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Trade, Investment and Risk

This section highlights the interface between international trade and investment law and munici-
pal and international risk regulation. It is meant to cover cases and other legal developments in
WTO law (SPS, TBT and TRIPS Agreements and the general exceptions in both GATT 1994 and
GATS), bilateral investment treaty arbitration and other free trade agreements such as NAFTA. Per-
tinent developments in international standardization bodies recognized by the SPS and TBT Agree-
ment are also covered.

Reinterpreting the Fair and Equitable Treatment Provision in
International Investment Agreements as a New and More Legitimate
Way to Manage Risks

Azernoosh Bazrafkan and Alexia Herwig*

I. Introduction

International investment agreements (IIAs) emerged
in the 1960’s as an instrument to lower political risk
for foreign investors and to facilitate political risk in-
surancewhen investing in developing countrieswith
weak governance structures.1 Political risk is consti-
tuted by interferences to the investment by host
states once the investor has entered the market and
which would render the execution of the investment
unduly burdensome, deprive the investor of the con-
trol or enjoyment of the investment or discriminate
or treat the foreign investor arbitrarily. The legal pro-
visions in IIAs include non-discrimination provi-
sions, fair and equitable treatment, full protection
and security, rights to compensation in case of expro-
priations, including indirect regulatory oneswith the
effect of depriving the investor of the control and
benefits of the investment, provisions on free trans-
fer of capital and, occasionally, non-precluded mea-
sures clauses as well as stabilization clauses in which
the host state promises not to change the regulatory
environment affecting the investment.

The unique value of these protections lies in the
fact that IIAs allow foreign investors to take the host
country government to investor-state arbitration. Ar-
bitration allows the investors to get around lack of
impartiality or adequate procedures in litigation be-
fore courts of the host state and the awards are auto-
matically enforceable in other states, subject only to
very narrow reviewing power of domestic courts.
Starting from the mid-1990s, foreign investors be-

gan using IIAs more and more to challenge risk reg-
ulatory policies of host states. Disputes have, for ex-
ample, concerned landfills, noxious chemicals, tobac-
co packaging, the termination of green energy sub-
sidies and states’ anti-nuclear energy policy.With the
coming of age of investment arbitration, criticisms
started to be levied against IIAs and investor-state ar-
bitration. The critique focuses, broadly speaking, on
the over-protectionof private investor interestswhen
compared to the protection of the public interest of
the host state.
The worry of the host state public interest legiti-

macy critics is that IIAs lead to ‘regulatory chill’ in
developing countries for fear of liability,2 that arbi-
tral tribunals have stretched the meaning of IIA pro-
visions to render poorly reasoned and even inconsis-
tent investor-friendly decisions3 and that foreign in-
vestors obtain special rights in comparison to domes-
tic investors to be free from regulatory interference.4

A further concern is that strong counter-majoritari-
an protection of investor rights skews democratic de-
cision-making on the protection of the public inter-
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1 Peter Egger and Michael Pfaffenmayr “The Impact of Bilateral
Investment Treaties on Foreign Direct Investment”, in Karl P
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est.5Anotherworry is that rights to property are over-
protected relative to other constitutional or human
rights or the public interest.6

These critiques raise the thorny question where
the balance between protection of political risk of
the investor and risk regulation by the host state
should be struck.We suggest that viewing IIAs as an
instrument to define, manage and distribute risks
can bring into sharper relief the answer to this ques-
tion. In the second section, we will defend the view
that IIAs are instruments of risk management. The
third section will highlight how thinking about risk
sharpensourunderstandingwhat is at stake concern-
ing the legitimacy of risk management through IIAs
because it brings into focus the issue of when risks
are fairly distributed and how the fair and equitable
treatment provision should consequently be inter-
preted.

II. How do IIAs Construct, Manage and
Allocate Risks?

IIAs provide guarantees for foreign investors in tran-
sition economies while they undertake national leg-
islative reforms.7 The most frequently invoked guar-
antees during investor-state arbitration that mini-
mize the exposure of foreign investors to political
risks in the host country are compensation for (indi-
rect) expropriation and fair and equitable treatment
standard.8

IIAs require host states to internalize the cost of
discriminatory or otherwise unfair and inequitable

treatment of investors and their expropriation of in-
vestments by creating a liability risk for the host state
for the payment of damages. From the investor’s per-
spective, a large negative pecuniary externality (po-
litical risk) gets reduced through theprospect of dam-
ages for acts illegal under IIAs. From the host econ-
omy’s perspective, its legal liability risk may entice
investors to invest, thereby yielding a net collective
benefit.

1. Indirect Expropriation

In order to be legal, IIAs require that an expropria-
tion must be undertaken for a public purpose in a
non-discriminatory manner, with due process of law
and accompanied by the payment of prompt and ad-
equate compensation. This provision seems to be
based on an anti-utilitarian recognition that no-one
should be deprived of their possession for the greater
benefit of society. Clearly, no-one would ever reason-
ably assent to such a risk. IIAs here regulate risk im-
position as a form of wrong, that is, of harming with-
out justification.
However, measures tantamount to expropriation

are subject to the same obligation. Arbitral tribunals
have recognised that a host state’s regulatory mea-
sures can deprive investors to such a significant ex-
tent of the enjoyment, control and use of their prop-
erty as to amount to expropriation.Thedifficult ques-
tion that has kept arbitral tribunals busy is whether
the duty to compensate the investor can somehow
be avoided if the host state has valid reasons for the

Sauvant and Lisa E Sachs (eds), The Effect of Treaties on Foreign
Direct Investment: Bilateral Investment Treaties, Double Taxation
Treaties and Investment Flows (Oxford: Oxford University Press,
2009), pp. 147 et sqq., at 254. On investment-related political
risk, see Thomas W Waelde “Sustainable Development and the
1994 Energy Charter Treaty: between Pseudo-Action and the
Managment of Environmental Investment Risk”, in Friedl Weiss,
Erik Denters and Paul de Waart (eds), International Economic Law
with a Human Face (Leiden: Kluwer Law International, 1998),
pp. 223 et sqq., 227.

2 Jason Haynes, “The Evolving Nature of the Fair and Equitable
Treatment (FET) Standard: Challenging Its Increasing Pervasive-
ness in Light of Developing Countries’ Concerns – The Case for
Regulatory Rebalancing”, 14 Journal of World Investment and
Trade (2013), pp. 114 et sqq., at 120. The liability under IIAs
would change the more limited liability of EU member states and
the Union, which the CJEU endorsed to prevent regulatory chill.
Jan Kleinheisterkamp, “Financial Responsibility in European
International Investment Policy”, 63 International and Compara-
tive Law Quarterly (2014), pp. 449 et sqq., at 457 and “Who is
Afraid of Investor-State Arbitration? Unpacking the Riddle of “No

Greater Rights” in the TTIP”, 5 IISD Investment Treaty News
(2014), 9, 10.

3 Susan D Franck, “The Legitimacy Crisis in Investment Treaty
Arbitration: Privatizing Public International Law Through Incon-
sistent Decisions”, 73 Fordham Law Review (2005), pp. 1521 et
sqq., passim; Haynes, supra, note 2, at 121.

4 Jan Kleinheisterkamp, ‘”Investment Treaty Law and the Fear for
Sovereignty: Transnational Challenges and Solutions”, 78 Modern
Law Review (2015), pp. 793 et sqq., at 797-9.

5 Gus Van Harten, “Investment Treaty Arbitration, Procedural
Fairness, and the Rule of Law”, in Stephan W Schill (ed), Interna-
tional Investment Law and Comparative Public Law (Oxford
University Press, 2010), pp. 627 et sqq., at 656-7.

6 Kleinheisterkamp, supra note 4, at 803 [with further references].

7 Egger and Pfaffemayr, supra note 1, at 254.

8 Ruth Ginsburg, “Political Risk Insurance and Bilateral Investment
Treaties: Making the Connection”, 14 Journal of World Investment
and Trade (2013), pp. 743 et sqq., at 947.
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measure. Three approaches exist. Some tribunals
find a regulatory measure expropriatory soley based
on its effects, that is, if it results in a substantial de-
privation of the foreign investor’s benefit of its in-
vestment regardless of the host state’s intent.9 Some
tribunals determine whether the non-discriminato-
ry, bona fide and legitimate public purpose measure
was proportionate – despite the adverse impact on
the foreign investment.10 Other tribunals have at-
tempted to find a balance between the host state’s
right to regulate in the public interest and the pro-
tection of the investor’s rights; holding that a non-
discriminatory regulation for a public purpose,
which is enacted in accordance with due process and
which affects a foreign investment, is not deemed ex-
propriatory and compensable unless specific com-
mitments were given by the government to the for-
eign investor to refrain from such regulation.11 The
latter twoapproaches,which focuson the reasonable-
ness of the regulation and its proportionality permit
host states greater scope to regulate risks. They also
suggest that a set-back to an interest is not a wrong
if there are good, public reasons for the regulation
and the host state showed concern towards the in-
vestor by affecting her minimally and only with ap-
propriate due process.12 This seems consistent with

the earlier framing of the risk as amoral wrong from
which the investor should be protected.
The purely effects-based approach is not consis-

tent with this framing because it disregards the rea-
sons for the regulatory intervention. In fact, it poten-
tially suggests quite the opposite, namely that the in-
vestor should be able to impose a harm on the pop-
ulation of the host state without justification, i.e.
wrong them, inasmuch as the amount of compensa-
tion due for a potential regulatory expropriation
makes it no longer viable to regulate in the public in-
terest. It is small wonder that arbitral awards have
attracted criticism for being poorly reasoned, surely
as a matter of doctrinal interpretation but apparent-
ly also as a matter of principle.

2. Fair and Equitable Treatment

The fair and equitable treatment obligation establish-
es an absolute minimum standard of treatment of in-
vestors. A prevalent formulation is that the host state
should treat the investments from the other signato-
ry state in accordance with international law, includ-
ing fair and equitable treatment and full protection
and security provision.13 Lacking in more specific
content, the cumulative result of several arbitral
awards is, that itnowincludes: (i) stability,predictabil-
ity, consistency with the host state’s legal framework;
(ii) protection of legitimate expectations; (iii) denial
of justice and administrative due process; (iv) trans-
parency; and (v) reasonableness and proportionality
in relation to host states’ governmental action.14

The purpose of FET is viewed as protecting the
foreign investor against unfair practices by the host
state, such as arbitrary cancellation of licenses, ha-
rassment of an investor through unjustified fines
and penalties, or creation of other barriers to dis-
rupt a business.15 However, arbitral tribunals have
found a breach of the fair and equitable treatment
standard in situations in which the host state did
not necessarily act in bad faith but, rather, in an im-
proper and discreditable or unreasonable way. For
example, the tribunal inOccidental v Ecuador seems
to limit host state’s sovereign power to make
changes in tax rates.16 Likewise, in a series of dis-
putes against Argentina during its financial crisis,
the changes in gas tariff rates to provide public util-
ity service were found in breach of the fair and eq-
uitable treatment standard. 17 In Metalclad v Mexi-

9 Occidental v Ecuador (UNCITRAL/LCIA Case No. UN3467,
Final Award, 1 July 2004), paras. 85, 92; Siemens v Argentina
(ICSID Case No ARB/02/8, Award, 17 January 2007), para. 270;
Santa Elena v Costa Rica (ICSID Case No. ARB/96/1, Final Award,
17 February 2000), para. 72; AES v Hungary (ICSID Case No
ARB/07/22, Award, 23 September 2010), paras. 14.3.1-14.3.4;
Metalclad v Mexico (ICSID Case No ARB(AF)/97/1, Award, 30
August 2000), paras. 103 and 107.

10 Azurix v Argentina (ICSID Case No ARB/01/12, Award, 14
July 2006), paras. 309-12; Tecmed v Mexico (ICSID Case No
ARB(AF)/00/2, Award, 28 May 2003), paras. 121-2.

11 Methanex v United States (UNCITRAL/NAFTA, Final Award, 3
August 2005) Part IV-Chapter D, paras. 7-9.

12 We use the notion of a public reason here in its Kantian sense as
a reason everyone affected can reasonably assent to because each
one would will it as a general rule.

13 See, e.g. North Atlantic Free Trade Agreement, Article 1105.

14 Kenneth J Vandevelde, “A Unified Theory of Fair and Equitable
Treatment”, 43 NYU Journal of International Law and Policy
(2010), pp. 43 et sqq., at 104-6.

15 UNCTAD ‘Fair and Equitable Treatment’, UNCTAD Series on
Issues in International Investment Agreements II (United Nations,
New York and Geneva, 2012) 7.

16 Occidental v Ecuador, supra note 9, paras. 183-6 and 190-1.

17 Suez et al v Argentina (ICSID Case No ARB/03/19, Decision on
Liability, 30 July 2010), para. 226; LG&E v Argentina (, ICSID
Case No ARB/02/1, Decision on Liability, 3 October 2006),
paras. 129 and 158; Enron v Argentina (ICSID Case No ARB/01/3,
Award, 22 May 2007), para. 263.
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co, uncertainty on the face of the domestic law over
which authority was competent to require permits
for landfills for hazardous waste, coupled with af-
firmations by state officials that municipal permits
were not required, led to the breach of the FET pro-
vision.18 According to Hirsch, investment awards
have found breaches of FET in essence on only two
grounds; either because specific governmental rep-
resentations, assurances or contractual obligations
pre-existing the changed circumstances; or because
a legislative change was accompanied by procedur-
al defects.19 The first ground suggests that FET op-
erates like the concept of detrimental reliance on a
promise in contract law which serves to create new
relations of liability between parties. The wrong to
the investor would here lie in the promise not be-
ing kept while the investor is set-back in her inter-
ests.
Yet, several other awards have taken all circum-

stances, including the political and socioeconomic
conditions of the host state but also host state’s legit-
imate regulatory interests, into consideration when
assessing the reasonableness of investor’s legitimate
expectation.20This broader approach inwhich all rel-
evant reasons are considered for assessing whether
a frustration of expectations results in a breach of
FET, views the purpose of FET’s protection against
risk quite differently; namely as preventing the
wronging of an investor when there are no good rea-
sons for a set-back in her interests.
The inconsistent perspectives on what the politi-

cal risk ultimately at stake with the FET undermine
the legitimacy of investment arbitration and IIAs.
What is more, it is possible that the exact same con-
duct of a host state meeting all criteria of procedur-
al propriety and therefore being consistent with FET
in a first instance could violate FET in the second in-
stance in which the state additionally gave specific
assurances about its regulatory framework. This al-
so prompts the interesting question whether the ab-
sence of specific assurances (the first step towards
legitimate expectations) in the first case possibly dis-
criminates against the investor in violation of the
Most-FavouredNation obligation,which requires the
most advantageous treatment given to one foreign
investor to be extended to all other foreign investors
protected by an IIA. It might thus be the case that
the true baseline of FET is that of protecting legiti-
mate expectations as promises having to be kept ab-
solutely.

III. A new Approach to Construction,
Management and Allocation of Risk
through a Reinterpretation of Fair
and Equitable Treatment

FET is seen as an absolute standard. However, the
terms fairness and equity are actually relational con-
cepts. If someone is treated fairly and equitably, her
treatment is in balance with the rights, interests and
claims of others, too. In this sense, the FET provision
holds the key for unlocking the legitimacy of how
IIAs are to construct,manage andallocate risk.When
we study legitimacy, we are interested in these ques-
tions of fair balance. Moreover, it is unimaginable
that other treaty norms with the same scope of ap-
plication as an unqualified norm rationae materiae
and which evokes fairness and equity, could be inter-
preted as contrary to fairness and equity. Or, to sim-
plify, that a legal norm, which establishes a prescrip-
tive “ought”, would require conduct which is unfair
and inequitable and still be a legal norm.
Since IIAs are so centrally about construing, man-

aging and allocating risk, it is only natural that their
concept of fairness should be based on fairness of
risk distribution. When we are interested in ques-
tions of fairness and equity, we are ultimately inter-
ested in agency, that is, in the questionwhether a per-
son was treated as an end in herself and not as a
means to an end.Where a person is an agent, i.e. acts
freely, she must also be responsible for the conse-
quences. Risk and responsibility are ultimately con-
nected to agency in the following, abstract way: The
imposition of an important risk onto us through the
acts of another reduces our agency because we are
now no longer completely free to go about our plans
in quite the same way we would have before the im-
position of risk occurred. We have instead to reckon
with the possibility that the risk could materialize
and adjust our plans as needed. However, risk (and
its counterpart, possible benefits) also allows us to

18 Metalclad v Mexico, supra note 9, paras. 74 and 79-86

19 Moshe Hirsch, “Between Fair and Equitable Treatment and
Stabilization Clause: Stable Legal Environment and Regulatory
Change in International Investment Law”, 12 Journal of World
Investment and Trade (2011), pp. 784 et sqq., at 790, 792-799.

20 Parkerings v Lithuania (ICSID Case No ARB/05/8, Award, 11
September 2007), paras. 331-2; Duke Enegry v Ecuador (ICSID
Case No ARB/04/19, Award, 18 August 2008), para. 320; Saluka v
Czech Republic (UNCITRAL, Partial Award, 17 March 2006),
paras. 304-8.
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expand the scope of our agency into the future. We
can, for instance, pay a sum of money today for a
possibly increased return in the future (i.e. invest).
The connection between risk, responsibility and

agency is also well-illustrated in the account of am-
bition-sensitive egalitarian distributive justice of
Ronald Dworkin that works with notions of risk. He
distinguishes between brute luck and option luck.21

Brute luck is a situation of bad luck completely out-
side of the control and anticipation of any individ-
ual, while option luck is a risk which is statistically
knowable and therefore insurable.22 Dworkin’s cate-
goryof option luckpoints to an ideal categoryof luck:
where a person’s essential needs and desires are sat-
isfied equally to those of others, any risky decisions
of hers are freely taken.23 Consequently, if she choos-
es to assume risks, she ought rightly to suffer the con-
sequences.
The political risk at issue in IIAs is of a mixed na-

ture. It is not outside of the realm of the known that
developing countries presenthigherpolitical risk.Af-
ter all, this is why IIAs were first created and why
they are predominantly signed between a developed,
capital-exporting and a developing, capital import-
ing country. However, the precise political risk can-
not be calculated with absolute certainty and the in-
vestor has little control over its occurrence. In fact,
we suggest that there is a distinct class of political
risks at issue in IIAswhich are systemic risks because
they become triggered when the host state starts to
develop as a result of influx of foreign capital, ser-
vices, and its own exports, leading to more or differ-
ent demand for risk regulation. Regulatory needs are
likely to change from basic concerns over prevention
of infectious diseases, preventing malnutrition and
crime to more complex risks of food safety, environ-
mental protection and others. In relation to systemic
risks, Aaron James has argued that responsibility for
‘systemic’ risks is collective and that amorally accept-

able distribution of systemic risks must therefore be
equal.24 Equality will be achieved if expected ex ante
benefits exceed expected ex ante losses for everyone
regardless of starting positions and no less risky al-
ternative is available at a reasonable cost to anyone
else.25

We suggest that tribunals should follow this in-
quiry in determining whether an investor has re-
ceived fair and equitable treatment. They should in-
vestigate whether an anticipation of development of
a particular host state is a necessary reason for the in-
vestor to realise a higher expected profit than in an-
other location and whether the ex ante expected po-
litical risk remained lower than the expected profit
and thedevelopingcountry lacked thecapacity to low-
er theriskat the timethe investmentwasmade.When
these conditions are met, we suggest that a fair and
equitable treatment claim based on changed regula-
tory circumstances and frustrations of expectations
by an investormust fail. Furthermore, tribunalsmust
also ensure themselves that thepopulationof thehost
state is treated fairly and equitably in the sense that
the investor’s unregulated conduct does not pose a
threat to their essential security interests and human
rights protections. Anything less would not consti-
tute a fair and equitable treatment because it would
demand the host state’s population to bear concen-
trated losses that simply cannot be countervailed by
an expectation of general social development.

IV. Conclusion

Understanding the fair and equitable treatment pro-
vision in IIAs as being about fair distribution of risk
in the sense that foreign direct investment is a mu-
tually beneficial arrangement for each person in-
volved, allows for a more unified conception of the
risk at stake in IIAs, in terms of political risk of the
investor and the host state’s right to regulate. The
conception is ultimately that a set-back in interest is
not backed up by comprehensive public reason. The
immediate implication for investment tribunals is
that FET requires a context-specific, comprehensive
assessment of the reasons for the investment loca-
tion todeterminewhether the investor’s expectations
were legitimate; and of the countervailing reasons in
favour of a regulatory change. The tribunal in Park-
erings v Lithunania hence understood the essence of
the legal test correctly and should be followed.

21 Ronald Dworkin, “What Is Equality ? Part 2:Equality of Re-
sources”, 10 Philosophy and Public Affairs (1981), pp. 283 et
sqq., at 292-304.

22 Ibid. 293.

23 On the envy test, see ibid, at 285-7.

24 Aaron James, “The Distinctive Significance of Systemic Risks”,
forthcoming in Ratio Juris, manuscript on file with the authors, at
13-14, 25

25 Ibid, at 13-14. An illustrative example put forth in the literature
and discussed also by James would be the practice of authorizing
ambulances to speed on the way to hospital notwithstanding the
risk of accident to bystanders this creates.
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