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Chapter 5: Assessment of Damages

Jurisdiction
* North American Free
Trade Agreement

BITs generally include specific provisions on compensation
conceming expropriation without alluding to non-expropriatory Source
breaches. Thus, NAFTA Articles 1105, 1102 and 1103 do not give
any indication conceming the assessment of compensation in the + Chapter 5: Assessment
case of a breach. This section examines how NAFTA tribunals have of Damages in Patrick
assessed damages in cases of breach of the FET standard. Dumberry, The Fair and
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(section §5.01) as well as some of the applicable principles in the NAFTACase Lawon
specific context of breach of the FET standard (section §5.02). Article 1105, (© Kluwer

Law International;
Kluwer Law Intemational
2013) pp. 295 - 306

§5.01. Basic Rules on Reparation under International Law

Article 31 of the |.L.C.’s Articles on State Responsibility provides
that a State must make “full reparation’ for any ‘injury’ caused to
another State by an intemationally [& page "295" wrongful act.
The same provision also states that the concept of ‘injury’ includes
‘any damage, whether material or moral, caused by the
intemationally wrongful act of a State’.  Article 34 of the .L.C.
Articles indicates that there are three different methods of
reparation: restitution, compensation and satisfaction. The general
rule under Article 35 is that a ‘State responsible for an intemationally
wrongful act is under an obligation to make restitution’, i.e., ‘to re-
establish the situation which existed before the wrongful act was
committed’. Compensation is considered the appropriate reparatory
measure whenewer restitution in integrum is not possible. I.L.C.
Article 36 reads as follows:

1. The State responsible for an intemationally
wrongful act is under an obligation to compensate
for the damage caused thereby, insofar as such
damage is not made good by restitution.

2. The compensation shall cover any financially

assessable damage including loss of profits insofar
as it is established.

Thus, according to the |.L.C., ‘material and moral damage resulting
from an intemationally wrongful act will nomally be financially
assessable and hence covered by the remedy of compensation’.
The only limitation to compensation as the appropriate reparatory
measure is that the damage must be ‘financially assessable’.

The |.L.C. Articles include a third type of reparation: ‘satisfaction’.
Under Article 37(1), ‘[t]he State responsible for an intemationally
wrongful act is under an obligation to give satisfaction for the injury
caused by that act insofar as it cannot be made good by restitution
or compensation’.  The |.L.C. Commentaries suggest that
satisfaction is an exceptional form of reparation for injury.  In fact,
NAFTA Article 1135 limits the remedies to monetary damages or
restitution of property.

(& page "296"

§5.02. Reparation for Breach of the Fair and Equitable
Treatment Standard

Restitution in kind is rarely ordered by BIT tribunals. The sameis
true for satisfaction due to the fact that this method has been
considered by many intemational courts and tribunals as the proper
means of reparation for non-material injury caused directly to a
State. Since investment tribunals (almost always) deal with claims
submitted by investors (not States), the issue of satisfaction
(almost) never arises.  The dictum of two recent awards ~ has,
however, raised the issue of whether a tribunal established under a
BIT can remediate moral damages suffered by a foreign investor with
satisfaction in the form of a declaration of wrongfulness.

The usual form of reparation in investor-State arbitration is monetary
compensation. It should be noted that there is some debate in
academia surrounding the determination of whether the term
‘damages’ should be used for non-expropriatory breaches (such as
the FET) instead of the word ‘compensation’.  In any event,
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scholars recognize a basic distinction between two situations of a
breach of the FET standard which call for different evaluation
methods:

— Cases where a violation of the FET standard leads to a total loss
or deprivation of the investment (section §5.02[A]). (& page
nog7"

— Cases where a violation of the FET standard only results in a
decrease in the value of the investment (section §5.02[B]).

[A]. Situations where a Breach of the Fair and Equitable
Treatment Standard Leads to a Total Loss of the Investment

There are instances where a violation of the FET standard leads to a
total loss or deprivation of the investment. Since such cases are
akin to expropriation, the same valuation methaod (i.e., ‘fair market
valueg )is used.

For instance, in Metalclad the tribunal came to the conclusion that
Mexico had committed both a violation of Article 1105 and an
expropriation. Since the claimant had lost its investment in its
entirety, the tribunal held that the valuation method existing for
expropriation should be used:

In this instance, the damages arising under NAFTA,
Article 1105 and the compensation due under NAFTA,
Article 1110 would be the same since both situations
involve the complete frustration of the operation of the
landfill and negate the possibility of any meaningful
retum on Metalclad's investment. In other words,

Metalclad has completely lost its investment.

The Metalclad tribunal then referred to NAFTA Article 1110(2) which
‘specifically requires compensation to be equivalent to the fair
market value of the expropriated investment immediately before the
expropriation took place’.  The tribunal also explained that
‘[njomally, the fair market value of a going concem which has a
history of profitable operation may be based on an estimate of future
profits subject to a discounted cash flow analysis'. It also added
that ‘where the enterprise has not operated for a sufficiently long
time to establish a performance record or where it has failed to
make a profit, future profits cannot be used to detemmine going
concem or fair market value’.  In this context, any award based on
future profits would be wholly [ page 298" speculative since in
the instant case the landiill had never been operative.  The tribunal
therefore decided to award Metalclad compensation based on its
‘actual investment in the project’.

This approach adopted by the Metalclad tribunal is favored by
Heiskanen arguing that whenever a tribunal is faced with allegations
of breaches of different BIT clauses, it should always, based on the
principle of judicial economy, first examine whether an expropriation
took place.  Whenewer this is the case, a tribunal should provide
compensation solely based on that breach. It should therefore not
be required to further examine any compensation issue related to
other alleged BIT breaches.  Thus, there would be no paint in
conducting such an analysis since the investor would have already
been fully compensated through a finding of expropriation.

[B]. Situations where a Breach of the Fair and Equitable
Treatment Standard Leads to a Decrease in the Value of the
Investment

There are other instances where a violation of the FET standard will
not lead to a total loss of the investment, but only to a decrease in
the value of the investment. In such circumstances, the valuation
method used for expropriation is not appropriate since the
investment still exists.  Tribunals have adopted divergent
approaches as to how damages should be evaluated in this
context.  In the following paragraphs, six obsenations will be
made on case law.

First, an investor must hawe suffered a loss or a damage as a result
of a breach of Article 1105 committed by the host State.  The
burden is on the investor to prove the actual quantum of the losses
for which it claims compensation in relation to a breach of the FET
standard.  Thus, in Gami, the tribunal dismissed the investor's
FET claim on the ground that the complaint was ‘not connected with
a demonstration of specific and quantifiable prejudice’.  Inits
award on damages, the S.D. Myers tribunal added that the quantum
‘must be neither speculative nor too remote’.  Yet, the tribunal
also mentioned that ‘faimess to the claimant requires that the court

CA312-002



or tribunal should approach the task both realistically and
rationally’.  This comment suggests that the burden of proof for
establishing the quantum should not be applied too strictly.

[ page "299"

The Pope & Talbot award is the only case where a NAFTA tribunal
has quantified the amount of damages resulting solely from a breach
of Article 1105 (the S.D. Myers tribunal quantified the damages for
both violations of Articles 1102 and 1105 and the Cargill tribunal
examined compensation for breaches of Articles 1102, 1105 and
1106 conjointly). As mentioned abowe, the Pope tribunal concluded
that the so-called “verification review episode’ breached Article 1105.
The tribunal rejected two heads of damages submitted by the
investor. It accepted to compensate the investor for two others:

The heads of damages claimed that the Tribunal finds
to be recoverable are (1) out of pocket expenses
relating to the Verification Review Episode, including
the applicable accountants’ and legal fees, as well as
the fees and expenses incurred by the Investor in
lobbying efforts to counter the actions of the SLD and
the consequent possibility of reductions in the
Investment’s export quotas, and (2) out of pocket
expenses directly incurred by the Investor with respect
to the Interim Hearing held in January 2000.

The tribunal did not explain what these out of pocket expenses
connected to the interim hearing were nor did it quantify them. The
tribunal awarded the investor USD 461,566 in compensation.

Second, tribunals hawe highlighted the importance of causation.
The Feldman tribunal concluded that Mexico had breached Article
1102, but had not committed any expropriation. The tribunal noted
that ‘what is owed by the responding Party is the amount of loss or
damage that is adequately connected to the breach’.  The same
conclusion was also reached by the S.D. Myers tribunal. In its first
award, the tribunal explained that ‘compensation is payable only in
respect of harm that is proved to hawe a sufficient causal link with
the specific NAFTA provsion that has been breached’.  Inits
second award, the tribunal specified, with regards to the issue of
causation, that ‘compensation should be awarded for the overall
economic losses sustained by SDMI that are a proximate result of
Canada's measure’.  NAFTA Parties hawe approwed these
findings.

[ page "300"

Third, tribunals hawe interpreted the lack of any specific guidance in
BITs with respect to the assessment of damages in the context of
FET violations as implicitly providing for a certain level of
discretion.  The conclusion reached by the S.D. Myers tribunal is
consistent with this analysis:

By not identifying any particular methodology for the
assessment of compensation in cases not involving
expropriation, the Tribunal considers that the drafters
of the NAFTA intended to leawe it open to tribunals to
determine a measure of compensation appropriate to
the specific circumstances of the case, taking into
account the principles of both intemational law and the

provsions of the NAFTA.

The Feldman tribunal also alluded to the ‘considerable discretion’
that tribunals exercise when assessing damages:

It is obvious that in both of these earlier cases (Pope
and SD Myers), which as here involved non-
expropriation violations of Chapter 11, the tribunals
exercised considerable discretion in fashioning what
they believed to be reasonable approaches to
damages consistent with the requirements of
NAFTA.

In this context, tribunals have generally tumed to customary
intemational law to fill the gap and to determine appropriate
compensation in cases not involving expropriation.  The starting
point of their analysis is typically a reference to the Chorzow Factory

case and the relevant provsions of the |.L.C. Articles on State

Responsibility.  NAFTA Parties have acknowledged that tribunals
have some discretion in assessing non-expropiatory breaches and

that they should rely on these basic intemational law principles.

Fourth, by hinging on the PClJ's famous dictum in the Chorzow
Factory case, tribunals hawe often used the ‘differential method to
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calculate damages for non-expropriatory acts.  As succinctly
putted by the Lemire tribunal, ‘the purpose of the [ page

301" compensation must be to place the investor in the same
pecuniary position in which it would have been if respondent had not
violated the BIT.  This differential method consists of examining
the investor’s actual financial situation and comparing it with ‘the one
that would have prevailed had the act not been committed’.  In
other words, the comparison is made with the situation which would
have hypothetically prevailed using a ‘but for' scenario.  One
recent example where the ‘differential method’ was endorsed is that
of the Cargill award. The tribunal concluded that the appropriate
approach to assess damages for vidlations of NAFTA Articles 1102,
1105 and 1106 was to determine the ‘present value of net lost cash
flows' that the investor would have gamered ‘but for' the Mexican
illegal conduct.

Tribunals that have adopted the ‘differential method’ hawve also
highlighted the importance of according ‘full compensation’ for the
actual loss suffered by the investor.  Yet, tribunals hawe often
used different methods to calculate full reparation. Some tribunals
have based their calculation on the amount of out-of-pocket
investment actually made by the investor, while others hawe taken
the lost profit valuation of the investment into account.  The PSEG
tribunal rejected the use of the loss of profit approach because the
claim involved an infant industry and an unperformed work.
Tribunals also seem to be divided with respect to the question
whether or not the ‘fair market value’ method (typically used for
expropriation) can also be applied in the context of a viclation of the
FET standard (this question will be elaborated upon in the following
paragraphs).

Fifth, many tribunals have rejected the use of the ‘fair market value’
method in the context of assessment of damages for a violation of
the FET standard.

[® page "302"

This was indeed the conclusion reached by S.D. Myers tribunal.

The tribunal openly doubted that the fair market value method
referred to at Article 1110 was the appropriate standard to use in
evaluating non-expropriatory damages.  The tribunal
acknowledged that ‘in some non-expropriation cases a tribunal
might think it appropriate to adopt the “fair market value” standard’
but added that ‘in other cases it might not’.  In the instant case,
however, the tribunal considered that ‘the application of the fair
market value standard is not a logical, appropriate or practicable
measure of the compensation to be awarded’.  This is because no
expropriation had taken place against the claimant's investment. The
tribunal opined that “fixing the fair market value of an asset that is
diminished in value may not fairly address the harm done to the
investor'.  Having rejected the fair market value method, the
tribunal then ‘tum[ed] for guidance to intemational law’  and
referred to the Chorzow Factory case.

There is substantial support for the S.D. Myers tribunal's finding that
the use of the fair market value method is not appropriate in
situations where a breach of the FET standard does not result ina
total loss of the investment. Other (non-NAFTA) tribunals hawe also
adopted this position, as have NAFTA Parties.  The Feldman
tribunal also stated that the fair market value method ‘necessarily
applies only to situations that fall [& page "303" within that Article
1110 It added that a tribunal should award damages to
compensate an investor for its actual loss resulting from a non-
expropriatory violation.

In contrast with the NAFTA cases of S.D. Myers and Feldman, non-
NAFTA tribunals hawe often applied the fair market value method in
the context of breach of FET.  In most cases, the claimants had
themselves referred to the fair market value method and this solution
had not been contested by the respondents. These tribunals
therefore simply applied the valuation method based on the parties'
choice. A different situation arose in the CMS case where the
tribunal held that even though no expropriation had been committed,
the ‘cumulative nature of the breaches' would be ‘best dealt with by
resorting to the standard of fair market value’.  The tribunal
considered that even if ‘this standard figures prominently in respect
of expropriation’, it ‘might also be appropriate for breaches different
from expropriation if their effect results in important long-term
losses’.  Other tribunals that have found a violation of the FET
standard and that an expropriation had taken place have simply
used the fair market value method for the calculation of damages.

Sixth, tribunals have the power to take the investor's behavior into
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account when assessing compensation to be awarded.  Relevant
factors would include any illegal actions committed by the investor,
any contributory negligence or its failure to mitigate | & page

"304" its damages.  Tudor argues that ‘considering the Investors'
conduct when calculating the compensation due for breach of FET is
justified in the light of the meaning of faimess and equitableness'.
She refers to the following types of investors' conduct that should
have an impact on calculating compensation: ‘comupt practices;
misrepresentation as to competence; bad business judgement;
absence of due diligence, risk assessment, and realistic
expectations; bad faith; lack of awareness of or compliance with the
regulatory envronment; and breach of human rights’. A number of
witers, including myself,  hawe recently argued that allegations of
human rights violations committed by an investor should hawe, inter
alia, an impact on a tribunal's assessment of compensation for
damages claimed by that investor. Thus, compensation should be
reduced ‘proportionally to the investor’s violation’ of human rights
obligations.  Moreover, the present author has argued elsewhere
that, based on the doctrine of ‘clean hands', a tribunal should also
be mindful of any human rights violations committed by an investor
when deciding a claim's admissibility.

Some arbitral awards have indeed reduced compensation based on
the investor's behavior.  In MTD, the tribunal evaluated at USD
21.5 million the amount for the [ & page "305" expenditures that
could have been awided by the investor had there been no breach of
the FET. However, it also held that Chile could not be held
responsible for the consequences of unwise business decisions
made by the investor or for its lack of diligence. The tribunal
accordingly decided to reduce the amount eligible for compensation
by 50%. It has been argued that such a reduction of the amount
of compensation may be the result of the tribunal's belief that the
investor had failed to establish a causal link for some of the
expenditures claimed or that it factored the investor's contributory
negligence into its reasoning.

Finally, tribunals also have the power to take into account the
circumstances of the host State when awarding damages for breach

ofthe FET.
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Christoph Schreuer, Non-Pecuniary Remedies in ICSID Arbitration,
20(4) Arb. Int. 325-332 (2004); Abby Cohen Smutny, Some
Observations on the Principles Relating to Compensation in the
Investment Treaty Context, 22(1) ICSID Rev. 4-5 (2007); T.W. Wélde
& B. Sabahi, Compensation, Damages, and Valuation, in The
Oxford Handbook of Intemational Investment Law 1058-1059 (Peter
Muchlinski, Federico Ortino & Christoph Schreuer eds., Oxford U.
Press 2008).

Second Report on State Responsibility, by Mr. Gaetano Arangio-
Ruiz, Special Rapporteur, in Yearbook ILC, vol. Il, Part one (1989)
(AJCN.4/425), at 1-59, at para. 136.

It should be added that two recent cases (Europe Cement
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See, Dumberry, supra n. 10.

Dolzer & Schreuer, supran. 8, at 271.
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LG&E Capital Comp., and LG&E Intemational, Inc v. Argentina
[hereinafter LG&E v. Argentina], ICSID No. ARB/02/1, Award, (25
July 2007), para. 38) distinguish the concept of ‘compensation’
(resulting from a lawful expropriation) from that of ‘damages’ (which
is limited to unlawful expropriation or non-expropriatory breaches).
These distinctions are discussed in: Marboe, supran. 1, para. 2.03
ff. Most authors, however, use the term compensation to cower all
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The tribunal in Enron Corporation and Ponderosa Assets, LP v.
Argentina, ICSID No. ARB/01/3, Award, (22 May 2007), para. 361,
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had suffered no loss of profits from the shutdown.

Ibid., para. 85.

Joseph Charles Lemire v. Ukraine, Award, (28 March 2011),
para. 252; LG&E v. Argentina, Award, (25 July 2007), paras. 45, 58.
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