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Abstract

This chapter addresses the rules of international law governing the expropriation of alien property. Consistent with the notion
of territorial sovereignty, the classical rules of international law have accepted the host State’s right to expropriate alien
property. Customary international law placed certain limitations on the host State’s right to take alien property, but even
modern investment treaties respect the right to expropriate in principle. Treaty law typically addresses only the conditions and
consequences of an expropriation, leaving the right to expropriate as such unaffected. The legality of an expropriation depends
on whether these conditions have been met. Practice shows that claims for expropriations relate to a variety of assets, tangible
and intangible, and even to arbitral awards. Among intangible assets, the expropriation of contract rights has played an
important role in practice. The chapter then looks at how indirect expropriations have gained in importance. An indirect
expropriation leaves the title untouched but deprives the investor of the possibility to utilize the investment in a meaningful
way. A typical feature of an indirect expropriation is that the State will deny the existence of an expropriation and will not

contemplate the payment of compensation.

Keywords: Indirect expropriation

Subject: International Economic Law, Arbitration, Law of Treaties, Settlement of Disputes, Private
International Law and Conflict of Laws

Collection: Oxford Scholarly Authorities on International Law

ADDITIONAL READING: GC Christie, ‘What Constitutes a Taking of Property under International Law’ (1962) 38 BYIL 307; R
Dolzer, ‘New Foundations of the Law of Expropriation of Alien Property” (1981) 75 AJIL 553; R Higgins, ‘The Taking of Foreign
Property by the State’ (1982) 176 Recueil 259; R Dolzer, ‘Indirect Expropriation of Alien Property’ (1986) 1 ICSID Rev 41; WM
Reisman and RD Sloane, ‘Indirect Expropriation and its Valuation in the BIT Generation” (2003) 74 BYIL 115; Y Fortier and SL
Drymer, ‘Indirect Expropriation in the Law of International Investment’ (2004) 19 ICSID Rev 293; A Newcombe, ‘The Boundaries
of Regulatory Expropriation in International Law’ (2005) 20 /CSID Rev 1; CH Schreuer, ‘The Concept of Expropriation under the
ECT and other Investment Protection Treaties’ in C Ribeiro (ed) Investment Arbitration and the Energy Charter Treaty (2006) 108;
V Heiskanen, ‘The Doctrine of Indirect Expropriation in Light of the Practice of the Iran—United States Claims Tribunal’ (2007) 8
JWIT 215; U Kriebaum, ‘Partial Expropriation” (2007) 8 JWIT 69; U Kriebaum, ‘Regulatory Takings’ (2007) 8 JWIT 717; A Siwy,
‘Indirect Expropriation and the Legitimate Expectations of the Investor’ in C Klausegger et al (eds) Austrian Arb YB (2007) 355; A
Hoffmann, ‘Indirect Expropriation” in A Reinisch (ed) Standards of Investment Protection (2008) 151; A Reinisch, ‘Expropriation’
in P Muchlinski et al (eds) The Oxford Handbook of International Investment Law (2008) 407; U Kriebaum, ‘Expropriation’ in M
Bungenberg et al (eds) International Investment Law (2015) 959; SR Ratner, ‘Compensation for Expropriations in a World of
Investment Treaties’ (2017) 111 AJIL 7; HG Gharavi, ‘Discord Over Judicial Expropriation” (2018) 33 /CSID Rev 349; A Rajput,
Regulatory Freedom and Indirect Expropriation in Investment Arbitration (2018); C Titi, ‘Police Powers Doctrine and International
Investment Law in A Gattini et al (eds) General Principles of Law and International Investment Arbitration (2018) 323; JM Cox,
Expropriation in Investment Treaty Arbitration (2019); A Reinisch and C Schreuer, International Protection of Investments (2020)
1-250.

The rules of international law governing the expropriation of alien property have long been of central concern to foreigners in
general and to foreign investors in particular. Expropriation is the most severe form of interference with property. All expectations of

the investor are destroyed in case the investment is taken without adequate compensation.

Consistent with the notion of territorial sovereignty, the classical rules of international law have accepted the host State’s right to
expropriate alien property. Customary international law placed certain limitations on the host State’s right to take alien property. But
even modern investment treaties respect the right to expropriate in principle. Treaty law typically addresses only the conditions and
consequences of an expropriation, leaving the right to expropriate as such unaffected. The legality of an expropriation depends on

.. 1
whether these conditions have been met.
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1. The object of an expropriation

Most contemporary treaties, in their provisions dealing with expropriation, refer to ‘investments’. Similarly, the jurisdiction of
arbitral tribunals is typically restricted to disputes arising from ‘investments’. Therefore, it is ‘investments’, as defined in these

treaties, that are protected.

As described in Chapter IV, an investment is typically a complex operation consisting of a multitude of tangible and intangible
assets. The definitions of ‘investments’ in treaties, include various intangible rights such as mortgages, shares, claims to money,
intellectual property rights, and contracts.2 Practice shows that claims for expropriations relate to a variety of assets, tangible and
intangible, and even to arbitral awards. Among intangible assets, the expropriation of contract rights has played an important role in

practice.

(a) Expropriation of contract rights

‘The taking away or destruction of rights acquired, transmitted, and defined by a contract is as much a wrong, entitling the sufferer to
redress, as the taking away or destruction of tangible property.” This principle, stated in 1903 by a member of the US—Venezuela
Mixed Claims Commission in the Rudloff case,3 was followed in 1922 by the Permanent Court of Arbitration in the Norwegian
Shipowners case4 and also by the Permanent Court of International Justice (PCLJ) in 1926 in the L Chorzow Factory case.5 Cases

. . . . 6 . . . 7 . .-
decided in investment arbitrations~ and by the Iran—United States Claims Tribunal have confirmed this position.

The Tribunal in SPP v Egypt8 examined whether measures by Egypt affecting rights under a contract to build hotels may amount to

an expropriation. The Tribunal said:

164. Nor can the Tribunal accept the argument that the term ‘expropriation’ applies only to jus in rem. The Respondent’s
cancellation of the project had the effect of taking certain important rights and interests of the Claimants... Clearly, those
rights and interests were of a contractual rather than in rem nature. However, there is considerable authority for the
proposition that contract rights are entitled to the protection of international law and that the taking of such rights

involves an obligation to make compensation therefore.

165. Moreover, it has long been recognized that contractual rights may be indirectly exproprizflted.9

In the modern investment context, many investment decisions are accompanied and protected by specific investment agreements
with the host State, often covering matters such as taxation, customs regulations, the right and duty to sell at a certain price to the
host State, or pricing issues. As set out in more detail in Chapter V, these agreements form the legal and financial foundations of the
investment, and the business decisions based upon them may collapse in their absence. Thus, it is understandable that practically all
investment treaties state that contracts are covered by the term ‘investment’.1 0 In turn, provisions dealing with expropriation in these

treaties refer to ‘investments’. It follows that contracts are protected against expropriation.

The Tribunal in Tokios Tokelés v Ukraine stated that all business operations associated with the physical property of the investors are

. . . . 1
covered by the term ‘investment’, including contractual rights.

The Tribunal in Siemens v Argentina,12 applying the bilateral investment treaty (BIT) between Argentina and Germany, said:

The Contract falls under the definition of ‘investments’ under the Treaty and Article 4(2) refers to expropriation or
nationalization of investments. Therefore, the State parties recognized that an investment in terms of the Treaty may be
expropriated. There is nothing unusual in this regard. There is a long judicial practice that recognizes that expropriation is

not limited to tangible property.13
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(b) Partial expropriation

The doctrine of the unity of the investment = would appear to militate against admitting the possibility of an expropriation of only a
part of the investment. In addition, the requirement of a substantial or total deprivation of the investment for the existence of an

... 15 . L. . 16
expropriation ~ would make a partial expropriation unlikely.

The Tribunal in Electrabel v Hungary1 ! rejected the idea of a partial expropriation of the investment. It said:

If it were possible so easily to parse an investment into several constituent parts each forming a separate investment (as
Electrabel here contends), it would render meaningless that tribunal’s approach to indirect expropriation based on ‘radical
deprivation’ and ‘deprivation of any real substance’ as being similar in effect to a direct expropriation or nationalisation.
It would also mean, absurdly, that an investor could always meet the test for indirect expropriation by slicing its
investment as finely as the particular circumstances required, without that investment as a whole ever meeting that same
test... it is clear that both in applying the wording of Article 13(1) ECT and under international law, the test for
expropriation is applied to the relevant investment as a whole, even if different parts may separately qualify as
investments for jurisdictional purposes. Here the investment held by Electrabel as a whole was its aggregate collection of
interests in Dunamenti; it was thus one integral investment; and in the context of expropriation it was not a series of

T . 18
separate, individual investments.

p. 150 Nevertheless, some tribunals have accepted the possibility of an expropriation of particular rights that formed part of an overall

p. 151

business operation.19 In Middle East Cement v Egypt,20 the investor had, inter alia, obtained an import licence for cement and had
operated a ship. Egypt subsequently took measures that prevented the investor from operating its licence and seized and auctioned
the ship. The investor asserted a series of rights in respect of which it alleged expropriation. These included the import licence and
ownership of the ship. The Tribunal looked at these claims separately and determined in respect of each of them whether an
expropriation had taken place. It found that the licence qualified as an investment and that the measures that prevented the exercise
of the rights under it amounted to an expropria‘[ion.21 The Tribunal examined separately whether an expropriation of the ship had
occurred and gave an affirmative amswer.z2 Several other claims of expropriation in respect of other rights were also examined but
denied for a variety of reasons.23 Therefore, Middle East Cement demonstrates that it is possible to expropriate specific rights

enjoyed by the investor separately regardless of the control over the overall investment.

In Eureko v Poland,24 the investor had acquired a minority share in a privatized insurance company. A related agreement granted the
investor the right to acquire further shares thereby gaining majority control of the company. The right to acquire the additional shares
was subsequently withdrawn by the State. The original investment remained unaffected. The Tribunal found that the right to acquire
further shares constituted ‘assets’, which were separately capable of expropriation.25 It follows from this decision that even where
control over the basic investment remains unaffected, the taking of specific rights that are related to the basic investment may

amount to an expropriation.

. 26 . . , . . L
In Ampal-American v Egypt,”~ the Tribunal considered whether Egypt’s revocation of a licence to participate in a tax-free zone
.. .. . . . 27 . .
amounted to an expropriation, although this interference did not destroy the entire project.” The Tribunal confirmed that the licence
was an investment in its own right and that the revocation therefore was a direct and total taking of a discrete investment protected

by the Treaty.28

What counts for the tribunals that admit a partial expropriation claim is that the right concerned by the expropriatory measure could

. . . .. . 2
have been an investment L by itself and would have enjoyed protection independent from the rest of the investment. o

2. Expropriation as an act of government

It is uncontested that expropriation requires an act of the State in its official capacity. Typically, expropriations occur through
legislative acts and through measures taken by the State’s administration, often in combination. Some cases even involve action or

. . . . 30
inaction of the host State’s courts that are said to be expropriatory.
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The need for an act of an official nature is particularly evident in the treatment of claims based on contract. As pointed out above,31
contracts can be assets that are susceptible to expropriation. But not every failure by a government to perform a contract will amount
to an expropriation even if the violation leads to a loss of rights under the contract. A simple breach of contract at the hands of the
State is not an expropriation.32 Tribunals have found that the decisive factor is whether the State has acted in an official,

., 33
governmental capacity.

In RFCC v Morocco, the Tribunal differentiated between the mere exercise of a contractual right and an action by the host State ‘in

. . . . 34
public capacity’ and placed emphasis on whether or not a law or a governmental decree had been passed or a judgment executed.

Other tribunals have held similarly that mere breaches of contract or defects in its performance would not amount to an

.. . ., 35 36 . L .
expropriation. What was needed was an act of public authority.” In Siemens v L Argentina, ~ the Tribunal, in discussing
expropriation, found that a State Party to a contract would breach the applicable treaty only if its behaviour went beyond that which

an ordinary contracting party could adopt.37 The Tribunal said:

for the State to incur international responsibility it must act as such, it must use its public authority. The actions of the
State have to be based on its ‘superior governmental power’. It is not a matter of being disappointed in the performance
of the State in the execution of a contract but rather of interference in the contract execution through governmental

. 38
action.

Specifically, tribunals have held that a failure to pay a debt under a contract does not amount to an expropriation.39 Waste
Management v Mexico 1]40 concerned a concession for waste disposal. The Tribunal found that the mere non-payment by the city of
Acapulco of amounts due under the concession agreement did not amount to an expropriation.“1 It found that the State’s failure to
pay bills, did not amount to an ‘outright repudiation of the transaction’, and did not purport to terminate the contract. Only a decree

or executive act or an exercise of legislative public authority could amount to an expropriation. The Tribunal said:

The mere non-performance of a contractual obligation is not to be equated with a taking of property, nor (unless
accompanied by other elements) is it tantamount to expropriation. Any private party can fail to perform its contracts,
whereas nationalization and expropriation are inherently governmental acts42 ... The Tribunal concludes that it is one
thing to expropriate a right under a contract and another to fail to comply with the contract. Non-compliance by a

. .. . . . ... 43
government with contractual obligations is not the same thing as, or equivalent or tantamount to, an expropriation.

While these considerations are clearly helpful, they do not exhaust the subject matter. Indeed, the Waste Management II Tribunal
itself recognized, without elaboration, that ‘one could envisage conduct tantamount to an expropriation which consisted of acts and
omissions not specifically or exclusively ,governmental’."'4 An analysis designed to cover all acts of expropriation cannot focus
exclusively on the existence of formal governmental acts. It must also contemplate other relevant factors, such as the exercise of

. . 45
contractual rights as a mere pretext to conceal an expropriatory measure.

3. Indirect expropriation

The difference between a direct or formal expropriation and an indirect expropriation turns on whether the legal title of the owner is
affected by the measure in question. Today direct expropriations have become rare.46 Most States are reluctant to jeopardize their
investment climate by taking the drastic and conspicuous step of an open taking of foreign property. An official act that takes the title
of the foreign investor’s property will attract negative publicity and is likely to do lasting damage to the State’s reputation as a venue

for foreign investments.

In consequence, indirect expropriations have gained in importance. An indirect expropriation leaves the title untouched but deprives
the investor of the possibility to utilize the investment in a meaningful way. A typical feature of an indirect expropriation is that the

State will deny the existence of an expropriation and will not contemplate the payment of compensation.
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(a) Broad formulae

The contours of the definition of an indirect expropriation are not precisely drawn. This is so, even under new investment protection
. s . 47 . . . . .

treaties that attempt to define indirect investment. ~ An increasing number of arbitral cases and a growing body of literature on the

subject have shed some light on the issue but the debate goes on. Some tribunals have interpreted the concept of indirect

.. . . . . 48
expropriation L narrowly and have preferred to find a violation of the standard of fair and equitable treatment.

The concept of indirect expropriation as such was clearly recognized in the early case law of arbitral tribunals and of the Permanent
Court of International Justice in the 1920s and 19305.49 Today it is generally accepted that certain types of measures affecting
foreign property will be considered an expropriation, and require compensation, even though the owner retains the formal title. What
was and remains contentious is the line between non-compensable regulatory and other governmental activity and measures
amounting to indirect, compensable expropriation. The issue is equally important to the host State, which may wish to broaden the
range of non-compensable activities and to the foreign investor who will argue in favour of a broad understanding of the concept of

indirect takings.

Bilateral and multilateral treaties and draft treaties typically contain a reference to indirect expropriation or to measures tantamount
to expropriation. The Abs—Shawcross Draft Convention on Investment Abroad (1959) referred to ‘measures against nationals of
another Party to deprive them directly or indirectly of their property’. Essentially, the same wording appears in the 1967 OECD Draft
Convention on the Protection of Foreign Property. The Draft United Nations Code of Conduct on Transnational Corporations
referred to ‘[a]ny such taking of property whether direct or indirect’. The 1992 World Bank Guidelines on the Treatment of Foreign
Direct Investment speak of expropriation or ‘measures which have similar effects’. Similarly, the 1998 OECD Draft for a
Multilateral Agreement on Investment refers to ‘measures having equivalent effect’. The 1994 Energy Charter Treaty (ECT)
similarly refers to ‘a measure or measures having effect equivalent to nationalization or expropriation’. Another variation is
contained in the NAFTA of 1992, which speaks of ‘a measure tantamount to nationalization or expropriation’. The USMCA of 2020

speaks of ‘measures equivalent to expropriation or nationalization’.

Most current bilateral investment treaties contain similar language. The French Model Treaty states: ‘Neither Contracting Party shall
take any measures of expropriation or nationalization or any other measures having the effect of dispossession, direct or indirect, of
nationals or companies of the other Contracting Party of their investmﬁ:nts,’50 According to the 2008 German Model Treaty
‘[i]nvestments by investors of either Contracting State shall not directly or indirectly be expropriated, nationalized or subjected to
any other measure the effects of which would be tantamount to expropriation or nationalization’.51 The 2008 Model Treaty used by
the United Kingdom provides that ‘[iJnvestments of nationals or companies of L either Contracting Party shall not be nationalized,

. . . . . . .. 52
expropriated or subjected to measures having effect equivalent to nationalization or expropriation’.

The 2004 and 2012 US Model BITs approach the issue in greater detail. After stating in Article 6(1) that ‘[n]either Party may
expropriate or nationalize a covered investment either directly or indirectly through measures equivalent to expropriation or

. .. 53 . L.
nationalization’, " a special Annex B named ‘Expropriation’ adds:

(a) The determination of whether an action or series of actions by a Party, in a specific fact situation, constitutes an indirect

expropriation, requires a case-by-case, fact-based inquiry that considers, among other factors:

(i) the economic impact of the government action, although the fact that an action or series of actions by a Party has an
adverse effect on the economic value of an investment, standing alone, does not establish that an indirect expropriation

has occurred;
(i1) the extent to which the government action interferes with distinct, reasonable investment-backed expectations; and
(iii) the character of the government action.

(b) Except in rare circumstances, non-discriminatory regulatory actions by a Party that are designed and applied to protect
legitimate public welfare objectives, such as public health, safety, and the environment, do not constitute indirect

... 54
expropriations.
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Among the broader formulae proposed in general studies and drafts, some have received special attention in the decisions of arbitral
tribunals and in academic writings. Professors Sohn and Baxter included in their 1961 Draft Convention on the International

Responsibility of States for Injuries to Aliens, a version that contains specific categories of indirect takings:

A taking of property includes not only an outright taking of property but also any such unreasonable interference with the
use, enjoyment, or disposal of property as to justify an inference that the owner thereof will not be able to use, enjoy, or

. - . . . . . 55
dispose of the property within a reasonable period of time after the inception of such interference.

The 1986 Restatement (Third) of the Foreign Relations Law of the United States (§ 712) is much shorter and in its text only speaks
of a ‘taking’. Comment (g) refers L to actions ‘that have the effect of “taking” the property, in whole or in large part, outright or in

stages (“creeping expropriation”)’.

A United Nations Conference on Trade and Development (UNCTAD) study, prepared in 2000, uses different language and considers
that “measures short of physical takings may amount to takings in that they result in the effective loss of management, use or control,

.. . L. 56
or a significant depreciation of the value, of the assets of a foreign investor’.

In an early influential article Gordon Christie reviewed the then existing case law and pointed to certain recognized groups and

. c g . . 57 . .
categories of indirect takings, without an attempt to present a general formula.” Judge Rosalyn Higgins, in her 1982 Hague
Lectures, questioned the usefulness of a distinction between non-compensable bona fide governmental regulation and ‘taking’ for a

public purpose:

Is this distinction intellectually viable? Is not the State in both cases (that is, either by a taking for a public purpose, or by
regulating) purporting to act in the common good? And in each case has the owner of the property not suffered loss?
Under international law standards, a regulation that amounted (by virtue of its scope and effect) to a taking, would need
to be ‘for a public purpose’ (in the sense of a general, rather than for a private, interest). And just compensation would be

58
due.

It has been argued elsewhere that the international law of expropriation has essentially grown out of, and mirrored, the parallel
domestic laws.59 As a consequence of this linkage, it appears plausible that measures that are, under the rules of the main domestic

laws, normally considered regulatory without requiring compensation, will not require compensation under international law either.

The importance of the effect of a measure for the question of whether an expropriation has occurred was highlighted by Reisman and

Sloane:

tribunals have increasingly accepted that expropriation must be analyzed in consequential rather than in formal terms.
What matters is the effect of governmental conduct—whether malfeasance, misfeasance, or nonfeasance, or some
combination of the three—on foreign property rights or control over an investment, not whether the state promulgates a
formal decree or otherwise expressly proclaims its intent to expropriate. For purposes of state responsibility and the

obligation to L. make adequate reparation, international law does not distinguish indirect from direct expropriations.

In recent jurisprudence, the formula most often found is that the existence of an expropriation requires a ‘substantial deprivation’ of

. 61
an investment.

The oscillating understanding of this approach may be illustrated in the light of relevant jurisprudence.

(b) Some illustrative cases

Cases decided by tribunals demonstrate the variety of scenarios in which the question of indirect expropriation may come up.
Tribunals have had to adapt their focus of inquiry to these different circumstances. An emphasis on different aspects of the law must
not necessarily be construed as an expression of inconsistency. Often, the facts of a case simply highlight only one specific factor
and the neglect of other possible factors does not result from oversight but from their irrelevance to the specific circumstances. A

short survey of cases may indicate the diversity of factual bases and of the reasoning of tribunals.
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The Oscar Chinn case’” illustrates that the prohibition of uncompensated expropriation is no insurance against changes in the
business environment. It concerned the interests of a British shipping business in the Congo. In the aftermath of the economic crisis
of 1929, the Belgian government had intervened in the shipping business on the Congo River by reducing the prices charged by Mr
Chinn’s only competitor, the partly State-owned company, UNATRA. The government had also granted corresponding subsidies to
UNATRA in order to keep the transport system on the Congo River viable. This made the business of Oscar Chinn economically

unsustainable. The PCIJ concluded that there was no taking. It said:

The Court ... is unable to see in his [Mr. Chinn’s] original position—which was characterized by the possession of
customers and the possibility of making a profit—anything in the nature of a genuine vested right. Favourable business
conditions and good-will are transient circumstances, subject to inevitable changes; ... No enterprise ... can escape from

. . .. 63
the chances and hazards resulting from general economic conditions.

. .o 64 . .. . .
The arbitration in Revere Copper v OPIC™ " concerned a dispute arising from the insurance by the US Overseas Private Investment
. 65 . . . . . .
Corporation (OPIC) "~ of an investment made by the US claimant in Jamaica. This case illustrates how a State measure that does not
interfere with the title to the property (a mining lease) and does not take away the property of the plant or the facilities of an investor,

nevertheless makes it impossible to control the investment economically and, therefore, can be an indirect expropriation.

Revere Copper had made substantial investments in the Jamaican bauxite mining sector. An agreement concluded in 1967 between
RJA, the investor’s local subsidiary, and the Jamaican government fixed the taxes and royalties that were to be paid by RJA for a
period of 25 years and provided that no further taxes or financial burdens would be imposed on RJA by the Jamaican authorities.
However, in 1972, the newly elected Jamaican government announced a far-reaching reform of the bauxite sector and, in 1974,

increased the royalties to be paid by RJA so drastically that RJA ceased operating in 1975.

Revere Copper then sought recovery under its OPIC insurance contract, alleging that the measures adopted by the Jamaican
government amounted to an expropriation of its investment. The General Terms and Conditions of the OPIC contract defined
‘expropriatory action’ inter alia, as: ‘any action which ... for a period of one year directly results in preventing ... the Foreign
Enterprise from exercising effective control over the use or disposition of substantial portion of its property or from constructing the
project or operating the same’. Although there had been no interference with Revere’s physical property, the majority of the Tribunal
found that the repudiation of the guarantees given to Revere amounted to an action that had resulted in preventing the foreign

enterprise from exercising effective control over the use or disposition of a substantial portion of its property:

OPIC argues that RJA still has all the rights and property that it had before the events of 1974: it is in possession of the
plant and other facilities; it has its Mining Lease; it can operate as it did before. This may be true in a formal sense but ...
we do not regard RJA’s “control’ of the use and operation of its properties as any longer ‘effective’ in view of the

. . . . 66
destruction by Government actions of its contract rights.

The arbitral Tribunal came to this conclusion by emphasizing that ‘control in a large industrial enterprise ... is exercised by a
continuous stream of decisions’ and that without the repudiated agreement between RJA and Jamaica, ‘[t]here is no way in which

. .. 67
rational decisions can be made’.

Metalclad v Mexi0068 illustrates that the effect of a measure is more important than the form. In Metalclad, a US company had been
granted a permit for the development and operation of a hazardous waste landfill by the Mexican federal government. Subsequently,
the local municipal authorities refused to grant the necessary construction permit and the regional government declared the land in
question a national area for the protection of cactuses. The arbitral Tribunal found a violation of the North American Free Trade
Agreement (NAFTA) Article 1110, which provides that ‘[n]o Party may directly or indirectly nationalize or expropriate an
investment of an investor of another Party in its territory or take a measure tantamount to nationalization or expropriation of such an

investment’. An often-repeated passage in the Tribunal’s Award reads:

Thus, expropriation under NAFTA includes not only open, deliberate and acknowledged takings of property, such as
outright seizure or formal or obligatory transfer of title in favour of the host State, but also covert or incidental

interference with the use of property which has the effect of depriving the owner, in whole or in significant part, of the
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use or reasonably-to-be-expected economic benefit of property even if not necessarily to the obvious benefit of the host
69
State.

70 . . ..
Middle East Cement v Egypt ~ shows that the withdrawal of a licence can also amount to an expropriation. The case concerned the
revocation of a free zone licence through the prohibition of import of cement into Egyptian territory. The prohibition resulted in
paralysis of the investor’s business, which essentially consisted of importing, storing, and dispatching cement within Egypt. The

Tribunal found that the import prohibition resulted in an indirect taking of the claimant’s investment:

When measures are taken by a State the effect of which is to deprive the investor of the use and benefit of his investment
even though he may retain nominal ownership of the respective rights being the investment, the measures are often
referred to as a ‘creeping’ or ‘indirect’ expropriation or, as in the BIT, as measures ‘the effect of which is tantamount to
expropriation.” As a matter of fact, the investor is deprived by such measures of parts of the value of his investment. This
is the case here, and, therefore, it is the Tribunal’s view that such a taking amounted to an expropriation within the

meaning of Art. 4 of the BIT and that, accordingly, Respondent is liable to pay compensation therefor.71

Fireman's Fund v Mexico72 illustrates that the expropriation clause of investment treaties is no insurance against business risk. The
case involved an expropriation claim under NAFTA Chapter XIV, devoted to cross-border investment in financial services. That
Chapter allows an expropriation claim under Article 1110 NAFTA but does not allow claims pertaining to a violation of the
minimum standard or the rule on national treatment. The US claimant submitted that its investment in a Mexican financial institution
was expropriated by a series of actions of the Mexican govemment.73 The bank in which claimant had invested was in a delicate
financial situation, and the claimant argued that the Mexican government had taken steps which permanently deprived it of the value

of the investment. The Tribunal summarized the law of expropriation as follows:

NAFTA does not give a definition for the word ‘expropriation.” In some ten cases in which Article 1110(1) of the
NAFTA was considered to date, the definitions appear to vary. Considering those cases and customary international law

in general, the present Tribunal retains the following elements.

(a) Expropriation requires a taking (which may include destruction) by a government-type authority of an investment

by an investor covered by the NAFTA.
(b) The covered investment may include intangible as well as tangible property.

(c) The taking must be a substantially complete deprivation of the economic use and enjoyment of the rights to the

property, or of identifiable distinct parts thereof (i.e., it approaches total impairment).
(d) The taking must be permanent, and not ephemeral or temporary.

(e) The taking usually involves a transfer of ownership to another person (frequently the government authority
concerned), but that need not necessarily be so in certain cases (e.g., total destruction of an investment due to

measures by a government authority without transfer of rights).

(f) The effects of the host State’s measures are dispositive, not the underlying intent, for determining whether there

is expropriation.
(g) The taking may be de jure or de facto.
(h) The taking may be ‘direct’ or ‘indirect.’

(1) The taking may have the form of a single measure or a series of related or unrelated measures over a period of

time (the so-called ‘creeping’ expropriation).

(j) To distinguish between a compensable expropriation and a non-compensable regulation by a host State, the
following factors (usually in combination) may be taken into account: whether the measure is within the L

recognized police powers of the host State; the (public) purpose and effect of the measure; whether the measure is
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discriminatory; the proportionality between the means employed and the aim sought to be realized and the bona

fide nature of the measure.

(k) The investor’s reasonable ‘investment-backed expectations’ may be a relevant factor whether (indirect)

L. 74
expropriation has occurred.

In the end, the Tribunal considered that the actual cause of the problems faced by the investor was that its investment had been risky
and that the business risks involved had materialized. It found that Mexico had discriminated against the investor and possibly had

. . . T . . 75
acted in an unfair manner, but that it had no jurisdiction in these respects under NAFTA’s rules on financial services.

Vivendi v Argentina76 is an example for a case where a combination of several State measures, not interfering with the physical
control of the investor’s assets, can nevertheless lead to an expropriation. The case concerned a concession for a water and sewage
business. The claimants alleged that Argentina had unilaterally modified tariffs, had used its power of oversight to confront the
claimants with unjustified accusations, had used the media to generate hostility towards claimants, had incited claimants’ customers

not to pay, and had forced claimants to renegotiate the concession.

. . . . . LT . .
The Tribunal agreed with the claimants that Argentina’s measures went beyond a partial deprivation, ~ left the concession without
value, and held that they amounted to a creeping expropriation. The Tribunal rejected Argentina’s defence that claimants’ control of
. . ... 18 . . . 79 .
their physical assets excluded an expropriation. ~ It pointed to the effects of Argentina’s destructive acts ~ and emphasized that the

. . . . . ... 80
pursuit of a public purpose does not immunize a governmental measure from a claim of expropriation.

Biwater Gauff'v Tanzam’azs1 concerned a claim for expropriation surrounding the peculiar circumstances of a termination of a lease
contract in the water and sewage business. The Tribunal confirmed that the contract was an investment,82 that an expropriation claim
must be determined in the light of the effect of the measures (not necessarily of an economic nature),83 and recognized that all
relevant acts of a government affecting the property must be considered cumulatively.84 The Tribunal L also found that an exercise
of puissance publique was necessary for a finding of expropriation, but not a denial of justice.85 According to this decision, an

C . .. . . L. . . . . 86
indirect expropriation had to be assumed in case of ‘a substantial deprivation of rights for at least a meaningful period of time’.

In the event, the Tribunal found that the formal termination of the lease by Tanzania was of an ordinary contractual nature and
therefore could not amount to an expropriation. However, a series of acts preceding the termination did violate the treaty rule on
expropriation: an inflammatory press conference by a Minister, the withdrawal of a value-added tax (VAT) exemption, the forceful
occupation of claimants’ facilities, the usurpation of the claimants’ management rights and the deportation of senior staff amounted
to an indirect expropriation. The Tribunal examined arbitral jurisprudence and found that occupation and seizure, takeover of

management, and the deportation of management personnel in themselves led to this conclusion.

In the end, however, claimants received no compensation; already before the government’s interventions, the company had
significant liabilities, its contract was about to be terminated, and a willing buyer would not have paid any money to acquire the

company.

87 o . .
Suez and InterAgua v Argentina” concerned Argentina’s treatment of claimant’s right to operate, for 30 years, a water and sewage
system and to receive corresponding revenues based on a tariff regime for that period. Claimants submitted that regulatory measures
by Argentina and also its refusal to adjust the tariffs amounted to an expropriation. On both counts, the Tribunal rejected the claim,

. . . . . 88
pointing to claimant’s ongoing control of its operations.

As regards the regulatory measures in particular, the Tribunal relied on the opaque concept of an ‘overt taking’89 which, in its view,
did not exist despite a series of measures affecting the right to withdraw cash from bank accounts, new taxes, currency measures
resulting in a deprivation of the local Peso, and the abandonment of an index-based scheme of tariff adjustment. In principle, at least,
the Tribunal recognized that an examination of a taking must be targeted at the effects, not at the intention of a measure.90 In
general, an indirect expropriation presupposed ‘a substantial, permanent deprivation of the claimant’s investments or the enjoyment
of those investments’ economic benefits’. Under the circumstances, the termination of the underlying concession contract by
Argentina was deemed contractual in nature and did not involve the exercise of Argentina’s sovereign power; as a consequence, the

. . 91
measure was not expropriatory in nature.
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In Alpha v Ukraineg2 the Austrian claimant had entered into an agreement with a State enterprise concerning the renovation and
operation of a hotel in the Ukraine. After a while, regular payments due to the claimant under the agreement were stopped amidst
political and criminal turmoil. It turned out that the State had, for non-political reasons, halted the payments to the claimant.93 Asa
result of the non-payment, the economic value of the rights held by the claimant was largely wiped out. The Tribunal questioned the
relevance of the distinction between ‘sovereign’ and ‘commercial’ actions to the question whether Ukraine’s actions had
expropriated the claimant’s investment. It concluded that the State’s actions amounted to an indirect expropriation. The decision
illustrates that the issue of non-payment of debt resists generalization. Depending upon the circumstances, non-payment may amount

to an expropriation.

These cases illustrate that indirect expropriations can arise out of very diverse factual situations and take very different forms.
Tribunals have considered various factors when they decided whether in a particular case an expropriation had occurred. What all
these awards have in common is that a substantial interference through a sovereign act over a significant period of time is always a

requirement of an indirect expropriation.

(c) Severity of the deprivation

The effect of the State measure(s) upon the economic benefit and value as well as upon the control over the investment is the key
question in determining whether an expropriation has occurred. Whenever the effect is not substantial, tribunals decide that there

... 94 . . .. . . . . . .
was no expropriation.”  Whenever the effect is substantial and lasts for a significant period of time, there is a prima facie assumption

that a taking of the property has occurred.95

Tribunals have accordingly based their decisions primarily on economic considerations. An indirect expropriation was seen to exist
if the measure constituted a deprivation of the economic use and enjoyment, ‘as if the rights related thereto—such as the income or
benefits ... had ceased to exist’, or when ‘the use or enjoyment of benefits related thereto is exacted or interfered with to a similar

96 97
extent’.” Other formulae and phrases have also been used.

98 . C . .. . . .
In RFCC v Morocco, ~ the Tribunal stated that an indirect expropriation exists in case the measures have ‘substantial effects of an
intensity that reduces and/or removes the legitimate benefits related with the use of the rights targeted by the measure to an extent

. . 99
that they render their further possession useless’.

Other decisions have in various wordings and degrees also emphasized the significance of the severity of the measure.100 In CMSv
A rgentina,m1 the Tribunal found that no indirect expropriation had occurred when Argentina unilaterally suspended a previously
agreed tariff adjustment scheme for the gas transport sector in the context of its economic and financial crisis. The US company
CMS had argued, inter alia, that the suspension of the tariff adjustment formula amounted to an indirect expropriation of its
investment in the Argentine gas transport sector. The Tribunal rejected this argument even though it admitted that the measures had

an important effect on the claimant’s business:

The essential question is therefore to establish whether the enjoyment of the property has been effectively neutralized.
The standard that a number of tribunals have applied in recent cases where indirect expropriation has been contended is
that of substantial deprivation... the investor is in control of the investment; the Government does not manage the day-to-

. . . . 102
day operations of the company; and the investor has full ownership and control of the investment.

1 . . . .. .
In Telenor v Hungary, 03 the investor held a telecom concession. It was affected by a special levy on all telecommunications service
providers. The Tribunal held that to constitute an expropriation, the conduct complained of must have a major adverse impact on the

. . 104 . .
economic value of the investment. The Tribunal said:

the interference with the investor’s rights must be such as substantially to deprive the investor of the economic value, use
. . 105 S . L.

or enjoyment of its investment. .. In considering whether measures taken by government constitute expropriation the

determinative factors are the intensity and duration of the economic deprivation suffered by the investor as the result of
106

them.
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In the event, the Tribunal found that the special levy amounted to a very limited sum and fell below the threshold of the standard

. L ... 107
defining an indirect expropriation.

The Tribunal in Electrabel v Hungary1 08 summarizes the required effect of the measures as follows:

In short, the Tribunal considers that the accumulated mass of international legal materials, comprising both arbitral
decisions and doctrinal writings, describe for both direct and indirect expropriation, consistently albeit in different terms,
the requirement under international law for the investor to establish the substantial, radical, severe, devastating or
fundamental deprivation of its rights or the virtual annihilation, effective neutralisation or factual destruction of its

. . . 109
investment, its value or enjoyment.

(d) Duration of a measure

Closely related to the severity of the interference is the duration of a governmental measure affecting the interests of a foreign
investor. The Iran—United States Claims Tribunal has ruled that the appointment of a temporary manager by the host State against the

. .. . . L. . T 110
will of the foreign investor will constitute a taking if the consequential deprivation is not ‘merely ephemeral’.

p. 166 Investment tribunals have also laid emphasis on the duration of the measure in quf:stion.111 In SD Myers v Canaa?a,112 the Tribunal

said:

An expropriation usually amounts to a lasting removal of the ability of an owner to make use of its economic rights
although it may be that, in some contexts and circumstances, it would be appropriate to view a deprivation as amounting

.. e . 113
to an expropriation, even if it were partial or temporary.

The Tribunal found that the measure had lasted for 18 months only and that this limited effect did not amount to an expropriation.114

In Wena Hotels v Egypt,115 the Tribunal found that the seizure of the investor’s hotel lasting for nearly a year was not ‘ephemeral’

... 16 . .. .7 . .
but amounted to an expropriation.  In its subsequent Decision on Interpretation  the Wena Tribunal said:

It is true that the Original Tribunal did not explicitly state that such expropriation totally and permanently deprived Wena
of its fundamental rights of ownership. However, in assessing the weight of the actions described above, there was no
doubt in the Tribunal’s mind that the deprivation of Wena’s fundamental rights of ownership was so profound that the

.. . 118
expropriation was indeed a total and permanent one.

LG&E v Argentina also ruled that the duration of the measure had to be taken into account,119 The Tribunal found that, as a rule,

only an interference that is permanent will lead to an expropriation:

Similarly, one must consider the duration of the measure as it relates to the degree of interference with the investor’s
ownership rights. Generally, the expropriation must be permanent, that is to say, it cannot have a temporary nature, unless
the investment’s successful development depends on the realization of certain activities at specific moments that may not

endure Variations.120
p. 167 The Tribunal concluded:

Thus, the effect of the Argentine State’s actions has not been permanent on the value of the Claimants’ shares, and
Claimants’ investment has not ceased to exist. Without a permanent, severe deprivation of LG&E’s rights with regard to
its investment, or almost complete deprivation of the value of LG&E’s investment, the Tribunal concludes that these

. . Lo 121
circumstances do not constitute expropriation.

What is important is the effect over time and not the intended duration of a measure. Therefore, measures that were originally
intended to be permanent but are reversed after a short period will not amount to an expropriation. Conversely, even temporary

. . . . 122
measures that have an equivalent effect to a permanent loss will be considered expropriatory.
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(e) Loss of control

Several awards suggest that continued control of an enterprise by the investor militates against a finding that an indirect
expropriation has occurred. The requirement of a total or substantial deprivation has led these tribunals to deny the existence of an
expropriation where the investor had retained control over the overall investment even though it had been deprived of specific
right’s,123

Azurix v Argentina124 concerned breaches of a water concession by a province of Argentina. The Tribunal, although finding other
breaches of the BIT, including fair and equitable treatment, denied the existence of an indirect expropriation, since the investor had

retained control over the enterprise:

the impact on the investment attributable to the Province’s actions was not to the extent required to find that, in the
aggregate, these actions amounted to an expropriation; Azurix did not lose the attributes of ownership, at all times
continued to control ABA and its ownership of 90% of the shares was unaffected. No doubt the L, management of ABA
was affected by the Province’s actions, but not sufficiently for the Tribunal to find that Azurix’s investment was

. 125
expropriated.

.. . . 126 . . . .
Similarly, in LG&E v Argentina, = the host State had violated the terms of concessions for the distribution of gas. The Tribunal,
although finding that other standards had been violated, denied the existence of an expropriation in view of the investor’s continuing

control:

Ownership or enjoyment can be said to be ‘neutralized’ where a party no longer is in control of the investment, or where
it cannot direct the day-to-day operations of the investment... Interference with the investment’s ability to carry on its

. . . . . . . 127
business is not satisfied where the investment continues to operate, even if profits are diminished.

. . 128 . . . . L.
Biwater Gauff'v Tanzania, = another case dealing with a water concession, is an example for an expropriation through a forceful
takeover of management control by the State. The Tribunal noted that effective loss of management, use or control may trigger an

expropriation:

The Treaty encompasses ... also de facto or indirect expropriations which do not involve actual takings of title but
nonetheless result in the effective loss of management, use or control, or a significant depreciation of the value, of the

N 129
assets of a foreign investor.

. . . . ... 130
The Tribunal qualified the physical occupation and the takeover of management control as an expropriation.

In Saint-Gobain v Venezuela,131 the Tribunal found a de facto takeover of the investment by the Venezuelan State oil firm PDVSA,
and a subsequent formal expropriation by decree. The plant was overrun by local union members shortly after a televised speech in
which President Chavez had identified the investment as an impending target for expropriation. The Tribunal saw no conduct
attributable to L Venezuela in the takeover itself'.132 However, shortly after the takeover, Venezuela had adopted the private
conduct as its own, fulfilling the test in Article 11 of the International Law Commission (ILC) Articles on State Responsibility.1 33
PDVSA had taken advantage of the situation to install itself at the plant. It carried out direct instructions from the government to
prepare the plant for transfer to State control.134 The Tribunal held that Saint-Gobain had not abandoned the plant but had in fact
tried to regain control, writing letters, and filing requests for ‘judicial inspection’.135 It found that an expropriation had occurred

because of the de facto loss of control already before the formal expropriation.136

. . . . . . 137 . . . .
Control is obviously an important aspect in the analysis of a taking. = However, the continued exercise of control by the investor is
not necessarily the decisive criterion. The issue becomes obvious when a host State substantially deprives the investor of the value of
the investment leaving the investor with the control of an entity that does not amount to much more than the shell of the former

investment.

This illustrates the significance of a test which includes criteria other than control, such as economic use and benefit. Any attempt to

define an indirect expropriation on the basis of one factor alone will not lead to a satisfactory result in all cases. In particular, an
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approach that looks exclusively at control over the overall investment is unable to contemplate the expropriation of specific rights

enjoyed by the investor.

(f) Effect or intention?

As the Tribunal in Azurix pointed out, there is disagreement in the case law of arbitral tribunals whether only the effect or also the

purpose of a measure matters:

Whether to consider only the effect of measures tantamount to expropriation or consider both the effect and purpose of

. . . . . . . 138
the measures is a point on which not only the parties disagree but also arbitral tribunals.

In some cases, tribunals found that what mattered for an indirect expropriation was only the effect of the measure and that any

p. 170 intention to expropriate was not L decisive.139 In Tecmed v Mexico,140 the Tribunal held that there had been an indirect
expropriation. After explaining the concept of indirect or de facto expropriation, the Tribunal said: ‘The government’s intention is
less important than the effects of the measures on the owner of the assets or on the benefits arising from such assets affected by the
measures; and the form of the deprivation measure is less important than its actual effects.’m1
In Siemens v Argentina,142 the Tribunal found support in the applicable BIT for its finding that what mattered for the existence of an
expropriation was the effect of the measures and not the government’s intention. The Argentina—Germany BIT, like many other
BITs, refers to indirect expropriation in terms of a ‘measure the effects of which would be tantamount to expropriation’. The
Tribunal said: ‘The Treaty refers to measures that have the effect of an expropriation; it does not refer to the intent of the State to

. ,143
expropriate.

Authority for the ‘sole effect doctrine’ also comes from the practice of the Iran—US Claims Tribunal. In Starrett Housing v Iran,m4

the Tribunal said:

it is recognized in international law that measures taken by a State can interfere with property rights to such an extent that
these rights are rendered so useless that they must be deemed to have been expropriated, even though the State does not

purport to have expropriated them and the legal title to the property formally remains with the original owner.145
The Tribunal in Saipem v Bangladesh also very clearly opted for the sole effect doctrine when it stated:

As a matter of principle, case law considers that there is expropriation if the deprivation is substantial, as it is in the

146
present case . ...

Despite the strong authority for the sole effect doctrine, there are indications that the host State’s intentions are not entirely
p. 171 irrelevant. If there is evidence of an L intentional deprivation this will weigh heavily in favour of showing that an expropriation has

147
occurred.

In addition, some decisions, especially in the context of regulatory measures, display a differentiated approach to the relevance of
. . . 148 ,
intent. They take account of the context of the measure, including the purpose pursued by the host State. Sea-Land Service v

[ran149 seems to fall into this category. Upon review of the case law, Fortier150 has concluded that an approach balancing different
factors seems to be dominant. This is certainly true for the jurisprudence of the European Court of Human Rights (ECtHR).151 Also,
the 2004 and 2012 US Model BITs, in their description of indirect expropriation, refer not only to the economic impact of the

. . .. . L. 152 . C
government action but also to the design to protect legitimate public welfare objectives. ~~ What is uncontroversial is that the mere

. L. . e .. . 153
ex-post facto explanation by the host State of its intention will in itself carry no decisive weight.

Indeed, one tribunal has pointed out that a proper analysis of an expropriation claim must go beyond the technical consideration of

.. . . 154
the formalities and ‘look at the real interests involved and the purpose and effect of the government measure’.
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(g) Legitimate expectations

L .. . . . . . . 155
Objective legitimate expectations play a key role in the interpretation of the fair and equitable treatment standard. ~ But they have
also found entry into the law governing indirect expropriations. This theme has also found expression in various forms in domestic

laws. In fact, it is arguable that the protection of legitimate expectations is part of the general principles of law.

The general nature of the concept of legitimate expectations makes it difficult to draw mechanical conclusions from it but it may be
employed usefully in a number of settings. Legitimate expectations may be created not only by explicit undertakings on the part of
the host State in contracts but also by undertakings of a more general kind. In particular, the legal framework provided by the host
State will be L an important source of expectations on the part of the investor. What matters for the investor’s expectations is the
state of the law of the host country at the time of the investment. If the law was transparent and did not violate minimum standards,
an investor will not convince a tribunal that the proper application of that law has led to an expropriation. What matters are the rights

acquired by the investor at the time of the investment.

Not every change in the host State’s legal system affecting foreign property will violate legitimate expectations. No such violation
will occur if the change remains within the boundaries of normal adjustments customary in the host State and accepted in other
States. Such changes are predictable for a prudent investor at the time of the investment. For instance, the Tribunal in Methanex v
United States156 found that certain new environmental regulations in California had been foreseeable for the Canadian investor.
Apart from specific commitments that were not honoured subsequently, the investor had no legitimate expectations that the

. . 157
environmental regulation would not be changed.

Tribunals have relied on the legitimate expectations of investors in a number of cases relating to indirect expropriation. In Revere

158 . .. . . . .
Copper v OPIC, " the host State had given explicit contractual assurances not to increase taxes and royalties. The Tribunal said:

We regard these principles as particularly applicable where the question is, as here, whether actions taken by a
government contrary to and damaging to the economic interests of aliens are in conflict with undertakings and assurances

. . . . . . . . . 159
given in good faith to such aliens as an inducement to their making the investments affected by the action.

160 . . . .
In Metalclad v Mexico, ~ the investor had acted in reliance on assurances to the effect that he had all necessary permits.
Nevertheless, the project was foiled by a refusal of the municipality to grant a construction permit. The Tribunal put much emphasis

on the expectations created by the government’s assurances:

These measures, taken together with the representations of the Mexican federal government, on which Metalclad relied,
and the absence of a timely, orderly or substantive basis for the denial by the Municipality of the local construction

. L ... 161
permit, amount to an indirect expropriation.
.. . . 162 . . .. . .
In a similar way, in Tecmed v Mexico ~~ the Tribunal, in determining that the investment had been expropriated, found:

upon making its investment, the Claimant had legitimate reasons to believe that the operation of the Landfill would
extend over the long term... the Claimant’s expectation was that of a long-term investment relying on the recovery of its

. . . N . .. 163
investment and the estimated return through the operation of the Landfill during its entire useful life.

164 . ", .. .
In Thunderbird v Mexico, ~ the Tribunal gave a general definition of legitimate expectations:

Having considered recent investment case law and the good faith principle of international customary law, the concept of
‘legitimate expectations’ relates, within the context of the NAFTA framework, to a situation where a Contracting Party’s

conduct creates reasonable and justifiable expectations on the part of an investor (or investment) to act in reliance on said
conduct, such that a failure by the NAFTA Party to honour those expectations could cause the investor (or investment) to

165
suffer damages.

On the basis of this definition, the Tribunal reached the conclusion that the investor’s continued operation of gaming facilities in
. .. . 166
Mexico was not based on a legitimate expectation.
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. 167 . . . . . 168 L
In Azurix v Argentina, ~ the Tribunal discussed the issue of legitimate expectations at some length. ~ It held that expectations ‘are
not necessarily based on a contract but on assurances explicit or implicit, or on representations made by the State which the investor
. . . . 1
took into account in making the investment’. 69
.. . . . 170 .
On that basis it found that Argentina had created ‘reasonable expectations’ that it had not fulfilled. "~ The Tribunal held, however,

. L. . . . . . 171
that no indirect expropriation had taken place, since the investor had continued to exercise control over the investment.

. . . . 172 . . . " .
The Tribunal in Grand River v United States ™ also required a specific assurance for the existence of a legitimate expectation. It
explained that in the event of an L unsettled situation in domestic law and an absence of specific assurances made to an investor,

the investor would not have had a legitimate expectation:

The Tribunal understands the concept of reasonable or legitimate expectations in the NAFTA context to correspond with
those expectations upon which an investor is entitled to rely as a result of representations or conduct by a state party. As
the tribunal in Thunderbird Gaming explained, the “concept of ‘legitimate expectations’ relates ... to a situation where a
Contracting Party’s conduct creates reasonable and justifiable expectations on the part of an investor (or investment) to
act in reliance on said conduct, such that a failure by the NAFTA Party to honour those expectations could cause the
investor (or investment) to suffer damages.” The question of reasonable expectations, therefore, is not equivalent to

whether or not an investor is ultimately right on a contested legal proposition that would favor the investor.

... Ordinarily, reasonable or legitimate expectations of the kind protected by NAFTA are those that arise through targeted

. . o 173
representations or assurances made explicitly or implicitly by a state party.

Therefore, a regulatory interference with an investment that is of the necessary severity and frustrates a government assurance
amounts to an expropriation. On the other hand, a breach of explicit assurances is, of course, not always a requirement for the

existence of an expropriation.

To be ‘legitimate’ expectations must be objective. In this context, the Tribunal in ECE v Czech Republic applied a standard of

174 [ e . .
reasonableness.  Therefore, the specificity of the assurance (stabilization clause, contract, specific government programme) as
well as the regulatory environment (highly regulated field or not) will be relevant factors in the assessment of the legitimacy of an

expectation.

(h) Regulatory measures

A question of prime importance both for the host State and for the foreign investor is the role of general regulatory measures of the
host country under the rules of indirect expropriation. Emphasis on the host State’s sovereignty supports the argument that the
investor should not expect compensation for a measure of general application. One way to identify a taking may indeed be to clarify
whether or not the measure in question was taken in the exercise of functions that are generally L considered part of the

175 . . . 176
government’s powers to regulate the general welfare.  ~ This approach calls for the comparison of domestic legal orders.

In the United States, governmental regulatory powers are referred to as ‘police power’. While it is debatable whether the term
o . L . . . ATT

police power’ is appropriate in the modern regulatory context, some investment tribunals have relied onit,  as did the US
Restatement of Foreign Relations Law.178 The US Model BIT of 2012 contains an explicit exception from the definition of

.- . . . .. . .. 17
expropriation for ‘regulatory actions by a Party that are designed and applied to protect legitimate public welfare objectives’. o

. . . . . 180
The Iran—United States Claims Tribunal ruled in Too v Greater Modesto Insurance Associates:

A state is not responsible for loss of property or for other economic disadvantage resulting from bona fide general
taxation or any other action that is commonly accepted as within the police power of States, provided it is not

discriminatory and is not designed to cause the alien to abandon the property to the State or to sell it at a distress price.

In Feldman v Me)cz'co,181 the Tribunal stated the position as follows:
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the ways in which governmental authorities may force a company out of business, or significantly reduce the economic
benefits of its business, are many. In the past, confiscatory taxation, denial of access to infrastructure or necessary raw
materials, imposition of unreasonable regulatory regimes, among others, have been considered to be expropriatory
actions. At the same time, governments must be free to act in the broader public interest through protection of the
environment, new or modified tax regimes, the granting or withdrawal of government subsidies, reductions or increases
in tariff levels, imposition of zoning restrictions and the like. Reasonable governmental regulation of this type cannot be
achieved L if any business that is adversely affected may seek compensation, and it is safe to say that customary

international law recognizes this.1 82
.. . . 183
Similarly, the Tribunal in SD Myers v Canada ~ held:

The general body of precedent usually does not treat regulatory action as amounting to expropriation. Regulatory conduct
by public authorities is unlikely to be the subject of legitimate complaint under Article 1110 of the NAFTA, although the

Tribunal does not rule out that possibility.184

185 . . . . . ", . .
In Methanex v USA, ~ the arbitral Tribunal found that a Californian ban of the gasoline additive MTBE did not constitute an
expropriation because the measure was adopted for a public purpose, was not discriminatory, and because no specific commitments

had been given to the foreign investor:

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

from such regulation. 186
.. . . 187 . .
Similarly, in Saluka v Czech Republic, = the Tribunal said:

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

... 188
proposition.
. . . 189
The Award in Continental Casualty v Argentina ~~ refers to

limitations to the use of property in the public interest that fall within typical government regulations of property
entailing mostly inevitable limitations imposed in order to ensure the rights of others or of the general public (being
ultimately beneficial also to the property affected). These restrictions do not impede the basic, typical use of a given asset
and do not impose an unreasonable burden on the owner as compared with other similar situated property owners. These
restrictions are not therefore considered a form of expropriation and do not require indemnification, provided however

. . L . . 190
that they do not affect property in an intolerable, discriminatory or disproportionate manner.

On the other hand, general regulatory rules and the measures based on them are subject to the same standards of protection that have
been developed for all other instances. In the words of the decision of Pope & Talbot v Canada, ‘a blanket exception for regulatory

. . . . . . 191
measures would create a gaping loophole’ in the international rules protecting foreigners.

192 . .
In Santa Elena v Costa Rica, ~ the Tribunal found that the fact that measures were taken for the purpose of environmental

protection did not affect their nature as an expropriation. Therefore, the obligation to pay compensation remained. The Tribunal said:

Expropriatory environmental measures—no matter how laudable and beneficial to society as a whole—are in this respect,

similar to any other expropriatory measures that a state may take in order to implement its policies: where property is
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expropriated, even for environmental purposes, whether domestic or international, the state’s obligation to pay

. . 193
compensation remains.

194 . .. . . . . . .
In ADC v Hungary, = the claimants argued that their investment in an airport project was expropriated by measures which deprived
them of their rights to operate two airport terminals and to benefit from associated future business opportunities. The Tribunal

accepted the claim of indirect expropriation and rejected Hungary’s argument based on its right to regulate. The Tribunal said:

423. The Tribunal cannot accept the Respondent’s position that the actions taken by it against the Claimants were merely
an exercise of its rights under international law to regulate its domestic economic and legal affairs. It is the Tribunal’s
understanding of the basic international law principles that while a sovereign State possesses the inherent right to regulate
p. 178 its domestic affairs, the exercise of L such right is not unlimited and must have its boundaries. As rightly pointed out by
the Claimants, the rule of law, which includes treaty obligations, provides such boundaries. Therefore, when a State
enters into a bilateral investment treaty like the one in this case, it becomes bound by it and the investment-protection
obligations it undertook therein must be honoured rather than be ignored by a later argument of the State’s right to

regulate.

424. The related point made by the Respondent that by investing in a host State, the investor assumes the ‘risk’ associated
with the State’s regulatory regime is equally unacceptable to the Tribunal. It is one thing to say that an investor shall
conduct its business in compliance with the host State’s domestic laws and regulations. It is quite another to imply that
the investor must also be ready to accept whatever the host State decides to do to it. In the present case, had the Claimants
ever envisaged the risk of any possible depriving measures, the Tribunal believes that they took that risk with the

.- . . . . . . 195
legitimate and reasonable expectation that they would receive fair treatment and just compensation and not otherwise.

In addition, the Tribunal made the rare finding that the host State had failed to demonstrate that its measures were in the public
197

. 196 .

interest ~ and that, moreover, the taking had not taken place under due process of law.
Some decisions have sought to find a balance between the host State’s right to act in the public interest and the protection of the

. . .. . 198 . . . 199 .
investor’s rights by requiring that regulatory measures must be proportionate. ~ The Tribunal in Azurix ~ held that the issue was
whether legitimate measures serving a public purpose should give rise to a compensation claim. It found the criterion of bona fide

regulation within the accepted police powers of the State insufficient and contradictory. The Tribunal said about this argument:

According to it, the BIT would require that investments not be expropriated except for a public purpose and that there be
compensation if such expropriation takes place and, at the same time, regulatory measures that may be tantamount to

.. . . . L. . 200
expropriation would not give rise to a claim for compensation if taken for a public purpose.

p. 179 The Azurix Tribunal approvingly quoted the EC‘LHR,201 which had found that in addition to a legitimate aim in the public interest
there had to be ‘a reasonable relationship of proportionality between the means employed and the aim sought to be realized’. This

. . L. C g . 202
proportionality would be lacking if the person concerned ‘bears an individual and excessive burden’.

The Tribunal in LG&E v Argentina203 adopted a similar balancing test. It said:

In order to establish whether State measures constitute expropriation under Article IV(1) of the Bilateral Treaty, the
Tribunal must balance two competing interests: the degree of the measure’s interference with the right of ownership and
the power of the State to adopt its policies... With respect to the power of the State to adopt its policies, it can generally
be said that the State has the right to adopt measures having a social or general welfare purpose. In such a case, the
measure must be accepted without any imposition of liability, except in cases where the State’s action is obviously
disproportionate to the need being addressed. The proportionality to be used when making use of this right was
recognized in Tecmed, which observed that ‘whether such actions or measures are proportional to the public interest
presumably protected thereby and the protection legally granted to investments, taking into account that the significance

of such impact, has a key role upon deciding the proportionality.’204
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. . 205 . . . .
The Tribunal in Marfin v Cyprus~ " also applied a balancing approach. The Tribunal first assessed whether the measure deprived the
. . . .. 206 . o . .
investors of the economic enjoyment of their rights. In a next step it stated several criteria, among them proportionality, to assess

whether an expropriation had occurred:

The Tribunal considers that the economic harm consequent to the non-discriminatory application of generally applicable
regulations adopted in order to protect the public welfare do not constitute a compensable taking, provided that the

. . . . . . . 207
measure was taken in good faith, complied with due process and was proportionate to the aim sought to be achieved.

The Tribunal found that the treaty’s expropriation provision must be interpreted in accordance with Article 31(3)(c) of the Vienna
. . 208 . . . . . .
Convention on the Law of Treaties.” It considered customary international law relevant in the context of L this article and held
. . . 209
that a normal exercise of the regulatory power will not lead to a compensable taking.” ~ For that purpose the measures must be

. . . L . 210
‘taken bona fide for the purpose of protecting the public welfare, must be non-discriminatory and proportionate’.

The Tribunal in PL Holdings v Polanal2 " further refined the balancing test. It found that the measure, a forced sale of shares,
amounted to an indirect expropriation.212 For that purpose it assessed whether the measures ordered by the authorities were
proportionate to the public purpose they sought to achieve,21 3 The Tribunal found that the ‘principle [of proportionality] is
understood in largely similar terms across jurisdictions’.214 It indicated a number of criteria that had to be fulfilled to satisfy the

principle:
[A] measure must
(a) be one that is suitable by nature for achieving a legitimate public purpose,
(b) be necessary for achieving that purpose in that no less burdensome measure would suffice, and

L. . . . . 215
(c) not be excessive in that its advantages are outweighed by its disadvantages.

(i) Creeping expropriation

The rules on the protection of foreign investment must not be circumvented by way of splitting up a measure amounting to an
indirect expropriation into a series of discrete steps which, taken together, have the same effect on the foreign owner. Article 15 of
the ILC’s Articles on State Responsibility (2001) recognizes that a breach of international law may occur through a series of actions

. . 216
or omissions defined in aggregate as wrongful.

Therefore, it has long been accepted that an expropriation may occur ‘outright or in stages’.21 ! Thus, the term ‘creeping
expropriation” describes a taking through a series of acts.218 A study by UNCTAD has referred in this context to ‘a slow and
incremental encroachment on one or more of the ownership rights of a foreign investor that diminishes the value of its

investment’ .2 19

Practice has recognized the phenomenon of creeping expropriation.220 The Tribunal in Generation Ukraine v Ukraine221 explained

creeping expropriation as follows:

Creeping expropriation is a form of indirect expropriation with a distinctive temporal quality in the sense that it
encapsulates the situation whereby a series of acts attributable to the State over a period of time culminate in the
expropriatory taking of such property... A plea of creeping expropriation must proceed on the basis that the investment
existed at a particular point in time and that subsequent acts attributable to the State have eroded the investor’s rights to

. L . . . . . ... 222
its investment to an extent that is violative of the relevant international standard of protection against expropriation.
S . 223 . . . .
The decision in Tradex v Albania™" emphasized the cumulative effect of the measures in question:

While the ... Award has come to the conclusion that none of the single decisions and events alleged by Tradex to

constitute an expropriation can indeed be qualified by the Tribunal as expropriation, it might still be possible that, and the
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Tribunal, therefore, has to examine and evaluate hereafter whether the combination of the decisions and events can be

qualified as expropriation of Tradex’ foreign investment in a long, step-by-step process by Albania.224

. . . . ... 225
In the end, the Tribunal found that a combined evaluation of the events did not amount to an expropriation.

22 . . . .
In Siemens v Argentina, 6 the host State had taken a series of adverse measures, including postponements and suspensions of the
investor’s profitable activities, fruitless renegotiations, and ultimately the cancellation of the project. The Tribunal found that this

had amounted to an expropriation and described creeping expropriation in the following terms:

By definition, creeping expropriation refers to a process, to steps that eventually have the effect of an expropriation. If the
process stops before it reaches that point, then expropriation would not occur. This does not necessarily mean that no
adverse effects would have occurred. Obviously, each step must have an adverse effect but by itself may not be
significant or considered an illegal act. The last step in a creeping expropriation that tilts the balance is similar to the
straw that breaks the camel’s back. The preceding straws may not have had a perceptible effect but are part of the process
that led to the break.227

Professor Reisman and RD Sloane have rightly pointed out that the issue must sometimes be seen in retrospective:

Discrete acts, analyzed in isolation rather than in the context of the overall flow of events, may, whether legal or not in
themselves, seem innocuous vis-a-vis a potential expropriation. Some may not be expropriatory in themselves. Only, in
retrospect will it become evident that those acts comprised part of an accretion of deleterious acts and omissions, which
in the aggregate expropriated the foreign investor’s property rights... Because of their gradual and cumulative nature,
creeping expropriations also render it problematic, perhaps even arbitrary, to identify a single interference (or failure to

. . . 228
act where a duty requires it) as the ‘moment of expropriation’.

4. The legality of an expropriation

It is generally accepted that the legality of a measure of expropriation is conditioned on three (or four) requirements. These
requirements are explicitly stated in L most treaties. They are also regarded as part of customary international law. These

requirements must be fulfilled cumulatively:229

» The measure must serve a public purpose. In most cases the existence of a public purpose is difficult to contest, and tribunals
30

. . . . 2
have often left host States with a large measure of discretion in this regard.
L T . ., 231 .
* The measure must not be discriminatory. Most relevant cases concerned discrimination based on nationality.”  But tribunals

. N . 232
have also addressed other instances of discrimination.

. .. . .. . 233 .
» Some treaties explicitly require that the procedure of expropriation must follow principles of due process.”” Due process is an
expression of the minimum standard under customary international law and of the requirement of fair and equitable treatment.
Therefore, it is not clear whether such a clause adds an independent requirement for the legality of the expropriation. Tribunals

have occasionally held an expropriation to be illegal for lack of due process.234
» The expropriatory measure must be accompanied by prompt, adequate, and effective compensation.

Of these requirements for the legality of an expropriation, the existence and measure of compensation has been by far the most
controversial one. In the 1960s and 1970s, the rules of customary law on compensation were at the centre of a heated debate on
expropriation.235 They were discussed in the broader context L of economic decolonization, the notion of ‘Permanent Sovereignty
over Natural Resources’, and of the call for a ‘New International Economic Order’. These debates are reflected in a series of
Resolutions of the UN General Assembly which culminated in the demand that any disputes about compensation for expropriation

should be settled under the domestic law and by the domestic court of the expropriating State.236
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Today, nearly all expropriation cases before tribunals follow the treaty-based standard of compensation in accordance with the fair
237 . . . . .

market value.” In the terminology of the earlier decades this means ‘full” or ‘adequate’ compensation. However, this does not

mean that the amount of compensation is easy to determine. Especially in cases of foreign enterprises operating under complex

contractual agreements, the task of valuation requires close cooperation of valuation experts and the legal profession.

Various methods may be employed to determine market value. In the case of a going concern that has already produced income, the
discounted cash flow method will often be a relevant yardstick, rather than book value or replacement value. Where there is no

reliable indicator of profitability, the liquidation value will be the more appropriate measure.

An issue that has never been resolved entirely concerns the consequences of an illegal expropriation. In the case of an indirect
expropriation, illegality is the rule since there will be no compensation,238 although a delay in the payment of compensation will not
render the expropriation unlawful.239

According to one school of thought, the measure of damages for an illegal expropriation is no different from compensation for a
lawful taking.240 The better view is that an illegal expropriation will fall under the general rules of State responsibility. In case of an
illegal act the damages should, as far as possible, restore the situation that would have existed had the illegal act not been
committed.241 By contrast, compensation for a lawful expropriation should represent the market L value at the time of the
taking.242 The result of these two methods can be markedly differen‘[.243 The issue of compensation and damages is discussed in

. . . . 244
more detail below in the chapter on the settlement of investment disputes.

. . . 245 . . .
The requirement of ‘prompt” compensation means ‘without undue delay’.” ~ The requirement of ‘effective’ compensation means

that payment is to be made in a convertible currency.
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