ‘objective and 

reasonable point of view’, stressing that Argentina was bound by only those 

expectations that were ‘legitimate and reasonable in the circumstances’.51 These cases 

show that the decisions of tribunals are sometimes reflected in an appropriate 

deference to host states. 

By contrast, in arbitral practice some tribunals either dismissed or did not examine the 

host states’ defence of due diligence, namely of taking the political or socio-economic 

environment into account within the states as justification for the violation of their 

commitments. For example, in Gami v Mexico,52 the tribunal dismissed the argument 

of Mexico about the difficulty it faced in implementing proper protection of investors 

in light of the host state’s level of development. The tribunal noted that ‘it is no 

excuse that regulation is costly. Nor does a dearth of able administrators or a deficient 

culture of compliance provide a defence.’53 In Chevron v Ecuador,54 the tribunal did 

not examine this defence of the host state at all. The case concerned court delays in 

the adjudicatory process in the midst of extensive judicial reform in Ecuador. 

Chevron, the claimant, claimed that provisions of Ecuadorian law requiring the 

prompt and effective administration of justice were not met. 55  The host state, 

Ecuador, asserted that sufficient judicial facilities were lacking due to ongoing reform 

within domestic courts, which was initiated for the purpose of reducing court 

backlogs and expediting the adjudicatory process.56 The tribunal rejected this defence 

                                                
51 The tribunal justified denying the claim of the investor by asking an important question: ‘What 
would have been the legitimate and reasonable expectations of a reasonable investor in the position of 
the Claimants, at the time they made their investment in 1993, about a proposed water and sewage 
concession investment that was to continue over a period of thirty years in Argentina, in view of the 
concession’s legal framework and bearing in mind that country’s history and its political, economic, 
and social circumstances?’ ibid., paras 228–9. 
52 Gami v Mexico, above n 43. 
53  ibid., para 100. For further discussion, see Santiago Montt, State Liability in Investment Treaty 
Arbitration: Global Constitutional and Administrative Law in the BIT Generation (Bloomsbury, 2009) 340. 
54 Chevron Texaco Petroleum v Ecuador, above n 43. 
55 For example, the claimant referred to the 1998 Constitution of Ecuador, Article 23(17), which reads 
as follows: ‘Without prejudice to the rights set forth in this Constitution and in the international 
instruments in force, the State shall recognize and ensure the following in respect of persons: … 
(26) jurisdictional security; (27) the right to due process and to delay free justice’. ibid, para 3.252. 
56 ibid., para 3.247. For further discussion, see Jessica Wirth, ‘Effective Means Means; The Legacy of 
Chevron v Ecuador’ (2013) 52 Colum. J. Transnat’l L. 325, 338. 
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of the host state without any detailed analysis. The decision of the tribunal lacked due 

consideration of the fact that the judicial reform process was the relevant factor in the 

evaluation of the circumstances of the host state at the time of the investment, and the 

investor failed to perform such an evaluation. 

In summary, investment tribunals take differing approaches to considering the level of 

state development when they assess the threshold for the violation of legitimate 

expectations or indirect expropriation standards in investment treaties. While some 

tribunals took this factor into account in their assessment, several other tribunals did 

not examine this defence and dismissed it.  

2.3	  Risk	  Assessment	  and	  Due	  Diligence	  of	  Investors	  in	  ISDS	  

The second factor that tribunals need to examine in relation to due diligence is the 

responsibility of the investor to carry out a thorough risk assessment before 

establishing its investment in the host state. This knowledge of the political and 

economic risk is clearly linked to the development status of the host states, whereby 

potential political vulnerability and sudden market fluctuations may cause significant 

losses for investors. Clearly, investment in emerging markets involves a higher degree 

of risk than domestic investment in developed economies, but the attraction for 

investors is the expectation that this greater risk generates higher profit out of 

investment.57 The high-risk, high-return economic formula is more likely to apply 

where the investment is made in countries with instability, corruption and defective 

administrative systems. The protective mechanism of investment treaties plays a 

significant role in preventing discriminatory and unfair conduct of states against the 

property rights of foreign investors. However, as noted by the tribunal in Maffezini v 

Spain, ‘investment treaties are not an insurance policy’ for political risk in host states, 

and investors must either bear the obligation of the risk assessment themselves or buy 

a political insurance policy.58 The principle of ‘good business practice’ means taking 

                                                
57 Muchlinski, above n 42, 528; Marcin Kałduński, ‘The Element of Risk in International Investment 
Arbitration’ (2011) 13 International Community Law Review 111, 112. 
58 Maffezini v Spain (Award) (Case No ARB/97/7 13 Nov 2000) para 64. See also Consortium RFCC v 
Kingdom of Morocco, (Award) (ICSID Case No. ARB/00/6, 22 December 2003). For further 
discussion on differences between investment treaties and political insurance, see Rudolf Dolzer and 
Magrete Stevens, Bilateral Investment Treaties (Martinus Nijhoff, 1995) 156; Jason Webb Yackee, ‘Do 
Bilateral Investment Treaties Promote Foreign Direct Investment-Some Hints from Alternative 
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responsibility for pre-investment assessment of relevant specific political, economic, 

judicial and cultural contexts in host states.59 Thus losses that arise out of investors’ 

failure to undertake an accurate risk assessment should not be recoverable, and should 

be borne by the investor.60 

Like development status, risk assessment has not attracted much attention in the 

decisions of tribunals in ISDS, except in a limited number of cases.61 One example is 

the tribunal in Waste Management v Mexico, which stated that ‘it is not the function 

of the international law of expropriation as reflected in Article 1110 [of NAFTA] to 

eliminate the normal commercial risks of a foreign investor, or to place on Mexico the 

burden of compensating for the failure of a business plan’.62 

In a similar dismissal of a claim, the tribunal in Olguin v Paraguay referred to the 

inherent requirements of an experienced businessman as one who is ‘expected to be 

intelligent and aware of the environment into which they are investing’.63 The 

Tribunal in Biwater v Tanzania also noted that the ‘investor’s failure to conduct an 

adequate risk assessment … will affect its rights under the investment contract and 

any applicable investment agreement or BIT’.64 In addition, the decision of the 

tribunal in Parkerings v Lithuania to dismiss a claim based on unforeseen changes in 

municipal legislation in the host state referred to the investor’s failure to assess the 

risk inherent in the transitional and developing economy of Lithuania. The tribunal 
                                                                                                                                       
Evidence’ (2010) 51 Virginia Journal of International Law 397, 400; Mark Kantor, ‘Comparing 
Political Risk Insurance and Investment Treaty Arbitration’ in Borzu Sabahi et al. (eds), A Revolution 
in the International Rule of Law: Essays in Honor of Professor Don Wallace Jr (Juris, 2014) 455; 
Lauge Skovgaard Poulsen, ‘Political Risk Insurance and Bilateral Investment Treaties: A View from 
Below’ (2011) Perspectives on Topical Foreign Direct Investment Issues by the Vale Columbia Center 
on Sustainable International Investment 1. 
59 Muchlinski, above n 42, 542. 
60 ibid. 
61 Waste Management v Mexico, above n 16; Biwater Gauff v Tanzania, above n 17; Parkerings v 
Lithuania (Award) (ICSID Case No. ARB/05/8 11 Sep 2007); Eudoro A Olguin v Republic of 
Paraguay (Award ) (ICSID Case No. ARB/98/5, 26 July 2001); ADF Group Inc. v United States, 
(Award) (ICSID Case No. ARB(AF)/00/1, 9 January 2003); Duke Energy v Ecuador, above n 3; Saluka 
Investments BV v The Czech Republic, (Partial Award) (UNCITRAL, 17 March 2006); Genin v 
Estonia, above n 44. 
62 Waste Management v Mexico, above n 16, para 177. 
63 Olguin v Paraguay , above n 61, para 65b. 
64 Biwater Gauff v Tanzania , above n 17, para 373. 



 211 

concluded that, ‘By deciding to invest notwithstanding this possible instability, the 

Claimant took the business risk to be faced with changes of laws possibly or even 

likely to be detrimental to its investment.’65  

The tribunal in Duke Energy also linked investment risk explicitly to the stability of 

the political environment of the host state.66 The tribunal initially acknowledged the 

expectations of investors arising out of representations made by the host state as the 

basis for applying the fair and equitable treatment standard. However, the tribunal was 

of the view that the expectations must be reasonable in order to be protected under the 

investment treaty mechanism. 67  The crucial point was that the assessment of 

reasonableness by the tribunal must consider political and socio-economic situations 

in the host state.68 In its assessment of the case, the tribunal focused on what it termed 

a faulty risk assessment. It noted that Duke was fully aware that shortfalls in 

generation of power would incur fines, but chose to speculate – wrongly – that 

Ecuador would not impose them.69 The tribunal took the view that if Duke wanted to 

reduce the risk, it should have requested a specific representation from Ecuador that 

no fines would be imposed. As the tribunal reasoned, this omission was an indication 

of Duke’s failure to satisfy due diligence, and indeed the tribunal was not convinced 

the alleged ‘expectation can be viewed as reasonable when one bears in mind the 

manner in which payments were handled and the opacity that prevailed in the 

administration of the contract prior to Duke Energy’s investment’.70 In summary, the 

investor was not able to recover compensation for the loss incurred in making such a 

speculative investment. 

Despite these cases where tribunals considered the failure of investors to assess risks 

adequately prior to making an investment in ISDS, the issue of due diligence on the 

part of foreign investors appears to have arisen in only a small number of cases, even 

where states have raised this defence. The question discussed in the next section 

                                                
65 Parkerings v Lithuania, above n 61, para 335. [emphasis added] 
66 Duke Energy v Ecuador, above n 3. 
67 ibid., para 340. 
68 ibid., para 347. 
69 ibid., para 351. 
70 ibid. 
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concerns how and at what stage of the decision-making process the two factors of the 

development status and risk assessment of foreign investors become subject to 

making reasonable and equitable decisions.  

2.4	  Due	  Diligence	  and	  Appropriate	  Deference	  at	  the	  Quantum	  Phase	  

As discussed above, the assessment of the diligence performed by investors is one 

available means of taking the role of investors into consideration. Appropriate 

deference is exercised where tribunals examine the role of investors, with a view to 

findings like poor performance of due diligence.  

However, this exercise of deference on the grounds of lack of due diligence does not 

mean that states are completely absolved from their responsibility for violations of 

investors’ rights. Outright dismissal of the case is not necessarily appropriate. Rather, 

the focus of the exercise of appropriate deference shifts to assessment of reasonable 

and equitable compensation. Reasonable and equitable decisions require that tribunals 

analyse the investors’ failure of due diligence and violations of treaty rights by states 

at the quantum phase, and in accordance with the principle of contributory fault. The 

quantum phase begins when the state’s defence of due diligence suceeds, yet the 

tribunal determines that the host state is still responsible to some extent for the 

violation of foreign investors’ rights. This is when evaluation of the indemnity, based 

on the amount claimed by foreign investors, takes place. 71  In this evaluation, 

inadequate assessment of risk by investors allows host states to raise the principle of 

contributory fault, on the grounds that the loss is not wholly attributable to the state’s 

measures.  

Originating from domestic legal systems and public international law, the principle of 

contributory fault provides that the ‘responsibility of the wrongdoer, in terms of 

compensation, should be reduced or even eliminated due to the contribution of the 

injured to his own injury’.72 International law recognises the contributory fault 

                                                
71 Ursula Kriebaum, ‘Regulatory Takings: Balancing the Interests of the Investor and the State’ (2007) 
8 Journal of World Investment & Trade 717, 732. 
72 Borzu Sabahi, Compensation and Restitution in Investor-State Arbitration: Principles and Practice 
(Oxford University Press, 2011) 175. See also Sergey Ripinsky, Damages in International Investment 
Law (British Institute of International and Comparative Law, 2008) 314. For further discussion see 
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defence in the quantum phase. Article 39 of the ILC Draft Articles on Responsibility 

of States for Internationally Wrongful Acts provides that, ‘In the determination of 

reparation, account shall be taken of the contribution to the injury by willful or 

negligent action or omission of the injured State or any person or entity in relation to 

whom reparation is sought.’73 Commentary 2 to the Article notes that: 

Article 39 recognizes that the conduct of the injured State, or of any 

person or entity in relation to whom reparation is sought, should be taken 

into account in assessing the form and extent of reparation. This is 

consonant with the principle that full reparation is due for the injury – but 

nothing more – arising in consequence of the internationally wrongful act. 

It is also consistent with fairness as between the responsible State and the 

victim of the breach.74 

The principle of contributory fault has been accepted widely in the literature,75 and in 

international decisions outside investment treaty arbitration.76 In international courts 

and tribunals, contributory fault is relevant where the conduct of the claimant is 

negligent or imprudent, as in the case of lack of due diligence. In these circumstances, 

international courts and tribunals have reduced the amount of compensation payable 

to the negligent or imprudent claimant. 77  This reduction in the amount of 

compensation is the tribunals’ attempt to strike an appropriate balance of respective 

                                                                                                                                       
International Law Commission Second Report on State Responsibility, A/CN.4/425 & Corr 1 Add 1 & 
Corr 1, 16., (1989). 
73  International Law Commission, Draft Articles on Responsibility of States for Internationally 
Wrongful Acts, Supplement No. 10 (A/56/10) (November 2001) chp.IV.E. Article 39.  

74 ibid., comm. to Article 39. For further discussion, see James Crawford, The International Law 
Commission’s Articles on State Responsibility: Introduction, Text and Commentaries (Cambridge 
University Press, 2002) 241. 
75 See, e.g., Ian Brownlie, System of the Law of Nations: State Responsibility (Part I, Oxford University 
Press, 1983) 46–7; Campbell McLachlan, Laurence Shore and Matthew Weiniger, International 
Investment Arbitration: Substantive Principles (Oxford University Press, 2007) 341; Rudolf Dolzer and 
Christoph Schreuer, Principles of International Investment Law (Oxford University Press, 2012) 273. 
76 See, e.g., LaGrand (Germany v United States of America) (Merits) (ICJ Rep 466, 27 June 2001) 
paras 57, 116; The SS ‘Wimbledon’, United Kingdom and ors v Germany (Judgment) (PCIJ Series A 
no. 1, ICGJ 235, 7 August 1923). 
77 David J Bederman, ‘Contributory Fault and State Responsibility’ (1989) 30 Va. J. Int’l L. 335, 342–
54. See also Ripinsky, above n 72, 315. 
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liability, through consideration of how much the fault of the investor contributed to 

their loss. For example, in SS (Wimbledon), while the Permanent Court of 

International Justice was of the view that the conduct of the claimant should be 

assessed reasonably, it finally concluded that the claimant’s negligent conduct directly 

led to reducing the amount of the compensation.78 Similarly, the Iran–US Claims 

Tribunal held that ‘a general deterioration of the economic situation of the country 

where the investment was made … must not be compensated to the investor’.79 That 

is, the tribunal views the claimant’s failure to exercise due diligence with regard to the 

economic conditions of the state as a decisive factor in the reduction of compensation. 

However, the regime of investment dispute-settlement is reluctant to employ the 

principle of contributory fault in cases of the foreign investor’s failure to make an 

accurate assessment of risk. Despite raising the principle of contributory fault by 

states, only a few investment tribunals have taken this approach.80 The tribunal’s 

decision in MTD v Chile is one example. In this case, a Malaysian construction 

company failed to properly canvass the zoning regulations and identify a suitable site 

for its housing project, and was forced to discontinue after investing several million 

dollars. While the claimant prevailed in the case by invoking the fair and equitable 

treatment standard, at the quantum phase of the dispute the tribunal assessed the due 

diligence on the part of the foreign investor. The tribunal referred to the contribution 

of the investor to its own loss, and reduced compensation by 50 per cent.81 Similarly, 

in Azurix v Argentina, the tribunal attributed a significant portion of the investor’s loss 

to the investor’s own failure of due diligence, namely its irrational business judgment, 

rather than the host state measures.82 Therefore, in terms of the doctrine of due 

diligence, the quantum of compensation enables investment tribunals to apply the 

recognised the public international law principle of contributory fault. Therefore, this 

                                                
78 SS Wimbledon v Germany, above n 76, No 1, 15. 
79 Shahin Shaine Ebrahimi v Iran, (Award) (30 Iran–US CTR, 12 October 1994) 170. 
80 MTD Equity v Chile, above n 43, paras 242–6; Azurix Corp v Argentine Republic (Award) (ICSID 
Case No. ARB/01/12, 14 July 2006) para 271; CME Czech Republic BV v Czech Republic (Partial 
Award ) (UNCITRAL Arbitration Rules, IIC 62, 13 September 2001) para 579. 
81 MTD Equity v Chile, above n 43, paras 242–6; MTD Equity Sdn Bhd & MTD Chile SA v Republic of 
Chile (Decision on Annulment) (ICSID No. ARB/01/7, 16 February 2007) para 101. 
82 Azurix Corp v Argentine, above n 80, para 271. 
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area is an example of an appropriate and available means for tribunals to demonstrate 

an appropriate degree of deference to states. 

Overall, the doctrine of due diligence can play a significant part in enabling tribunals 

to exercise appropriate deference through giving greater consideration to the host 

state’s development status, and to the assessment of investment risk on the part of 

foreign investors. This section attempted to shed light on two factors within the 

doctrine of due diligence on the part of investors that are widely recognised in 

international law, yet often disregarded by investment tribunals. The first considers 

the influence of the level of the development status of the host state in the breach of 

its treaty obligations. The second deals with the foreign investors’ failure in 

implementing a thorough assessment of the level of sophistication of the judicial and 

economic circumstances of the host states prior to making an investment. This study 

suggests that taking these two factors into account may lead to a more deferential 

practice within tribunals. The deferential effect of the application of these two factors 

emerges in the quantum phase. At this stage, reducing the amount of compensation on 

the basis of the investor’s contributory fault encourages the ISDS regime towards a 

more reasonable and equitable trajectory. This approach, in turn, resolves the issue of 

the perception of bias which arises when host states are often assumed by tribunals to 

be the only party whose conduct is under scrutiny. This part showed that it was only 

in a small number of tribunals that consideration of the circumstances of the dispute 

led to the exercise of appropriate deference. The remaining cases in investor–state 

case law where due diligence was at issue either did not examine this defence or 

dismissed it. However, it is important to note that while the application of 

contributory fault is a deferential response in this discussion of due diligence, as will 

be discussed further in Part III, its application in cases of investors’ serious 

misconduct has the opposite effect, and is non-deferential. 

Part	  III:	  The	  Doctrine	  of	  Clean	  Hands	  and	  the	  Deference	  Discourse	  

3.1	  Overview	  

Consideration by tribunals of the unclean hands of foreign investors is another 

example of an available means for exercising appropriate deference in the context of 

investment treaty arbitration. The doctrine of clean hands examines the serious 
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misconduct of foreign investors with regard to the investment. It also implies giving 

due consideration to the judicial system of the host state with regard to the decisions 

of the host state’s judiciary on such misconduct.  

The sovereign right of states to safeguard the public interest or public morality is 

compromised by serious misconduct or unclean hands of investors, such as fraudulent 

activities, corruption and illegal profits of investors. In arbitration, host states challenge 

the investors’ lack of clean hands as a jurisdictional or admissibility defence, to defend 

their public interest and morality, and also to ensure that tribunals defer to judicial 

decisions made in state courts or by primary decision-makers in host states. However, 

several arbitral tribunals have been unwilling to exercise deference – first by denying this 

defence at the jurisdiction or admissibility phases, and second by reviewing the decisions 

of primary judicial decision-makers in host states in the merit phase.83 

The question in this part is how investor–state arbitration has addressed the unclean 

hands of foreign investors at the three phases of jurisdiction, admissibility and merit 

assessment. Analysis of the case law, in which the defence of the unclean hands of 

investors was an issue, suggests that arbitral tribunals have taken three approaches: 

Ø Tribunals dismiss the case at the jurisdiction phase, where there is an explicit 

reference to the clean hands doctrine in the respective investment treaties. 

Ø Tribunals dismiss the case at the admissibility phase, where there is an implicit 

treaty reference to unclean hands of investors. 

Ø Tribunals uphold jurisdiction and proceed to the merit phase, where there is an 

implicit treaty reference to the clean hands doctrine and tribunals. 

This part analyses several cases that took the first and second approaches, and Yukos v 

Russia84 as the most recent example in which the tribunal took the third approach. The 

argument in this part concerns how, and in which phase, appropriate deference should 

be exercised. This argument suggests that deference to host states in cases of the 

                                                
83 See, e.g., Yukos v Russia, above n 4; Niko Resources Ltd v People’s Republic of Bangladesh, 
Bangladesh Petroleum Exploration & Production Company Limited and Bangladesh Oil Gas and 
Mineral Corporation, (Decision on Jurisdiction) (ICSID Cases Nos. ARB/10/11 and ARB/10/18, 
19 August 2013); Metal-Tech Ltd v Uzbekistan (Award) (ICSID Case No. ARB/10/3, 4 October 2013). 
84 Yukos v Russia, above n 4. 
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investor’s serious misconduct is appropriate and available only at the jurisdiction and 

admissibility phases of the arbitral process, and not the merit phase. This study argues 

that tribunals should exercise deference at these two initial stages, even if the 

respective investment treaty does not explicitly express that the investors’ conduct 

must be in accordance with the law of the host state. This is because some serious 

misconduct of investors, such as corruption, is a matter of international public order 

(ordre public). Further, general treaty provisions concerning the safeguarding of the 

public order of states specifically exclude the liability of states for the violation of 

their treaty commitments on these grounds. The heart of the argument is that if the no-

deference paradigm is adopted at the merit phase, there are reasonable grounds for the 

host states to perceive that the system is biased. The next section describes the 

importance of the doctrine of clean hands in the context of public international law, 

and examines its applicability and relevance in the context of investor–state dispute 

settlement. 

3.2	  The	  Doctrine	  of	  Clean	  Hands	  in	  Public	  International	  Law	  

The clean hands doctrine is ‘an important principle of international law’, and is 

recognised in both contexts of public international law and the general principles of 

law.85 In the context of public international law, the doctrine is rooted in the general 

principle of good faith, and may be raised ‘whenever there [i]s evidence that an 

applicant State ha[s] not acted in good faith and that it ha[s] come to court with 

unclean hands’.86 

In international law, the nature of the doctrine of clean hands is controversial. In the 

context of state responsibility on the one hand, James Crawford – then the 

International Law Commission (ILC) Rapporteur – stated that the doctrine functions as 

‘a ground of inadmissibility of a claim rather than as a circumstance precluding the 

                                                
85 Ian Brownlie, Principles of Public International Law, 7th ed. (Oxford University Press, 2008) 503; 
Stephen M. Schwebel, ‘Clean Hands, Principle’ (2013) Max Planck Encyclopedia of Public 
International Law, <http://opil.ouplaw.com/view/10.1093/law:epil/9780199231690/law-
9780199231690-e18?prd=EPIL> 
86 Richard Kreindler, ‘Corruption in International Investment Arbitration: Jurisdiction and the Unclean 
Hands Doctrine’ in Kaj Hobér, Annette Magnusson and Marie Öhrström (eds), Between East and West: 
Essays in Honour of Ulf Franke (Juris, 2010) 317. See also, International Law Commission Report, 
57th Session, UN Doc A/60/10, (2005) 236. 
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wrongfulness of the conduct’.87 On the other hand, John Dugard limited its scope to 

disputes involving direct inter-state relations in the ILC Draft Article on Diplomatic 

Protection.88 He noted that, ‘States have frequently raised the clean hands doctrine in 

direct inter-State claims and in no case has the Court stated that the doctrine is 

irrelevant to inter-State claims.’89 Advocating the restricted scope of the doctrine, 

Dugard suggested that there was no room for its application for two reasons: 

firstly, because the claim has now assumed the character of an 

international, State v. State claim, and secondly, because the individual 

has no international legal personality and thus cannot (outside the field of 

international criminal law) be held responsible for the violation of 

international law.90  

This concept of international legal personality also has implications for the application 

of the clean hands doctrine in investment treaty arbitration. 

In the international dispute-settlement context in general, several judges are strong 

advocates of the doctrine. For example, in his separate opinion in the Case Concerning 

the Diversion of Water from the River Meuse, Judge Hudson stressed the significance 

of the doctrine in international law by noting that, ‘He who seeks equity must do 

equity’, and then concluded that ‘a tribunal bound by international law ought not to 

shrink from applying a principle of such obvious fairness’.91 The doctrine of clean 

hands has also been supported by several judges of the International Court of Justice,92 

                                                
87 James Crawford, ‘Second Report on State Responsibility’ (Yearbook of the International Law 
Commission, vol. II (Part 2), A/CN.4/SER.A/1999/Add.1 (Part 1), 1999) 83, 
<https://www.ilsa.org/jessup/jessup13/James%20Crawford’s%20Second%20Report%20on%20State%
20Responsibility.pdf> 
88 John Dugard, Sixth Report on Diplomatic Protection, UN Doc. A/CN.4/546, (11 August 2004), 
<http://legal.un.org/ilc/guide/9_8.htm>; International Law Commission Report, above n 86. 
89 Sixth Report on Diplomatic Protection, ibid., 6. 
90 Report of the International Law Commission, above n 86, 8. 
91 The Diversion of Water from the Meuse, (Opinion of Judge Hudson) (PCIJ, Series A/B No. 70, 1937) 
77. 
92 See, e.g., Arrest Warrant of 11 April 2000 (Democratic Republic of the Congo v Belgium) (ICJ Rep., 
14 February 2002) 3; Military and Paramilitary Activities in and Against Nicaragua (Nicaragua v 
United States of America) (ICJ Rep., Dissenting Opinion of Judge Schwebel, 27 June 1986) 268. 
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and while the court never explicitly endorses it, nor has it denied its place as a general 

principle of international law.93 

In addition, a significant number of states have adopted the doctrine of clean hands in 

their domestic jurisprudence,94 and therefore, as Judge Schwebel noted, its status as a 

‘general principle of law’ is not deniable.95 Thus, according to Article 38(1)(c) of the 

ICJ Statute, as a general principle of law this doctrine is ipso facto a source of law in 

the general international dispute-settlement setting. In turn, the clean hands doctrine is 

applicable to the investment treaty arbitration regime, discussed in the next section. 

3.3	  The	  Doctrine	  of	  Clean	  Hands	  in	  the	  Context	  of	  Investment	  Arbitration	  

In contrast to public international law, the investor has an international legal 

personality in investment treaty arbitration.96 This international legal personality of 

investors, together with their treaty-based rights, entitles foreign investors to seek 

redress directly for the violation of their rights by the host state. In cases where the 

investment is tainted by the investors’ unclean hands, the question arises as to how to 

take into account the serious misconduct of foreign investors, in the form of either 

wrongful or illegal behaviours such as fraud and corruption, or unlawfulness of the 

acquisition of the investment. This question is addressed through focusing on how the 

regime has addressed the issue of foreign investors’ unclean hands in the three phases 

of jurisdiction, admissibility and merit assessment. This discussion provides the 

groundwork for the argument that the exercise of deference is directly appropriate in 

the first and second phases of the arbitral process.  

                                                
93 See, e.g., Case Concerning the Oil Platforms (Islamic Republic of Iran v United States of America), 
(Judgment) (ICJ Rep., 6 November 2003) 30; Legal Consequences of the Construction of a Wall in the 
Occupied Palestinian Territory (Advisory Opinion) (ICJ Rep, 9 July 2004) 64. 
94 Kreindler, above n 86, 317. 
95 Nicaragua v United States of America, above n 92, 269; The Diversion of Water from the Meuse, 
above n 91, 50. 
96 See, e.g., Article 1 of the Sweden–Tanzania BIT, which provides that ‘“investment” shall mean any 
kind of asset owned or controlled, invested directly or indirectly by an investor of one Contracting 
Party in the territory of other Contracting Party, provided that the investment has been made in 
accordance with the laws and regulations of the other Contracting Party.’ Sweden–Tanzania BIT (1999) 
<http://investmentpolicyhub.unctad.org/Download/TreatyFile/2302> 
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The first step in the argument is to distinguish between jurisdiction and admissibility. The 

distinction between these two phases is not straightforward. In the ICSID Convention and 

investment treaties, there is no clear distinction drawn between them. Generally, the 

jurisdiction of the tribunal in an investment treaty dispute depends on four requirements 

being met: (1) qualified consent (ratione voluntatis), (2) qualified investor (ratione 

personae), (3) qualified investment (ratione materiae), and (4) qualified treaty in force 

(ratione temporis).97 In contrast, admissibility is a pre-merit phase that arises after the 

tribunal establishes its jurisdiction and ‘goes to the nature of the claim and whether there 

are impediments to a properly constituted tribunal hearing the claim’.98 Tribunals exercise 

their adjudicative power at the admissibility phase to determine the legality or illegality of 

the nature of a claim, before examining the merits of the claim.99 As Fitzmaurice notes, a 

state’s jurisdictional defence ‘is a plea that the tribunal itself is incompetent to give any 

ruling at all whether as to the merits or as to the admissibility of the claim’.100 However, 

the state’s defence in the admissibility phase is ‘a plea that the tribunal should rule the 

claim to be inadmissible on some ground other than its ultimate merits’.101 

In investment case law, the distinction between jurisdiction and admissibility was 

drawn by Arbitrator Highet in his dissenting opinion in Waste Management v 

Mexico.102 He distinguished jurisdiction from admissibility by stating that ‘jurisdiction 

is the power of the tribunal to hear the case; admissibility is whether the case itself is 

defective – whether it is appropriate for the tribunal to hear it’.103 In the context of an 

expropriation dispute, the tribunal in Occidental Exploration v Ecuador also referred to 

                                                
97Chittharanjan Felix Amerasinghe, Jurisdiction of International Tribunals (Martinus Nijhoff, 2003) 
635–43. 
98 Andrew Newcombe, ‘Investor Misconduct: Jurisdiction, Admissibility or Merits?’ in Chester Brown 
and Kate Miles (eds), Evolution in Investment Treaty Law and Arbitration (Cambridge University 
Press, 2011) 193. 
99 ibid. 
100 Sir Gerald Fitzmaurice, The Law and Procedure of the International Court of Justice (Grotius, 
1986) 438–9. 
101 ibid. 
102 Waste Management, Inc. v United Mexican States, (Dissenting Opinion (of Keith Highet)) (ICSID 
Case No. ARB(AF)/98/2 8 May 2000). 
103 ibid, para, 58. 
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the admisibility phase on the basis of an evident lack of merit at the this phase, before 

initiating any assessment at the actual merit phase.104	  

Therefore, there is a basis for distinguishing the two pre-merit phases of jurisdiction 

and admissibility, whereby it is determined whether to maintain or dismiss the case on 

the basis of inadmissibility in certain circumstances. As will be discussed below, 

investment arbitral practice is inconsistent in cases concerning the serious misconduct 

of investors. The inconsistency relates to whether a tribunal dismisses the case at the 

jurisdiction or admissibility phase, or maintains the case and assesses the unclean 

hands claim at the merit phase. Several tribunals consider the unclean hands of 

investors as a violation of domestic and international public order, and dismiss the 

case at both of the initial two phases.105 However, in other cases tribunals deal with 

unclean hands at the merit phase.106  

Addressing the doctrine of unclean hands at the merit phase means tribunals review 

the judgments of local courts and weigh the misconduct of investors against the 

breach of treaty standards by the state. However, even if an investment tribunal 

accepts the unclean hands defence of the state, it applies the principle of contributory 

fault to both parties and adjusts the compensation to investors accordingly. This 

adjustment takes into account both the unclean hands of investors and the violation of 

treaty obligations by states. Therefore, host states may become reluctant to enact 

regulations or take measures for public order, in order to avoid violating treaty 

regulations. While the application of contributory fault can be seen as a deferential 

response, its application at the merit phase has the opposite effect and could adversely 

affect the sovereign power of states. 

Investment arbitral practice examines the investor’s unclean hands in the jurisdiction, 

admissibility or merit phases, through first looking whether there is an explicit or 

implicit reference to the doctrine in investment treaties. Reference to the doctrine in 

                                                
104 Occidental Petroleum v Ecuador, above n 36, 80. 
105 See, e.g., Plama Consortium Ltd v Republic of Bulgaria, (Award) (ICSID Case No. ARB/03/24, 
27 August 2008); Fraport AG Frankfurt Airport Services Worldwide v Philippines, (Award) (ICSID 
Case No. ARB/03/25, 16 August 2007); Ioannis Kardassopoulos v Georgia (Decision on Jurisdiction) 
(ICSID Case No. ARB/05/18, 6 July 2007). 
106 To see the examples, refer above n 83. 
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treaties is important in determining the phase at which tribunals assess the serious 

misconduct of investors.  

3.3.1	  Explicit	  Reference	  to	  the	  Clean	  Hands	  Doctrine	  

A significant number of investment treaties explicitly require that investments under 

the protection mechanism of the treaties be made ‘in accordance with the law’.107 This 

requirement prevents investment treaties from ‘protecting investments that should not 

be protected, particularly because they would be illegal’.108 In cases of misconduct or 

illegal investment, this treaty provision has been interpreted to allow investment 

tribunals to hold that they lack jurisdiction to hear and determine the dispute. 

For example, the tribunal in Inceysa v El Salvador applied this interpretation.109 The 

tribunal maintained that where the investment or the conduct of the investor failed to 

obey the law of the host state, the tribunal must deny jurisdiction.110 El Salvador 

argued that Inceysa had committed fraud by providing false information and 

documentation in relation to establishing the investment to the relevant government 

body in El Salvador. The tribunal found that the El Salvador bilateral investment 

treaty with Spain expressly showed that the intention of the parties ‘was to exclude 

from the scope of application and protection of the Agreement disputes originating 

from investments which were not made in accordance with the laws of the host 

State’.111 Despite initially referring to the investment treaty as the primary source of 

law in El Salvador, the tribunal’s conclusion that it lacked jurisdiction was premised 

on ‘generally recognised rules and principles of International Law’, set forth in 

                                                
107 Rahim Moloo, ‘A Comment on the Clean Hands Doctrine in International Law’ (2011) 1 Transnational 
Dispute Management 6; Rahim Moloo and Alex Khachaturian, ‘The Compliance with the Law Requirement 
in International Investment Law’ (2011) 34 Fordham International Law Journal 1479; Patrick Dumberry 
and Gabrielle Dumas-Aubin, ‘The Doctrine of “Clean Hands” and the Inadmissibility of Claims by Investors 
Breaching International Human Rights Law’ (2013) 10 Transnational Dispute Management 1, 4. 
108 Gustav FW Hamester GmbH & Co KG v Republic of Ghana (Award) (ICSID Case No. ARB/07/24, 
18 June 2010) para 125. 
109 Inceysa Vallisoletana, SI v Republic of El Salvador, (Award) (ICSID Case No. ARB/03/26, 2 
August 2006). 
110 ibid., paras 227–8. 
111 ibid., para 208. 
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Article 38 of the Statute of the International Court of Justice.112 The tribunal noted 

that the reference to international law was due to the fact that the El Salvador–Spain 

BIT ‘does not contain substantive rules that permit a determination whether Inceysa’s 

investment was made in accordance with the law of El Salvador’.113  Therefore, the 

tribunal relied on the violation of the international principle of good faith to deny its 

jurisdiction over the dispute, along with the BIT provision requiring that the investor 

act ‘in accordance with the law’.114 

3.3.2	  Treaty	  Provisions	  Do	  Not	  Explicitly	  Require	  that	  Investors	  Act	  ‘in	  Accordance	  

with	  the	  Law’	  

Few investment treaties include an explicit provision requiring that investors act ‘in 

accordance with the law’. The Energy Charter Treaty (ECT) is a prime example of a 

treaty that does not expressly exclude investors’ illegal activities or investments made 

in contravention of the domestic law of Member States.115 The question in cases that 

there is no explicit requirement is whether the serious misconduct of foreign investors 

is a matter for the jurisdictional or admissibility phases, or may only provide states 

with a defence in the merit phase.  

Several arbitral tribunals have implicitly adopted a clean hands doctrine, and have 

treated the investor’s claim of violation of the treaty rights as inadmissible on the 

basis that serious misconduct of investors are matters of international public order, or 

ordre public.116 An arbitral award in the investment case of World Duty Free v Kenya 

is an example of this approach, where the tribunal held the investor’s claim 

inadmissible because of the investor’s lack of clean hands.117 The investor alleged that 

                                                
112 ibid., para 224. 
113 ibid., para 223. 
114 ibid., paras 230–9. 
115 However, as will be discussed in Section 3.3.3, Article 24 (3)(c) of the ECT excludes responsibility 
of states from measures taken ‘for the maintenance of public order’. Energy Charter Treaty, opened for 
signiture 17 December 1994, 2080 UNTS 95, 34 ILM 360 (entered into force April 16, 1998), 
[hereinafter The ECT Charter]. See < http://www.ena.lt/pdfai/Treaty.pdf> 
116 See, e.g., World Duty Free Company Limited v the Republic of Kenya (Award) (ICSID Case No. 
Arb/00/7, 4 October 2006); Plama v Bulgaria, above n 105; Phoenix Action, Lid v Czech Republic, 
(Award) (ICSID Case No. ARB/06/5, 91101, 15 April 2009). 
117 World Duty Free v Kenya, ibid. 
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the host state had breached the investment agreement by expropriating its property. 

The state’s defence was that the investment agreement was procured through bribery 

of officials in Kenya, as the Kenyan courts had already determined. The tribunal first 

noted that condemnation of the bribery committed by the investor derives from the 

concept of ordre public, and therefore the serious misconduct of the investor ‘is 

contrary to international public policy of most, if not all States’.118 While the tribunal 

held that it had jurisdiction, it applied the clean hands doctrine to dismiss the case in 

the pre-merit phase of admissibility. The tribunal expressed the view that even if the 

host state was manifestly ‘equally at fault’ by participating in the corruption, the act 

of the investors was in violation of public policy of the state, and the case must be 

dismissed.119  Thus the tribunal concluded that it was not competent to proceed to a 

merit assessment of the violation of the investor’s rights. 120 The tribunal did not 

review the investigation and decisions of the local court concerning the public policy 

matter of bribery. This should be regarded as appropriate deference by the tribunal to 

the sovereignty of the host state on the grounds of public policy. 

Similarly, in Plama v Bulgaria, the investor was involved in deliberate concealment 

of its identity, and that amounted to fraud under Bulgarian law.121 This issue had 

already been determined by the Bulgarian courts. The tribunal held that the case was 

inadmissible because the investment had been established and profited from on 

deceptive and fraudulent grounds, and that ‘the substantive protections of the ECT 

                                                
118 The tribunal cited Lord Mansfield in Holman v Johnson, who wrote that ‘the objection, that a 
contract is immoral or illegal as between plaintiff and defendant, sounds at all times very ill in the 
mouth of the defendant. It is not for his sake, however, that the objection is ever allowed; but it is 
founded in general principles of policy, which the defendant has the advantage of, contrary to the real 
justice, as between him and the plaintiff, but accidentally, if I may say so. The principle of public 
policy is this: ex dolo malo non oritur actio. No court will lend its aid to a man who founds his cause of 
action upon an immoral or illegal act. If, from the plaintiff’s own stating or otherwise, the cause of 
action appears to arise ex turpi causa, or the transgression of a positive law of this country, there the 
court says he has no right to be assisted. It is upon that ground the court goes; not for the sake of the 
defendant, but because they will not lend their aid to such a plaintiff. So if the plaintiff and defendant 
were to change sides, and the defendant was to bring his action against the plaintiff, the latter would 
then have the advantage of it; for where both are potior est condition defendentis.’ Ibid., para 157 
(citing Holman v Johnson (1775) 1 Cowp. 341, 343). 
119 ibid., paras 179–81. 
120 ibid. 
121 Plama v Bulgaria, above n 105, para 137. 
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cannot apply to investments that are made contrary to law’.122 The tribunal found 

itself incompetent to assess the case at the merit phase on two grounds. First, it found 

that holding the case admissible is against basic notions of domestic and international 

public policy, which entailed ‘the obligation for the investor to provide the host state 

with relevant and material information concerning the investor and the investment’.123 

Second, it found itself incompetent to examine and challenge the decisions of 

Bulgarian courts concerning the claim of fraud.124  

The tribunal in Phoenix v The Czech Republic took the same approach in a case that 

concerned the illegal acquisition of an investment.125 The tribunal first analysed 

whether the investor’s claims should be heard at all at the admissibility phase, rather 

than analysing whether the tribunal had jurisdiction. It concluded that, although it had 

jurisdiction, it was unwilling to proceed with the case where the investor’s 

misconduct or illegal activity was in ‘manifest’ violation of the law and public policy 

of the host state.126 First, the tribunal found the case inadmissible. Second, it did not 

proceed to further assessment in the merit phase of the state’s judicial decisions 

concerning the illegality of investment.127  

In conclusion, the tribunals in these cases adopted a clean hands doctrine implicitly, 

through appeal to two other grounds. First, claims involving serious misconduct of 

                                                
122 ibid., para 139. 
123 The tribunal held that the ‘Claimant’s conduct is contrary to the principle of good faith which is part 
not only of Bulgarian law … but also of international law – as noted by the tribunal in the Inceysa 
Case. The principle of good faith encompasses, inter alia, the obligation for the investor to provide the 
host State with relevant and material information concerning the investor and the investment. This 
obligation is particularly important when the information is necessary for obtaining the State’s approval 
of the investment.’ ibid., para 144. 
124 ibid., para 147. 
125 Phoenix v Czech Republic, above n 116. 
126 According to the tribunal, ‘States cannot be deemed to offer access to the ICSID dispute settlement 
mechanism to investments made in violation of their laws. If a State, for example, restricts foreign 
investment in a sector of its economy and a foreign investor disregards such restriction, the investment 
concerned cannot be protected under the ICSID/BIT system. These are illegal investments according to 
the national law of the host State and cannot be protected through an ICSID arbitral process. And it is 
the Tribunal’s view that this condition – the conformity of the establishment of the investment with the 
national laws – is implicit even when not expressly stated in the relevant BIT.’ Phoenix v Czech 
Republic, above n 116, para 2.  
127 See also Toto v Lebanon, above n 44, para 85. 
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investors, such as corruption, bribery and illegal investments, are inadmissible as a 

matter of public policy. Second, the tribunals declared themselves incompetent to 

review decisions made by host state courts. Both these grounds are used to justify 

dismissal of a case at the pre-merit phases. It is at this latter stage that problems arise 

with implementing appropriate deference, as discussed in the next section. 

3.4	  The	  Doctrine	  of	  Clean	  Hands	  at	  the	  Merit	  Phase	  and	  the	  Deference	  Paradigm	  

Although the tribunals described above considered the unclean hands of investors to 

be grounds for dismissal of the case at the initial two phases, there are a few energy 

cases where tribunals proceeded to the merit phase.128 For example, the tribunal in 

Yukos v Russia found that the claim was admissible, and then proceeded to the merit 

phase.129 In this ECT case, the tribunal rendered an historic $50 billion award against 

the host state in 2014. The investor was involved in 28 instances of alleged ‘illegal 

and bad faith conduct’, including ‘criminal enterprise’, a variety of tax-evasion 

schemes and other fraudulent activities.130 The Yukos tribunal first maintained that 

there was support within investment arbitral practice for the concept that 

where the applicable treaty does not contain an express requirement of 

compliance with host State laws … an investment that is made in breach 

of the laws of the host State may either: (a) not qualify as an investment, 

thus depriving the tribunal of jurisdiction; or (b) be refused the benefit of 

the substantive protections of the investment treaty.131  

However, the tribunal held that it had jurisdiction over the investors’s claim, and the 

allegations of the unclean hands of the investor were admissible and addressed at the 

merit phase; thus the tribunal was empowered to analyse and review the factual 

findings of the Russian judicial and executive decision-makers.132 

                                                
128 See, e.g., Yukos v Russia, above n 4. See also Niko Resources Ltd v Bangladesh, above n 83; Metal-
Tech Ltd v Uzbekistan, above n 83. 
129 Yukos v Russia, above n 4, para 1355. 
130 ibid., para 63. 
131 ibid., para 1349. 
132 ibid., para 1355.  
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From the foregoing discussion, as the Yukos case shows, once the tribunal proceeded 

to consider the doctrine of unclean hands at the merit stage, it sometimes moved into 

the realm of state sovereignty, and by so doing denied deference to it. Determining 

whether tribunals have exercised an appropriate level of deference may be considered 

from two perspectives: first, whether investment tribunals have sufficient knowledge 

and expertise to competently assess the grounds of unclean hands, which have already 

been investigated by domestic courts; and second, how the assessment of the unclean 

hands grounds by tribunals influences the final outcome of the dispute. 

With regard to the first perspective, in cases where the public interests and public 

policy choices of states are involved, tribunals lack competence in the review of 

states’ decisions due to the tribunals’ lack of proximity and expertise, as discussed in 

Chapter 5.133 Superior expertise and the proximity of states render the judiciaries of 

the states better placed to evaluate and assess the legality of activities relating to the 

investment.134 Both factors of proximity and expertise are relevant where public 

morality or order in the host states is breached through serious misconduct of 

investors. In the context of considering the issue of investors’ unclean hands, the host 

states are more competent to determine the legality of state legislative or judicial 

decisions. 135  This suggests that investment tribunals should defer to domestic 

adjudicators’ decisions with regard to the unclean hands of investors, and refrain from 

second-guessing the judiciary or regulatory objectives of states.136 Further, tribunals 

suffer from a range of time, resource and other limitations. By contrast, states’ courts 

are ‘better placed to perform tasks such as gathering and evaluating complex 

information, monitoring evolving situations, engaging in consultation and 

investigating alternative courses of action, and may have greater expertise in relation 

to the subject matter of the measure’.137 Clearly, if local courts have more expertise 

                                                
133 Refer to section 1.2, Chapter Five. 
134 Caroline Henckels, ‘The Role of the Standard of Review and the Importance of Deference in 
Investor–State Arbitration’ in Lukasz Gruszczynski and Wouter Werner (eds), Deference in 
International Courts and Tribunals: Standard of Review and Margin of Appreciation (Oxford 
University Press, 2014); Caroline Henckels, above n 2 (‘Indirect Expropriation and the Right to 
Regulate’) 128; Schill, above n 1, 602. 
135 Schill, above n 1, 600. 
136 Van Harten, above n 22, 145. 
137 Henckels, above n 2 (‘Indirect Expropriation and the Right to Regulate’) 117. 
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and better resources, it follows that they will arrive at better and more informed 

decisions on the questions at issue. 

With regard to the second perspective, the assessment of the unclean hands grounds by 

tribunals has arguably influenced the outcomes of the dispute. As discussed earlier in 

this part, the clean hands doctrine is a general principle of law and a matter of 

international public order that would bar an investor with unclean hands from 

benefiting from the protection mechanism of investment treaties. However, once the 

dispute proceeds to the merit stage, the tribunal is obliged to weigh ‘the respective 

degrees of egregiousness of the illicit conduct of the claimant investor on the one 

hand, and the respondent host State on the other’.138 This allows for the prospect of 

reducing the amount of compensation on the basis of the contributory fault principle. 

The Yukos Case is an example of this approach. In this case, the tribunal stated that 

‘[S]ome of the instances of the Claimants’ “illegal and bad faith” conduct complained 

of by Respondent in the context of this preliminary objection, could have an impact on 

the Tribunal’s assessment of liability and damages.’139 The tribunal finally decided on 

a 25 per cent reduction in compensation, ‘having considered and weighed all the 

arguments’ presented by the parties and ‘in the exercise of its wide discretion’.140 It 

viewed this decision as a ‘fair and reasonable’ apportionment of responsibility 

between the claimants and Russia.141  

This approach of the application of the contributory fault principle is a clear example 

of a tribunal failing to appropriately defer to the sovereign authority of states, and is in 

direct opposition to the general principle of the clean hands doctrine. The reasons for 

asserting this lack of deference are twofold. First, as stated by several tribunals 

discussed above, some serious misconduct of investors is a matter of international 

public order, and it is generally accepted that states are not liable at all for treaty 

violations as a response to the violation of international public order.142 Second, the 

                                                
138 Kreindler, above n 86, 321. 
139 Yukos v Russia, above n 4, para 1374. 
140 ibid., para 1637. 
141 ibid. 
142 The concept and scope of international public policy are not clear in international public law. For 
further discussion on what constitutes international public order, and why it is applicable in arbitration 
in the absence of any express provisions, see Dai Tamada, ‘Host States as Claimants: Corruption 
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investment treaty regime pays special attention to maintaining public order in states. 

For example, Article 24(3)(c) of ECT explicitly excludes responsibility of states from 

measures taken ‘for the maintenance of public order’. 143  Further, the case law 

discussed above suggested that the serious misconduct of investors is a matter of 

public order. The investigation of the investors’ claim at the merit phase is also 

contrary to the intention of states to exclude issues in relation to the safeguarding of 

public order from the liability of states for the violation of investors’ rights. Therefore, 

in the interpretation of the case law, the exception of public order implies an ‘all or 

nothing’ approach. This approach means that proceeding to the merit stage has serious 

consequences where the public order of states is at stake. The impact of allowing the 

case to proceed to the merit phase in Yukos, for example, was to enable the claimant to 

benefit from the protection mechanism of investment treaties, despite engaging in 

serious misconduct against the public order of the host state. Following this 

jurisdictional decision, among other reasons, Russia withdrew from the Energy 

Charter Treaty because of its perception that the investment treaty system was biased 

in favour of investors.144  

To conclude, appropriate deference to the sovereignty of states and their public order 

requires tribunals to dismiss cases of serious misconduct of investors in the pre-merit 

phases. The accepted unclean hands principles of international law and investment 

arbitral practice, and also treaty provisions, establish that these issues relate to 

jurisdiction or admissibility, and should be addressed at those stages.  This is the case 

whether or not the relevant investment treaty requires investors to act ‘in accordance 

with law’. Taking an appropriately deferential approach enables the investment treaty 

regime to address the problem of the perception of bias, and to rebuild its legitimacy. 

                                                                                                                                       
Allegations’, in Shaheeza Lalani and Rodrigo Polanco Lazo (eds), The Role of the State in Investor–
State Arbitration (Brill|Nijhoff, 2015) 117–21. See also Alexis Martinez, ‘Invoking State Defences in 
Investment Treaty Arbitration’ in Michael Waibel et al. (eds), The Backlash Against Investment 
Arbitration: Perceptions and Reality (Kluwer Law International, 2010) 327. 

143 The ECT Charter, above n 115, Article 24 (3)(c). 
144 For further discussion on reasons for Russia’s withdrawal from ECT, see Monica Waloszyk, Law 
and Policy of the European Gas Market (Edward Elgar, 2014) 74–80. 
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Concluding	  Remarks	  	  

This chapter has supported the argument developed in Chapters 3, 4 and 5 that there 

are reasonable grounds that warranted the perception of bias in investment arbitration. 

The chapter has argued that the exercise of appropriate deference to the policy choices 

and public order of sovereign states is the key factor in examining the systemic bias. 

Part I showed that, in terms of the exercise of deference, commercial and investment 

arbitration are not analogous, and several factors differentiate these two areas of 

dispute settlement. These factors give parties to the dispute different standing in 

investment arbitration. While the principle of equality of the parties in commercial 

arbitration means that there is no reason for tribunals to defer to either party, 

investment arbitration is entirely different and requires a different approach. Part I 

also argued that the two normative concepts of reasonableness and equity underpin 

the way investment tribunals exercise appropriate deference to sovereign states. The 

flexibility embedded in these two concepts enables a focus on the role of foreign 

investors in the dispute, and assessment of their actions, conduct and decisions. 

In Parts II and III, the chapter examined available means already deployed by some 

tribunals in public international law to give states and their policy choices more 

support, and hence deference. In several recent arbitral decisions, states have resorted 

to using two significant doctrines of public international law as defences against 

allegations of treaty violations: due diligence and clean hands. In the context of these 

two doctrines, it was suggested that exercising appropriate deference could be 

accomplished by looking at the conduct of investors. The following remarks 

summarise discussions in Parts II and III of the chapter:  

Doctrine of Due Diligence  

Ø In the context of this doctrine, the exercise of an appropriate level of deference 

requires that tribunals take into account the host state’s development status, 

and also the investor’s potential negligence in relation to risk assessment. 

Ø The study suggested that under the due diligence doctrine, an appropriate level 

of deference is exercised where the amount of compensation is reduced on the 

basis of the investor’s contributory fault at the merit stage.  
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Doctrine of Clean Hands 

Ø Under this doctrine, appropriate deference is applicable through consideration 

by tribunals of serious wrongful behaviour by the foreign investors – for 

example, in cases of bribery, corruption and criminal enterprise – because of 

the violation of domestic and international public order; 

Ø The study suggested that, in cases of serious unclean hands, investment 

tribunals should dismiss the investors’ claims at the jurisdiction or 

admissibility phases. 

As the chapter discussed, the two doctrines have different responses within the 

deference paradigm. This allows investment treaty arbitration to implement a greater 

level of deference to the sovereign power of states in relation to their public policy 

and domestic judicial decisions. However, as the analysis of the case law in this 

chapter showed, the application of these two doctrines in the context of ISDS is 

inconsistent. The crux of the problem lies in the wording of provisions in the 

investment treaty system. Arbitral practice suggests that the ambiguous and open-

ended wording of treaty provisions concerning the role of investors and the public 

order allows different interpretive approaches. This inconsistency, and the cases in 

which public interests and the public order of states are disregarded, together create an 

apprehension of systemic bias. 

In the concluding chapter, it is argued that, in the last analysis, the perception of bias 

in ISDS concerns the crucial but relatively ill-understood and under-utilised concept 

of deference in the investment treaty system. The study concludes with some 

proposals and recommendations to further strengthen the legitimacy of this regime. 

Some of these may be radical; others are more easily implemented. As an example of 

the former, some scholars have suggested starting a system anew. In terms of the 

latter, others propose the establishment of an international investment court system 

with a consistent and unified investment agreement.  
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Chapter	  7	  

Conclusion	  

Part	  I:	  Are	  the	  Host	  States’	  Perceptions	  of	  Bias	  Well	  Founded?	  

There are growing concerns about a crisis in the legitimacy of the investor–state 

dispute-settlement (ISDS) system. One element that has contributed to the crisis is the 

perception held by several host states that the system is biased in favour of investors. 

The perception of bias is particularly significant in areas where the sovereignty and 

public interest of states are impinged upon, such as in the energy sector. This study 

examined the perception of bias by focusing on doctrinal developments in energy case 

law and addressed two important issues: (1) the original intentions of the state parties 

in giving protection to foreign investors in treaties; and (2) the rights of sovereign 

states to regulate or take domestic measures for public purposes. 

The issue of the original intentions of states concerns how and to what extent states 

delegate power to investment tribunals to adjudicate between disputing parties. 

Clearly, the delegation of power has implications for the sovereignty of states. 

Delegation of power imposes limits on the rights of states to regulate, and gives 

tribunals discretion to review state decisions. States engage in this delegation of 

power if the expected costs of constraining sovereignty will deliver the expected net 

benefits. Therefore, as long as there is equilibrium in what states lose or gain, 

surrendering economic sovereignty to foreign investors is not a reasonable or 

sufficient ground to challenge this delegation of power.1 However, this thesis has 

argued that the perception of bias arises where investment tribunals rule on matters 

that are outside of the scope of the intentions of states when they entered into the 

treaty arrangements, and where tribunals significantly limit the sovereign powers of 

states to regulate in the public interest. 

This delegation of power from host states to investment tribunals is performed 

through investment treaties, which contain sets of standards to ensure that states are 

liable for the violation of investors’ rights. This thesis has focused its doctrinal 

                                                
1 See section 2.3, Chapter 2. 
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analysis on how certain treaty rules and standards are crafted, interpreted and applied. 

The argument presented is that the perception of bias arises, inter alia, from what 

states draft in their treaties – namely ambiguous, inconsistent and investor-favouring 

standards and rules. It maintains that the ways by which investment tribunals interpret 

and apply such indeterminate and vague standards confer too much power on 

tribunals. This high degree of discretionary power contributes to the perception of 

host states that the system is biased, in that tribunals give primacy to the protection of 

investors over states’ public interests. As Franck notes, the indeterminate nature of 

standards does not provide specific guidance for states about what is required by 

treaties in their treatment of investors.2 Given the indeterminate nature of certain 

standards, this thesis has argued that tribunals show a willingness to play a rule-

making role. Tribunals exercise this rule-making through their practices of 

interpretation and application of treaty standards. However, the results of this rule-

making function are not always in conformity with what states originally intended in 

the treaty-drafting process. This rule-making function has implications for states’ 

sovereign rights to regulate in the public interest.  

This study has examined the rule-making practice of tribunals in the context of fair and 

equitable treatment (FET) standard and indirect expropriation.  These two standards are 

at the centre of the historical conflict between the property rights of investors and the 

public interest of states. From the colonial era to the rise of neoliberal ideology, both 

developed and developing states have struggled to deal with the requirement that foreign 

investors be guaranteed minimum standards of treatment on the one hand, and the 

safeguarding of their properties against expropriation on the other.3 The legacy of this 

historical conflict has been the emergence of two treaty standards: fair and equitable 

treatment, with the concept of ‘legitimate expectations’ as its major element; and indirect 

expropriation. A thorough scanning of energy related cases discussed in this study has 

revealed that all energy investment disputes that have arisen to date are concerned 

with the claims by investors of the violation by host states of either or both of these 

two treaty standards. Yet the interpretation of these two standards continues to be 

contentious within both the tribunals and academia.  

                                                
2 Thomas M Franck, The Power of Legitimacy among Nations (Oxford University Press, 1990) 57. 
3 See part I, Chapter 2. 
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Doctrines emerging from the interpretation and application of these two standards are 

shaping and contributing to the perception of systemic bias. The doctrinal 

developments in the law of investment treaties discussed in this thesis concern how 

investment tribunals interpret these treaty standards, and also how they address the 

rights of states to regulate for the public interest and control public order. In its 

doctrinal examination, this study analysed a wide range of energy investment 

decisions, in order to establish whether doctrinal developments showed valid grounds 

for this perception. The findings of the study reveal that while the doctrines arising 

out of the investment treaty system suggest the perception of bias, the evidence does 

not point to bias in a majority of energy cases. This does not affect the argument, 

which is that if some arbitral awards develop jurisprudence in a way that can 

reasonably be characterised as favouring investors, the legitimacy of the system itself 

is called into question. 

Given the confidentiality issues that are often associated with investment arbitration 

cases, there is usually insufficient information or data available about the full range of 

investment awards. As such this work has been limited by not being able to undertake 

quantitative analysis of the perception of bias. Notwithstanding, an analysis of 

published cases suggests that they contain in them doctrinal developments that have 

the potential to colour the perceptions that states have of the investment system. As 

the study in its qualitative analysis has argued, host states have a concern that the 

current ISDS system is biased, notwithstanding whether states find themselves on the 

losing or winning side of a specific dispute. The argument presented in this thesis is 

that so long as there are examples of aspects of the system effectively undermining 

and acting against the public interest of states, then host states’ perception of bias in 

favour of investors has some foundation in reality. As this study has shown, there are 

many examples of this. Over the last decade, examples from the case law include 

claims brought against Ecuador,4 Argentina5 and Russia.6 The analysis presented in 

                                                
4 See Occidental Exploration and Production Company v Ecuador (Final Award) (LCIA Case No. 
UN3467, 1 July 2004); Occidental Petroleum Corporation and Occidental Exploration and Production 
Company v Republic of Ecuador, (Award) (ICSID Case No ARB/06/11, 5 October 2012). 
5 See, e.g., CMS Gas Transmission Company v The Argentine Republic, (Award) (ICSID Case No. 
ARB/01/08, 12 May 2005, Award); Enron Creditors Recovery Corporation and Ponderosa Assets, LP 
v Argentine Republic, (Award) (ICSID Case No ARB/01/3, 22 May 2007); Sempra Energy 
International v Argentine Republic, (Award) (ICSID Case No ARB/02/16, 28 September 2007). 
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this thesis suggested that these cases, and others like them, may be considered to be 

‘rotten apples’. In this study, the ‘rotten apples’ in the case law refer to energy cases 

in which tribunals exceed their delegated power in the application and interpretation 

of treaty standards, particularly where public policy choices of states are involved. 

These cases not only justify the perception of bias among states, but also introduce 

inconsistency and contradictions into the system, and thus contribute to the legitimacy 

crisis. The thesis finally found that such examples inevitably create serious concerns 

for states that their rights to regulate for the public interest may be undermined by 

tribunals. This concern may ‘chill’ the ability of states to regulate in the public 

interest.  

The finding of bias in the ISDS system is premised on the development of two 

doctrines: the expansionary interpretive practice within investment tribunals and the 

lack of deference given by some tribunals to public policy choices of states. These 

two doctrines justify a wide margin of discretion in the hands of tribunals to act as 

rule-makers. This study found that these doctrinal developments promote the 

perception that investors are prioritised in investor-state dispute settlement system. 

1.1	  Expansionary	  Practice	  in	  the	  ISDS	  System	  

Given the indeterminacy of the treaty standards of FET and indirect expropriation, 

some energy tribunals have taken an expansionary approach to the interpretation and 

application of these standards. The energy cases analysed in this thesis provide 

instances of this expansionary practice. In Chapter 3, the study demonstrated how the 

broad application of the legitimate expectations doctrine, as the pivotal element of the 

FET standard, could favour extensive protection of foreign inventors. The study 

argued that this broad interpretive approach creates a justifiable perception of bias for 

two reasons. First, the legitimate expectations doctrine is not expressed in the text of 

investment treaties, and thus its broad application exceeds the scope of what the host 

states initially consented to in signing the treaties. Second, the broad application of 

the doctrine often impacts on the exercise of the sovereign power of states to regulate 

for public purposes.  

                                                                                                                                       
6 See Yukos Universal Ltd v Russia, (Award) (PCA AA 227, 18 July 2014). 
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In its findings, the study first identified the expansionary practice of tribunals in three 

energy cases brought by investors against Argentina: CMS, Sempra and Enron.7 

These three tribunals exercised an expansive interpretive approach in relation to the 

investors’ legitimate expectations during Argentina’s emergency situation. The 

legitimate expectations of investors were grounded in the legislative frameworks in 

Argentina. Argentina invoked several defences, including the ‘necessity defence’, to 

defend its measures that had allegedly given rise to violation of the legitimate 

expectations of foreign investors. This defence provides that there is no liability for 

changes in the legal framework that were necessitated by emergency circumstances. 

Argentina’s necessity defence appears under the non-precluded measures (NPM) 

clause in investment treaties. In these cases, the three tribunals broadly interpreted the 

NPM clause and two requirements of the necessity defence: the seriousness of the 

situation and the requirement that the policy choices of states in emergency situations 

were the ‘only way’ option. By applying the broad interpretive approach, the tribunals 

rejected the necessity defence, which this study maintains exceeded their authority 

under the treaties.8 

Second, the study found that tribunals in two energy cases against Ecuador, Occidental 

Exploration and Occidental Petroleum, broadly interpreted the concept of legitimate 

expectations.9 The tribunals in these two cases conflated the more explicit concrete 

stabilisation clauses in investment contracts and a generalised treaty-based stability 

regime. This extension of stabilisation clauses to a stability regime has consequences 

for determining the violation of FET standards. The tribunals reasoned that this level of 

higher protection should be extended to all investors, even where there was no 

stabilisation clause in the relevant contract. This expansionary interpretation warranted 

the perception of bias by Ecuador.10  

Third, the study showed that certain energy tribunals applied a broad interpretive 

approach to the concepts of ‘investment’ and ‘indirect expropriation’. In Chapter 4, it 

argued that the criterion of ‘contribution to the economic development’ of the host 
                                                
7 CMS v Argentine, above n 5; Enron v Argentine, above n 5; Sempra Energy v Argentine, above n 5. 
8 For further discussion refer to section 2.1.3, Chapter Three. 
9 Occidental Exploration  v Ecuador, above n 4; Occidental Petroleum v Ecuador, above n 4. 
10 For further discussion refer to section 2.2.1(b), Chapter Three. 
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state is decisive in determining what assets constitute an ‘investment’ that is 

susceptible to either regulatory takings or expropriation. This factor is addressed in 

many investment treaties. By excluding this factor in interpreting the concept of an 

‘investment’, tribunals expand protection of the investors’ assets beyond the scope of 

the state parties’ original consent in the treaties. This exercise of excessive power 

justified the perception of bias by Hungary in the energy case of Electrabel v 

Hungary.11  

Lastly, the study examined the approach of tribunals with respect to interpreting the 

purpose and effect of states’ expropriatory measures. The majority of investment 

treaties explicitly limit the liability of states where the states’ measures are for public 

purposes. However, a number of energy tribunals only examined the severity of the 

effect of the measures on the investment of foreign investors without considering the 

purpose of states in taking such measures. That is, the effect of the states’ measures is 

the only criterion, even if the effect did not amount to expropriation in the assessment 

of the tribunal. Even when violation by the state is denied, the purpose test is not part 

of the assessment of the case. In its analysis of energy cases against Argentina,12 the 

study found that where tribunals examine only the effect of state measures, this has 

the effect of extending the concept of compensable expropriation to any measures 

affecting property rights. This broad interpretation is expressly at odds with the 

intentions of states to quarantine public welfare in their investment treaties. The study 

concluded that regardless of whether the host state won or lost the cases, the on-going 

fear of the potential undermining of states’ rights to regulate for the public interest 

justifies states’ perceptions that the investor-state dispute system has the potential for 

bias, and that it is sometimes actually biased.13 

                                                
11 Electrabel SA v Republic of Hungary (Decision on Jurisdiction, Applicable Law and liability) 
(ICSID Case No. ARB/07/19, 30 November 2012). For further discussion refer to section 1.1.2, 
Chapter Four. 
12 See, e.g., El Paso Energy International Company v The Argentina Republic (Award) (ICSID Case No. 
ARB/03/15, 31 October 2011); Enron v Argentine, above n 7; Sempra Energy v Argentine, above n 7. 
13 For further discussion refer to section 2.2.2, Chapter Four. 
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1.2	  The	  Lack	  of	  Deference	  

In exploring the doctrinal developments in the ISDS system, the study found that the 

notion of the lack of deference to the public policy choices and public order of sovereign 

states is another ground that contributes to a perception that the system is biased in favour 

of investors. The lack of deference contributes to the host states’ perception of bias in 

terms of the way that deference may first limit the discretion of investment tribunals in 

interpretating vague standards, and second give policy choices of the host states sufficient 

credibility. The study examined the lack of deference in energy case law from two 

perspectives: the standard of review under the proportionality test and consideration of 

the role of investors in the investment dispute.  

Chapter 5 argued that the use of proportionality in jurisdictions external to ISDS is a 

widely accepted model for striking a balance between investors’ rights and states’ 

public interests. However, its inappropriate deployment in investment disputes may 

risk reversing its potentially positive balancing effects. The study found that several 

recent energy tribunals did not exercise an appropriate standard of review in the 

proportionality test. Investment treaties lack textual clarity in relation to the review 

power of tribunals. The indeterminacy in the text of treaties is sometimes treated as 

giving broad discretionary power to tribunals to undertake a de novo review of public 

policy choices of states in proportionality, and to question the states’ regulatory 

changes or taking. The exercise of a de novo review power was in part the basis of the 

perception within Russia of bias in the system generally over the historic award of 

$50 billion in the case brought by Yukos;14 within Ecuador over the second largest 

award of $1.77 billion in the history of ISDS in favour of Occidental;15 and within 

Argentina with regard to several disputes brought against it.16 

Furthermore, in its doctrinal analysis of the perception of bias, the study argued that 

the exercise of appropriate deference requires tribunals to take into account the role of 

foreign investors in the dispute, in particular factors such as their lack of due diligence 
                                                
14 Yukos v Russia, above n 6. For further discussion refer to section 2.2.4 (d), Chapter Five. 
15 Occidental Petroleum v Ecuador, above n 4. For further discussion refer to section 2.2.4 (c), Chapter 
5. 
16 El Paso Energy v Argentina, above n 12; Enron v Argentine, above n 7; Sempra Energy v Argentine, 
above n 7. For further discussion refer to section 2.2.4 (b), Chapter Five. 
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or their serious misconduct. The study found that the doctrines of due diligence and 

clean hands of investors are relevant to the discussion of bias. In the context of due 

diligence, the perception of bias arises in cases where tribunals do not take into 

account the host state’s development status and the circumstances under which the 

public policy choices of the states were made. The study suggested that under the 

doctrine of due diligence, an appropriate level of deference is exercised where the 

amount of compensation is reduced on the basis of the investor’s contributory fault at 

the merit stage. The study further found that deference has been exercised in this way 

and at this stage by only a small number of investment tribunals.17  

The study also argued that perceptions of bias may arise in cases in which the state raises 

defences based on investors’ serious misconduct, such as bribery, corruption and criminal 

enterprise. The study suggested that these behaviours violate domestic and international 

public order, and that tribunals should dismiss the investors’ claims at the jurisdiction or 

admissibility phases. Otherwise, proceeding to the merit phase leads tribunals to exceed 

their powers in the application of treaty rules concerning public order. This study 

concluded that while the application of contributory fault is a deferential response in the 

discussion of due diligence, its application in cases of investors’ serious misconduct is not 

deferential, because the investors’ behaviour was in violation of domestic and 

international public order. In its analysis of energy case law, the study found that Yukos v 

Russia18 was an example of non-deferential practice in which the tribunal proceeded to 

the merit phase in a case of the investor’s serious misconduct. This decision in part led to 

Russia’s withdrawal from the Energy Charter Treaty.19 

Overall, this study found a lack of textual clarity in the treaty standards and norms 

studied, such as the definition of the FET standard, indirect expropriation, the concept of 

investment, the right of states to regulate, and the scope and definition of the public 

interest and public order of states. Doctrinal developments in the ISDS system suggest 

that the indeterminate nature of treaty standards gives tribunals a broad margin of 

discretion, and leads tribunals to make rules for states. This discretionary power is 

sometimes not what states intended to delegate to tribunals in the treaties. The exercise of 
                                                
17 For further discussion, refer to sections 2.3 and 2.4, Chapter Six. 
18 Yukos v Russia, above n 6. 
19 For further discussion, refer to section 3.3.3, Chapter Six. 
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excessive power gives rise to perceptions of bias, particularly in cases where tribunals 

enter into sensitive sovereign issues of states. This perception impacts the legitimacy of 

the system. The next part discusses possible means of limiting the power of tribunals, and 

proposes a road map for the ISDS system to enhance its legitimacy. 

Part	  II:	  Reform	  to	  the	  ISDS	  System	  

This study has shown that the legitimacy of the ISDS system is undergoing a growing 

crisis. There is a need for reform in the system to strengthen its legitimacy. Recently, 

international organisations and academics have made several proposals for reform.20 

These range from theoretical exercises to more practical reforms; however, few 

address the issue of constraining the discretionary power of tribunals, which this study 

argues is necessary because, in practice, the way this power is used by some tribunals 

could justify the perception that the system is biased. This part briefly outlines several 

proposed solutions to reform the system.  

There are four major avenues for reform of the current investment treaty system. One 

may consider rebuilding the system anew, introducing major institutional reform to 

the system, continuing the system ‘as is’ with internal reform, or reform of the 

normative framework of the system. 

2.1	  Starting	  the	  System	  Anew	  

Proponents of this path are of the view that it would be futile to embark on trying to 

change or improve the current investment treaty system.21 In this view, the existing 

system was designed to ‘become the means by which hegemonic states impose 

                                                
20 See, e.g., UNCTAD, Reforming International Investment Governance (2015) [hereinafter Reforming 
International Investment Governance]; UNCTAD, Reform of Investor–State Dispute Settlement: In 
Search of a Roadmap (2013) [hereinafterward Reform of Investor–State Dispute Settlement]; Stephan 
W Schill, ‘The Sixth Path: Reforming Investment Law From Within’ (2014) Society of International 
Economic Law; Joshua Paine, ‘The Project of System-Internal Reform in International Investment 
Law: An Appraisal’ (2015) 6 Journal of International Dispute Settlement 332; Jeremy K Sharpe, 
‘Possible Paradigmatic Changes in the Settlement of International Investment Disputes’ (ASIL Annual 
Meeting Proceedings, 2014); Nathalie Bernasconi-Osterwalder and Diana Rosert, ‘Investment Treaty 
Arbitration: Opportunities to Reform Arbitral Rules and Processes’ (2014)  International Institute for 
Sustainable Development 1. 
21  M. Sornarajah, ‘Starting Anew in International Investment Law’ (2012) 74 Columbia FDI 
Perspectives 1. 
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principles on the basis of a pretense such as a higher standard of civilization or better 

standards of governance’.22 Thus, in order to provide justice, states need to construct 

and develop the system anew, with specific attention paid to the sovereign rights of 

states and the interests of the people rather than promoting the interests of rich 

investors. A return to diplomatic protection is one suggested solution to achieve these 

objectives.23 This proposal for reform addresses one important shortcoming in ISDS: 

the primacy of investor interests over the sovereign rights of states. It is desirable to 

have a system in which the interests of an individual investor are not superior to the 

public interest and the sovereign rights of states. Clearly, the current system is 

suffering from several deficiencies. Nevertheless, it does not appear to be a feasible 

proposal to overthrow a system that has been evolved and developed over two 

centuries, and moreover has already been widely adopted by many states as the best 

option available to protect and promote investment.  

2.2	  Institutional	  Reform	  

Some academics argue that institutional reform is a feasible path towards striking a 

balance between competing interests between states and investors.24 Seeking institutional 

reform in the ISDS system, UNCTAD introduced new proposals in 2013.25 The proposals 

included the creation of an international investment court and the establishment of an 

appeals facility.26 UNCTAD proposed the establishment of these two mechanisms as a 

way to develop a more coherent and predictable dispute-settlement system.27 Following 

years of inconsistent investment arbitral awards within an ad hoc arbitration structure – 

particularly in the cases against Argentina – these two mechanisms could at least reduce 

some of the states’ concerns in relation to consistency and predictability in the ISDS 

                                                
22 ibid., 2. 
23 ibid. 
24 See, e.g., Schill, above n 20; Gus Van Harten, Investment Treaty Arbitration and Public Law 
(Oxford University Press, 2007) 180–4; UNCTAD, Reform of Investor–State Dispute Settlement: In 
Search of a Roadmap, above n 20; UNCTAD, Reforming International Investment Governance, above 
n 20; JE Kalicki and A Joubin-Bret, ‘Introduction TDM Special Issue on “Reform of Investor–State 
Dispute Settlement: In search of a Roadmap”’ (2014) 11 Transnational Dispute Management 1. 
25 UNCTAD, Reform of Investor–State Dispute Settlement, above n 20. 
26 ibid., 1. 
27 ibid., 3–5. 
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system. Following these proposals for institutional reform, the European Commission has 

recently approved a proposal to establish a new Investment Court System. In this new 

system, the Investment Court would replace the current international dispute-settlement 

mechanism, and would be composed of an Appeals Tribunal based on the model of the 

World Trade Organization (WTO) Appellate Body.28  

Clearly, there is a need for a well-organised and permanent system to establish precedents 

and improve consistency in arbitral decisions. However, doubts remain about whether an 

investment court and appellate facility would significantly constrain the power of 

tribunals. In the current system, the indeterminacy of treaty standards gives tribunals 

considerable leeway to apply and interpret standards. As long as tribunals lack clarity 

about the definition of standards, yet continue to be required to apply these same 

standards, it is doubtful that creating more investment courts and appellate facilities 

would enable states to restrain tribunals from exceeding their powers, and thus resolve the 

perception of bias among states. Therefore, it is unlikely that these proposals would 

significantly limit the considerable interpretive discretion of tribunals. 

To resolve the normative problems in ISDS, one may consider designing a 

multilateral agreement on investment (MAI), similar to the WTO, which provides a 

single universal body of substantive law to put before an investment court or an 

appeals facility. However, as noted in Chapter 2, while extensive discussions have 

taken place around establishing an MAI from 1970 to 2003, states have been reluctant 

to establish a universal investment organisation or agreement, and every attempt has 

ended in failure.29 The failure of an MAI is due to several factors. First, developed 

states were concerned about the numerical superiority of the developing countries; 

similarly to the experience of the WTO or the United Nations, developing states could 

have a decisive impact on the negotiations, rules and structure of an MAI.30 Second, 

there has been a growing divergence of interests between advocating higher 

protection of investors, on the one hand, and safeguarding the sovereign rights of 

                                                
28 For further information refer to <http://trade.ec.europa.eu/doclib/press/index.cfm?id=1364> 
29 For further discussion, refer to section 1.2.1, Chapter 2. 
30 Ryan J Bubb and Susan Rose-Ackerman, ‘BITs and Bargains: Strategic Aspects of Bilateral and 
Multilateral Regulation of Foreign Investment’ (2007) 27 International Review of Law and Economics 
291, 294–5. 
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states to regulate for the public interest on the other. Hence, while establishing a 

successful investment court or appellate facility is to a great extent dependent on 

universal substantive laws, designing an overarching and widely accepted normative 

framework faces serious obstacles. 

2.3	  A	  ‘System-‐internal’	  Reform	  

Given the obstacles that states face in starting a system anew or creating an 

investment court or appeals facility, a reform from within is proposed by some 

academics. Under this proposal, the system needs to be reconceptualised as a form of  

‘public law-based judicial review’.31 According to this proposal, the crisis in the 

system stems from insufficient understanding by arbitrators and counsel of the public 

nature of the investment treaty system. Thus comparative public law is the solution 

that resolves many of the deficiencies in the system. Under this proposal, tribunals 

adopt the established set of interpretive approaches practised in other sophisticated 

public law systems, either in domestic administrative law, or global or regional 

governance such as in the WTO or European Union law. As Schill notes, comparative 

public law analysis has significant potential to clarify the interpretation of vague 

treaty standards, to strike a balance between investment protection and states’ public 

concerns and to ensure consistency in interpretation.32 

Chapter 5 argued that a comparative public law method is a key factor in exercising a 

deferential standard of review. Based on non-ISDS practice, the deferential approach 

limits the scope of tribunals’ discretionary power in reviewing public policy decisions 

of states. However, while this approach provides an instrumental solution to limit the 

review power of tribunals, it is doubtful whether it is capable of circumscribing the 

tribunals’ discretion in the interpretation of indeterminate treaty standards. For 

example, as discussed in Chapter 3, employing a comparative public law approach in 

clarifying FET has given rise to the application of the legitimate expectations 

doctrine. The application of this doctrine arguably is an example of the expansionary 

                                                
31 Schill, above n 20, 5. See also Benedict Kingsbury and Stephan W Schill, ‘Public Law Concepts to 
Balance Investors’ Rights with State Regulatory Actions in the Public Interest – the Concept of 
Proportionality’ in Stephan W Schill (ed.), International Investment Law and Comparative Public Law 
(Oxford University Press, 2010). 
32 Schill, above n 20, 15. 
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practice of tribunals to extend the protection of foreign inventors beyond the scope of 

what host states initially consented to in signing the treaties. Therefore, for the 

purposes of resolving the problem of perceptions of bias, the comparative approach is 

not always a useful solution to limiting the power of tribunals. 

2.4	  Normative	  Reform	  

The current investment regime is composed of a decentralised patchwork of over 

3000 investment treaties. This study has argued that the perception of bias originated 

inter alia from the interpretive approaches of the indeterminate treaty standards 

within this treaty system. Clearly, in arbitral practice, tribunals are not responsible for 

the imprecise and general wording of treaty standards. Rather, once states decide to 

delegate authority and power to tribunals through treaties, it is the states’ role to 

ensure that tribunals are equipped with the judicial tools for interpreting and applying 

treaty standards. The failure of states to do so may result in tribunals exercising 

excessive power. Therefore, in order to avoid this problem, states should engage to a 

greater extent in clarifying the scope of the powers and authority that they intend to 

delegate to tribunals. This does not mean that the role of arbitrators is not crucial in 

interpretation of treaty standards, or that tribunals may not exceed their power even in 

the case of clear and precise standards. However, textual clarity would reduce the risk 

of the expansionary practice and lack of deference among tribunals, and it would 

mitigate the perception by states of bias against their sovereign rights. 

Normative reform is a practical solution whereby states could control or limit the 

delegation of power to tribunals. Normative reform could involve redrafting the 

explicit terms of existing treaties, addressing standards that some tribunals treat as 

implicit, or clarifying treaty norms and standards. Normative reform provides an 

opportunity for states to clarify their original intentions in relation to the protection 

they intended to afford to investors at the time of signing the treaties. It could also 

mitigate any possible risk or threat that may undermine their sovereign interests in 

sensitive areas, such as their sovereign rights over natural resources or environmental 

issues. Normative reform could be implemented through either renegotiating 

investment treaties or providing interpretive guidelines. While, as noted in the 

introduction to the study, the move to exercise the former has recently been initiated 
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by states,33 this study suggests that, based on the successful experience of the North 

American Free Trade Agreement (NAFTA), providing interpretive guidelines could 

also present a more effective pathway to reform.  

A review of the recent practices of states shows that the process of treaty 

renegotiation is often costly and difficult.34 The original agreements generally took 

states several years to negotiate. However, renegotiation is an even longer process 

because, as this study has shown, states now exercise more caution in terms of 

protecting their sovereignty than they did in the earlier version of the treaty.35 

Nevertheless, compared with the futile negotiations for a multilateral investment 

agreement or a universal investment court, renegotiation of bilateral treaties is a more 

practical solution to reducing the existing uncertainty surrounding the legitimacy of 

the system. Due to the recent wave of states withdrawing from the ISDS system, 

UNCTAD in 2015 proposed normative reform through introducing some ‘tools’ for 

renegotiation.36 These reform tools include adding new provisions to the treaties, or 

omitting, reformulating and recalibrating the existing provisions.37  

Apart from the solution of renegotiating the treaties, states could also carry out 

normative reform through ex ante control of the tribunals’ power. By ex ante control, 

states issue binding joint interpretive guidelines of treaty standards to tribunals in 

order to influence treaty interpretation. 38  This means that, in the context of 

indeterminate treaty standards, states make rules for tribunals before tribunals make 

them for states. The concept of joint interpretive guidelines is premised on 

Article 31(3)(a) of the Vienna Convention on the Law of Treaties. This Article 

provides that treaty interpretation ‘shall’ take into consideration ‘any subsequent 

agreement between the parties regarding the interpretation of the treaty or the 

                                                
33 For further discussion, refer to section 1.2.1, Chapter 2. 
34 Susan D Franck, ‘The Legitimacy Crisis in Investment Treaty Arbitration: Privatizing Public 
International Law through Inconsistent Decisions’ (2005) 73 Fordham Law Review 1521, 1588–9. 
35 See Christoph Moser and Andrew K Rose, ‘Why Do Trade Negotiations Take So Long?’ (2012) 
27 Journal of Economic Integration 280, 283–5. 
36 UNCTAD, Reforming International Investment Governance, above n 20. 
37 ibid., 132–5. 
38 Jason Webb Yackee, ‘Controlling the International Investment Law Agency’ (2012) 53 Harvard 
International Law Journal 391, 434–6. 
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application of its provisions’ and ‘any subsequent practice in the application of the 

treaty which establishes the agreement of the parties regarding its interpretation’.39 

NAFTA is a successful example of issuing such an interpretive guideline. As 

discussed in Chapters 2 and 3, in clarifying the FET standard in Article 1105(1) of 

NAFTA, the NAFTA Free Trade Commission (FTC) issued a binding Note of 

Interpretation for the purpose of providing a clear interpretation of FET.40 The note 

expressly considers the protection mechanism under the emerging FET as simply 

equivalent to the minimum standard of treatment. The interpretive guideline provides 

a remarkable control that states could apply in similar investment treaties in order to 

limit the interpretive discretion of tribunals. It could also be a decisive factor among 

investors to determine whether or not to initiate a dispute against states. Thus, in the 

words of the NAFTA Tribunal in ADF Group v United States, the FTC note is a ‘true 

interpretation’ or ‘amendment’, because it is not possible to have a ‘more authentic 

and authoritative source of instruction on what the Parties intended to convey in a 

particular prevision of NAFTA’ than this interpretive guideline.41  

While states could benefit from the experience of NAFTA in clarifying FET 

generally, interpretive guidelines could also provide a more precise expression of 

other treaty standards and rules, such as indirect expropriation, the NPM clause and 

the scope of what constitutes public interest and public order. With respect to indirect 

expropriation, as discussed in Chapter 5, the crux of the perception of bias lies in 

giving primacy to the effect of the measures rather that taking into account the public 

purpose of the measures. State parties to treaties could issue a joint interpretive 

guideline and clarify the significance of their public interest over the effect of the 

measures, even if the effect is the substantial deprivation of investors’ property rights. 

                                                
39 Vienna Convention on the Law of Treaties, 23 May 1969 (entry into force 27 January 1980), United 
Nations, Treaty Series, vol. 1155, p. 331, Article 31(3)(a). The International Law Commission (ILC) 
Commentary on Draft Articles of the Vienna Convention states that ‘an agreement as to the 
interpretation of a provision reached after the conclusion of the treaty represents an authentic 
interpretation by the parties which must be read into the treaty for purposes of its interpretation’. See 
International Law Commission Draft Articles on the Law of Treaties with Commentaries, ILC Report 
8th Session, Yearbook of the International Law Commission (1966) 187, 221. 
40  Notes of Interpretation of Certain Chapter 11 – Investment Provisions, NAFTA Free Trade 
Commission (31 July 2001). 
41 ADF Group Inc. v United States, (Award) (ICSID Case No. ARB(AF)/00/1 9 January 2003) para 177. 
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Also, in light of the lack of clarity around the NPM clause discussed in Chapter 3, an 

interpretive guideline could explicate the two requirements of the necessity defence in 

customary international law: the seriousness of the situation and the requirement that 

the policy choices of states in emergency situations were the only available option. 

Moreover, state parties to treaties could also expressly articulate what measures 

should be considered as the exercise of public interest – for example, their rights to 

regulate tax, the environment, health, energy or even a sewerage facility. Further, 

through interpretive guidelines, states would be able to determine the boundaries of 

the review power of tribunals in order to prevent further second-guessing of the public 

policy choices of states. Interpretive guidance could also limit the jurisdiction of 

tribunals in cases of the unclean hands of investors. 

The objectives of implementing normative reforms through interpretive guidelines or 

renegotiation of treaties are, first, to give states definitive and comprehensive 

directions on the measures that could violate investors’ rights and are prohibited; 

second, to improve certainty and predictability for investors and tribunals, which 

would lead to overall cost savings for all parties; and third, to limit the discretionary 

power of tribunals. While normative reform has been discussed for over a decade 

since the NAFTA FTC Interpretive Note, little work has been carried out to date by 

either states or academia to formulate and develop new treaty standards or interpretive 

guidelines. Initially, rather than engaging in complex issues surrounding treaty 

standards, states preferred to leave the interpretation to tribunals. However, given 

more than a decade of experience of erosion of their sovereignty, normative reform is 

now urgent and necessary for states to take into consideration. Another consideration 

is that there are unexplored issues concerning the negative implications of normative 

reforms on the promotion of investment that states seek, and the property rights of 

investors. For these reasons, further research needs to focus on how to undertake 

normative reforms without impacting on the protection of investors’ rights and the 

promotion of investment in states on the one hand, while guaranteeing states’ rights to 

safeguard the public interest and welfare of their peoples on the other. 
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Conclusion	  

This study has examined the grounds for the perception of bias among states. Several 

states have shown their mistrust of and disaffection towards the ISDS system. Doctrinal 

developments in the ISDS system suggest that the grounds for bias are well founded, and 

stem from problems within the system – namely ambiguous investment treaty standards. 

While the arbitrator’s role is indispensable in the interpretation and application of the 

normative frameworks, states are responsible for equipping arbitrators with the most 

comprehensive and clear judicial tools possible to restrain tribunals from further exercise 

of excessive power. Certainly, a multilateral investment agreement, coupled with a 

permanent investment court, is an ideal solution for the current legitimacy crisis in the 

system. In the meantime, normative reform provides workable solutions to reducing the 

tensions in investor–state dispute settlement. 
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