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NOTE

As the focal point in the United Nations system for investment
and technology, and building on 30 years of experience in these
areas, UNCTAD, through the Division on Investment and Enterprise
(DIAE), promotes understanding of key issues, particularly matters
related to foreign direct investment (FDI). DIAE assists developing
countries in attracting and benefiting from FDI by building their
productive capacities, enhancing their international competitiveness
and raising awareness about the relationship between investment
and sustainable development. The emphasis is on an integrated
policy approach to investment and enterprise devel opment.

The term “country” as used in this study aso refers, as
appropriate, to territories or areas. The designations employed and
the presentation of the material do not imply the expression of any
opinion whatsoever on the part of the United Nations Secretariat
concerning the legal status of any country, territory, city or area or
of its authorities, or concerning the delimitation of its frontiers or
boundaries. In addition, the designations of country groups are
intended solely for statistical or analytical convenience and do not
necessarily express a judgment about the stage of development
reached by a particular country or areain the devel opment process.

The following symbols have been used in the tables:

Two dots (..) indicate that data are not available or are not
separately reported.

Rows in tables have been omitted in those cases where no data
are available for any of the elementsin the row.

A dash (-) indicates that the item is equal to zero or itsvalueis
negligible.

A blank in atable indicates that the item is not applicable.
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Details and percentages in tables do not necessarily add to totals
because of rounding.

The material contained in this study may be freely quoted with
appropriate acknowl edgement.

UNCTAD/DIAE/1A/2011/5

UNITED NATIONS PUBLICATION

SalesNo. E.11.11.D.15
ISBN 978-92-1-112827-7

© Copyright United Nations 2012
All rights reserved

UNCTAD Series on International Investment Agreements Il



iv FAIR AND EQUITABLE TREATMENT: A SEQUEL

PREFACE

This volume is part of a series of revised editions — sequels — to
the UNCTAD Series on Issues in International Investment
Agreements. The first generation of this series, also caled the Pink
Series, was published between 1999 and 2005 as part of UNCTAD’s
work programme on internationa investment agreements (11As). It
aimed a assisting developing countries in participating as
effectively as possible in international investment rule making at the
bilateral, regiona, plurilateral and multilateral levels. The series
sought to provide balanced analyses of issues that may arise in
discussions about I1As and has since then become a standard
reference tool for 1A negotiators, policymakers, the private sector,
academia and other stakeholders.

Since the publication of the first generation of the Pink Series,
the world of 11As has changed tremendously. In terms of numbers,
the IIAS universe has grown, and continues to do so — albeit to a
lesser degree. Also, the impact of 11As has evolved. Many investor-
State dispute settlement (ISDS) cases have brought to light
unanticipated — and partialy undesired — side effects of I1As. With
its expansive — and sometimes contradictory — interpretations, the
arbitral interpretation process has created a new learning
environment for countries and, in particular, for IIA negotiators.
Issues of transparency, predictability and policy space have come to
the forefront of the debate — so has the objective of ensuring
coherence between 11As and other areas of public policy, including
policies to address global challenges, such as the protection of the
environment (climate change) or public health and safety. Finaly,
the underlying dynamics of 11A rule making have changed. A risein
South—South FDI flows and emerging economies growing role as
outward investors — also with respect to the developed world — are
beginning to alter the context and background against which I1As
are being negotiated.
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It is the purpose of the sequels to consider how the issues
described in the first-generation Pink Series have evolved,
particularly focusing on treaty practice and the process of arbitral
interpretation. Each of the sequels will have similar key elements,
including (a) an introduction explaining the issue in today’ s broader
context; (b) a stocktaking of 1lA practice and arbitral awards; and
(c) asection on policy options for 1A negotiators, offering language
for possible new clauses that befter take into account the
development needs of host countries and enhance the stability and
predictability of thelegal system.

The updates are conceptualized as sequels, that is to say, they
am to complement rather than replace the first-generation Pink
Series. Compared with the first generation, the sequels will offer a
greater level of detail and move beyond a merely informative role.
In line with the mandate entrusted to UNCTAD, they will aim to
analyse the development impact and strengthen the development
dimension of IlAs. The sequels are finaized through a rigorous
process of peer reviews, which benefit from collective learning and
sharing of experiences. Attention is placed on ensuring the
involvement of a broad set of stakeholders, aming to capture ideas
and concerns from society a large.

The sequels are edited by Anna Joubin-Bret, and produced by a
team under the direction of Jorg Weber and the overall guidance of
James Zhan. The members of the team include Bekele Amare,
Hamed El-Kady, Jan Knérich, Sergey Ripinsky, Diana Rosert,
Claudia Salgado, |leana Tejada and Elisabeth Tuerk.

This paper is based on a study prepared by Peter Muchlinski and
Sergey Ripinsky. Claudia Salgado, Elisabeth Tuerk and Hamed
El-Kady provided inputs. The UNCTAD secretariat gratefully
acknowledges the comments on the draft version of this paper,
received from Stanimir Alexandrov, Andrea Bjorklund, James
Crawford, Roberto Echandi, Joern Griebel, Chen Huiping, Andrea
Sadarriaga, Stephan Schill, Brigitte Stern and Christopher Thomas.
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The paper does not represent the views of any of the
aforementioned peer reviewers. The research was facilitated by the
access to the beta version of the Investor-State Law Guide, or ISLG,
database. The paper aso benefited from an online discusson on
UNCTAD’s network of 1A experts on the issue of far and

equitable treatment.
Supachai Panitchpakdi
February 2012 Secretary-General of UNCTAD
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EXECUTIVE SUMMARY

The obligation to accord fair and equitable treatment (FET) to
foreign investments appears in the great majority of international
investment agreements (IIAs). Among the I1A protection elements,
the FET standard has gained particular prominence, as it has been
regularly invoked by claimants in investor-State dispute settlement
(ISDS) proceedings, with a considerable rate of success.

The wide application of the FET obligation has revealed its
protective vaue for foreign investors but has also exposed a number
of uncertainties and risks. First, with regard to the capacious
wording of most FET provisions, many tribunals have interpreted
them broadly to include a variety of specific requirements including
a State’s obligation to act consistently, transparently, reasonably,
without ambiguity, arbitrariness or discrimination, in an even-
handed manner, to ensure due process in decision-making and
respect investors' legitimate expectations. This extensive list of
disciplines can be taxing on any State, but especialy developing and
least-developed ones. The second issue concerns the appropriate
threshold of liability, that is, how grave or manifest a State's
conduct must be to become FET-inconsistent. Thirdly, the
application of FET provisons has brought to light the need to
balance investment protection with competing policy objectives of
the host State, and in particular, with its right to regulate in the
public interest.

Asfar astreaty practiceis concerned, I1As employ the following
main formulations and approaches of the FET standard:

(8 Unquaified obligation to accord fair and equitable
treatment;

(b) FET obligation linked to international law;

(c) FET obligation linked to the minimum standard of treatment
of aliens under customary international law;
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(d) FET obligation with additional substantive content such as
denial of justice.

The actual practice of application of FET clauses by arbitral
tribunas has drawn a distinction solely between FET as an
unqualified standard and the FET obligation linked to the minimum
standard of treatment of aliens under customary international law.

Historicaly, the FET standard — regardless of how it is
expressed — came into existence as an expression of the minimum
standard of treatment. However, where the FET obligation is not
expressy linked textualy to the minimum standard of treatment of
aliens, many tribunals have interpreted it as an autonomous, or self-
standing one. Instead of deriving the content of the standard from its
origina source (customary international law), these tribunas chose
to focus on the literal meaning of the provision itself.

The question of the relationship between FET and the minimum
standard of treatment of aliens has received particular attention in
the ISDS cases brought under the North American Free Trade
Agreement (NAFTA), where the two standards are expressly linked.
Although not al NAFTA decisions have interpreted the FET
obligation consistently, the view has been gaining dominance that
for a breach to be found, a State's conduct must be “egregious’ or
“shocking” from an international perspective (high liability
threshold) and that, for example, a simple illegality under domestic
law is not sufficient to establish aviolation of the minimum standard
of treatment. Importantly, however, the understanding of what can
be seen as egregious has evolved since the 1920s, when this test had
been conceptualized.

NAFTA cases have also exposed certain problems of applying
FET as part of the minimum standard of treatment of aiens, in
particular that the latter was largely developed in the context of
claims regarding treatment of individuals (not businesses), outside
the context of economic policymaking. Furthermore, given that the
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EXECUTIVE SUMMARY XV

minimum standard of treatment of aliens forms part of customary
international law, a clamant would carry a heavy burden of
demonstrating general and consistent State practice and opinio juris
in order to show that the minimum standard incorporates a certain
substantive requirement. For these reasons, a link between FET and
the minimum standard of treatment has been mostly useful, not from
the point of view of the substantive content of the obligation, but as
an expression of the gravity of the conduct required for that conduct
to be held in violation of the standard.

Tribunals established under [IAs other than NAFTA and
applying FET clauses not linked to the minimum standard of
treatment of aiens have on the whole been paying less attention to
the discussion of the applicable liability threshold. Some of them
have suggested that it is “a high one’; others held the view that it is
lower than under the minimum standard of trestment, while most
did not address the matter. At the same time, non-NAFTA tribunals
have tended to alow some inefficiency, trid and error, and
imperfection in a government’s conduct and have accepted that a
violation by the host State of an investment contract or of its own
domestic law does not necessarily amount to a breach of the FET
standard.

The substantive content of the FET standard (specific
requirements comprising it) has been fleshed out by arbitra
tribunas on a case-by-case basis. It is a continuing development,
which is reinforced by the practice of tribunas to refer to, and
discuss, earlier awards. Although each tribunal interprets a FET
provision from the investment treaty applicable in that specific case,
there has been considerable convergence in terms of the elements
that the FET standard incorporates, regardless of how it is expressed
in the treaty. The following five main concepts have emerged as
relevant in the context of fair and equitable treatment:

UNCTAD Series on International Investment Agreements Il
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() Prohibition of manifest arbitrariness in decision-making, that is,
measures taken purely on the basis of prejudice or bias without
alegitimate purpose or rational explanation;

(b) Prohibition of the denid of justice and disregard of the
fundamental principles of due process;

(c) Prohibition of targeted discrimination on manifestly wrongful
grounds, such as gender, race or religious belief;

(d) Prohibition of abusive treatment of investors, including
coercion, duress and harassment;

(e) Protection of the legitimate expectations of investors arising
from a government’s specific representations or investment-
inducing measures, athough balanced with the host State' s right
to regulate in the public interest.

In this regard, the investor’s own conduct has also featured as a
relevant factor in assessing FET claims. Specificaly, fraud or
misrepresentation on an investor’'s part can justify governmenta
interference. The investor is aso under the obligation to perform full
due diligence in order to independently assess the risks involved in
making an investment in a particular State, as well as to manage its
investment in a sound manner.

The question of measuring compensation for breaches of the
FET obligation has not yet received much attention from arbitral
tribunals. It appears, however, that the compensation stage
potentially allows additional room for baancing of relevant
interests. It may be useful to allow tribunals the flexibility to adjust
the amount of compensation in light of the circumstances of the case
and equitable considerations, in particular to award less than full
compensation where the measure at issue, while eventually
breaching the FET sandard, is at least partialy explained by
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legitimate considerations or there are other mitigating
circumstances, such as the claimant’s own conduct.

The last section of the paper discusses the policy options
available to negotiators. They include omission of the FET clause
from tresties, expressing it with or without reference to sources and
qualifications as well as replacing the general obligation to grant fair
and equitable treatment with more specific requirements and further
clarifications designed to provide more certainty and predictability.
Additional policy options concern the 1A preambles, which often
influence the interpretation of the FET provision, as well as explicit
language to ensure the State’ s unrestricted prerogative to regulate in
the public interest. All of these options can be explored in new I1A
negotiations, as well as when guiding the interpretation of existing
treaties.
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INTRODUCTION

Thefair and equitable treatment (FET) standard is akey element
in contemporary international investment agreements (I1As). Over
the years, it has emerged as the most relied upon and successful
basisfor I1A claims by investors.

The standard protects investors against serious instances of
arbitrary, discriminatory or abusive conduct by host States. As such,
it constitutes an important investment protection element of I1As. At
the same time, the vague and broad wording of the obligation carries
arisk of an overreach in its application. The central concern of the
present paper is that the FET standard may be applied in investor-
State arbitration to restrict host-country adminigtrative and
governmental action to a degree that threatens the policymaking
autonomy of that country. This arises out of the uncertainty
regarding the correct approach to interpretation and application of
the standard. On the one hand, there is the issue of which sources of
law should be used when determining the proper limits of the
discretion to interpret the standard. On the other, there is the
question of the actual substantive content of the standard.

This issue is complicated by the existence of differing
formulations of the FET standard in 11As. Some use an unqualified
FET provision that simply states that investments shall be accorded
fair and equitable treatment, while others quaify this statement with
references to the source of the obligation, be it internationa law,
customary international law or the minimum standard of treatment
of aliens under customary international law. The precise impact of
such wording has been controversial. Indeed, some tribunals have
disregarded the sources of the FET standard and concentrated purely
on the content of the standard based on case-by-case readings of
what is fair or equitable in light of the specific facts. This has been
the case particularly when tribunals have been applying an
unqualified FET clause, which lends itself to a more general fairness
and equity appraisal.
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In other cases, tribunals have struggled with the source of the
obligation, particularly with the minimum standard of treatment of
aiens under customary international law, when seeking to establish
the actual meaning of the standard.

As interpreted by arbitral tribunas, the FET standard raises
highly complex and contentious issues as to the types of
adminigtrative and governmental action that can be reviewed under
the standard and the degree of seriousness of breach that is required
to activate a compensable claim. In relation to the latter, there has
been a noticeable trend in arbitral practice away from the classic
customary international law standard of treatment of aliens towards
aless stringent reading of the standard.

This approach, taken by a number of tribunals, increases the
chances that a wide range of State regulations or measures can be
found to infringe the FET standard including those that have a
legitimate public purpose. Therefore, this approach poses special
challenges for devel oping countries where the State may be required
to intervene in the economy and introduce legidative or regulatory
changes more frequently or of a greater magnitude.

Of course, any State intervention must observe basic standards
of good governance, but an expansive approach to the interpretation
of the FET standard, including through overreliance on the doctrine
of investors legitimate expectations, poses a risk leading to the
creation of unbaanced results in the determination of what is
contrary to good governance. In particular, an expansive
interpretation of minimalist treaty language can give riseto alack of
predictability in the application of the standard. This, in turn, may
lead to the undermining of legitimate State intervention for
economic, socia, environmental and other developmental ends.

The vagueness of the FET standard is at the core of the problem.
As will be seen in section 11, 11As often contain a general statement
to the effect that the parties will accord fair and equitable treatment
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to the investments of investors from the other contracting party.
Thereis no atempt to define what this means. As Schill explains:

“Fair and equitable treatment does not have a consolidated and
conventional core meaning as such nor is there a definition of
the standard that can be applied easily. So far it is only settled
that fair and equitable treatment constitutes a standard that is
independent from national legal order and is not limited to
restricting bad faith conduct of host Sates. Apart from this very
minimal concept, however, its exact normative content is
contested, hardly substantiated by Sate practice, and
impossible to narrow down by traditional means of
interpretative syllogism.” (Schill, 2009, p. 263).

The chalenge posed to negotiators in this environment of
uncertainty is to establish clearer boundaries as to the types of
conduct that constitute a violation of the FET obligation or,
conversely, those that may not be considered as breaching the l1A in
guestion. In doing so, a right balance needs to be struck between
investment protection, on the one hand, and the preservation of the
freedom of legitimate State action, on the other. Thislies a the heart
of the development problématique of the FET standard.

This sequel to the Fair and Equitable Treatment I1A Issues
Paper seeks to review existing treaty practice, identify the impact of
arbitral interpretation and offer options for IIA negotiators,
particularly as far as the development dimension of these optionsis
concerned. Section | looks at the historica origins of the FET
standard and identifies the key issues raised by the standard and its
application in practice. Section 11 examines the main approaches for
defining FET in llAs. Section |11 focuses on the interpretation of the
standard by arbitrd tribunals in investor-State disputes. It first [ooks
a the controversid question of the relationship between the FET
standard and the international minimum standard of treatment of
aliens and then goes on to consider the specific elements of content
of the FET standard that have emerged from arbitra practice to date.
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Finally, section IV provides alist of policy options and formulations
for negotiators, including those aimed at making the application of
the standard more predictable and conducive to the right of Statesto
regulate in the public interest.
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I.EXPLANATION OF THE ISSUE
A. Key characteristics of the standard

1. Historical origins

Standards of treatment based on fairness and equity pre-date
modern [1As. FET clauses used in BITs and other [1As appeared in
early international economic agreements such as the Havana Charter
for an International Trade Organization (1948) and the Economic
Agreement of Bogotd (1948), as well as in the United States
Friendship, Commerce and Navigation (FCN) treaties. The first use
of the FET clause in the I1A context can be traced back to Article |
of the Draft Convention on Investments Abroad proposed by
Hermann Abs and Lord Shawcross in 1959:

“Each Party shall at all times ensure fair and equitable
treatment to the property of the nationals of the other Parties.
Such property shall be accorded the most constant protection
and security within the territories of the other Parties and the
management, use and enjoyment thereof shall not in any way be
impaired by unreasonable or discriminatory measures’ (Abs
and Shawcross, 1960)

This initiative was followed by the Organisation for Economic
Cooperation and Development (OECD), which produced its own
Draft Convention on the Protection of Foreign Property, known as
the Draft OECD Convention, which included a fair and equitable
treatment clause along similar lines. In its notes and comments to
Article 1, a clear reference was made to the source of the standard:
“the standard required conforms to the ‘minimum standard’ which
forms part of customary internationa law” (OECD, 1967, p. 120).
It is important to note here that the Draft OECD Convention was
used by most OECD countries as the basisfor their 11 A negotiations.
By referring to the OECD model and using it systematicaly, they
are aso referring to this standard as defined by the Draft Convention
of 1967.
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As will be further discussed below, the reference to fair and
equitable treatment in I1As has created a controversy about whether
the FET standard is autonomous, that is, has a content of its own, or
whether it is limited to the minimum standard of treatment of aliens
under customary international law. In the words of one author, “[i]f
the historical background is to be taken seriously, then the FET
standard when first used, could not have meant anything higher than
the [international minimum standard of treatment]” (Montt, 2009, p.
69). However, many arbitral tribunals have decided otherwise and
gave the FET standard alife and a source of its own.

The contemporary meaning of the FET standard rests on
interpretations by individual ad hoc arbitral tribunals with no
effective appellate review. This opens the standard to inconsistent
interpretations resulting in the uncertainty regarding its meaning,
since treaties do not define its content, but typicaly refer, as noted
above, to an unqualified formulation of the standard, or to one
qualified by references to (customary) international law. As far as
the customary international minimum standard of treatment is
concerned, uncertainty is compounded by the lack of uniform
acceptance of State practicein thisarea

2. Déefinition, sources and content of the standard
(i) Definition of terms

The fair and equitable treatment standard is an absolute standard
of protection. It applies to investments in a given situation without
reference to how other investments or entities are treated by the host
State. Thus host governments are unable to resist a claim under this
standard by saying that the treatment is no different from that
experienced by their own nationals or other foreign investors
operating in their economy.

In relation to usage in BITs, the original purpose and intent
behind FET clauses was to protect against the many types of
situations of how unfairness may manifest itself, such as, for
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example, an arbitrary cancellation of licences, harassment of an
investor through unjustified fines and penalties or creating other
hurdles with a view to disrupting a business. Here the standard
would provide a gap-filling device, as not al kinds of unfair
adminigtrative or governmental conduct could be subsumed under
the more specific non-discrimination or protection-of-property
standards contained in BITs (Dol zer and Schreuer, 2008, p. 122).

uUntil the recent rise of arbitral interpretations of the FET
standard, its meaning was not generally determined. The word “fair”
is defined by the Concise Oxford Dictionary as “just, unbiased,
equitable, in accordance with rules’.* Therefore, fairness connotes,
among other things, equity. The concepts of fair and equitable are,
to a large extent, interchangeable. In addition, equity suggests a
balancing process, weighing up of what is right in al the
circumstances. It is aword related to the idea of equilibrium defined
as “adtate of physical balance”.” The balancing function of equity is
accepted as an aspect of internationa law.® Thus, based on a plain
meaning of the words, “fair and equitable” treatment requires an
atitude to governance based on an unbiased set of rules that should
be applied with a view to doing jusdtice to al interested parties that
may be affected by a State’s decision in question, including the host
State’ s population &t large.

(ii) Sourcesof the standard

As aluded to above, a further problem that manifests itself in
the interpretation of the FET standard is the extent to which it can be
seen as having its source in internationa law or, more specificaly,
in customary international law. There has been much debate on
whether the FET standard should be interpreted in the light of the
international minimum standard of treatment of aiens, or whether it
is a sdf-standing standard. To a large extent, this discussion stems
from the fact that the language of the relevant Il1As differs
significantly. Some agreements expresdy link the FET standard to
international law, or to the minimum standard of treatment of aiens

UNCTAD Series on International Investment Agreements Il



8 FAIR AND EQUITABLE TREATMENT: A SEQUEL

under customary internationa law, while others refer only to fair
and equitable treatment without any further qualification. It should
be reiterated, however, that the origins of the FET obligation —
whether qualified or unqualified — are found in the Draft OECD
Convention that links the FET standard to customary international
law.

Further, as will be shown in section 11, arbitral awards are not
uniform in this regard — even with respect to FET clauses of the
same type. At the same time, identification of the correct source of
the FET standard — whether it is grounded in customary
international law or is a sef-standing obligation — can have
important consegquences in terms of the standard’ s content and, more
precisely, of the types of State measures that can be chalenged as
well as the required threshold for finding a violation, that is, the
required degree of seriousness of the breach.

There are some considerations that, with time, can lead to the
convergence of the internationa minimum standard and the
unqualified FET standard as far as the actual content of the
obligation is concerned. Firstly, some elements of the two standards
clearly overlap, such as the requirement of due process or denial of
justice. Secondly, it has been argued that the minimum standard of
treatment of aliens is not fixed in time and that its content can
evolve. Therefore, it would be worthwhile to examine how
minimum standard of treatment has developed over time.

(iif) Content of the standard

The sources for determining the content of the international
minimum standard rely to a large extent on the pronouncements of
mixed claims commissions that have considered the treatment of
natural persons. Accordingly, the standard set out therein would
emphasize issues of denid of justice or extreme abuse of personsin
custody (Paparinskis, 2009). Property claims were much rarer and
occurred mainly in connection with “damage that took place during
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social upheavals and revolutionary situations that posed a danger to
life and to property” (Sornargiah, 2010, p. 130; McLachlan et al.,
2007, p. 216). The relationship between the denial of personal
justice and denia of property rights was thus not entirely clear in
early arbitral decisions. It was only in the early to mid-twentieth
century that norms relating to expropriation became more settled,
and even these were subject to an intense conflict between the
capital-exporting countries of the West and developing capital-
importing countries, and countries following a socialist economic
model for much of that century Accordingly, the legal building
blocks for the analysis of the internationa minimum standard and its
role in internationa investment law are precarious and often
incomplete, vague and contested (see Salacuse, 2010, pp. 75-76).
As a result, the role to be played, in particular by the tribunals
working before the BIT era, has been a source of considerable
debate.

A criticd issue of interpretation arises out of the increased
reference by arbitral tribunals to the notion of investors' legitimate
expectations. This concept is not referred to in actua FET
provisions. As such, it is an arbitral innovation. When economic,
regulatory or other conditions genera or specific to the investment
undergo changes negatively affecting the investment’s value, they
may be seen as a breach of |egitimate expectations prevailing at the
time the investment is made. While in principle the concept of
legitimate expectations may well have a place within fair and
equitable treatment, its thoughtless application, looking at the issues
a hand from the perspective of the investor only, runs the risk that
the true purpose of the FET provision in I|As will be lost under the
weight of investor concerns alone. In this context, it is crucia to
understand what kind of investor expectations can be seen as
legitimate and in what circumstances they may reasonably arise.
Further, it is necessary to strike a balance between the expectations
of the investor and those of the host country and host community in
order to establish approaches to interpretation reflecting the actual
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social and policy context in which foreign investors find themselves.
In this regard, investor conduct and the expectations of the local
community as a result of the investment will be relevant
considerations stemming from the nature of the standard.

Further elements forming the content of the FET obligation are
discussed in section 111.B.

B. Key development issues

In addition to being the most frequent basis for ISDS claims, the
FET norm has the potential to reach further in the traditiona
domaine réservé than any other 1lA provision (Dolzer, 2005, p.
964). One commentator noted that “[i]t is both fascinating and
astonishing that fair and equitable treatment has developed from an
amost vacant expression into an obligation of such potential breadth
within a few years’ (Klager, 2010, p. 443). Historicaly, the
expropriation standard has been more important; however, mass
nationalizations have become increasingly rare and have given way
to less intrusive tools of host countries economic policy measures.
This, as well as the open-ended nature of the FET standard, has
turned FET claims into a popular litigation strategy. Nowadays, in
addition to other heads of claim, practically each case features an
allegation of the respondent’ s breach of the FET standard.

The popularity of a FET claim increases the challenges faced by
1A stakeholders and emphasizes a number of key development and
sovereignty-rel ated issues:

(8 An expansive interpretation of the FET standard and a lack
of predictability as to what kinds of actions will infringe
upon it;

(b) The indeterminacy of the threshold of liability under the
FET standard;
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(c) The potential for striking an inadequate balance between the
private and public interests affected by the administrative or
governmental decision under scrutiny.

1. Expansveinterpretation and lack of predictability

As discussed in section Ill, many arbitrd awards have
interpreted the FET concept rather broadly, especialy in cases
relying on the legitimate expectations of the investor. The result
may be an open-ended and unbaanced approach, which unduly
favours investor interests and overrides legitimate regulation in the
public interest. In addition, athough different types of language
used in treaties may require different interpretation, in practice
tribunals tend to justify their findings by reference to earlier awards.
A kind of de facto doctrine of precedent evolves that can tempt a
tribuna to find an infringement because an infringement was earlier
found in an apparently similar case of maadministration. At the
same time, as there is no officia doctrine of precedent in
international law, it is uncertain whether an earlier award will be
followed or not, thereby increasing the lack of predictability in the
decision-making process.

As mentioned earlier, the wording of most FET clauses is
minimalist. Such language, lacking specific meaning, is particularly
prone to expansive interpretation simply because an arbitral tribunal
does not have sufficient interpretative guidance from the treaty. In
particular, the emphasis on investor protection placed by the
preambles in many |1As may as the main objective of the treaty lead
a tribunal to adopt a reading of the FET clause againgt this
background (pro-investor).

The lack of predictability is further increased by the absence of
a clear legal test of fair and equitable treatment. Ultimately, the
decision may rest on little more than whether, in the circumstances
of the specific case, the tribunal feels that the investor had been
treated fairly or not. It has even been suggested that due to its
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extreme vagueness the FET obligation lacks legitimacy as a lega
4
norm.

In a system without binding precedent, involving different and
independent ad hoc tribunals applying the vaguely worded standard
to different facts and under different treaties, it is difficult to expect
consensus and consistency in understanding the FET standard and
its specific e ements.

These divergent approaches based on capacious wording may
result in areal challenge for States to implement the FET obligation
domestically. Thisis even more challenging when State agencies or
subnational entities are the ones interacting with the investor or in
charge of taking a regulatory measure or implementing it. If the
State and its subnationa entities do not know in advance what type
of conduct may be considered a breach of a treaty, then it cannot
organize its regulatory and administrative decision-making
processes and delegation in a way that ensures that its conduct will
not incur liability under the FET standard. This may in turn generate
unwarranted effects such as possible regulatory chill or positive
discrimination in favour of foreign investors against domestic
investors.

2. Setting theliability threshold

As far as the scope of the FET is concerned, current arbitral
practice shows that al types of governmental conduct — legisative,
administrative and judicial aike — can potentially be found to breach
the FET obligation. In terms of the standard’ s content, there are two
relevant aspects. (a) the principles of good governance, against
which the conduct will be assessed (due process, absence of
arbitrariness in decision-making, non-frustration of legitimate
expectations and so forth) and (b) the threshold of liability, that is,
how serious the breach must be in order for a violation to be found.
While both of these aspects can be influenced by the ultimate source
of the FET obligation — whether autonomous or grounded in
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international law — the source is particularly relevant to determine
theliability threshold.

Thus, where an 1lA ties the FET obligation to the customary
international law minimum standard of treatment of diens, the
threshold of liability as applied by arbitral tribunas has been
generdly higher: the State's conduct needs to be egregious or
outrageous in accordance with the Neer case. Indeed, the minimum
standard of treatment of aliens is the minimum standard, an
international lowest common denominator or a floor for the
assessment of governmental conduct. The understanding of what is
viewed as egregious conduct may well have evolved since the
1920s;®> aso, a determination of what is egregious, manifest or
flagrant involves a degree of subjectivity. Nonetheless, a reference
in an FET clause to the minimum standard of treatment of aliens
conveys a clear message that only the very serious acts of
maladministration can be seen as violating the treaty.

In contragt, arbitral tribunals applying unqualified FET clauses
have not limited themselves to the most serious breaches and have
found violations of the FET standard where they considered the
State’s conduct in question to be simply unfair towards the claimant.

Even though many tribunals, including those applying the
unqualified FET clauses, tend not to find violations lightly, the
different threshold that results from a different wording of the FET
clause may potentially present a problem, particularly for those
countries that have subscribed to treaties using different language.
The threshold for qudifying conduct by the State towards one
investor, protected by one type of standard can be different from the
finding of a violation with respect to another investor of a different
nationality. The result would then not only be unpredictable but also
contrary to the objective of investment treaties to guarantee non-
discrimination.
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3. Theneed for effective balancing of interests

A further concern about how the FET standard has evolved
arises from the relationship between regulatory measures adversely
affecting investors and the reasons underlying these measures. One
such reason could be that the host country is under an international
obligation to achieve a specific regulatory outcome, such as an
international environmental, public health or human rights
protection obligation. Where a government undertakes a regulatory
measure in furtherance of such a commitment and results in a
change to the legal or commercia environment and negatively
affects investment, it is uncertain whether the tribunal will accept
the nature of the measure as a response trumping an FET claim. The
Internationa Centre for Settlement of Investment Disputes (ICSID)
arbitration recently initiated againg Uruguay by Philip Morris, a
tobacco products manufacturer, provides an illustration.’ Philip
Morris Internationa (PMI) challenges the new rules requiring that
80% of cigarette pack surfaces be devoted to graphic warnings of
the dangers associated with smoking as well as increases in tobacco
taxes. From the company’s perspective, it could be argued that the
remainder of the package is insufficient to make its trademark
visible, preventing consumers from distinguishing between different
cigarette brands.”

Another factor relevant to ensuring a proper balance between
investor and host country interests when applying the FET standard
concerns host country characteristics. It has not generally been
accepted by tribunals that the content of the standard should be
adapted to the level of development of the host country.® That said,
some more recent cases that discuss the concept of legitimate
expectations have suggested that the conditions in the host country
should play a part in the analysis of whether the standard has been
breached.’ In other words, alevel of expectations on the part of the
investor is correlated with the investment environment in the host
country.
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Conduct of the investor should also be relevant to the balancing
exercise. As discussed in greater detail in section |11, some tribunals
recognized that unconscionable conduct by the investor in the
course of obtaining an investment contract, a failure to exercise due
diligence in the undertaking of the commercial feasibility study
prior to making the investment and negligent management of the
investment once it has been made, can all affect the chances of a
successful FET claim.™

In short, it is necessary to draw a boundary between the genuine
mistreatment of foreign investments that should be outlawed by the
FET standard and measures of sovereign States taken in pursuance
of legitimate policies that cannot be held in breach of the standard,
even where such measures harm foreign investments. It is also
necessary to develop criteria to assess the seriousness of the breach
that is required for finding of a violation of the standard and to
explore the possibilities for striking an effective balance between
interests at the compensation stage.

Notes

! See The Concise Oxford Dictionary of Current English, Eighth edition,
Clarendon Press, Oxford, 1990, p. 420.

2 |bid., p. 396.

3 See Brownlie, 2008, p. 25. In the Tunisia-Libya Continental Shelf Case,
the International Court of Justice (ICJ) held that: “Application of equitable
principles is to be distinguished from a decision ex aequo et bono. The
Court can take such a decision only on condition that the parties agree
(Art.38, para. 2 of the Statute), and the Court is then freed from the strict
application of legal rulesin order to bring about an appropriate settlement.
The task of the Court in the present case is quite different: it is bound to
apply equitable principles as part of international law and to balance up the
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various considerations which it regards as relevant in order to produce an
equitable result’[emphasis added], 1.C.J. Reports 1982, 18, para. 71.

* Porterfield, 2006, referring to Thomas Franck’s definition of alegitimate
norm as the one providing reasonably clear guidance concerning the
obligation that it imposes (“To be legitimate, a rule must communicate
what conduct is permitted and what conduct is out of bounds.”).

® See section I11.A.2.

® FTR Holding SA. (Switzerland), Philip Morris Products SA.
(Switzerland) and Abal Hermanos SA. (Uruguay) v. Oriental Republic of
Uruguay (ICSID Case No. ARB/10/7), registered 26 March 2010.

7 Seg, for example, Methanex v. United States, in which the tribuna held
that the regulatory and political environment may be a factor that the
investor should take into account, and to anticipate regulatory change in
areas where high levels of regulation can be foreseen, unless the host
country has given assurances that no regulatory changes will take place.
See Methanex v. United States, UNCITRAL, Final Award on Jurisdiction
and Merits, 3 August 2005, Part IV — Chapter D, paras. 9-10. See section
111.B.1.

8 See Gallus, 2005.

% See section I1.F.4.

10 See section 111.B.6.
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1. STOCKTAKING OF TREATY PRACTICE

The vast mgjority of I1As include the FET standard, athough
they expressit in different ways. The manner in which this standard
is set out in I1As plays an important role in answering the questions
relating to its scope and content. The most important distinction
arises between the FET provision explicitly linked to the minimum
standard of treatment under customary international law, on the one
hand, and the unqualified formulation of the obligation (that is,
simply an undertaking to accord fair and equitable treatment), on the
other. More recent treaties have started to include some additional
language clarifying the meaning of the obligation. It is crucial for
States entering into IIAs to make an informed decision when
making areference to FET in one way or another.

A. Formulations of the FET standard in current treaty practice’

This subsection offers an overview of the currently used
variations of the FET standard in treaty texts.” Some countries have
changed their approach over time, others have not. A vast mgjority
of countries, particularly developing countries, have treaties in force
with the FET obligation expressed in severa ways.

The variations in language may impact the outcome of the
interpretative process. In particular, the degree of generdity or
specificity of the wording will affect the scope of discretion offered
to an interpreting body, whether a government official, agency or an
arbitral tribunal.

The most important and widespread approaches to the FET
standard in treaty practice are the following:

(8 No FET abligation;

(b) FET without any reference to international law or any
further criteria (referred to as unqualified, autonomous or
salf-standing FET standard);
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(c) FET linked to international law;

(d) FET linked to the minimum standard of treatment of aliens
under customary international law;

(e) FET with additiona substantive content (denial of justice,
unreasonable/discriminatory measures, breach of other
treaty obligations, accounting for the level of development).

Existing treaty practice has examples of other types of FET
clauses such as combined in one article with nationa treatment or
most-favoured-nation treatment (MFN), for example. However,
these types do not appear to be significant in conceptual terms.® The
main listed approaches are examined in turn.

B. No FET obligation

A recent example of investment agreements with no reference to
fair and equitable treatment are the I1As entered into by Singapore.”
Thus the Australia-Singapore FTA of 2003 emphasizes nationa
treatment as the main standard of trestment, as does the India-
Singapore Comprehensive Economic Cooperation Agreement of
2005. Other examples of I1As that do not contain an FET clause
include the New Zedand-Singapore FTA of 2001, the New
Zealand-Thailand Closer Economic Partnership Agreement (EPA)
(2005), the Albania-Croatia BIT (1993), the CroatiaUkraine BIT
(1997) and a number of BITs concluded by Turkey.

Silence on fair and equitable treatment may well indicate that
the States parties to the agreement are unwilling to subject their
regulatory measures to review under this standard. However, despite
the absence of the FET obligation in a treaty, the international
minimum standard till exists in customary law. The question is
whether an investor would be able to enforce the minimum standard
of treatment of aliens through an IlIA’s investor-State dispute
settlement (ISDS) mechanism. This will depend on the breadth of
the treaty’ s ISDS clause. For instance, the ISDS clause in the India
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Singapore Comprehensive Economic Cooperation Agreement
applies only to disputes “concerning an aleged breach of an
obligation of the former under this Chapter” (Article 6.21);
therefore, given the absence of the FET clause in the treaty, claims
alleging breaches of the minimum standard of treatment of aliens
will fal outside the tribunal’s jurisdiction. In contrast, the New
Zedland-Thailand Closer Economic Partnership Agreement’s
arbitration clause encompasses all disputes “with respect to a
covered investment” (Article 9.16) — there is no requirement that
relevant claims arise from a violation of the Agreement itself. Such
a clause is broad enough to include, among others, clams of
violation of the minimum standard of treatment of aliens under
customary international law.

Another possibility is that the FET standard could be read into
the treaty by way of the MFN clause. In the Bayindir case, the
tribuna did accept the MFN argument. This case concerned, among
other matters, the question as to whether the claimant, a Turkish
road construction company, could invoke the FET standard even
though it was absent from the text of the Pakistan-Turkey BIT (the
clam alleged a breach of the FET standard by the Pakistani
authorities due to the termination of the claimants’ involvement in a
major motorway construction project). The tribunal held that the
reference to the FET standard in the preamble of the Pakistan-
Turkey BIT (1995) allowed use of the MFN clause to import that
standard from Pakistan’s BIT with athird party:

“It is true that the reference to FET in the preamble together
with the absence of a FET clause in the Treaty might suggest
that Turkey and Pakistan intended not to include an FET
obligation in the Treaty. The Tribunal is, however, not
persuaded that this suggestion rules out the possibility of
importing an FET obligation through the MFN clause expressly
included in the Treaty. The fact that the Sates parties to the
Treaty clearly contemplated the importance of the FET rather
suggests the contrary. Indeed, even though it does not establish
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an operative obligation, the preamble is relevant for the
interpretation of the MFN clause in its context and in the light
of the Treaty's object and purpose pursuant to Article 31(1) of
the VCLT [Vienna Convention on the Law of Treaties].”

The MFN clause has also been used to incorporate the FET
obligation from athird-party treaty in other cases.’

Treaty practice suggests that countries that have not included an
FET obligation or a reference to it into their treaty have done so
purposefully to avoid being exposed to this standard of protection.
Accordingly, any introduction of an FET clause from another 1A
through the MFN clause should be done with care and take into
account the clear intention of the parties (UNCTAD, 20103, p. 102).

C. Unqualified FET formulation
Many I1As use a simple unqualified formulation which does no

more than state the abligation of a host State to accord fair and
equitable treatment to protected investments (box 1).

Box 1. Belgium-L uxembourg Economic Union-Tajikistan
BIT (2009)

Article3

All investments made by investors of one Contracting Party shall
enjoy a fair and equitable treatment in the territory of the other
Contracting Party.

In some agreements — especidly in Spanish and French
language treaties — the phrase appears as “just and equitable
treatment”. This variation appears to be interchangeable with “fair
and equitable treatment” and can be directly trandated as such from
French (“un traitement juste et equitable’) or Spanish (“un trato
justo y equitativo”).
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Some agreements use the unqualified form of the FET standard
and link it with the standard of full protection and security in the
same clause (box 2).

Box 2. China-Switzerland BIT (2009)
Article4

Investments and returns of investors of either Contracting Party
shall at all times be accorded fair and equitable treatment and shall
enjoy full protection and security in the territory of the other
Contracting Party.

Such a formulation would not modify the interpretation of the
FET standard; it merely lists both standards of treatment in the same
provision.

The unqualified approach has given rise to the question of
whether the FET clause formulated in this way can be interpreted in
the light of the minimum standard of treatment of aliens under
customary law or whether it refers to an unqualified autonomous
standard that can be interpreted on a case-by-case basis by reference
to genera notions of fairness and equity. On the one hand, there is
evidence suggesting that even an unqualified FET obligation should
be equated to the minimum standard of treatment under customary
law. In particular, the commentary to the 1967 OECD Draft
Convention on the Protection of Foreign Property, which included
an unqudified FET formulation, equated FET to the minimum
standard.® This understanding was further confirmed in 1984 when
the OECD Committee on International Investment and
Multinational Enterprises reported, “[according to al Member
countries which have commented on this point, fair and equitable
treatment introduced a substantive legal standard referring to genera
principles of international law even if this is not explicitly stated.”’
Even though the draft convention served as a blueprint for many
countries bilateral investment tredties, it remained a text without
legal effect. Neither does the 1984 OECD report have a binding
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force. These factors may have influenced many arbitral tribunals
that interpreted the unquaified FET standard as delinked from
customary internationa law and focused on the plain meaning of the
terms“fair” and “ equitable”.

As discussed in section 1.B, such an interpretation leaves awide
margin of discretion to arbitrators and may lead to an overbroad and
surprising extension of the FET standard towards the review of wide
categories of governmental action previously regarded as being
outside the remit of international law review. The smple
unqualified formulation may result in a low liability threshold and
brings with it arisk for State regulatory action to be found in breach
of it.

D. FET linked to international law

FET clauses in IlAs display two types of reference to
international law. Thefirst typeisillustrated in box 3.

Box 3. Croatia-Oman BIT (2004)
Article 3(2)
[...]

2. Investments or returns of investors of either Contracting Party in
the territory of the other Contracting Party shall be accorded fair
and equitable treatment in accordance with international law and
provisions of this Agreement. [Emphasi s added]

This formulation prevents the use of a purely semantic approach
to the interpretation of the FET standard and is meant to ensure that
the interpreter uses principles of international law, including, but not
limited to, customary international law. Indeed a tribunal faced with
such language may not go beyond what the sources of international
law dictate the scope and meaning of FET to be. It requires areview
of the sources to ascertain whether a specific clam that a State's

UNCTAD Series on International Investment Agreements Il




II. STOCKTAKING OF TREATY PRACTICE 23

conduct breaches fair and equitable treatment is justified. General
principles of law derived from national legal systems may prove
useful in analysing the scope of the relevant FET obligations (Schill,
2010). The process of discerning such principles can be laborious,
but it will advance the understanding of the FET content.

The second type of the FET clause linked to international law is
illustrated in box 4.

Box 4. Bahrain-United StatesBI T (1999)
Article 2(3)(a)

Each Party shall at all times accord to covered investments fair and
equitable treatment and full protection and security, and shall in no
case accord treatment less favorable than that required by
international law. [Emphasis added]

In this formulation, the FET obligation is not strictly linked to
the stipulations of international law. Rather, international law here
appears to set the floor of protection that can be claimed by an
investor.® The FET obligation cannot go below that floor but,
judging from the text aone, it would seem to give more room for
interpreting FET as adding to the international law requirements.
Such a formulation is thus effectively closer to the unquaified FET
standard and gives arbitrators greater freedom of interpretation.

E. FET linked to the minimum standard under customary
international law

An increasing number of lIAs link the FET obligation to the
minimum standard of treatment of aliens (MST) under customary
international law. The relationship between fair and equitable
treatment and customary international law has been a the heart of
the NAFTA debate. Under Article 1105(1) of the NAFTA
“Minimum Standard of Treatment”, each Party committed to
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“accord to investments of investors of another Party treatment in
accordance with international law, including fair and equitable
treatment and full protection and security” [emphasis added]. This
formulation gave rise to concerns among the Contracting Parties
after the NAFTA arbitration tribunal in Pope and Talbot v. Canada
ruled that the FET standard was “additive” to the internationa
minimum standard.? Following that arbitral award, the NAFTA Free
Trade Commission, composed of representatives of the three
NAFTA countries, issued in 2001 the Notes of Interpretation, which
regjected any notion that NAFTA Article 1105 contained any
elements that were “ additive” to the international minimum standard
(box 5).

Box 5. NAFTA Free Trade Commission: Notes of interpretation
of certain Chapter 11 provisions, 31 July 2001

Minimum Standard of Treatment in Accordance with
International Law

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.

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.

A determination that there has been a breach of another provision
of the NAFTA, or of a separate international agreement, does not
establish that there has been a breach of Article 1105(1).

Source;
http://www.si ce.oas.org/tpd/nafta/ Commission/CH11understan

ding_e.asp.
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The language of the NAFTA Free Trade Commission’s Note
has found its way into the subsequent model BITs of the NAFTA
countries. It has also has been echoed in a significant and growing
number of recent IlAs involving non-NAFTA countries, including
the Agreement Establishing the ASEAN-AustraliaNew Zealand
Free Trade Area (2009), the Japan-Philippines FTA (2006), the
China-Peru FTA (2009), the MalaysaNew Zedland FTA (2009),
the India-Republic of Korea Comprehensive Economic Partnership
Agreement (2009) and others (see examplesin box 6).

Box 6. Examples of provisionswith areferenceto the customary
international law minimum standard of treatment

Agreement Establishing the ASEAN-AustraiaNew Zeadand Free
Trade Area (2009)

Chapter 11, Article6
Treatment of Investment

1. Each Party shall accord to covered investments fair and equitable
treatment and full protection and security.

2. For greater certainty:

(a) fair and equitable treatment requires each Party not to deny
justicein any legal or administrative proceedings;

(b) full protection and security requires each Party to take such
measures as may be reasonably necessary to ensure the protection
and security of the covered investment; and

(c) 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 under customary international law,
and do not create additional substantive rights.

UNCTAD Series on International Investment Agreements Il




26 FAIR AND EQUITABLE TREATMENT: A SEQUEL

Box 6 (concluded)

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

Source: http://www.aseansec.org/22260.pdf

Agreement between Japan and the Republic of the Philippines
for an Economic Partner ship (2006)

Article 91: General Treatment

Each Party shall accord to investments of investors of the other
Party treatment in accordance with international law, including
fair and equitable treatment and full protection and security.

Note: This Article 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
the other Party. 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. A
determination that there has been a breach of another provision of
this Agreement, or of a separate international agreement, does not
ipso facto establish that there has been a breach of this Article.
[Emphasis added]

Source:  http://www.mofa.go.jp/region/asia-paci/philippi ne/epal60
9/index.html.

The aignment of the FET standard with the MST is also further
developed in the recent IIAs of the United States (box 7) and
Canada, and in FTAs of the western hemisphere.!® Recent I1As
concluded by the United States not only incorporate the NAFTA
Interpretative Note approach, but also add that FET includes the
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obligation not to deny justice. In addition, they have a separate
annex that explains that the term “customary international law” in
the FET clauserefersto all principles of customary international law
for the protection of the economic rights and interests of aiens.

Box 7. Rwanda-United States BI T (2008)
Article 5: Minimum Standard of Treatment®

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

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

@ "fair and equitable treatment” includes the obligation not to
deny justice in criminal, civil, or administrative
adjudicatory proceedings in accordance with the principle
of due process embodied in the principal legal systems of
the world; and

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

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

® Article 5 shall be inter preted in accordance with Annex A.
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Box 7 (concluded)
Annex A
Customary I nternational Law

The Parties confirm their shared understanding that "customary
international law" generally and as specifically referenced in
Article 5 and Annex B results from a general and consistent practice
of Sates that they follow from a sense of legal obligation. With
regard to Article 5, the customary international law minimum
standard of treatment of aliens refersto all customary international
law principles that protect the economic rights and interests of
aliens.

An explicit link between the FET obligation and the minimum
standard of treatment is used in these treaties to prevent
overexpansive interpretations of the FET standard by arbitral
tribunals and to further guide them by referring to an example of
gross misconduct that would violate the minimum standard of
treatment of aliens— denid of justice. By limiting the source of FET
to customary international law, these treaties seek to rein in the
discretion of tribunals when considering its content. In other words,
treaties incorporaing a reference to the minimum standard of
treatment of aliens under customary law send out a message to
arbitrators that the latter cannot go beyond what customary
international law declares to be the content of the minimum standard
of treatment.

The difficulty with thisline of thinking isthat it presupposes the
existence of a genera consensus as to what constitutes the minimum
standard of treatment of aliens under customary international law.
The reality, however, is that the minimum standard itself is highly
indeterminate, lacks a clearly defined content and requires
interpretation. The process of establishing the content of
customary international law (determining State practice and opinio
juris) is methodologically difficult and puts an onerous burden on
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the claimants. As discussed in section III.A, existing awards of
arbitral tribunals do not share a common approach to the
interpretation of the clauses relating to fair and equitable treatment
and the minimum standard of treatment of aliens; thus, a degree of
unpredictability persists, despite the attempted clarifications in the
treaties. Nevertheless, from the host country perspective, linking the
FET standard to the minimum standard of treatment of aiens may
be seen as a progressve step, given that this will likely lead
tribunals to apply a higher threshold for finding a breach of the
standard, as compared with unqualified FET clauses.

F. FET with additional substantive content

An emerging trend in IIA rule making is to add substantive
content to FET clauses. This is also a way of being more precise
about the content of the FET obligation and more predictable in its
implementation and subsequent interpretation. Indeed, the more
specific the clause, the clearer its scope and content. This section
reviews some formulations in existing treaty practice under the
following headings:

(&) Prohibition of denial of justice;

(b) Prohibition of arbitrary, unreasonable or discriminatory
measures,

(c) Irrelevance of abreach of a different treaty norm;
(d) Accounting for the level of development.
1. Prohibition of denial of justice

A number of recent I1As have expresdy included a reference to
a denia of justice in their FET clause. This has been done in two
ways. More often, one can encounter a clause that says that FET
includes the obligation not to deny justice in legal or administrative
proceedings (see examples in boxes 6 and 7). The word “includes’
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indicates that the obligation not to deny justice forms part of the
FET standard but that the latter is not limited to the denial of justice
only; it may include other elements as well. These provisions — in
addition to specifically mentioning the denial of justice — typically
also refer to the minimum standard of treatment of aliens, whichisa
broader notion. At the same time, areference to the denia of justice,
which outlaws only the gravest instances of injustice (see section
[11.B.3), may be taken to indicate that a breach of another aspect of
the FET standard (prohibition of arbitrariness, discrimination and so
forth) may be established only if such violation is equally severe.

The second type of thisclauseisillustrated in box 8.

Box 8. ASEAN Comprehensive Investment Agreement (2009)
Article11
Treatment of | nvestment

1. Each Member Sate shall accord to covered investments of
investors of any other Member Sate, fair and equitable treatment
and full protection and security.

2. For greater certainty:
(a) fair and equitable treatment requires each Member Sate not to
deny justice in any legal or administrative proceedings in

accordance with the principle of due process... [Emphasis
added)]

Source: http://www.aseansec.org/22260.pdf

The language used here may be read to suggest that the FET
standard is limited to the denial of justice, asit states that “treatment
requires’ rather than “includes’.® Even more clearly, the ASEAN-
China Investment Agreement (2009) states that FET “refers to the
obligation not to deny justice [...]”. Notably, neither the ASEAN
agreement, nor the ASEAN-China agreement refer to the minimum
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standard under customary international law, which gives additional
support to the conclusion that the FET obligation is limited to the
obligation not to deny justice and does not encompass other
protections that may exist in the minimum standard of treatment of
aiens.

2. Prohibition of arbitrary, unreasonable and discriminatory
measur es

Some tredties, after setting out the general FET standard,
specifically prohibit arbitrary, unreasonable or discriminatory
measures (see box 9).® The notion of arbitrariness,
unreasonableness and discrimination are intrinsic to the FET
standard (see section 111.B). Thus, it may be said that such clauses
give some further substance to the otherwise general wording of the
standard.

Prohibiting arbitrary or unreasonable measures, in addition to
laying down the generd FET standard (as done in treaties
reproduced in box 9) does not hel p delineate the scope of the general
FET standard. The prohibition of unreasonable, arbitrary and/or
discriminatory measures is consonant with the FET standard, but the
standard itself goes beyond this prohibition. Some arbitral tribunals
have found a State measure to be not unreasonable, not arbitrary and
non-discriminatory, but nevertheless a violation of the FET
standard. For example, in LG&E v. Argentina, the tribunal
concluded that “the charges imposed by Argentina to Claimants
investment, though unfair and inequitable, were the result of
reasoned judgment rather than simple disregard of the rule of law”
and refused to hold them arbitrary.* Thus, the generd FET
standard, in its application and interpretation, has been considered to
be broader than the notions of arbitrariness, unreasonableness and
discrimination.

In light of this, if a State wishes to restrict the scope of the FET
clause to the prohibition of arbitrariness, unreasonable conduct or
discrimination — or possibly certain other types of conduct such as
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the denia of justice — it may wish to replace a general FET standard
with a quaified provision including these specific prohibitions (see
policy option 4 in section V).

Box 9. FET provisionsreferring to arbitrary, unreasonable
and/or discriminatory treatment

Netherlands-Oman BIT (2009)
Article 2(2)

[..]

2) Each Contracting Party shall ensure fair and equitable treatment
to the investments or nationals or persons of the other Contracting
Party and shall not impair, by unjustified or discriminatory
measures, the operation, management, maintenance, use, enjoyment
or disposal thereof by those nationals or persons.

Romania-United States BIT (1994)
Articlel1(2)

[..]

2. (a) 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 |ess than that required by international
l[aw.

(b) Neither Party shall in any way impair by arbitrary or
discriminatory measures the management, operation, maintenance,
use, enjoyment, acquisition, expansion, or disposal of investments.

3. Irrelevance of a breach of a different treaty norm

Following the issuance of the 2001 interpretative note by the
NAFTA Free Trade Commission (see box 5), some [1As started to
include an explicit clarification that the breach of another provision
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in the 1A or a breach of another international agreement by a
contracting party will not by itself constitute a breach of the FET
standard. Box 10 provides an example.

Box 10. Mexico-Singapore BI T (2009)
Article 4(3)

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

Indeed, if FET isunderstood as part of the minimum standard of
treatment under customary international law, it becomes clear that a
violation of a treaty obligation does not necessarily amount to a
violation of a customary norm. The purpose of this provision is to
prevent tribunas from automatically finding a breach of the FET
standard when ancther provision in the IIA has been breached, as
happened in the SD Myersv. Canada case under NAFTA.*

This clarification appears to be particularly important with
respect to non-1l1A treaty obligations (such as World Trade
Organization (WTO) law). Those other internationa instruments
may lack private enforcement mechanisms that exist in Il1As. If
investors could automatically establish violations of the FET
standard on the basis of, for example, a host State's breaches of
WTO law, this would expose host governments to the risk of
numerous suits accompanied by compensation clams under the
investment chapter of an FTA or aBIT.

4. Accounting for theleve of development

Another issue that has received attention and has been addressed
recently in one treaty is that the finding of an FET violation must
take into account the level of development of the host country (see
box 11).
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Box 11. Investment Agreement for the COMESA Common
Investment Area (2007)

Article 14 (3)

For greater certainty, Member States understand that different
Member States have different forms of administrative, legidative
and judicial systems and that Member States at different levels of
development may not achieve the same standards at the same time.
Paragraphs 1 and 2 of this Article [prohibition of the denia of
justice and affirmation of the minimum standard of treatment of
diens] do not establish a single international standard in this
context.

This language is meant to introduce flexibility in the
interpretation of the FET standard based on the leve of
development of the respondent country. This acknowledges the
reality of doing business in less developed countries, which often
includes a less than optimal level of functioning of public
adminigtration. It would be unreasonable for investors in devel oping
countries, let alone least developed countries, to have expectations
of treatment by the loca authorities no different from that
anticipated in the most advanced countries. It may thus be argued
that even in the absence of specific language, the level of
development of the host-country institutions should be taken into
account, as it clearly has an impact on what the investor may
legitimately expect from the State authorities in terms of their
efficiency and conduct.’® The commitment of a State to grant fair
and equitable treatment may thus be read differently, depending on
what is reasonable to expect from a particular State in its particular
situation. Article 14 of the COMESA Agreement explicitly requires
that tribunals take into account particularities of local governance
practices in their interpretation of fair and equitable treatment. This
kind of flexibility does not exist where the FET standard is equated
with the minimum standard of treatment of aliens, as the latter itself
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is “afloor, an absolute bottom, below which conduct is not accepted
by the international community” and which “is not meant to vary
from state to state”.*’

* % %

In sum, a number of treaties clarify the meaning of the FET
standard by mentioning some elements or aspects of its substantive
content. This approach appears to be a step in the right direction; it
could be further developed by replacing the FET standard with more
specific obligations (see policy option 4 in section 1V) or by
formulating the requirements included in the standard in the form of
an exhaustive list.
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Notes

! Unless indicated otherwise, the texts of international investment
agreements mentioned in the paper can be found in UNCTAD’ s databases
at www.unctad.org/iia

2 Given that many IIAs mention the FET standard together with the
obligation to accord full protection and security to investments, it needs to
be clarified that the two standards cover distinctive areas. FET dea's with
the process of administrative and judicial decision-making, while the full
protection standard is usually understood as the obligation for the host
State to adopt all reasonable measures to physically protect assets and
property from threats or attacks by public officials or third parties.
Accordingly this standard will not inform the FET standard as such.

® For areview of the relevant treaty practice and examples, see UNCTAD
2007, pp. 28-33.

4 Australia-Singapore FTA (2003); New Zealand-Singapore FTA (2009);
India-Singapore Comprehensive Economic Cooperation Agreement

(2005).

®> Rumeli Telekom v. Kazakhstan, ICSID Case No. ARB/05/16, Award, 29
July 2008, para. 575. (The applicable Turkey-Kazakhstan BIT did not have
the FET clause, but the respondent agreed to the incorporation of the FET
standard, aongside some other substantive protections, from the
Kazakhstan-United Kingdom BIT); ATA Construction v. Jordan, ICSID
Case No. ARB/08/2, Award, 18 May 2010, footnote 16 to para.125. (The
Jordan-Turkey BIT was the applicable BIT, the FET clause was
incorporated from the Jordan-United Kingdom BIT.)

® “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.” [Emphasis added; OECD,
1967, p. 120.]

" OECD, 1984, p. 12, para. 36.

8 Such was the interpretation given to this type of clause by tribunals in
Azurix v. Argentina, ICSID Case No. ARB/01/12, Award, 4 July 2006,
para. 361; Duke Energy v. Ecuador, ICSID Case No. ARB/04/19, Award,
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18 August 2008, para. 337; and Lemire v. Ukraine, ICSID Case No.
ARB(AF)/98/1, Decision on Jurisdiction and Liability, 21 January 2010,
para. 253.

¥ See Pope and Talbot v. Canada, UNCITRAL, Award on the Merits of
Phase 2, 10 April 2001, para. 110.

19 See for example Dominican Republic-Central America-United States
Free Trade Agreement (CAFTA-DR) of 2004, Article 10.5.

1 See Porterfield, 2006, p. 88. See section 111.A.1 for a more detailed
discussion.

12 The formulation using the word “requires’ can also be found in Article
10.10 of the MalaysiaNew Zealand FTA (2009) and Article 6 of the
ASEAN-Australia-New Zeaand Free Trade Agreement.

3 The relevant language has its origin in the 1959 Abs-Shawcross Draft
Convention on Investments Abroad and is repeated in the 1967 OECD
Draft Convention on the Protection of Foreign Property. Both texts set out
a general FET standard and additionally prohibit impairment of property
through unreasonable or discriminatory measures.

“LG&E v. Argentina, ICSID Case No. ARB/02/1, Decision on Liability, 3
October 2006, para. 162. See also Sempra Energy v. Argentina, ICSID
Case No. ARB/02/16, Award, 28 September 2007, paras. 318-320; Enron
v. Argentina, ICSID Case No. ARB/01/3, Award, 22 May 2007, paras.
281-283; PSEG v. Turkey, ICSID Case No. ARB/02/5, Award, 19 January
2007, para 262; and Duke Energy v. Ecuador, ICSID Case No.
ARB/04/19, Award, 18 August 2008, paras. 380-383.

> In this case, the majority of the tribunal held that having breached
NAFTA’s provision on nationa treatment, Canada had also breached the
minimum standard of treatment.

16 On the existing arbitral practice on thisissue, see section 111.B.1.

Y Glamis Gold, Ltd. v. United Sates, UNCITRAL (NAFTA), Award, 8
June 2009, para. 615.
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1. INVESTOR-STATE ARBITRAL PRACTICE

The FET standard has been considered in numerous cases.
Claims based on the standard appear practicaly in every single
treaty-based arbitration proceeding. They have been both accepted
and rgjected in significant numbers by tribunals (see box 15).

A wide range of governmental actions has been considered in
these cases. Box 12 illustrates the types of State conduct challenged
by investors as inconsistent with the FET standard.

Box 12. lllustrativelist of thetypes of State conduct challenged
by investorsasviolating the FET obligation

Some of these claims were accepted and others rejected by tribunals.
Measures relating to business operations:

e Revocation or refusal to renew an operating licence:
o Wena Hotels Ltd. v. Egypt, ICSID Case No.
ARB/98/4;
o Geninv. Egtonia, ICSID Case No. ARB/99/2;
o Tecmed v. Mexico, ICSID Case No. ARB
(AF)/00/2);

o Refusal to issue apermit required for business operations:
o Metalclad V. Mexico, ICSID Case
No. ARB(AF)/97/1,
o MTD v. Chile, ICSID Case No. ARB/01/7;
o Lemire v. Ukraing ICSID Case No.
ARB(AF)/98/1);

e Closure of investor's business as a result of outlawing the
business activity by new administration
o Thunderbird v. Mexico, UNCITRAL Rules
(NAFTA);
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Box 12 (continued)

Introducing requirements that hinder economic performance of an
investment:

Closure of the State border for the movement of a certain
chemical compound:

o Myersv. Canada, UNCITRAL Rules (NAFTA);
Ban on manufacturing and selling of products that contained
a certain substance:

o Methanex v. United States, UNCITRAL Rules

(NAFTA);
Regulatory review and eventual phase out of pesticide
business.

o Chemturav. Canada, UNCITRAL Rules (NAFTA).

Limitation of the amount of products that the claimant can

export:
o Pope & Talbot Inc. v. Canada, UNCITRAL Rules

(NAFTA);
Forcing the investor to source its raw material from local

sources
o ADF Group Inc. v. United Sates, ICSID Case No.

ARB (AF)/00/1;
Requirements related to backfilling and grading for mining
operationsin the vicinity of sendtive sites:
o Glamis Gold, Ltd. v. United Sates, UNCITRAL
Rules (NAFTA);
Changes of quotas for producers
o Eastern Sugar B.V. v. Czech Republic, SCC Case
No. 088/2004);
Discriminatory refusal to provide financia assistance:
o Salukav. Czech Republic, UNCITRAL Rules

UNCTAD Series on International Investment Agreements Il



Ill. INVESTOR-STATE ARBITRAL PRACTICE 41

Box 12 (continued)

e Withdrawa of tax exemptions:

(e}

Biwater v. Tanzania, ICSID Case No. ARB/05/22;

e Refusa to reemburse VAT in violation of the investment
contract:

(e}

Occidental v. Ecuador, LCIA Case No. UN3467;

e Changing the monetary parity system

O

O

Continental Casualty v. Argentina, ICSID Case No.
ARB/03/9;
Metalpar v. Argentina, ICSID Case No. ARB/03/5;

e Suspension of tariff adjustments for public utilities:

(@]
(]
(]

(e}

CMSv. Argentina, ICSID Case No. ARB/0L1/8;
Enron v. Argentina, ICSID Case No. ARB/01/3;
Sempra Energy v. Argentina, ICSID Case No.
ARB/02/16;

LG&E v. Argentina, ICSID Case No. ARB/02/1.

Interference with contractual rights:
e Unilatera termination of an investment contract:

(e}

(@]
(]

(]
(@]

(e}

(e}

Rumeli Telekom v. Kazakhstan, ICSID Case No.
ARB/05/16;

Helnan v. Egypt, ICSID Case No. ARB/05/19;
M.C.I. Power v. Ecuador, ICSID Case No.
ARB/03/6;

Semensv. Argentina, ICSID Case No. ARB/02/8;
Parkerings-Compagniet AS v. Lithuania, ICSID
Case No. ARB/05/8;

Azinian v. Mexico, ICSID Case No. ARB
(AR)/97/2;

Bayindir v. Pakistan, ICSID Case No. ARB/03/29;

e Declining to renew an investment contract:

(e}

EDF v. Romania, ICSID Case No. ARB/05/13;
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Box 12 (continued)

e Breach of aninvestment contract by the State;
o Mondev v. United Sates, ICSID Case No.
ARB(AF)/99/2;
o Duke Energy v. Ecuador, ICSID Case No
ARB/04/19,;
o Wage Management v. Mexico, ICSID Case
No. ARB(AF)/00/3;

e Disagreements over contractually fixed tariffs:
o Azurixv. Argentina, ICSID Case No. ARB/01/12;
o Vivendi v. Argentina, ICSID Case No. ARB/97/3.

Interference with ownership rights:

e Physical seizure of investor’s assets:
o Biwater v. Tanzania, ICSID Case No. ARB/05/22;
o Middle East Cement v. Egypt, ICSID Case No.
ARB/99/6;

e Failureto complete the privatization process of a company:
o Eureko B.V. v. Republic of Poland, ad hoc
arbitration.

Abusive treatment of an investor:

e Arrests of the investor’'s employees and family members,
imposition of an unfavourable agreement under physical and
financia duress.

o Desert Line Projects v. Yemen, ICSID Case No.
ARB/05/17,

e Continuous interference with activities and management of
investment by State tax authority:
o Tokios Tokeles v. Ukraine, ICSID Case No.
ARB/02/18;
/...
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Box 12 (concluded)

o Political statements against foreign investment/investors:
o Biwater v. Tanzania, ICSID Case No. ARB/05/22;
o Vivendi v. Argentina, ICSID Case No. ARB/97/3.

Denial of jugtice:

e Miscarriage of justice by domestic courts:
o Loewen v. United Sates, ICSID Case No.

ARB(AF)/98/3;
o Aznian v. Mexico, ICSID Case No. ARB
(AR)/97/2;
e Dday in judicial proceedings and other violations of due
process:

o JandeNul v. Egypt, ICSID Case No. ARB/04/13;
o Amto v. Ukraine, SCC Case No. 080/2005;
o Petrobart v. Kyrgyz Republic, UNCITRAL Rules.

Existing arbitra decisons show that the range of factua
situations that could conceivably give rise to arguments about their
unfairness or inequity is practically limitless. The major challengeis
to understand this growing number of awards, find common strands
and directions in cases that would shed light on the meaning of the
FET obligation and identify whether particular treaty formulations
affect arbitral interpretation. This process should help, among
others, to identify implications for the negotiation of FET clausesin
new l1As.

The analysis and interpretation in recent arbitral awards of the
FET obligation is divided into two related parts. Section A deals
with the relationship between the FET standard, as is expressed in
various IIAs and the minimum standard of treatment under
customary international law. Section B seeks to identify emerging
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substantive content of the obligation to provide fair and equitable
treatment.

A. Relationship between the FET standard and the minimum
standard of treatment

This section considers the relationship between the FET
standard and the minimum standard of treatment of aliens under
customary international law (MST). It starts by briefly considering
the main sources and content of the MST. It then examines cases
arbitrated under NAFTA Article 1105, as interpreted in 2001 by the
NAFTA Free Trade Commission, which understands FET as a
congtituent element of the MST. It subsequently looks at tribunals
decisions that have applied other types of FET clauses where the
standard is not linked to the MST. The concluding subsection
explores the possibility of convergence of the varioudy expressed
FET standards.

1. Theinternational minimum standard of treatment

The MST isreferred to in a number of FET clauses (see section
[1.LE). It is a set of customary international law norms that governs
the treatment of aliens. States, regardless of their legidation and
practices, must respect these norms when dealing with foreign
nationals and their property. The MST is often understood as a
broad concept intended to encompass the doctrine of denial of
justice along with other aspects of the law of State responsibility for
injuries to aliens. However, specific meaning of the concept is ill
rather indeterminate.

Under the existing definition, customary international law
results from a general and consistent practice of States that they
follow from a sense of legal obligation (opinio juris). It is difficult to
comply with this definition, particularly in relation to such an
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underdeveloped concept as the minimum standard of treatment of
diens, and a specific category of aiens — investors (economic
actors) and their property. At the same time, atribuna constituted to
resolve an investor-State dispute and the disputing parties must
grapple with the problem of the MST’ s content, if the applicable 1A
requires it to do so. Given that claimants bear the burden of proof,
they face the daunting task of collecting evidence in order to
demonstrate general State practice and opinio juris. As discussed
below, tribunals have interpreted the MST in a variety of ways,
some more strict and conservative, others more creative and liberal
(see next section).

An OECD report has concluded that the international minimum
standard applies in the following areas. (&) the administration of
justice, usudly linked to the notion of the denia of justice; (b) the
treatment of aliens under detention; and (c) full protection and
security (OECD, 2004, p. 9, note 34). On this view, there are no
other aspects of the MST that have become apparent to date in
customary international law.

The most cited expression of the MST is found in the 1926
decision in LFH Neer and Pauline Neer (United States v. Mexico).
In that case, a clam was brought before the Mexico-United States
Genera Claims Commission alleging that the Mexican authorities
had failed to exercise due diligence in finding and prosecuting the
murderer of a United States national and so had committed a denia
of justice. The Commission rejected the claim, having set a high
threshold of State responsibility limited to egregious acts of failure
to protect therights of aiens. The Commission stated:

“Without attempting to announce a precise formula, it isin the
opinion of the Commission possible to [...] hold (first) that the
propriety of governmental acts should be put to the test of
international standards, and (second) that the treatment of an
alien, in order to congtitute an international delinquency,
should amount to an outrage, to bad faith, to wilful neglect of
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duty, or to an insufficiency of governmental action so far short
of international standards that every reasonable and impartial
man would readily recognize its insufficiency. Whether the
insufficiency proceeds from deficient execution of an intelligent
law or from the fact that the laws of the country do not empower
the authorities to measure up to international standards is
immaterial ”*

Thistest is directed at extremes of governmenta conduct. Other
relevant decisons and academic commentary on MST aso
emphasize “a degree of forbearance on the part of the international
tribuna”, which should require “convincing evidence of a
pronounced degree of improper governmental action”, “an obvious
error in the administration of justice, or fraud or a clear outrage”
(Thomas, 2002, pp. 22-38). In other words, at least in the first half
of the twentieth century, the minimum standard was perceived as
not very stringent or exacting on States and the liability threshold

was rather high.

It must be noted that the Neer claim and other similar claims
concerned the treatment of natural persons, and concentrated on
denia of justice (Paparinskis, 2009, p. 38). Some authors made
generd statements that MST aso protects the property of aiens
(Roth, 1949, p. 186; Jennings and Watts, 1996, p. 912) but the
extent of such protection or the applicable legd tests, short of a
prohibition of an uncompensated expropriation of property, have not
been well developed prior to the inclusion of the FET standard
coupled with the MST into investment treaties (see Sornargjah,
2010, p. 347).

The MST is a concept that does not offer ready-made solutions
for deciding modern investment disputes; at best, it gives a rough
idea of a high threshold that the chalenged governmenta conduct
has to meet for a breach to be established. In fact, the contemporary
practice of arbitral tribunals and discussions within the broader
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investment community helps to flesh out the minimum standard of
treatment of foreign investors and their investments.

2. NAFTA awardsaddressing the minimum standard of
treatment

As noted in section Il, prior to the Interpretative Note of the
NAFTA Free Trade Commission, the tribunal in the Pope & Talbot
v. Canada case asserted that the FET standard was “ additive’ to the
minimum standard of treatment of aliens and so tribunals were free
to go beyond the limits of the latter, thereby rejecting the argument
of Canada that the standard required a finding of egregious
misconduct in accordance with the standard developed in the Neer
case. One of the first NAFTA tribunals to address the meaning of
Article 1105, in Myers v. Canada, took a deferentia stance towards
sovereign acts and set a rather high ligbility threshold. In 2000, it
held that Article 1105 could be breached:

“[O]nly when it is shown that an investor has been treated in
such an unjust or arbitrary manner that the treatment rises to
the levd that is unacceptable from the international
perspective. That determination must be made in the light of the
high measure of deference that international law generally
extends to the right of domestic authorities to regulate matters
within their own borders. The determination must also take into
account any specific rules of international law that are
applicable to the case.”?

As discussed in section I1.E, in the wake of controversy over
another early decision, in Pope & Talbot v. Canada, the NAFTA
Free Trade Commission issued its 2001 Interpretative Note,
whereby it clarified that fair and equitable treatment did not “require
treatment in addition to or beyond that which is required by the
customary internationa law minimum standard of treatment of
diens’. Arbitral awards issued shortly thereafter sought to follow
the Free Trade Commission’s clarification but interpreted the MST
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in an evolutionary way. For example in Mondev v. United Sates and
ADF v. United Sates, the tribunas held that NAFTA's FET
standard included the Neer standard, but that it had evolved over
time going beyond the types of egregious misconduct referred to in
Neer, though in neither case was a violaion of Article 1105(1)
established (box 13).

Box 13. NAFTA tribunal awards after the Interpretative Note of
the NAFTA Free Trade Commission

Mondev International Ltd v. United Sates, ICSID Case
No. ARB (AF)/99/2, Award, 11 October 2002

In this case Mondev, a Canadian property developer, brought,
through its local subsidiary, a claim against the City of Boston and
the Boston Redevelopment Authority for breach of a contract. On
appeal, the Massachusetts courts held that the Boston
Redevelopment Authority was immune from suit under the law of
State immunity. Mondev then brought a claim under Article 1105(1)
of NAFTA arguing that it had suffered a denial of justice in breach
of the FET provision. The tribuna did not uphold the claim on the
principal ground that the Massachusetts courts had applied domestic
law correctly. Its remarks concerning the FET, MST and the Neer
standard can be summarized asfollows:

e The Neer case and other similar cases concerned “not the
treatment of foreign investment as such but the physical security
of thealien”;

e In the Neer casg, the dleged State responsibility arose of the
failure of Mexico to prosecute private parties whose acts had
been out of control of Mexico — in such cases a State can be
held responsible only in specia circumstances;

e |t cannot be assumed that NAFTA is confined to the Neer
/...
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Box 13 (continued)

standard of outrageous treatment where the treatment of foreign
investment by the State itself is at issue;

e Since the 1920s, the substantive and procedural rights of the
individual in international law have undergone considerable
development. “ To the modern eye, what is unfair or inequitable
need not equate with the outrageous or the egregious’;The
minimum standard of treatment of aliens does not provide a
tribunal with an “unfettered discretion to decide for itself, on a
subjective basis, what was ‘fair’ or ‘equitable’ [...] without
reference to established sources of law”;

e “A State may treat foreign investment unfairly and inequitably
without necessarily acting in bad faith”;

e The vast number of Il1As adopting the FET standard forms a
“body of concordant practice” that has influenced the content of
the rules governing the treatment of foreign investment in
current international law, going beyond the Neer standard
(paras. 114-119).

ADF Group Incv. United States, ICSID Case No ARB(AF)/00/1,
Award, 9 January 2003

In this case the clamant, a Canadian steel supply company,
challenged “Buy America’ requirements that had forced it to source
its processed steel inputs from United States companies. ADF
claimed that the United States measures infringed NAFTA Article
1105, which, in the clamant’s view, should be interpreted as
eliminating barriers to trade in goods and services in order to attain
the objectives of NAFTA. Thetribuna held that Article 1105(1) had
not been infringed as public procurement requirements of the type

/...
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Box 13 (concluded)

used in this case were not so arbitrary or aberrant as to violate the
customary international law standard. In the course of its decision,
the tribunal cited and agreed with the above passages from the
Mondev award (see para. 180) adding:

e [W]hat customary internationa law projects is not a static
photograph of the minimum standard of treatment of aliens as it
stood in 1927 when the Award in the Neer case was rendered.
For both customary international law and the minimum standard
of treatment of aliensit incorporates, are constantly in a process
of development (para. 179);

e The Neer standard concerned protection against acts of private
parties directed against the physical safety of foreignerswhilein
the territory of a host State. The Neer formulaion is not
automatically extendible to the contemporary context of
treatment of foreign investors and their investments by a host or
recipient State;

e Theinvestor has not shown that an autonomous requirement to
accord fair and equitable treatment has been brought into the
corpus of present day customary international law by the many
hundreds of bilateral investment treaties,

e The ADF tribunal required the clamant to prove that an
autonomous FET requirement has become a customary norm
which, in that case, the claimant had failed to do so.

The tribuna in the ADF case was more cautious than the one in
the Mondev case in its anaysis of the extent to which the practice of
States in concluding BITs can prove the existence of a general norm
of international law in this field. Both awards affirmed, however,
that the modern MST in not confined to the Neer standard, athough
neither of the two tribunals have offered anew legdl test. An attempt
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to do so was undertaken in Waste Management v. Mexico, where the
tribuna synthesized severa earlier cases into the following

paragraph:

“[T]he minimum standard of treatment of fair and equitable
treatment is infringed by conduct attributable to the State and
harmful to the claimant if the conduct is arbitrary, grossy
unfair, unjust or idiosyncratic, is discriminatory and exposes
the claimant to sectional or racial prejudice, or involves a lack
of due process leading to an outcome which offends judicial
propriety — as might be the case with a manifest failure of
natural justice in judicial proceedings or a complete lack of
transparency and candour in an administrative process. In
applying this standard it is relevant that the treatment is in
breach of representations made by the host State which were
reasonably relied on by the claimant.”®

In this case, the tribunal combined a number of earlier arbitral
interpretations of the FET standard into its own understanding of the
MST. The tribuna added that, “[€]vidently the standard is to some
extent a flexible one which must be adapted to the circumstances of
each case”.*

The approach of the tribunal in Waste Management was
followed in GAMI v. Mexico where the tribunal asserted that a
number of implications arose out of the Waste Management
analysis.

“Four implications of Waste Management |l are salient... (1)
The failure to fulfil the objectives of administrative regulations
without more does not necessarily rise to a breach of
international law. (2) A failure to satisfy requirements of
national law does not necessarily violate international law. (3)
Proof of a good faith effort by the Government to achieve the
objectives of its laws and regulations may counter-balance
instances of disregard of legal or regulatory requirements. (4)
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The record as a whole — not isolated events — determines
whether there has been a breach of international law.”®

The tribuna in Thunderbird v. Mexico drew back from the
standard as synthesized by the tribunal in Waste Management and
returned to the explicit use of the MST as requiring a high threshold
and thereby restricting the scope of the FET standard.® Here is the
majority’s interpretation of the scope of the MST under NAFTA
Article 1105:

“194. The content of the minimum standard should not be
rigidly interpreted and it should reflect evolving international
customary law. Notwithstanding the evolution of customary law
since decisions such as Neer Claim in 1926, the threshold for
finding a violation of the minimum standard of treatment till
remains high, as illustrated by recent international
jurisprudence. For the purposes of the present case, the
Tribunal views acts that would give rise to a breach of the
minimum standard of treatment prescribed by the NAFTA and
customary international law as those that, weighed againg the
given factual context, amount to a gross denial of justice or
manifest arbitrariness falling below acceptable international
standards.” [Emphasis added)]

On the facts, the tribunal found that the actions of the Mexican
authorities did not come within that high threshold and the
investor's claims were regjected. The high threshold for finding a
violation (“the required severity of the conduct”) was also
emphasized in Cargill v. Mexico.”

The trend towards a more cautious interpretation of fair and
equitable treatment under NAFTA Article 1105 isillustrated by the
award in Glamis Gold Ltd v. United States® (box 14). The key
element in the case as regards Article 1105 was the tribuna’s
acceptance of the United States Government’s interpretation of the
minimum standard of trestment of aiens which advocated the
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limited standard of review under the Neer doctrine and a high
liability threshold. The tribuna accepted this with the understanding
that the Neer standard could be adapted to modern considerations of
egregious misconduct that might cover a wider range of actions than
would be included under that standard in 1926. At the same time,
the Glamis tribunal put an emphasis on the manner in which arule
of customary international law must be established.

Box 14. Glamis Gold Ltd v. United States, UNCITRAL Rules,
Award, 8 June 2009

On the issue of fair and equitable treatment and the minimum
standard of treatment the tribunal held:

600. The question thus becomes. what does this customary
international law minimum standard of treatment require of a Sate
Party vis-a-vis investors of another Sate Party? Is it the same as
that established in 1926 in Neer v. Mexico?

601. As a threshold issue, the Tribunal notes that it is Claimant’s
burden to sufficiently answer each of these questions|...].

605. Claimant did provide numerous arbitral decisionsin support of
its conclusion that fair and equitable treatment encompasses a
universe of “ fundamental” principles common throughout the world
that include “the duty to act in good faith, due process,
transparency and candor, and fairness and protection from
arbitrariness.” Arbitral awards, Respondent rightly notes, do not
congtitute Sate practice and thus cannot create or prove customary
international law. They can, however, serve as illustrations of
customary international law if they involve an examination of
customary international law, as opposed to a treaty-based, or
autonomous, interpretation. [...]

611. The Tribunal [...] holds that it may look solely to arbitral
awards — including BIT awards— that seek to be understood by

/...
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Box 14 (continued)

reference to the customary international law minimum standard of
treatment, as opposed to any autonomous standard. The Tribunal
thus turns to its second task: determining the scope of the current
customary international law minimum standard of treatment, as
proven by Claimant.

612. It appearsto this Tribunal that the NAFTA State Parties agree
that, at a minimum, the fair and equitable treatment standard is that
as articulated in Neer [...] Whether this standard has evolved since
1926, however, has not been definitively agreed upon. The Tribunal
considers two possible types of evolution: (1) that what the
international community views as “ outrageous’ may change over
time; and (2) that the minimum standard of treatment has moved
beyond what it wasin 1926.

613. The Tribunal finds apparent agreement that the fair and
equitable treatment standard is subject to the first type of evolution:
a change in the international view of what is shocking and
outrageous [...] this Tribunal holds that the Neer standard, when
applied with current sentiments and to modern situations, may find
shocking and egregious events not considered to reach this level in
the past.

614. Asregardsthe second form of evolution —the proposition that
customary international law has moved beyond the minimum
standard of treatment of aliens as defined in Neer — the Tribunal
finds that the evidence provided by Claimant does not establish
such evolution. Thisis evident in the abundant and continued use of
adjective modifiers throughout arbitral awards, evidencing a strict
standard. International Thunderbird used the terms* gross denial of
justice” and “ manifest arbitrariness’ to describe the acts that it
viewed would breach the minimum standard of treatment. SD.

/...
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Box 14 (continued)

Myers would find a breach of Article 1105 when an investor was
treated “in such an unjust or arbitrary manner.” The Mondev
tribunal held: “The test is not whether a particular result is
surprising, but whether the shock or surprise occasioned to an
impartial tribunal leads, on reflection, to justified concerns as to the
judicial propriety of the outcome. [...]

615. The customary international law minimum standard of
treatment is just that, a minimum standard. It is meant to serve as
a floor, an absolute bottom, below which conduct is not accepted
by the international community. Although the circumstances of the
case are of course relevant, the standard is not meant to vary from
state to state or investor to investor. [...]

616. It therefore appears that, although situations may be more
varied and complicated today than in the 1920s, the level of
scrutiny is the same. The fundamentals of the Neer standard thus
still apply today: to violate the customary international law
minimum standard of treatment codified in Article 1105 of the
NAFTA, an act must be 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(1).
The Tribunal notes that one aspect of evolution from Neer that is
generally agreed upon is that bad faith is not required to find a
violation of the fair and equitable treatment standard, but its
presence is conclusive evidence of such. Thus, an act that is
egregious or shocking may also evidence bad faith, but such bad
faith is not necessary for the finding of a violation. The standard for
finding a breach of the customary international law minimum
standard of treatment therefore remains as stringent as it was

/...
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Box 14 (concluded)

under Neer; it is entirely possible, however that, as an
international community, we may be shocked by State actions now
that did not offend us previoudly. [...]

627. [...] 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. [Emphasis added, footnotes
omitted]

The above review of different awards suggests, inter dia, that a
simple illegality at the domestic level is insufficient to establish a
breach of the standard; “something more” is required.’ Indeed,
claimants must satisfy a rather high evidential burden to show that
the State conduct is notably arbitrary or grossly unfair and that the
measure in question relates to an area effectively regulated by
customary international law.™

However, the recent NAFTA award in Merrill & Ring v.
Canada goes in the opposite direction. In that case, the tribunal
held that the stand-alone FET standard had become part of
customary international law'® and represents the latest stage in its
evolution. It concluded:

“A requirement that aliens be treated fairly and equitably in
relation to business, trade and investment [...] has become
sufficiently part of widespread and consistent practice so as to
demonstrate that it is reflected today in customary international
law as opinio juris. In the end, the name assigned to the
standard does not really matter. What matters is that the
standard protects against all such acts or behavior that might
infringe a sense of fairness, equity and reasonableness. Of
course, the concepts of fairness, equitableness and
reasonableness cannot be defined precisely: they require to be
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applied to the facts of each case. In fact, the concept of fair and
equitable treatment has emerged to make possible the
consideration of inappropriate behavior of a sort, which while
difficult to define, may still be regarded as unfair, inequitable or
unreasonable.” (para 210)

Accordingly, the standard went far beyond the limited elements
of the Neer case. Indeed, the tribunad found that “this standard
provides for the fair and equitable treatment of alien investors
within the confines of reasonableness’.’* This appears, at first
glance, to reaffirm a very expansive reading of the FET standard,
while a the same time saying that this actualy represents the
customary minimum standard. The Merrill & Ring tribuna failed to
give cogent reasons for its conclusion that the MST made such a
leap in its evolution, and by doing so has deprived the 2001 NAFTA
Interpretative Statement of any practical effect. This award added to
the confusion as to the appropriate approach under NAFTA.

As a result of arbitral practice under NAFTA to date, three
approaches can be identified as regards the content of the minimum
standard of treatment of aliens and its relationship with fair and
equitable treatment:

(8 MST is equated to the standard of treatment set by the Neer
case in terms of the level of scrutiny (high liability
threshold), although that standard has evolved in terms of
what may be seen as “shocking” or “egregious’ today. The
standard has been set out as requiring “a gross denial of
justice, manifest arbitrariness, blatant unfairness, a complete
lack of due process, evident discrimination, or a manifest
lack of reasons’ (Glamisv. United States);™*

(b) MST goes beyond the Neer standard, as the later was
formulated to address a narrow and particular group of
Situations. The liability threshold is not as high as under the
first approach. One tribunal attempted to synthesize the
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standard by referring to conduct that is “arbitrary, grossly
unfair, unjust or idiosyncratic” or that is* discriminatory and
exposes the claimant to sectional or racial prejudice’, or
which involves a “complete lack of transparency and
candour in an administrative process’ (Waste Management
V. Mexico);

() MST initsmodern stateis no different from an obligation to
provide fair and equitable treatment when the latter is
interpreted literaly (low liability threshold). As such, it is
said to protect “against all such acts or behaviour that might
infringe a sense of fairness, equity and reasonableness’
(Merrill & Ring v. Canada).™

The existence of different approaches per se makesit difficult to
predict which one will be adopted by atribunal in a particular case.
The one point common to al three approaches is that there is no
need for proof of bad faith on the part of the host country
authorities, athough such proof would be conclusive that a breach
had occurred.

In discussing the content of the MST, it should be recalled that
it is part of customary international law that applies in inter-State
relations, regardless of whether there exists a treaty between the
States concerned. A tribunal giving a particular interpretation of the
MST is interpreting a general customary international obligation
that applies in relations between al States. The repercussions of
particular interpretation go beyond the relaionship between the
contracting parties to the applicable I1A; they extend to the
international community as a whole. This emphasizes the high
responsibility of arbitrators interpreting the standard.

3. Awardsapplying other typesof FET clauses

A number of arbitral tribunals have dealt with the two types of
FET clauses that are not expressly linked to the minimum standard
of treatment of aliens. (&) an unqualified FET clause; and (b) FET

UNCTAD Series on International Investment Agreements Il



Ill. INVESTOR-STATE ARBITRAL PRACTICE 59

clauses linked to internationa law (see sections 11.C and 11.D).
There has been no consistent approach to deciding whether the
content of those clauses should be derived from the MST. Some
tribunas have found that such clauses can be eguated with the
MST.*® Others, on the contrary, have ignored a reference to
international law in the clause and adopted the “plain meaning”
interpretation as if it were an unqualified FET clause.'” Still other
panels chose not to address the issue at all.*®

Several tribunas have held that the actual content of the
unqualified FET standard is not materialy different from the MST.*
A number of tribunas, while opting for an autonomous
interpretation, have quoted and relied upon the legal tests elaborated
inthe NAFTA cases interpreting the minimum standard of treatment
under Article 1105.%° One tribunal said that the threshold for finding
aviolation of an unqualified FET obligation was still a“high one”;*
another tribunal suggested that “in order to violate the [unqualified
FET] standard, it may be sufficient that Sates' conduct displays a
relatively lower degree of inappropriateness’, compared with the
MST.? In short, arbitral tribunals have displayed some confusion on
how particular types of FET clauses relate to the internationa
minimum standard.

4. |sconvergenceon the content of FET in sight?

The differences in existing approaches make it hard to arrive at
a settled view of the relationship between FET and the MST. At the
same time, there are signs of an emerging trend of convergence of
FET obligations, no matter how they are expressed, into a number of
common requirements for State conduct. Indeed, in a number of
recent cases, arbitrators seemed to be less interested in the
theoretical discussion on the relationship between the FET and the
MST and turned their attention primarily to the content of the FET
obligation, whether or not it is qualified by the MST. In other words,
more attention is being paid to singling and fleshing out specific
requirements within the broad FET standard with a view to
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establishing its more distinct and detailed content. Schill has
summarized the reasons that have contributed to this convergence in
the following terms:

“First, some tribunals consider that the inclusion of the FET in
the vast web of investment treaties has transformed the standard
itself into customary international law. Secondly, even in the
absence of such an explicit transformation, other tribunals
interpret  the international minimum standard as an
evolutionary concept that has developed since the days of
traditional international law, thus levelling possible differences
between treaty and custom. [...] Finally, the customary
international law minimum standard itself lacks precise content
and isin need of interpretation by arbitral tribunals. In order to
concretize such a standard, arbitral tribunals generally recur to
the decisions of other arbitral tribunals without distinguishing
whether those decisions were based on the customary variant or
an autonomous treaty standard.” (Schill, 2010, p. 153)

The eements forming this emerging shared substantive content
of the FET standard are considered in the next section.

Importantly, however, despite the shared content, the minimum
standard of treatment of aliens is ill typically understood and
interpreted as a more demanding standard, in terms of the liability
threshold, than an unqualified FET obligation. As shown in box 15,
statistically there is a significant difference between the claimants
rate of success under the two contrasting types of FET clauses.
Statistics suggest that it is more difficult for a claimant to establish a
violation of FET under NAFTA than under a BIT. In cases under
NAFTA (which links the FET standard to MST), the claimants
success rate is much lower than in cases under traditional BITs,
where the FET provision is most often analysed as setting an
autonomous standard not linked to the MST.
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Box 15. Statisticson FET claims

By October 2010, tribunals addressed the merits of FET claims in
84 treaty-based disputes® Of this overall number, the FET clam
was accepted in 45 cases and rejected in 39 cases.

Thereis asgnificant statistical difference between NAFTA disputes
and BIT disputes” In NAFTA cases, only 22 per cent of those
claims were accepted (4 out of 18); in BIT cases, 62 per cent were
accepted (41 out of 66).

Source: UNCTAD
Notes:

2 This number excludes cases dismissed on jurisdictional grounds as well
as rulings where the merits of the FET claim were not addressed due to a
finding of expropriation. Only public awards have been counted.

P For statistical purposes, this group includes disputes brought under the
Energy Charter Treaty.

B. Emerging substantive content of the FET standard

As mentioned in the previous section, tribunals have been
increasingly moving away from the discussion of the relationship
between the FET standard and the minimum standard of treatment
of aiens. Instead, they have focused their efforts on discerning the
substantive content of the standard, i.e. identifying the specific
edements that the standard consists of, taking into account the
myriad of different specific factual contexts.

Many arbitral tribunals have pointed out that the FET standard
does not imply adjudication ex agueo et bono, but represents a rule
of law with specific content.® Fleshing out the elements of this
content is an ongoing process, in which tribunals play a critica role.
One arbitrator has even suggested that the term “fair and equitable
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treatment” is “an intentionally vague term, designed to give
adjudicators a quasi-legidative authority to articulate a variety of
rules necessary to achieve the treaty’s object and purpose in
particular disputes’ (Brower I, 2003, p. 66). It is true that
investment tribunals have largely been responsible for developing
the content of the standard.

“As a matter of orthodoxy, States create international law, while
international courts merely interpret and apply it. [...] In
practice, however, international courts play a critical rolein the
development of international law because the distinction
between interpreting and creating the law is a fiction. [...]
[Courts are required] to interpret broad provisions, fill gaps,
and clarify ambiguities. These judicial interpretations are then
routinely looked to — by states, other courts, and academics — as
evidence of the content of international law” (Roberts, 2010, p.
188).

At this point of the development of the FET obligation, it is
possible to single out certain types of improper and discreditable
State conduct that would constitute a violation of the standard. Such
relevant concepts include:

(a) Defeating investors legitimate expectations (in balance
with the host State’ sright to regulate in public interest);

(b) Denial of justice and due process;

(c) Manifest arbitrariness in decision-making;
(d) Discrimination;

(e) Outright abusive treatment.

The following sections will briefly review the mentioned
elements of the FET standard, recognizing that its application is
intricately tied to the facts of the specific cases, and therefore, the

UNCTAD Series on International Investment Agreements Il



Ill. INVESTOR-STATE ARBITRAL PRACTICE 63

abstract criteria can provide only rough guidelines. Additionaly,
this section addresses the role of investor conduct and the question
of the appropriate threshold for finding a State responsible.

A number of possible elements, such as transparency or
consistency, have generated concern and criticism. So far, they may
not be said to have materialized into the content of fair and equitable
treatment with a sufficient degree of support.®*

FET clauses typicaly refer to “treatment” of investments.
“Treatment” is an expansive term, defined as “[c]onduct, behaviour;
action or behaviour towards a person”.? Essentialy, any action or
omission attributable to the host State can become a subject of an
FET claim.*® While historic cases on the international minimum
standard and denid of justice were typically concerned with alleged
failuresin the judicia system of the host State, modern FET claims
cover, in addition, al types of administrative and legidative
decisions, as well as the conduct of any body or entity if this
conduct is attributable to the State.

1. Legitimate expectations

Protection of investors legitimate expectations has been
repeatedly identified by arbitral tribunals as a key element of the
FET standard.?” The concept of legitimate expectations is connected
to the phenomenon of “change’. Investments are not one-off
transactions; they typically involve economic projects of significant
duration, such as business concessions, and many do not have any
time limitation at all, for example, foreign-owned manufacturing
enterprises and service providers. With the long duration of a project
there comes a risk that the conditions of the investment’s operation
will change, producing a negative impact on the investment
concerned.

There can be different reasons behind changes to the business
environment: Some are due to purely economic factors, such as
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technological innovations, the rising and falling of prices and the
relative economic power of competitors. Others arise from the
conduct of the hogt State government, specific or general measures,
action or inaction. It is with the latter that the FET standard is
concerned. As al businesses, foreign investments are subject to
governmental regulation. Sometimes, especially with respect to
large-scale business projects, there is a direct contractua
relationship between the investor and a host State government,
which provides scope for a governmental interference with
contractua rights. It not uncommon that changes of host country
policiesfollow changesin the politica landscape within the State.

Claims relating to breach of legitimate expectations arise in
situations when an investor is suffering losses due to the changes
brought about by certain State measures. In other words, when a
host State’ s conduct causes adverse effects to an investment, that is,
it reduces its economic value, an investor may allege that the State
violates legitimate expectations that the investor had when making
the investment. The question is thus whether, and to what degree,
the FET dsandard includes protection of such legitimate
expectations. A particularly important subguestion concerns the
kind of expectations that can be considered legitimate.

The concept of legitimate expectations has been used in arbitral
decisions applying al types of FET clauses. It has been applied
either on its own or in tandem with other related concepts such as
“regulatory stability”. Some awards have adopted a so-caled “pro-
investor” approach, essentially reading into the FET standard the
obligation to maintain a stable legal and business framework.?
Other cases have established that legitimate expectations may only
be created where a number of quaifying requirements are present.

Focus on the stable legal and business framework. The
classic statement of the permissive position is found in the tribunal’s
award in Tecmed v. Mexico (box 16). This approach would require
that the host country authorities act consistently, without ambiguity
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and transparently, making sure the investor knows in advance the
regulatory and administrative policies and practices to which it will
be subject, so that it may comply. The list is indeed demanding and
nearly impossible to achieve. As Douglas has noted, “[t]he Tecmed
‘standard’ isactually not a standard at dl; it is rather a description of
perfect public regulation in a perfect world, to which al states
should aspire but very few (if any) will ever attain” (Douglas, 2006,
p. 28).

Box 16. Tecmed v. Mexico, ICSID Case No ARB (AF)/00/2,
Award, 29 May 2003

This dispute concerned the replacement of an open licence for the
operation of a landfill site by a licence of limited duration. The
clamant dleged that this change in the legad and business
environment of the investment amounted to a breach of the FET
standard in Article 4(1) of the BIT between Spain and Mexico
which states:

“Each Contracting Party shall guarantee fair and equitable
treatment in its territory pursuant to international law for
investments made by investors from another Contracting Party

[L.]

The tribunal upheld this claim on the grounds that the Mexican
authorities had acted in an ambiguous and uncertain way in their
actions regarding the replacement of the licence, thereby infringing
the legitimate expectations of the claimant.

Thetribunal set out the general principle to be applied in para.154:

“The Arbitral Tribunal considers that this provison 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

/...
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Box 16 (concluded)

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.”

Some cases have followed this approach. Thus in CMS v.
Argentina and Enron v. Argentina, the tribunals felt that the FET
standard included the requirement of a “stable framework for the
investment”. In reaching this conclusion, both tribunals relied on the
preamble of the applicable Argentina-United States BIT, which said
explicitly that “fair and equitable treatment of investment is
desirable in order to maintain a stable framework for investment”.?
On the facts, the tribunal held that the emergency measures taken by
Argentina in the wake of the Peso crisis of 2000-2002 were in
breach of the FET standard, as they had dismantled the regime of
tariff guarantees that had originally induced the investor to invest,
thereby undermining any stable framework for investment.*
Notably, the tribunal dismissed the reasons for Argentina s conduct
as irrelevant to the determination of whether a breach has occurred:
“Even assuming that the Respondent was guided by the best of
intentions, which the Tribuna has no reasons to doubt, there is here
an objective breach [of the FET standard]”.**

Similarly, in PSEG v. Turkey, the tribunal emphasized that the
changes in both the legidative environment as well as in the
atitudes and policies of the administration relating to investments
were contrary to the need to “ensure a stable and predictable
business environment for investors to operate in, asrequired [...] by
the Treaty”.*® The situation in that case was complicated by the fact
that the laws had been changed continuously, thereby creating a
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“roller-coaster” effect for the investor and undermining the
predictability of the legal regime.

In Occidental v. Ecuador, the tribunal equated the requirement
of a stable and predictable lega and business framework for
investment with the international law standard.® It then concluded
that Ecuador’s changes to its tax regime for oil export had changed
the underlying legal and business framework for the investment and
amounted to a breach of the FET standard.>

In these cases, tribunals have gone so far as to suggest that any
adverse change in the business or lega framework of the host
country may give rise to a breach of the FET standard in that the
investors legitimate expectations of predictability and stability are
thereby undermined. This approach is unjustified, as it would
potentialy prevent the host State from introducing any legitimate
regulatory change, let alone from undertaking a regulatory reform
that may be called for. It ignores the fact that investors should
legitimately expect regulations to change over time as an aspect of
the normal operation of legal and policy processes of the economy
they operate in. Considerations of this kind have led some tribunals
to require further quaifying elements to the notion of investors
legitimate expectations.

L egitimate expectations subject to qualifying requirements.
In order to avoid an overbroad reading of the FET standard by
reference to legitimate expectations, several awards have sought to
identify factors that delimit the scope of such expectations. This
appears to be a more sensible approach, as an investor’s legitimate
expectations must be grounded in reality, experience and context. In
Duke Energy v. Ecuador, the tribunal stressed the need to consider
all the circumstances:

“The stability of the legal and business environment is directly
linked to the investor’s justified expectations. The Tribunal
acknowledges that such expectations are an important element
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of fair and equitable treatment. At the same time, it is mindful of
their limitations. To be protected, the investor’s expectations
must be legitimate and reasonable at the time when the investor
makes the investment. 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. In addition, such expectations must
arise from the conditions that the State offered the investor
and the latter must have relied upon them when deciding to
invest.”* [Emphasis added]

This statement allows for a contextualization of what an
investor can legitimately expect from the host country authorities. It
also requires looking closely a the causa link between the
investment and a specific promise made by the State to the investor.

From the statement of tribunasin Duke Energy v. Ecuador and
other cases,® it is possible to identify a number of key qualifying
elements:

(8) Legitimate expectations may arise only from a State's
specific representations or commitments made to the
investor, on which the latter has relied;

(b) The investor must be aware of the genera regulatory
environment in the host country;

(c) Investors expectations must be balanced against legitimate
regulatory activities of host countries.

Specific representations. The need for specific representations
was stressed in Methanex v. United Sates, a NAFTA dispute’
There the clamant, a Canadian producer of methanol, challenged
Cdlifornian legidation that banned the production of gasoline
containing methanol-based additives on environmental grounds. The
investor claimed aviolation, inter aia, of NAFTA's FET obligation,
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arguing that the ban was unjustified, destroyed its market and
discriminated in favour of the United States domestic ethanol
industry. In rejecting this claim, the tribunal attached particular
importance to the fact that Methanex had not been given any
representations by the United States that it could reasonably have
relied upon to conclude that such regulatory changes would not
occur.*®

Arbitral decisions suggest in this regard that an investor may
derive legitimate expectations either from (a) specific commitments
addressed to it personaly, for example, in the form of a stabilization
clause,® or (b) rules that are not specificaly addressed to a
particular investor but which are put in place with a specific aim to
induce foreign investments and on which the foreign investor relied
in making his investment.”” In Enron v. Argentina and LG&E v.
Argentina, no particular undertakings were made to the claimants.
However, the guarantees included in the domestic legislation were
found to constitute a promise to foreign investors as a class and
were deemed sufficient to creste legitimate expectations
Conversely, in Metalpar v. Argentina, the tribunal found that there
had been no “licence, permit or contract of any kind” between
Argentina and the claimants and that therefore the claimants had no
grounds for |egitimate expectations.*

Where a government extends these types of commitments to
investors, this significantly curbs and restricts its powers to change
the rules of the game in the future. As noted by the tribuna in CMS
v. Argentina:

“It is not a question of whether the legal framework might need
to be frozen as it can always evolve and be adapted to changing
circumstances, but neither is it a question of whether the
framework can be dispensed with altogether when specific
commitments to the contrary have been made. The law of
foreign investment and its protection has been developed with
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the specific objective of avoiding such adverse legal effects”*

[Emphasis added)]

The tribunal established in that case that the genera guarantees
given by Argentina under the domestic legal framework were
“crucia for the investment decision”.** This is in line with other
cases which have aso held that representations must have been
relied upon by the investor when deciding to invest.”

In some cases involving a contractual relationship between an
investor and a hogt State, a claimant put forward an argument that it
had a legitimate expectation to have its contract performed by the
State and that, therefore, any violation of the contract by the State
amounted to a violation of the FET obligation. Tribunas have
disagreed and distinguished legitimate expectations under
international law from contractual rights. In Parkerings v. Lithuania,
the tribunal stated that “[N]ot every hope amounts to an expectation
under international law [...] [Clontracts involve intrinsic
expectations from each party that do not amount to expectations as

understood in international law” %6

Similarly, the tribunal in Hamester v. Ghana concluded that “it
is not sufficient for a claimant to invoke contractua rights that have
dlegedly been infringed to sustain a claim for aviolation of the FET
standard”.*” The opposite approach would put al investor-State
contracts under the protection of the FET standard, and the latter
would effectively constitute a broadly interpreted umbrella clause.
(Schreuer, 2007, p. 18.)

Arbitral tribunals have dso held that investors carry an
obligation to perform their due diligence and not to rely solely on
representations and assurances of the host government. In MTD v.
Chile; the Mdaysian claimant, a property development company
specidized in urban development, successfully argued that the FET
standard had been breached by Chile when its Foreign Investment
Commission had authorized a maor property development
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investment by the claimant in violation of existing Chilean planning
regulations. Granting an investment authorization by the body of the
host State, despite the fact that it was contrary to the laws of the host
State itself, gave rise to legitimate expectations. However the
amount of damages awarded was reduced by 50 per cent on the
basis that the investor should have made an independent assessment
of itslegal situation.®

The moment when a representation is made can be of
importance. A number of tribunals have held that the expectations to
be taken into account are those exigting a the time when the
investor made the decision to invest.”® Depending on the context,
however, specific assurances can give rise to legitimate expectations
even v;/ohere these assurances are given after the investment has been
made.

Presumption of awareness of general regulatory
environment. In Methanex v. United States, discussed above, the
tribuna stressed the need for the investor to have a genera
awareness of the regulatory environment in which it was operating
as a condition for the application of the legitimate expectations
doctrine. As aready mentioned above, Methanex had entered into a
political economy:

. in which it was widely known, if not notorious, that
governmental environmental and health protection ingtitutions
at the federal and state level [...] continuously monitored the
use and impact of chemical compounds and commonly
prohibited or restricted the use of some of those compounds for
environmental and/or health reasons.”**

Investors should also be aware and take into account the level of
the country’s development and administrative practices. Indeed,
investors are often attracted to developing countries by the
possibility of earning a higher rate of return on their capital
compared to investment opportunities in more developed
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economies. It is normal that the prospects of greater profits are
accompanied by greater risks, including in the regul atory sphere.®

In Genin v. Estonia, the tribunal found that there was no breach
of FET taking into account the fact that the claimants had knowingly
chosetoinvestin:

“... arenascent independent state, coming rapidly to grips with
the reality of modern financial, commercial and banking
practices and the emergence of state institutions responsible for
overseeing and regulating areas of activity perhaps previously
unknown.”>

Likewise, in Parkerings-Compagniet v. Lithuania, the tribunal
noted that Lithuania was a country in politica transition and
therefore, the investor should have regarded changes in the
legidative regime as likely. In such a situation, no expectation that
the laws would remain unchanged could be legitimate. An investor
faced with this situation accepts the business risk of instability and
should protect its legitimate expectations by introducing a
contractual clause that protects against unexpected legal changes.>

Several tribuna's have considered transparency and participation
as part of an investor’'s legitimate expectations.” Transparency is
not an end in itself; it is a means to achieve better governance and
avoid arbitrary and discriminatory conduct. While there is no doubt
that transparency in the conduct towards, and consultation with, the
investor is a good practice, not al countries have the regulatory and
ingtitutional framework in place to allow for full transparency and
participation. Very few countries can claim to be fully transparent in
their regulatory decision-making and implementation process. An
inflexible and unredistic approach to these issues would in effect
transfer the risk of operating in a developing country environment
from an investor to the host State.

Balancing investors expectations against legitimate
regulatory action. A sdsignificant number of awards have
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emphasized the need to badance investor expectations against the
legitimate regulatory goals of the host country. They suggest that the
FET obligation does not prevent host States from acting in public
interest even if such acts adversely affect investments. This is an
important qudification to the legitimate expectations approach.

The foundations for this approach were laid in Saluka v. Czech
Republic.>® In the course of this decision the tribunal analysed the
balancing process involved in a claim based on breach of legitimate
expectations:

“[Legitimate] expectations, in order for them to be protected,
must rise to the level of legitimacy and reasonableness in light
of the circumstances. [...] No investor may reasonably expect
that the circumstances prevailing at the time the investment is
made remain totally unchanged. In order to determine whether
frustration of the foreign investor’s expectations was justified
and reasonable, the host State's legitimate right subsequently
to regulate domestic matters in the public interest must be
taken into consideration as well. [...] The determination of a
breach of Article 3.1 by the Czech Republic therefore requires a
weighing of the Claimant’s legitimate and reasonable
expectations on the one hand and the Respondent’s legitimate
regulatory interests on the other.[...]

A foreign investor [...] may in any case properly expect that the
Czech Republic implements its policies bona fide by conduct
that is, as far as it affects the investors' investment, reasonably
justifiable by public policies and that such conduct does not
manifestly violate the requirements of consistency,
transparency, even-handedness and nondiscrimination. [...]

[T]he host State must never disregard the principles of
procedural propriety and due process and must grant the
investor freedom from coercion or harassment by its own
regulatory authorities.”®’ [Emphasis added]
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The tribunal thus recognized the host State's right to enact
public-interest legidation, even if the changes negatively affect a
foreign investor.>® Such conduct will not be considered as defeating
the investors legitimate expectations and violating the FET
standard, aslong it isimplemented by the government in abonafide
manner. Recent arbitral awards have emphasized that this holds true
where no specific guarantees were given to the investor regarding
the stability of the regulatory environment.

The interpretation of the FET obligation as permitting public-
interest regulation has a so appeared in more recent cases.

Thus, in Parkerings-Compagniet v. Lithuania, the tribunal held
that each State had an undeniable right to exercise its sovereign
legidative power — abeit in areasonable and fair manner — and that
an investor must anticipate a possible change of circumstances, and
thus structure its investment in order to adapt it to the new legal
environment, particularly of a country in transition. The tribunal
rejected the FET claim, concluding that the Republic of Lithuania
had not given any explicit or implicit promise that the legal
framework of the investment would remain unchanged.> The award
stated in particular:

“It is each Sate’'s undeniable right and privilege to exercise its
sovereign legislative power. A Sate has the right to enact,
modify or cancel a law at its own discretion. Save for the
existence of an agreement, in the form of a stabilisation clause
or otherwise, there is nothing objectionable about the
amendment brought to the regulatory framework existing at the
time an investor made its investment. As a matter of fact, any
businessman or investor knows that laws will evolve over time.
What is prohibited however is for a Sate to act unfairly,
unreasonably or inequitably in the exercise of its legidative

powa. .11 60
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In Continental Casualty v. Argentina, the tribuna specifically
noted that stability of the legal framework for investments,
mentioned in the preamble of the applicable BIT, was not a lega
obligation in itself for the Contracting Parties and that “it would be
unconscionable for a country to promise not to change its legidlation
as time and needs change”.®* In the view of the tribunal, “[s]uch 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.” ®

In Vivendi v. Argentina I, the tribuna accepted that a newly
elected government with a policy perspective different from its
predecessor was entitled to reverse course. However, the tribunal
suggested that this change should be accompanied by a transparent
and non-coercive renegotiation of the contract at issue, and not
through threats of rescission based on colourable alegations of
impropriety.®

In EDF v. Romania,** the claimant invested in two joint-venture
companies with Romanian government agencies to provide airport
services, including duty-free services, at Bucharest Airport and with
the nationa airline of Romania TAROM. The grounds of claim
were that the claimant had built up a successful duty-free business
and that, following a change of government, it had been unfairly
deprived of that business. The claimant alleged that it had been so
treated as it had refused to pay a bribe to officids involved in the
renewal of the joint-venture agreements. In particular, the claimant
aleged that it had a legitimate expectation that its continued
involvement in the business was assured, based on the terms of the
contracts and on the conduct of Romanian officials, and that failure
to meet this expectation constituted a breach of the FET standard.

The tribuna noted the following:
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“The idea that legitimate expectations, and therefore FET, imply
the stability of the legal and business framework, may not be
correct if stated in an overly-broad and unqualified formulation.
The FET might then mean the virtual freezing of the legal
regulation of economic activities, in contrast with the State’s
normal regulatory power and the evolutionary character of
economic life. Except where specific promises or
representations are made by the State to the investor, the latter
may not rely on a bilateral investment treaty as a kind of
insurance policy agains the risk of any changes in the host
State's legal and economic framework. Such expectation
would be neither legitimate nor reasonable”® [Emphasis
added]

Echoing the tribunal’s view in Saluka v. Czech Republic, the
tribunal in EDF v. Romania added:

“Legitimate expectations cannot be soldy the subjective
expectations of the investor. They must be examined as the
expectations at the time the investment is made, as they may be
deduced from all the circumstances of the case, due regard
being paid to the host State's power to regulate its economic
lifein the public interest.”®® [Emphasis added]

In this case, there was no evidence of bribe solicitation by the
governmenta officials. However, the tribuna mentioned that had
such evidence been present, the relevant conduct would amount to a
breach of the FET standard.®” Equally, the claimant could not show
that it had legitimate grounds to expect continued involvement in
the business or that the Romanian authorities' actions in terminating
that involvement had infringed applicable rules of Romanian law.®
A satute passed to abolish duty-free operations in Romanian
airports was held to be a proportionate response to the incidence of
contraband activities being carried out at such operations and did
not impact disproportionately, or in a discriminatory manner, on the
clamant’s investments as only one of its duty-free outlets was
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affected and the statute applied equdly to al other duty-free
operators at Romanian airports.*

Conclusions. The reference by arbitra tribunals to legitimate
expectations to find a violation of fair and equitable treatment
cannot be applied in isolation from the actual regulatory, economic,
social and politica context and without consideration of the
balancing required between investor expectations and the function
of States as guardians of the public interest, exercised through their
right to regulate. This is particularly important in developing
countries. The concept of equity and equitable treatment will need to
take into account, not only the interests of investors, but those of the
host State as well, caling for an appropriate balance between
various legitimate interests involved. The appropriateness of the
proportionality  principle and baancing through partid
compensation could be explored as possible tools to help in this
process.

There are certain limitations as to what expectations can be
considered legitimate and protected by the FET standard. In
particular, investors must anticipate and accept that the regulatory
and legidative environment may change over time. In light of the
FET standard, investors can expect, however, that such changes will
be implemented in good faith and in a non-abusive manner and that
public-interest arguments will not be used as a disguise for arbitrary
and discriminatory measures. The power of States to regulate
without compensating foreign investors will aso be limited where it
makes specific assurances to the investor about keeping in place
certain aspects of the business or legal regime. Similarly, genera
regulations that are put in place specificaly to induce foreign
investments and on which an investor relies can expose a State to
liability if it subsequently decides to change or withdraw those
regulations. Liability may be avoided if the treaty includes genera
exceptions that may justify the relevant State conduct (see section
IV, policy option 6).
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Investors have a due diligence obligation to determine the extent
of the risk to which they are subjected, including country and
regulatory risks, and to have expectations that are reasonable in al
the circumstances. In particular, when planning their investments,
investors should take account of the conditions in the particular host
State, including the standards of governance and regulatory
development prevailing in that State.

2. Manifest arbitrariness

Existing arbitral awards have mostly andysed arbitrariness in
the context of a separate BIT obligation that prohibits arbitrary
measures. However, several tribunals have emphasized that
prohibition of arbitrariness is part and parcel of the FET standard. In
its ordinary meaning, “arbitrary” means “derived from mere
opinion”, “capricious’, “unrestrained”, “despotic’.”® Arbitra
conduct has been described as “founded on prejudice or preference
rather than on reason or fact”.”" Arbitrariness in decision-making
has to do with the motivations and objectives behind the conduct
concerned. A measure that inflicts damage on the investor without
serving any legitimate purpose and without a rationa explanation,
but that instead rests on prejudice or bias, would be considered
arbitrary.”

In the ELS case, the International Court of Justice stated that an
act illegal under domestic law is not necessarily arbitrary under
international law.” That ruling suggests a deferential standard of
review. Establishing some rational redationship to the alleged
objective of a measure should be sufficient for a measure to be
considered non-arbitrary, even if it is unwise, inefficient or not the
best course of action in the circumstances. Thus, in Enron v.
Argentina, when analyzing Argentinas measures taken in the
context of the 2000—2002 financia crisis, the tribuna held:

“The measures adopted might have been good or bad, a matter
which is not for the Tribunal to judge, and as concluded they
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were not consistent with the domestic and the Treaty legal
framework, but they were not arbitrary in that they were what
the Government believed and understood was the best
response to the unfolding crisis. Irrespective of the question of
intention, a finding of arbitrariness requires that some
important measure of impropriety is manifest, and this is not
found in a process which although far from desirable is
nonetheess not entirely surprising in the context it took
place.” ™ [Emphasis added]

In a similar vein, the tribuna in LG&E v. Argentina, a case
arising from the same crisis, held that “[€]ven though the measures
adopted by Argentina may not have been the best, they were not
taken lightly, without due consideration”.” [Emphasis added]

The range of legitimate policies is potentialy very broad and
not limited to oft-mentioned goas of environmental protection,
public heath or consumer protection. For example, one recent
decision held that an introduction of administrative pricing on
energy was motivated by the State's desire to reduce excessive
profits earned by the generators (investors). The tribunal found that
this was “a perfectly valid and rationa policy objective for a
government to address luxury profits’.”

Another facet of arbitrariness is that it refers to a conduct that
constitutes awilful disregard of due process of law.”” For example, a
blatant disregard of applicable tender rules, distorting fair
competition among tender participants, was held to be arbitrary.”
The violation must indeed be blatant or manifest (see section
111.B.7).

Notably, in Enron, LG&E and a number of other cases, the State
conduct at issue was found to be violating the FET standard, but at
the same time, not arbitrary. This demonstrates that the criterion of
arbitrariness is narrower than the FET obligation. It isaso clear that
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the prohibition of arbitrary conduct does not prevent States from
regulating in public interest.

3. Denial of justice and due process

Compliance with the most basic due process requirements is
necessary to avoid adenia of justice.

Denial of justice is traditionally defined as any gross
misadministration of justice by domestic courts resulting from the
ill-functioning of the State’s judicial system (Focardli, 2009). It is
generaly recognized that only gross or manifest instances of
injustice are considered a denid of justice and that a simple error,
misinterpretation or misapplication of domestic law is not per se a
denial of justice” While it is commonly emphasized that any
atempt accurately and exhaustively to define the forms of denial of
justice is bound to fail, the following are likely to be considered a
denial of justice:®

(a) Denia of access to justice and the refusal of courts to
decide;

(b) Unreasonable delay in proceedings,

(c) Lack of acourt’s independence from the legidative and the
executive branches of the State;*

(d) Failureto executefinal judgments or arbitral awards;
(e) Corruption of ajudge;
(f) Discrimination against the foreign litigant;®

(g) Breach of fundamental due process guarantees, such as a
failure to give notice of the proceedings and failure to
provide an opportunity to be heard.
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An important element of the denia-of-justice delict is the
requirement to exhaust local remedies. Thisis based on the rationae
that the délict is concerned with the system of nationa justice (not a
single court or judge); when local remedies are still effectively
available the judicial ill-treatment may still be corrected by higher
courts® It is well established that “an aberrant decision by an
official lower in the hierarchy, which is capable of being
reconsidered, does not of itself amount to an unlawful act [under

international law]”.®

The length of the delay required in order for a denia of justice
to ariseis unclear. It was held in Jan de Nul v. Egypt that the period
of 10 years to obtain a firgt instance judgement was “certainly
unsatisfactory”, but did not rise to the level of a denid of justice
because “the issues were complex and highly technical, that two
cases were involved, that the parties were especialy productive in
terms of submissions and filed extensive expert reports’.*

While the classic concept of denia of justice is confined to
courts, some investment treaties refer to al types of “legal or
administrative proceedings’.®® Indeed, the majority of modern-day
FET clams relate to measures taken by the executive, and
sometimes legislative, branches of a government.®” The fundamental
requirements of due process are applicable there, too. As previoudy
noted, States retain the right to regulate in the public interest but
they must do so without violating the due process of law. The latter
effectively requires governments to implement their decisions in a
non-abusive manner (see section 111.B.5). Procedura deficiencies of
non-fundamental and non-abusive nature can contribute to a finding
aviolation,® but they will not be sufficient for establishing a breach,
if the measure itself islegitimate.®

4. Discrimination

Tribunds have held that the FET standard prohibits
discriminatory treatment of foreign investors and their
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investments.®® The non-discrimination standard that forms part of
the FET standard should not be confused with the treaty obligation
to grant the most favourable treatment to the investor and its
investment (UNCTAD, 2010a, pp.15-16). While the national
treatment and MFN sandards dea with nationality-based
discrimination, the non-discrimination requirement as part of the
FET standard appears to prohibit discrimination in the sense of
specific targeting of aforeign investor on other manifestly wrongful
grounds such as gender, race or religious belief, or the types of
conduct that amount to a “deliberate conspiracy [...] to destroy or
frustrate the investment”.”> A measure is likely to be found to
violate the FET standard if it evidently singles out (de jure or de
facto) the claimant and there is no legitimate justification for the
measure.

There are, however, divergent views on the role of non-
discrimination, as was found by the tribuna in Grand River
Enterprises v. United Sates. The tribunal held that “neither Article
1105 nor the customary international law standard of protection
generally prohibits discrimination against foreign investments’. %

5. Abusivetreatment

Abusive conduct includes coercion, duress and harassment that
involve unwarranted and improper pressure, abuse of power,
persecution, threats, intimidation and use of force. Abusive conduct
can potentially take many forms, such as arresting or jailing of
executives or personnel; threats of or initiation of crimina
proceedings,; deliberate imposition of unfounded tax assessments,
crimina or other fines; arresting or seizing of physical assets, bank
accounts and equity; interfering with, obstructing or preventing
daily business operations; and deportation from the host State or
refusal to extend documents that alow a foreigner to live and work
in the host State.
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Clearly, there are situations where the enumerated actions will
be justified and proper under the host State law; the conduct of the
State will be abusive where there are manifestly no lawful grounds
for the relevant actions and the harm isinflicted upon the investment
for improper reasons, such as nationa prejudice or political revenge.
The chances of finding an FET breach on account of abusive
treatment are especidly high if episodes of harassment and coercion
are “repeated and sustained”,” amount to a “deliberate conspiracy
[...] to destroy or frustrate the investment”®* or a“ conspiracy to take
away legitimately acquired rights”.*

The tribunal in Saluka held that fair and equitable treatment
requires the hogt State to “grant the investor freedom from coercion
or harassment by its own regulatory authorities”.”® In Desert Line
Projects, the tribunal found that the claimant had suffered “threats
and attacks’ attributable to the respondent State, including arrests of
the clamant's employees and family members and armed
interference with the claimant's equipment. The tribunal further
found that the Settlement Agreement, the terms of which had been
extremely unfavourable for the investor, had been “imposed onto
the Claimant under physica and financial duress’ and had been a
result of “coercion” and “inadmissible pressure”.?’

6. Theroleof investor conduct

Investor conduct has emerged as a relevant factor in the analysis
of FET claims by arbitral tribunals.®® It may be relevant in two
ways. First, it may justify the measure taken against the investor by
the respondent country. Thus in Genin v. Estonia, the tribunal found
that the Estonian nationa bank had good reasons to revoke the
operating licence of the claimant’s investment because the claimant
had failed to disclose rdevant facts® In such cases, the adverse
measure serves as a State’'s reaction to, or a sanction for the
investor’s conduct. A tribuna would need to verify that the measure
a issue is indeed connected to the conduct concerned and that it
does not serve as adisguise for arbitrariness or discrimination.
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Fraud or misrepresentation on the part of an investor may form
the basis of a legitimate regulatory interference with its rights. In
such cases, even the outright termination of the investment may be
justified, provided it is a proportionate response to the investor's
conduct in light of the relevant domegtic laws of the host State.
Azinian v. Mexico provides an example.!® The claimants were
United States citizens who had formed a Mexican entity, DESONA,
which held a concession contract to undertake waste collection and
disposa in the city of Naucapan de Juarez. The investors had
obtained the concession on the basis of a business plan that asserted,
among other matters, the extensive competence of the claimantsin
the waste management business working through a United States
company named Global Waste, and which made extensive claims as
to amounts of capital that would be invested and the number of jobs
created.’® In fact, only one of the investors had any experience at all
in this field, and Globa Waste had been in existence for only 14
months in Los Angeles, despite assertions that it had over 40 years
of experience in the business.’® In addition, the business plan relied
on commitments from third parties that did not materialize. Indeed,
the claimants had no resources of their own that could be used to put
the plan into operation'® and they had failed to disclose to the
relevant authorities that a magjor third party had withdrawn from the
project. The tribuna held that this non-disclosure was
unconscionable.® More generally, the tribuna said that the local
authority charged with regulating the concession contract was
entitled to expect more from the investors than that they would get
from third parties to carry out bits and pieces of this valuable
contract once it had been signed.'® Therefore, the termination of the
concession was justifiable in the circumstances, a conclusion that
had been upheld by three levels of Mexican administrative and
judicial bodies.'®

Further, in some situations, an investor’'s own conduct may be
held to be a cause for the harm suffered. As noted above, this was
the situation in MTD Equity v. Chile, where the investor’s lack of
due diligence in failing to assess correctly the lawfulness of its
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proposed property development, was held to account for 50 per cent
of itsloss. The remainder of the harm was held to be caused by the
host government’ s unlawful actions.

The investor may bring the failure of an investment onto itself
by bad management. For example in Noble Ventures Inc v.
Romania,'”’ the tribunal held that the claimant could not establish
that Romania had breached the FET standard, or the expropriation
provision, under the Romania-United States BIT. The claimant had
invested in the privatization of a major iron and steel works, CSR,
located in the Resita region, which employed some 4,000 workers.
The clamant alleged, inter aia, that the respondent country had
undermined the economic viability of the investment due to the
failure of the relevant privatization authorities to secure the
restructuring of CSR’s debts, and by reason of its subsequent legal
proceedings, to effect ajudicia reorganization of the company. The
tribuna rejected these claims by reference to the investor’ s conduct.
It held that Noble Ventures was as much to blame for this situation
as the State privatization authority.'® Given that, in addition, the
judicia reorganization of CSR had been carried out without
arbitrariness or discrimination, and had not been aimed at rescinding
the Privatization Agreement between the parties, it was neither
deemed a breach of the FET standard, nor was it an expropriation of
the claimant’ s investment.'®

7. Liability threshold: Deferential standard of review

The standard of review of governmental conduct that applies to
FET claims is an important, sometimes decisive factor. Essentialy,
it is concerned with establishing a threshold that the challenged
conduct needs to exceed in order to be held in breach of the FET
obligation. Existing arbitral practice shows that, in general, tribunals
are reluctant to find violations lightly. Two approaches need to be
digtinguished however in thisregard.
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A high threshold has been emphasized in the context of
application of the minimum standard of treatment under customary
international law. The classic early tests of the MST required a
violation to be “egregious’ or “shocking” from the international
perspective. Even though the world has moved on, and the
understanding of what can be considered egregious or shocking has
changed, these terms still convey a message that only very serious
instances of unfair conduct can be held in breach of the MST.

The early NAFTA decison in SD. Myers v. Canada
underscored that the State’ s conduct must be “unacceptable from the
international perspective. That determination must be made in the
light of the high measure of deference that international law
generaly extends to the right of domestic authorities to regulate
matters within their own borders’ [emphasis added].*® The tribunal
stated more specificaly:

“When interpreting and applying the “ minimum standard”, a
Chapter 11 tribunal does not have an open-ended mandate to
second-guess government decision-making. Governments have
to make many potentially controversial choices. In doing so,
they may appear to have made mistakes, to have misudged the
facts, proceeded on the basis of a misguided economic or
sociological theory, placed too much emphasis on some social
values over others and adopted solutions that are ultimately
ineffective or counterproductive.”***

In the tribunal’s opinion, such deficiencies in governmental
decision-making do not provide grounds for finding an FET
violation. Similarly, the Glamis tribunal opined that a breach of the
customary law MST, as is currently stands, “still requires acts that
exhibit a high level of shock, arbitrariness, unfairness or
discrimination”*? [emphasis added]. The tribunal further ruled that
“a breach requires something greater than mere arbitrariness,
something that is surprising, shocking, or exhibits a manifest lack of
reasoning”.*** The Cargill tribunal stated that MST-inconsistent
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conduct must amount to “gross misconduct” going “beyond a
merely inconsistent or questionable application of administrative or
legal policy or procedure so as to constitute an unexpected and
shocking repudiation of a policy’s very purpose and goals, or
otherwise grossly subverts a domestic law or policy for an ulterior
motive’ " These tribunals have found that a relevant violation must
be “manifest”, “gross’, “evident”, “blatant”, “complete’™™ — these
qualifiers point to the high liability threshold.

A second approach, using a somewhat lower threshold, has been
taken by tribunas applying an unqualified FET standard (the one
not linked to the customary law MST). These tribunals have — abeit
to a lesser extent — also tended to express a significant degree of
deference for the conduct of sovereign States. Some awards
expresdy state that the threshold for finding a violation is a “high
one”;"° in others this is implicit in the reasoning. In Eastern Sugar
v. Czech Republic, the tribuna emphasized that the host State is
entitted to some measure of inefficiency, trid and error, and
imperfection and, on this basis, found no violation.**” In AES v.
Hungary, the tribunal stated:

“[1t is not every process failing or imperfection that will
amount to a failure to provide fair and equitable treatment. The
standard is not one of perfection. It is only when a Sate's acts
or procedural omissions are, on the facts and in the context
before the adjudicator, manifestly unfair or unreasonable [...]
that the standard can be said to have been infringed.”**®

A number of tribunals have held that a violation by the host
State of an investment contract or of its own domestic law does not
necessarily amount to a breach of the FET standard.™® In away, the
standard may be compared to the prohibition of denial of justice
where only gross or manifest instances of injustice are considered
denials of justice and a simple eror, misinterpretation or
misapplication of domestic law is not (see section [11.B.3). An
“aberrant decision by an official lower in the hierarchy, which is
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capable of being reconsidered, does not of itself amount to an
unlawful act” (Crawford, 1999, p. 34). The conduct concerned must
implicate the State as a whole, not just one or two maevolent
officials, athough this does not mean that a claimant must exhaust
local remedies before initiating an internationa arbitration.'
Internationa tribunals are not applying domestic standards of
judicia review; a serious breach must be shown.

Tribunals have generaly been strict in requiring solid evidence
of States misconduct, particular its gravest forms such as
corruption, intimidation or harassment of investors. For instance, in
Tokios Tokelés v. Ukraine, the tribunal stated that while a deliberate
State campaign to punish an investor for printing materials opposed
to the governing regime would clearly violate the treaty, in that case
the relevant State conduct had a credible legitimate explanation
other than a concerted, malicious and politically inspired
campaign.*”* The EDF tribunal accepted that solicitation of a bribe
would violate the FET standard, but stated that the aleged
corruption must be substantiated by clear and convincing evidence,
which was lacking in that case.'?

However, as with many lega issues, it is impossible to set a
clear benchmark that would make the application of the FET
standard a mechanical operation, hence predictable to assess. At the
same time, the emerging consensus on the issue of a high threshold
of liability provides assurance to host States that they will not be
exposed to internationa responsibility for minor malfunctioning of
their agencies and that only manifest and flagrant acts of
mal administration will be punished.

8. Damagesfor FET breaches

Apart from the question of establishing whether a State has
breached the FET standard, there is dso a question of damages due
for such breaches. Investment treaties typicaly set out an explicit
standard of compensation for expropriation cases only — most
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frequently, [l1As require prompt, adequate and effective
compensation equal to the fair market value of the expropriated
investment. When non-expropriatory treaty violations are found,
damages have been awarded in accordance with the rules of
international law that require “full compensation”.*?® In a number of
cases concerning FET breaches, this resulted in an award of the fair
market value of the investment calculated by reference to future
cash flows.”**

While the question of liability is ultimately black and white —
either there is a breach or not — the compensation stage potentially
alows additional room for balancing of relevant interests. This
balancing would be facilitated if a tribunal had flexibility to adjust
the amount of compensation in light of the circumstances of the
case, in particular if it could award less than full compensation
where the measure, while eventually breaching the FET standard, is
a least partially explained by legitimate considerations or there are
other mitigating circumstances. This has aready been done in cases
where the tribunas found that the claimant's own conduct had
contributed to the damage.'®

It would thus appear to be beneficia if the treaty alowed
tribunals to take into account case-specific equitable considerations
when measuring compensation. Furthermore, in order to ensure that
the host State pays an award without seriously undermining the
general welfare of its population, future profits may be excluded
from any compensation for FET breaches (see section IV, policy
option 4). These issues cal for further exploration and possible
reflection in [1As.

C. Summary and implicationsfor international investment
treaties

There is no full consistency in the application and interpretation
by arbitra tribunas of the FET obligation. Indeed, it would be

UNCTAD Series on International Investment Agreements Il



90 FAIR AND EQUITABLE TREATMENT: A SEQUEL

difficult to expect such consistency in a system where numerous
one-off arbitral tribunals adjudicate disputes under a variety of
differently formulated standards and factud situations and
furthermore in the absence of an effective appellate review.

At the same time, one can discern some emerging trends from a
significant set of arbitral opinions. Firstly, it is becoming apparent
that the clarification of the FET standard by reference to its source —
in particular, by reference to the minimum standard of treatment
under customary international law —is likely to lead to a stricter and
narrower interpretation of the standard. However, this result is not
guaranteed — the “evolutionary” view, taken by a number of
tribunals, provides an avenue for a more generous reading.
Secondly, a de facto convergence has been taking place between the
qualified and unquaified FET standards as far as the main
substantive elements of the standard are concerned. The difference
between the two expressions of the standard is that the liability
threshold under an unqualified FET standard will be somewhat
lower than under the qualified one. Nevertheless, on the whole,
arbitral interpretation demonstrates that a violation of fair and
equitable treatment can be found only where the acts of State
misconduct are rather grave and manifest, even where the applicable
FET clauseis an unqualified one.

The significant number of decided cases has generated some
sdient trends clarifying the content of the FET standard. As
discussed above, these include the limited protection of investors
legitimate expectations, a prohibition of arbitrary and discriminatory
treatment, denia of justice and abusive conduct towards investors.
Other elements, such as transparency, consistency, legality and
stability of regulatory framework, have featured in a number of
arbitral awards, but it appears premature to speak about a consensus
in relation to those, given the concern and criticism they have raised
and the fact that some of those them were drawn from the preamble
of the applicabletreaty and not from the FET obligation itself.
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Based on recent cases, it can aso be deduced that the investor’s
own conduct is a factor in determining whether an FET breach has
occurred. This particularly refers to instances of unconscionable
conduct that justify adverse measures against the investment as well
as to the obligation to undertake an independent due diligence and
proper investment planning.

A number of arbitra awards display a risk that tribunals may
evduate the FET sandard only in terms of an investor's
expectations, without due consideration given to a State's wider
political and social obligations, athough on the whole, tribunals
have paid attention to distinguishing legitimate regulation from
governmental conduct that violates the standard. As noted in section
[, “fairness’ and “equity” should be read as referring to all classes of
actors affected by a particular decision or procedure, not just one
category. While 1lAs are undoubtedly negotiated to protect
investors, they also create an environment for the development of
host countries by way of attracting and benefitting from investment.
Furthermore, they are not meant to protect investors to the detriment
of the host country's economy and population. The more recent
awards appear to accept this approach. The chalenge for 1A
negotiators is to enshrine this in new treaty language or use it to
clarify existing treaty provisions

The practice regarding fair and equitable treatment isin a state
of development. As new cases and fact patterns appear, tribunals
will face new questions. The existing questions will aso continue to
be addressed, with a possibility that the application of the standard
will become more predictable. The comparative law methodol ogy
seeking to identify common principles of national laws applicable to
State administration and governance (for example, Schill, 2010) can
prove helpful in this regard. With time, it is hoped, a broader
consensus will emerge on the sources, scope and content of the FET
standard.
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States should actively influence and shape the relevant practice.
Indeed, as the authors of investment tresties and creators of
international law, governments should continue considering how to
formulate the FET obligation — or provide an agreed interpretation
to existing fair and equitable treatment clauses—in away that would
guide the tribunals and address existing and future problems of its
application. To assist in this task, the next section of this paper
considers avariety of options for negotiators and policymakers.
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IV.OPTIONSFOR NEGOTIATORS AND
POLICYMAKERS

In light of the foregoing discussion and the current lack of
predictability, the principal aim for negotiators in relation to the
FET standard should be to clarify the source and the content of the
obligation, and by doing so, to determine the degree of discretion
that the contracting parties want to leave to the arbitral tribunal that
will be asked to interpret the provision. In this regard, negotiators
have a variety of choices and will need to decide whether they want
to leave a high degree of interpretative discretion to the arbitral
tribuna or whether they want to determine in the treaty itself the
source and elements of content when referring to the FET standard.
In addition, there is a broad range of policy choices available that
take into account the priorities of negotiators and a desirable balance
between a broad investor-protection-focussed standard and a more
narrow formulation that seeks to preserve primarily the State's
interests, while ensuring the investor has adequate protection against
major forms of maladministration.

A clearer, qudified and/or more specific language of FET
clauses can be used not only in the newly concluded I[1As and
countries model BITs. It may equaly be introduced through
additiona protocols or annexes to a treaty, as well as interpretative
instruments, such as notes of interpretation agreed by the parties.
(See UNCTAD, 2011.)

The vagueness of the FET standard, as currently expressed in
the majority of 11As, isthe main reason for alack of consistency in
its interpretation. Some may treat this as a desirable flexibility in
order for the standard to cover a limitless variety of situations;
however, “one treaty interpreter's flexibility is another treaty
interpreter’'s chaos” (Kinnear, 2008, p. 237). Even though there are
signs of emerging substantive content of the standard (see section
[11.B), the extent of host State exposure to potentia liability is still
uncertain. Given the possibility for tribunas to provide
unexpectedly wide interpretations of the standard that may go
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beyond the actual intention of the parties, the clarity of drafting is
paramount. A number of options can be identified.

Option 1: Noreferenceto FET

Existing I1As rarely omit the FET standard, athough there are
severa examples to the contrary (see section 11.B). The more
common response to the risks of an overbroad application of the
standard has been to draft the FET provision in a more restricted
manner. Even in the absence of an FET clause, a host State must
treat foreign investments in accordance with the minimum standard
of treatment of aiens because it can be argued that this standard is
part of customary international law, which applies regardiess of
specific treaty obligations. Whether an investor would be able to use
the 1SDS mechanism to enforce the minimum standard of treatment
of aliens is another question. This would not be possible if an I1IA
limits the jurisdiction of arbitral tribunals solely to those clams
where a breach of the treaty is aleged. In contrast, arbitral tribunals
should be able to adjudicate claims relating to the minimum
standard of treatment under those treaties that have broad 1SDS
clauses, for example, encompassing “any disputes relating to an
investment”.

Option 2: Unqualified FET clause

It was noted in section II.C that a significant number of
agreements have a general unqudified FET provision, that is, they
contain a simple promise to accord to investment “fair and equitable
treatment” without any further reference to source or content,
elaboration or restrictions. The main advantage of the unqualified
approach is to reassure investors that the host country is willing to
subject its adminigtrative and regulatory processes to the scrutiny of
an arbitral tribuna operating outside the national legal system.
However, this opens the door to an expansive approach to the
review of administrative action as there is no indication in the FET
provision concerning the limit of its scope and content.
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A tribuna would be free to assess each claim on a case-by-case
basis and to read into the wording what it fed sfit to include because
the contracting parties have entrusted it with this mandate. The
liability threshold is potentialy lower than under the FET obligation
qualified by reference to the minimum standard of treatment of
diens, athough this may depend on the view of a specific tribuna.
The unqudified formulation is potentialy the most investor-oriented
option, especially when coupled with a preamble that emphasizes
fair and equitable treatment or investment protection as the sole or
main objective of the treaty. It gives the possibility to the tribunal to
focus on the needs and perspectives of the investor and a possible
underestimation of the need to bal ance those claims against the host
country’s sovereign rights and duties to regulate in the public
interest.

Possible formulation (unqualified stand-alone obligation)

Each Contracting Party shall at al times ensure fair and equitable
treatment of the investments by investors of the other Contracting
Party.

Option 3(a): Linking the FET standard to the minimum
standard of treatment under customary inter national law

It was noted in section Il.E that some agreements refer to the
minimum standard of treatment of aiens under customary
international law (MST). A reference to the MST assumes that
tribunals examining FET claims will hold the claimant to this
demanding standard. In theory, to demonstrate a violation of a
particular right, the claimant must first prove that the MST protects
this right. To do so, it must show a sufficiently wide and
representative State practice on the matter and provide evidence of
opinio juris, i.e. that States follow this practice from a sense of legal
obligation. In practice, however, given that the traditiona MST is
undeveloped and not truly adapted to modern economic redlities, the
test is very difficult to meet if this approach is followed literaly.
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Conseguently, as shown in section I11.A.2, some tribunals view the
MST as an evolving standard. Nevertheless, the main feature of this
approach remains a high liability threshold that outlaws only the
very serious breaches. In the words of the Glamis tribunal, it is “a
floor, an absolute bottom, below which conduct is not accepted by
the international community”; it would have to be sufficiently basic
to alow countriesin al stages of development to conform to it.

The genera reference to MST may be complemented by a
closed or illustrative list of conduct that the State considers to be
proscribed under the standard. Such a list may include gross denia
of justice, manifest arbitrariness, a complete lack of due process,
evident discrimination or a manifest lack of reasons. (See relevant
formulationsin policy option 4.)

Possible formulation 1 (reference to the minimum standard of
treatment)

Investments or returns of investors of either Contracting Party shall
a al times be accorded treatment in accordance with the
customary international law minimum standard of treatment of
diens, including fair and equitable treatment.

The concept of fair and equitable treatment does not require
treatment in addition to or beyond that which is required by the
customary international law minimum standard of treatment of
aliens.

Possible formulation 2 (reference to the minimum standard of
treatment, including an obligation not to deny justice)

Each Party shal accord to covered investments treatment in
accordance with customary international law, including fair and
equitable treatment.

For greater certainty, paragraph 1 prescribes the customary
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international law minimum standard of trestment of aliens as the
minimum standard of trestment to be afforded to covered
investments. The concepts of fair and equitable treatment does not
require treatment in addition to or beyond that which is required by
that standard, and do not create additional substantive rights. The
obligation in paragraph 1 to provide fair and equitable treatment
includes the obligation not to deny justice in criminal, civil, or
administrative adjudicatory proceedings in accordance with the
principle of due process embodied in the principa legal systems of
the world.

Option 3(b): Linking the FET standard to international law or
to principles of international law

This option is similar to option 3(a) in the sense that it aso
seeks to circumscribe the FET standard by reference to a source, as
opposed to content. In this case, the whole body of internationa law
serves as the relevant source. Under this approach, the disputing
parties and the tribunal must derive relevant obligations of host
States from generd internationa law including, among others, the
relevant generd principles of national law as well as relevant
decisions of international tribunals and writings of publicists.*

Theoreticaly, a reference to “international law” controls
tribuna discretion less than a reference to the “customary
international law minimum standard of treatment” because the
former notion is significantly broader than the latter. However,
arbitral practice of the past decade shows that tribunas do not
strictly adhere to the process of deriving legal norms from the
relevant sources.

It may be possible to take into account differences in host
country characterigtics and levels of development and the extent of
known business risk undertaken by the investor as relevant factors.
However the degree to which such specificities can influence the
outcome of the claim remain unclear.
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States wishing to provide additional guidance to tribunas and
restrict their ability to interpret the FET standard in an overly
expansive manner may therefore wish to fill it with specific
elements of content. (See relevant formulationsin policy option 4.)

Possible formulation 1 (general referenceto international law)

Investments or returns of investors of either Contracting Party in the
territory of the other Contracting Party shall be accorded fair and
equitable treatment in accordance with internationa law [or with
principles of international law].

Possible formulation 2 (international law to set the floor of
protection)

Investments shall at all times be accorded fair and equitable
treatment and full protection and security and shall in no case be
accorded treatment less than that required by international law.

Option 4: 1dentifying the content of the FET standard and
listing specific substantive obligations

As discussed earlier, making an explicit reference to the source
of an FET obligation — be it customary lav MST or genera
international law — has not always been effective in narrowing down
arbitral discretion. The fact that the MST and the relevant rules of
generd international law are rather unclear has pushed tribunals
towards developing their own substantive content for the FET
standard.

An aternative way to qualify, clarify and/or narrow down the
FET standard isto replace the generad FET provision with a number
of more specific obligations such as prohibition of:

(a) Denia of justice and flagrant violations of due process;

(b) Manifestly arbitrary treatment;
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(c) Evident discrimination;

(d) Manifestly abusive treatment involving continuous,
unjustified coercion or harassment;

(e) Infringement of legitimate expectations based on
investment-inducing representations or measures, on which
the investor has relied.

The list may be formulated as exhaustive, athough it does not
necessarily need to be limited to those e ements listed above; the list
of elements may be narrower or broader, depending on the wishes of
the contracting parties. Importantly, the replacement of the genera
FET standard with specific obligations should rein in arbitrators
creativity and remove other factors and criteria that some tribunals
have relied upon in order to find a violation of FET, such as
transparency, consistency, legality and stability of regulatory
framework. Certainly, the aforementioned obligations still leave
room for the arbitrators’ assessment, but it is not close to the amount
of discretion that they enjoy when adjudicating under a broad and
unqualified FET clause.

Possible for mulation 1

1. Each Party shal abstain from treating investors and their
investments in a manner that is manifestly arbitrary, discriminatory
or abusive. It shall not deny justice in any lega or administrative
proceedings or otherwise flagrantly violate due process.

[Neither Party shall infringe legitimate expectations based on
investment-inducing representations or measures, on which the
investor has relied when making an investment. In this respect, the
investor's conduct and accepted business risk in the territory of the
Party concerned should be taken into account when determining the
legitimate expectations of the investor].
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The additional use of adjectives such as “manifest”, “evident”,
“flagrant”, “continuous’ and “unjustified” would convey a message
that the standard of review of the governmenta conduct should be
deferential and that the threshold for finding a violation rather high.
At the same time, the standard formulated in this manner will ensure

that seriousincidents of State misconduct will not go unpunished.

In fact, some investment treaties have started to introduce
specific elements of the content of fair and equitable treatment,
athough most of them do so in addition to the general FET
provision, which suggests that FET is not limited to those elements
expresdy listed and so does not completely remove the possibility
of an expansive reading by arbitra tribunals. (On relevant 1A
practice, see section |1.F).

The described type of provision, as well as the traditional FET
clause, could aso be supplemented by further interpretative
guidance, including statements to the effect that:

(&) The clause does not preclude the State from adopting
regulatory or other measures that pursue legitimate policy
objectives, including measures to meet other international
obligations;

(b) The investor's conduct and the country’s level of
development and level of business risk are relevant in
determining whether the clause has been breached;

(c) A breach of another provison of an IIA or of another
international agreement cannot establish a claim for breach
of the clause;

(d) In the event that a breach is found, the amount of
compensation awarded should compensate for direct losses
of the claimant, taking into account equitable considerations
and other relevant circumstances of the case.
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Several of these considerations have aready found some
support in arbitral practice, but an explicit treaty text would make
them mandatory for a tribunal and will help the cause of legal
certainty.

Possible formulation 2 (can be added to possible formulation 1
above)

2. This Article does not preclude the Parties from adopting
regulatory or other measures that pursue legitimate policy
objectives, including measures to meet other international
obligations.

3. For greater certainty, different forms and levels of development of
administrative, legidative and judicial systems of each Party should
be taken into account in determining whether any of the obligations
set out in paragraph 1 of this Article have been breached.

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

5. The amount of compensation to be paid to an investor as a result
of the breach of paragraph 1 of this Article shall be equitablein light
of the relevant circumstances of the case, limited to the claimant’s
direct losses, and may in no case exceed the amount of capita
invested and interest at a commercially reasonable rate.

Option 5: Balanced treaty preamble

In addition to various forms of expressing the FET obligation
(options 1-3) or replacing it with more specific obligations (option
4), policymakers may wish to ensure that, overal, the treaty does
not single out investment protection as its only objective, but takes
into account other legitimate and important policy considerations.
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A treaty preamble typically sets out the objectives of the
agreement and forms part of the agreement’s context. An arbitral
tribuna faced with a vague and unqualified obligation is likely to
look into the preamble under the rules of interpretation of the
Vienna Convention on the Law of Treaties (Article 31). It must be
remembered, however, that preambular language does not set out
binding obligations and merely provides support for a treaty
interpreter.

As mentioned above, when a preamble refers to the objectives
that emphasize the parties' intention to create “a stable framework
for investments’ or “favourable conditions for investments’ as the
sole aim of the treaty, this creates a possibility that tribunals will
tend to resolve al interpretive uncertainties in favour of investors. In
contrast, where a preamble complements investment promotion and
protection objectives with other objectives such as sustainable
development and the contracting States right to regulate, this is
likely to lead to more balanced interpretative outcomes.

For instance, in the preamble of their 2005 agreement, India and
Singapore emphasize “their right to pursue economic philosophies
suited to their development goas and their right to regulate
activities to realize their nationa policy objectives’. Some other
treaty preambles have reaffirmed the contracting States right to
regulate,> mentioned other policy objectives such as sustainable
development® as well as the States commitment to human rights,
labour and environmental standards.*

Comprehensive and well-worded tresty preambles can prove
important in guiding the tribuna to the appropriate reading of the
FET standard.

Option 6: Additional optionsto ensuretheright toregulate

Option 4 states that an FET clause could include a clarification
to the effect that the standard does not preclude States from adopting
regulatory or other measures that pursue legitimate policy
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objectives. The preservation of the right to regulate is a concern not
only in the context of the discussion on fair and equitable treatment;
it is relevant for other 1A obligations, too. Therefore, it may be
prudent to apply the right-to-regulate language to the treaty as a
whole rather than to the FET standard alone. To this end, negotiators
have a number of options at their disposal including the following:

(a) Reflecting the right to regulate as well as the genera
developmenta purpose of an I1A in its preamble, which is
often seen as reflecting the treaty’ s object and purpose and
is therefore relevant for the interpretation of the treaty’s
individual provisions (see policy option 5 for details);

(b) Including in the treaty a “generad exceptions’ clause that
afirms the host Stat€'s right to adopt measures necessary
for, or related to, public policy objectives listed in the
provision. Such clauses are often modelled on Article XX of
the Generd Agreement on Tariffs and Trade (GATT) and
Article X1V of the Generd Agreement on Trade in Services
(GATS) and often include objectives such as the protection
of human, animal or plant life or health, the conservation of
exhaustible natural resources and the protection of public
morals. The scope of exempted areas may vary from one
treaty to another and should reflect policy priorities.

(c) The so-called “national security clauses’ have an effect
essentialy similar to the “genera exceptions’ clauses; they
traditionally exempt from the scope of the treaty’'s
obligations State measures necessary for maintaining
national security, public order, hedth and morality
(UNCTAD, 2010b).

Some recent treaties include weak right-to-regulate clauses that
should not be confused with the fully fledged exceptions. The EFTA
-Ukraine FTA of 2010 offers an example:
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“Nothing in this Chapter shall be construed to prevent a Party
from adopting, maintaining or enforcing any measure
consistent with this Chapter that is in the public interest, such
as measures to meet health, safety or environmental concerns or
reasonable measures for prudential purposes’ [Article 4.8,
emphasi s added)]

This provision may give an impression of exempting relevant
health, safety, environmental or prudential measures from the treaty
scope so that such measures cannot be held in violation of the treaty.
However, this is not so — the words “consistent with this Chapter”
suggest that the measures must till be in conformity with the treaty.
If they are found not to be consistent with the obligations of the
treaty, the State introducing such measures will be held liable for a
breach. At most, this type of clause makes clear that the contracting
parties have considered the possibility of a conflict between the
treaty and the public-interest policies and that the latter may require
specia attention.

Important consideration: Preventing the nullification of the new
FET language by virtue of the MFN clause

By attempting to rebalance the treaty obligations away from
investor protection only, some of the policy options discussed above
may be read as providing less favourable treatment to investors and
their investments, compared with a country’s other I1As. If a State
uses the new FET language in its new or renegotiated I1A or
modifies its existing 1A, a clamant in 1SDS proceedings may
invoke the MFN clause of the new IIA in order to import a more
favourable FET provison, for example, an unquaified FET
obligation, from an earlier treaty.

To prevent this outcome, a State may wish to adapt the text of
the MFN clause in the new treaty accordingly, i.e. exclude the
possibility of importing substantive protections from earlier, and — if
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desired — even from subsequent, investment treaties (for model
formulations, see UNCTAD, 2010a, pp. 107-109).°
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Notes

Y Accordi ng to Article 38(1) of the ICJ Statute, applicable international
legal sources include (a) international conventions establishing rules
expressly recognized by the contesting States, (b) international custom, (c)
the general principles of national law and (d) judicial decisions and the
teachings of the most highly qualified publicists (as a subsidiary means for
the determination of the rules of law).

2 See, for example, the Panama-Taiwan FTA (2003).

% Canada-Colombia FTA (2008).

4 Uruguay-United States BIT (2005); European Community-Cariforum
Economic Partnership Agreement (2008).

® It should al'so be noted that at least two NAFTA tribunals have refused to
alow claimants to import a purportedly more favourable FET clauses to
replace the more restrictive FET text in NAFTA Article 1105. See ADF v.
United States, Award, 2 October 2006, paras. 193-198; Chemtura v.
Canada, Award, 2 August 2010, paras. 235-236.
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United Nations publications may be obtained from bookstores and
distributors throughout the world. Please consult your bookstore or write to

the addresses listed below.

For Africa, Asiaand Europe:

Sales Section
United Nations Office at Geneva
Palais des Nations
CH-1211 Geneva 10
Switzerland
Telephone: (41-22) 917-1234
Fax: (41-22) 917-0123
E-mail: unpubli@unog.ch

For Asiaand the Pacific, the Caribbean, Latin America and North America:

Sales Section
Room DC2-0853
United Nations Secretariat
New York, NY 10017
United States
Telephone: (1-212) 963-8302 or (800) 253-9646
Fax: (1-212) 963-3489
E-mail: publications@un.org

All prices are quoted in United States dollars.
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For further information on the work of the Division on Investment and
Enterprise, UNCTAD, please address inquiries to:

United Nations Conference on Trade and Devel opment
Division on Investment and Enterprise
Palais des Nations, Room E-10054
CH-1211 Geneva 10, Switzerland
Telephone: (41-22) 917-5651
Telefax: (41-22) 917-0498
http://www.unctad.org
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QUESTIONNAIRE

Fair and Equitable Treatment: A Sequel
Sales No. E.10.11.D.15

In order to improve the quality and relevance of the work of
the UNCTAD Division on Investment, Technology and Enterprise
Development, it would be useful to receive the views of readers on this
publication. It would therefore be greatly appreciated if you could
complete the following questionnaire and return it to:

Readership Survey
UNCTAD Division on Investment and Enterprise
United Nations Office at Geneva
Palais des Nations, Room E-9123
CH-1211 Geneva 10, Switzerland
Fax: 41-22-917-0194

1. Nameand address of respondent (optional):

2. Which of the following best describes your area of work?

Government O Public enterprise O
Privateenterprise 0O Academic or research
institution
International
organization O Media
Not-for-profit
organization O Other (specify)

3. Inwhich country do you work?

4. What isyour assessment of the contents of this publication?
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Excellent O Adequate O

Good O Poor O
5. How useful isthis publication to your work?

Very useful O Somewhat useful O

Irrelevant O

6. Please indicate the three things you liked best about this
publication:

7. Please indicate the three things you liked least about this
publication:

8. If you have read other publications of the UNCTAD Division on
Investment, Enterprise Development and Technology, what is
your overdl assessment of them?

Consistently good O  Usualy good, but with
some exceptions O
Generally mediocre O  Poor O
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9. On average, how useful are those publications to you in your

work?
Very useful O Somewhat useful O
Irrelevant O

10. Are you a regular recipient of Transnational Corporations
(formerly The CTC Reporter), UNCTAD-DITE's tri-annual
refereed journa ?

YesO No O

If not, please check here if you would like to receive a sample
copy sent to the name and address you have given above:
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