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Jason Webb Yackee

Abstract

In their 1959 proposal to build a new international legal order founded upon principles of
human dignity, Professors Myres McDougal and Harold Lasswell admonished international legal
scholars to continuously reappraise the suitability and necessity of existing international legal in-
stitutions, taking due notice of the “myths” on which current arrangements are based and justified.’
The aim of this Article is to take McDougal and Lasswell’s admonition seriously in analyzing one
of the persistent myths that serves to explain and to justify bilateral investment treaties ("BIT”’s)
that form the backbone of the modern system of international investment law. The author’s aim is
simply to establish that developing countries enjoy significant flexibility to exit the BIT system-
if they come to the conclusion that BITs are, on net, undesirable-without harming their ability
to make binding commitments to investors on a case-by-case basis through investment contracts,
supported by international arbitration. In Part I, the author first briefly describes the modern BIT
regime. The author then summarize and discuss the most important extant theoretical study of
BITs and the source of the myth challenged here. Part II presents the mythic account of BITs. Part
IIT analyzes the extensive jurisprudence of international arbitral tribunals in the pre-BIT era, which
the author defines as the period prior to the 1990s. This jurisprudence demonstrates that interna-
tional tribunals reliably expressed support in the abstract for the principle of pacta sunt servanda,
and that they reliably awarded investors meaningful compensation for violations of the principle.
Part IV discusses why the permanent sovereignty movement failed to make state promises unen-
forceable. Part V summarizes the Article’s main points and responds to four potential objections.
Part VI concludes.



PACTA SUNT SERVANDA AND STATE
PROMISES TO FOREIGN INVESTORS
BEFORE BILATERAL INVESTMENT
TREATIES: MYTH AND REALITY

Jason Webb Yackee*

I. INTRODUCTION

In their 1959 proposal to build a new international legal or-
der founded upon principles of human dignity, Professors Myres
McDougal and Harold Lasswell admonished international legal
scholars to continuously reappraise the suitability and necessity
of existing international legal institutions, taking due notice of
the “myths” on which current arrangements are based and justi-
fied.! The aim of this Article is to take McDougal and Lasswell’s
admonition seriously in analyzing one of the persistent myths
that serves to explain and to justify bilateral investment treaties
(“BIT”s) that form the backbone of the modern system of inter-
national investment law.

The myth is the notion that, prior to the explosion of popu-
larity of BITs in the early 1990s, developing countries were free
to break their promises to foreign investors with legal impunity.
In the mythic account, developing countries succeeded in de-
stroying the principle of pacta sunt servanda, or “promises shall
be kept,” through a series of United Nations General Assembly
(“UNGA?”) resolutions related to the establishment of “perma-

* Assistant Professor, University of Wisconsin Law School; ].D. (Duke University);
Ph.D. (Political Science, University of North Carolina at Chapel Hill). I would like to
thank Mark Weidemaier for helpful comments and the University of Wisconsin Law
School for providing summer research support. 1 may be contacted at ja-
son.yackee@alumni.duke.edu. © JWY.

1. Myres S. McDougal & Harold D. Lasswell, The Identification and Appraisal of Di-
verse Systems of Public Order, 53 Am. J. INT’L L. 1, 13 (1959). McDougal and Lasswell’s
essay was but one early entry in the vast opus that would become known as the New
Haven School of International Law and that would evolve into modern pluralist ap-
proaches to international law. For a critical review of McDougal and Lasswell's frame-
work, see generally Richard A. Falk, Casting the Spell: The New Haven School of Interna-
tional Law, 104 YALE L.J. 1991 (1995). On pluralist theories of international law, see
generally Paul Schiff Berman, A Pluralist Approach to International Law, 32 YALE J. INT'L L.
301 (2007); William W. Burke-White, International Legal Pluralism, 25 Mich. J. INT'L L.
963 (2004).
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nent sovereignty over natural resources.”? BITs are popular, de-
sirable, and perhaps even natural and necessary, the mythic ac-
count suggests, because they serve to reestablish the principle.
Reestablishment is important, because investors will not invest if
they believe that the country hosting their investment will
breach promises upon which the investor has relied. Once reas-
sured by BITs that developing countries will not be able to break
their promises with impunity, foreign investors will be more
likely to invest. And developing countries, by thus credibly com-
mitting to live up to their word, will benefit from the resulting
flow of new investment, upon which their continued economic
development depends.®

My main argument is that, contrary to the myth, a long line
of international jurisprudence demonstrates that state promises
to foreign investors have been strongly presumptively enforcea-
ble as a matter of consistent international law and practice. This
line of jurisprudence begins in the 1930s and consolidates in the
1970s with the great oil arbitrations, in which international tribu-
nals, charged with resolving legal claims arising from petroleum
concession nationalizations in Libya and Kuwait, forcefully re-
jected extravagant claims by certain developing countries that
foreign investment contracts could be freely breached as a mat-
ter of sovereign right.

This jurisprudence demonstrates that could an investor
show to the satisfaction of a neutral, authoritative decision-
maker—typically, an international arbitral tribunal—that a state
had breached a promise to the investor, the investor would al-

2. See infra notes 50-51 and accompanying text.

3. However, empirical evidence that foreign direct investment (“FDI”) is develop-
mentally helpful is mixed. Some scholars suggest that increased FDI can be develop-
mentally harmful under certain circumstances. See Theodore H. Moran et al., Conclu-
sions and Implications for FDI Policy in Developing Countries, New Methods of Research, and a
Future Research Agenda, in DoEs FOREIGN DIRECT INVESTMENT PROMOTE DEVELOPMENT?
375, 377 (Theodore H. Moran et al. eds., 2005). Empirical evidence that bilateral in-
vestment treaties (“BIT”s) increase foreign investment is also mixed; my own studies
suggest that the treaties do not lead to increased investment. See generally Jason Webb
Yackee, Bilateral Investment Treaties, Credible Commitment, and the Rule of (International)
Law: Do BITs Promote Foreign Direct Investment?, 42 Law & Soc’y Rev. 805 (2008) [herein-
after Yackee, Bilateral Investment Treaties]; Jason Webb Yackee, Do BITs Really Work? Revi-
siting the Empirical Link between Investment Treaties and Foreign Direct Investment, in THE
EFFeCT OF TREATIES ON FOREIGN DIRECT INVESTMENT: BILATERAL INVESTMENT TREATIES,
DousLe Taxation TREATIES, AND InvESTMENT FLows 379 (Karl P. Sauvant & Lisa E.
Sachs, eds., 2009).
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most certainly be awarded meaningful compensation. BITs have
had little or even nothing to do with the widespread and long-
standing acceptance of this rule of presumptive enforceability.*

This Article’s argument is important because it suggests that
developing countries need not to embrace BITs as part of their
strategies to attract foreign investment. The BIT system has re-
cently provoked a great deal of criticism and worry, as observers
digest the still unfolding experience of Argentina, which faces
many billions of dollars in international arbitral claims resulting
from its policy response to a severe economic crisis in 2002.°
While BITs, by providing investors with guaranteed access to in-
ternational arbitration and to particular causes of action in the
event of a breach of promise, do undoubtedly support the en-
forcement of state promises to investors, they are not necessary
to render state promises enforceable. To a great extent, their
protections are simply redundant to those that already exist in
the form of strong international arbitral support for contractual
obligations.® In other words, the currently predominant interna-
tional legal arrangement for protecting foreign investments
from breaches of state promises is neither as natural nor as nec-
essary as it is sometimes portrayed to be.

This Article remains largely neutral on the important ques-
tion of whether BITs are, on net, good or bad, or desirable or
undesirable, as a matter of public policy. My aim is simply to
establish that developing countries enjoy significant flexibility to
exit the BIT system—if they come to the conclusion that BITs
are, on net, undesirable—without harming their ability to make
binding commitments to investors on a case-by-case basis
through investment contracts, supported by international arbi-
tration.

This Article’s methodology is informally empirical, focusing
on the published awards of international arbitral tribunals
charged with resolving contractrelated disputes between foreign
investors and host states—that is, focusing on what Wolfgang
Friedmann calls the “individualising application of . . . guide-

4. See also Yackee, Bilateral Investment Treaties, supra note 3, at 812.

5. See generally R. Doak Bishop & Roberto Aguirre Luzi, Investment Claims: First Les-
sons from Argentina, in INTERNATIONAL INVESTMENT Law AND ARBITRATION: LEADING
Casgs FRoM THE ICSID, NAFTA, BiLATERAL TREATIES AND CUSTOMARY INTERNATIONAL
Law 425 (Todd Weiler ed., 2005).

6. See infra Part 1L
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posts by impartial arbiters to concrete and unique situa-
tions . . ..”"7 Itis not fruitful to consider whether the principle of
pacta sunt servanda somehow can be said to exist or not to exist as
a universal principle residing in the abstract ether of customary
international law, separated from the context of concrete cases.®
What matters is whether in actual cases neutral, authoritative de-
cision-makers claim that, and act as if, state promises to investors
are legally binding. This they do, and they have done it reliably
for many years, regardless of the presence or absence of BITs.?

The Article proceeds as follows. Part II presents the mythic
account of BITs. Part III analyzes the extensive jurisprudence of
international arbitral tribunals in the pre-BIT era, which I define
as the period prior to the 1990s. This jurisprudence demon-

7. WoLFGANG FrRIEDMANN, THE CHANGING STRUCTURE OF INTERNATIONAL Law 199
(1964).

8. Because my analysis privileges actual arbitral decisions, I do not discuss in any
detail the various abstract doctrinal debates between publicists about the normatively
proper contours of pacta sunt servanda as an international legal principle governing
state contracts, or of how to properly classify the legal regime applicable to state con-
tracts, or the like. However, it is worth noting that a thorough review of those debates
supports my basic contention here: that the right of states to unilaterally terminate or
modify their contractual obligations with investors is subject to important limitations,
the most important of which is to provide the investor with meaningful compensation
in the event of breach. See John A. Westberg & Bertrand P. Marchais, General Principles
Governing Foreign Investment as Articulated in Recent International Tribunal Awards and Writ-
ings of Publicists, in 1 WoRLD BANK Group, LEGAL FRAMEWORK FOR THE TREATMENT OF
FOREIGN INVESTMENT 135, 161-62, 165 (1992) (providing a review of relevant doctrinal
debates, and finding that while most publicists “do not appear to support the unquali-
fied application of the principle of sanctity of contract, or that of pacta sunt servanda, to
State Contracts,” nonetheless the “prevalent view . . . is that the right of the State to
amend or terminate a State Contract is not absolute and . . . may be made subject to
limitations,” including the limitation that the public interest in termination be “essen-
tial” or “preeminent” and made in “good faith” and that the investor be compensated).

9. 1 am not the first to analyze the subject of pacta sunt servanda’s place in interna-
tional investment law. Professor Thomas Wilde, a distinguished scholar and practi-
tioner of international investment law, has written a number of important articles ad-
dressing or touching upon the subject. See generally, Abba Kolo & Thomas W. Wilde,
Renegotiation and Contract Adaptation in International Investment Projects: Applicable Legal
Principles and Industry Practices, 1 ]. WorLD INVESTMENT 5 (2000); Thomas W. Wilde &
George Ndi, Stabilizing International Investment Commitments: International Law Versus Con-
tract Interpretation, 31 Tex. InT’L LJ. 215 (1996). My analysis is largely compatible with
Wilde’s own, and owes many debts to his work, though, in my view, parts of his analysis
risk giving the reader a mistaken assumption that arbitral practice is less uniform and
less favorable as to the general enforceability of state promises than the cases actually
suggest. For another valuable and broader study, see generally NaGLA NassaR, SANCTITY
oF CoNTRACTS REVISITED: A STUDY IN THE THEORY AND PRACTICE OF LONG-TERM INTER-
NATIONAL COMMERCIAL TrRAnsAcTIONS (1995).
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strates that international tribunals reliably expressed support in
the abstract for the principle of pacta sunt servanda, and that they
reliably awarded investors meaningful compensation for viola-
tions of the principle. Part IV discusses why the permanent sov-
ereignty movement failed to make state promises unenforceable.
Part V summarizes the Article’s main points and responds to
four potential objections. Part VI concludes.

II. PACTA SUNT SERVANDA & BITS: THE MYTH

In this Part, I first briefly describe the modern BIT regime.
I then summarize and discuss the most important extant theoret-
ical study of BITs and the source of the myth challenged here.

A. Brief Introduction to BITs

The rapid diffusion of BITs is one of the most remarkable
recent developments in modern international law. Developing
countries have now signed thousands of the treaties, the vast ma-
jority since the early 1990s.’° Most of these BITs contain a com-
mon suite of core substantive and procedural provisions de-
signed to promote and protect foreign investment.'’ These core
provisions typically include promises of highly vague but clearly
pro-investor standards of treatment, such as promises that inves-
tors will be treated “fair[ly] and equitab{ly],” or treated on a
most-favored-nation basis, or treated as well as domestic inves-
tors.'? Of particular relevance to the mythic account of BITs,
most of the treaties also contain promises of “adequate” compen-
sation if the investor’s property is expropriated or nationalized,
and many contain so-called “umbrella clauses”—express affirma-
tions of the principle that states should live up to their promises
to investors.'”> Most modern treaties couple these substantive

10. The literature on BITs is, not surprisingly, growing rapidly. For helpful de-
scriptive overviews of the treaties, and of trends in BIT signings, see generally RupoLr
DorLzer & MARGRETE STEVENS, BitATERAL INVESTMENT TreaTIES (1995); UNITED NATIONS
CENTRE ON TRANSNATIONAL CORPORATIONS, BILATERAL INVESTMENT TREATIES (1988);
UnIiTED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, BILATERAL INVESTMENT
TreaTies 1959-1999 (2000); UniTep NaTiOoNs CONFERENCE ON TRADE AND DEVELOPMENT,
BiiATERAL INVESTMENT TREATIES IN THE Mip-1990s (1998).

11. See DoLzER & STEVENS, supra note 10, at 97-118 (discussing the core provisions
of BITs); Jason Webb Yackee, Conceptual Difficulties in the Empirical Study of Bilateral Invest-
ment Treaties, 33 Brook. J. INT'L L. 405, 415-16 (2008) (discussing the same argument).

12. See Yackee, supra note 11, at 416.

13. On the history of the umbrella clause and an analysis of recent arbitral juris-
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promises with guaranteed access to international arbitration that
investors can invoke in the event the host state breaches its BIT
obligations.'*

The ubiquity of BITs and the potential expansiveness of the
vague causes of action that they provide to investors have led to
an explosion of international investment arbitration. The Inter-
national Centre for the Settlement of Investment Disputes (“IC-
SID”) is an arbitral facility affiliated with the World Bank and is
frequently granted jurisdiction over BIT-based investment dis-
putes.'”> Over the first twenty years of ICSID’s existence, from
1966, the year the ICSID Convention'® entered into force,
through 1986, investors registered just twenty-one investment
disputes with the ICSID; in contrast, from 1987 through July 30,
2008, a comparable length of time, investors have registered 248
disputes.'” In total, ICSID has concluded 162 arbitration pro-
ceedings,'® and 124 ICSID arbitrations are currently pending.'®
Certain developing countries have been particularly exposed to
BIT-based litigation. Most dramatically, since 2000, Argentina
has faced over forty ICSID arbitrations, totaling approximately
US$16 billion in claims by investors allegedly harmed by Argen-
tina’s currency devaluation and associated policy responses to a

prudence applying it, see generally Thomas W. Wilde, The “Umbrella” Clause on Invest-
ment Arbitration—A Comment on Original Intentions and Recent Case, 6 J. WORLD INVEST-
MENT & TRADE 183 (2005).

14. See Yackee, supra note 11, at 423-33.

15. See Convention on the Settlement of Investment Disputes Between States and
Nationals of Other States, opened for signature Mar. 18, 1965, 17 U.S.T. 1270, 575
U.N.T.S. 159 [hereinafter ICSID Convention]. Investors may also gain access to Inter-
national Centre for the Settlement of Investment Disputes (“ICSID”) arbitration
through an ICSID arbitration clause in a contract, or through a state’s consent to ICSID
arbitration contained in a municipal investment law. BITs are not necessary for an
investor to arbitrate an investment dispute before an ICSID tribunal. See Yackee, supra
note 11, at 447, 451. As the cases discussed infra illustrate, many contract-based invest-
ment disputes are also litigated before the International Chamber of Commerce
(“1cen).

16. ICSID Convention, supra note 15.

17. Concluded cases are available at Int'l Ctr. for the Settlement of Inv. Disputes
[ICSID], List of Concluded Cases (Apr. 24, 2009), http://icsid.worldbank.org/ICSID/
FrontServlet’requestType=GenCaseDtIsRH&actionVal=ListConcluded [hereinafter IC-
SID, List of Concluded Cases], and pending cases are available at ICSID, List of Pending
Cases (Apr. 24, 2009), http://icsid.worldbank.org/ICSID/FrontServlet?requestType=
GenCaseDtlsRH&action Val=ListPending [hereinafter ICSID, List of Pending Cases].

18. See ICSID, List of Concluded Cases, supra note 17.

19. See ICSID, List of Pending Cases, supra note 17.
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severe economic crisis in the early 2000s.2°

The rise of investment arbitration, and Argentina’s travails
in particular, have led to a corresponding rise in discontent with
the BIT system.?' Scholars have argued that inconsistent deci-
sions by arbitral tribunals threaten the legitimacy of the system,??
that BITs give foreign investors an unfair competitive advantage
over domestic investors,2® that international arbitration under
BITs is biased in favor of investors,?* or that it wrongly impinges
upon regulatory sovereignty,?> among other criticisms.?® Criti-
cism is likely to further intensify as investors use BITs to mount
increasingly ambitious challenges to government policies in
highly sensitive issue areas.?” For example, investors are cur-
rently suing South Africa over its Black Economic Empowerment
legislation, which aims to counteract the historical legacy of
apartheid by increasing black participation in the economy.*®
Investors are also increasingly using BITs, or their equivalent in-

20. See Bishop & Luzi, supra note 5, at 425. For Argentina’s ICSID cases, see List of
Concluded Cases and List of Pending Cases, supra note 17.

21. See Yackee, supra note 11, at 459-60.

22. See generally Susan D. Franck, Legitimacy Crisis in Investment Treaty Arbitration:
Privatizing Public International Law Through Inconsistent Decisions, 73 FORDHAM L. REv.
1521 (2005).

23. See, e.g., Vicki Been & Joel C. Beauvais, The Global Fifth Amendment? NAFTA’s
Investment Protections and the Misguided Quest for an International “Regulatory Takings” Doc-
trine, 78 N.Y.U. L. Rev. 30, 129 (2003) (addressing the North American Free Trade
Agreement specifically).

924. See Gus VAN HARTEN, INVESTMENT TREATY ARBITRATION AND PuBLIC Law 167-75
(2007); Olivia Chung, Note, The Lopsided International Investment Law Regime and Its Effect
on the Future of Investor-State Arbitration, 47 VA. J. INT’L L. 953, 958, 960 (2007). The note
critiques BITs as “unequal,” “vague,” imposing “burdensome restrictions on sover-
eignty,” and as leading to “inequitable and excessive arbitral awards.” Id. at 957, 959,
963, 965.

25. See, e.g., Robert Stumberg, Sovereignty by Subtraction: The Multilateral Agreement
on Investment, 31 CorneLL INT'L L.J. 491, 49295 (1998) (discussing the “sovereignty
tradeoffs” posed by investment treaties, and arguing that the failed attempt to construct
a “multlateral agreement on investment” represented a “depart[ure] from the funda-
mental values of federalism in the U.S. Constitution”).

26. M. Sornarajah provides a brief overview of the most important critiques. See M.
SornARAJAH, THE INTERNATIONAL Law ON FOREIGN INVESTMENT 259-68 (2004).

27. Cf. Joshua Robbins, The Emergence of Positive Obligations in Bilateral Investment
Treaties, 13 U. Miami INT'L & Comp. L. Rev. 403, 404-05 (2006) (noting that the BIT
system has “given rise to a growing number of rather creative claims by investors” and
providing examples).

28. See Luke Eric Peterson, European Mining Investors Mount Arbitration over South
African Black Empowerment, INVESTMENT TReEaTY NEws (Int'l Inst. for Sustainable Dev.,
Winnipeg, Can.), Feb. 14, 2007, at 2, available at hup://www.iisd.org/pdf/2007/
itn_feb14_2007.pdf (discussing a lawsuit alleging South Africa’s Black Economic Em-
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vestment chapters in free trade agreements (“FTA”s) like the
North American Free Trade Agreement (“NAFTA”), to advance
claims against states that would be considered quixotic, if not
farcical, if brought under most domestic legal systems. For in-
stance, a U.S. investor has recently filed a formal notice of intent
to sue Canada under the investment chapter of NAFTA after the
Canadian Prime Minister reneged on a campaign pledge to op-
pose raising taxes on Canadian energy income trusts.? For a
U.S. equivalent, and to get a sense of how quixotic, one need
only imagine a lawsuit by a Canadian investor seeking damages
from the U.S. government for the first President Bush’s breach
of his ill-advised “read my lips: no new taxes” pledge.*®

B. The Mythic Account of BITs

The sheer number of investment treaties, that they have
given rise to interesting and novel legal claims, and that arbitral
tribunals formed under them are now among the most impor-
tant generators of authoritative pronouncements on interna-
tional law,®' have attracted the attention of social-scientifically
minded scholars of international law, who have sought to ex-
plain and justify the treaties’ popularity.

Professor Andrew Guzman’s 1998 article “Why [Less Devel-
oped Countries] Sign Treaties That Hurt Them” provides the
single most influential theoretical analysis of the treaties to
date.®® Guzman'’s theory has been favorably cited and applied in
the law and economics,®® international business,>* political sci-

powerment legislation “violates the terms of investment protection treaties concluded
by South Africa with Italy and Luxembourg”).

29. For relevant documents, see NAFTA Trust Claims, http://www.naftatrust
claims.com (last visited Apr. 19, 2009), a propagandistic website established by an ag-
grieved U.S. investor and containing links to incriminating YouTube videos of the
prime minister promising at a news conference not to change the tax regime.

30. For a transcript of the entire speech, see American Rhetoric: George H.W.
Bush—1988 Republican National Convention Acceptance Address, http://www.
americanrhetoric.com/speeches/georgehbush1988rnc.htm (last visited Apr. 19, 2009).

31. As noted above, ICSID currently has 124 cases pending, see supra text accompa-
nying note 19; the International Court of Justice (“ICJ”), which decides international
disputes between states, has just fifteen, see Pending Cases in the International Court of
Justice, http://www.icjcij.org/docket/index.php?pl=3&p2=1 (last visited Apr. 24,
2009).

32. Andrew T. Guzman, Why LDCs Sign Treaties That Hurt Them: Explaining the Pop-
ularity of Bilateral Investment Treaties, 38 Va. J. INT'L L. 639 (1998).

33. See Anne van Aaken, Perils of Success? The Case of International Investment Protec-
tion, 9 Eur. Bus. Orc. L. Rev. 1, 13 n.44 (2008) (citing Guzman and presenting an
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ence,” and development economics literatures.>® Given its in-
fluence, and that it is the primary source of the myth that BITs
are necessary to establish an international legal principle of pacta
sunt servanda, it is worth reviewing his argument in some detail.

For Guzman, one of the major potential impediments to in-
creased foreign investment in the developing world is the possi-
bility that developing country governments will change their pol-
icy regimes in ways that are harmful to the profitability of foreign
investment.®” The possibility of adverse changes of policy is es-
pecially problematic for foreign investors operating in sectors in
which the investment, once made, is difficult to redeploy outside
of the host state.*® For example, an investor in a mining opera-
tion cannot easily move the mine’s ore, or even the heavy equip-
ment that services the mine, in the event that the country host-
ing the investment decides to raise the royalty rate that the inves-
tor must pay for the privilege of operating the mine. Because
redeployment of fixed assets is costly, the investor may have no
choice but to accept the adverse policy change, even if the
change violates the terms and conditions that the investor rea-
sonably expected to govern the investment at the time the inves-
tor decided to invest.

One of the challenges faced by developing countries that
wish to attract investment is to credibly guarantee to investors

argument similar to his that the main function of BITs “is to make the commitment of
the host State credible”); Ryan J. Bubb & Susan Rose-Ackerman, BITs and Bargains:
Strategic Aspects of Bilateral and Multilateral Regulation of Foreign Investment, 27 INT’L REv.
L. & Econ. 291, 292 (2007) (describing Guzman’s discussion as “seminal” before
“build[ing] on and critiqu[ing]” Guzman’s model).

34. See Louis T. Wells, Protecting Foreign Investors in the Developing World: A Shift in
US Policy in the 1990s?, in INTERNATIONAL BUSINESS AND GOVERNMENT RELATIONS IN THE
21sT CENTURY 421, 444 n.24 (Robert Grosse ed., 2005) (describing Guzman’s theory as
“well-argued”).

35. See Zachary Elkins, Andrew T. Guzman & Beth A. Simmons, Competing for Capi-
tal: The Diffusion of Bilateral Investment Treaties, 1960-2000, 60 INT'L Orc. 811 (2006)
(testing statistically an implication of Guzman’s theory).

36. See Eric Neumayer & Laura Spess, Do Bilateral Investment Treaties Increase Foreign
Direct Investment to Developing Countries?, 33 WorLp Dev. 1567, 1569-70 (2005).

37. Guzman refers to this problem as one of “dynamic inconsistency,” under which
a “preferred course of action, once undertaken, cannot be adhered to without the es-
tablishment of some commitment mechanism.” Guzman, supra note 32, at 658.

38. Assets that are difficult to redeploy outside of a given relationship are often
referred to in the economics literature as having a high degree of “asset specificity.” See,
e.g., Oliver E. Williamson, Credible Commitments: Using Hostages to Support Exchange, 73
Am. Ecoxn. Rev. 519, 526 (1983).
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that the policies governing their investment will not be changed
in-ways that violate the investor’s initial expectations. As A.A.
Fatouros notes in his classic 1962 study of “Government Guaran-
tees to Foreign Investors,” for many investors

some assurance as to the future is needed. The investor must
be made to believe that there is little or no possibility that an
unfavorable legal situation will be created at a later date . . . .
In the case of most underdeveloped countries today . . . it is
impossible to predict with confidence that conditions of sta-
bility and security will exist during the period of dynamic
change ahead. Thus arises the need for legal guarantees, to
be given by the state or states concerned to foreign investors.
The guaranteeing states have to commit themselves as to the
future, to promise that certain measures are not going to be
taken, that certain others will continue to be taken, or that
the investor will be compensated for any loss due to changes
in such measures.?

These government guarantees might take the form of provi-
sions in municipal legislation or, quite frequently in the natural
resources sector, in which investments are both difficult to rede-
ploy and often politically sensitive, in the form of formal con-
tracts between the host state and the foreign investor.*®

To Guzman, the popularity of BITs is explained largely as a
response to successful efforts by developing countries, acting col-
lectively through the UNGA in the 1950s, 1960s, and 1970s, to
destroy rules of customary international law that supported the
enforceability of these guarantees. In his story, developing coun-
tries used a series of UNGA resolutions related to the movement
to establish “permanent sovereignty over natural resources” as
an international legal principle, and culminating in the 1974
Charter of Economic Rights and Duties of States*' (“CERDS”),
to attack and eliminate the so-called “Hull Rule” of customary
international law.*? Developed countries have long argued that
custom required that investors should always and with no excep-
tions receive “prompt, adequate, and effective” compensation

39. A.A. FAToUrROS, GOVERNMENT GUARANTEES TO FOREIGN INVEsTORs 63 (1962)
(internal citations omitted).

40. See id. at 69-128, 232-301.

41. G.A. Res. 3281 (XXIX), U.N. A/RES/29/3281 (Dec. 12, 1974) [hereinafter
CERDS].

42. See Guzman, supra note 32, at 644-51.
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where the foreign investor’s property has been taken (e.g., ex-
propriated or nationalized) by the host government.*® This al-
leged rule of custom was originally articulated by U.S. Secretary
of State Cordell Hull in response to Mexico’s 1938 nationaliza-
tion of the petroleum industry,** and since that time the U.S.
government has insisted that the customary rule is and always
has been that “prompt, adequate and effective” compensation
(which I refer to in shorthand below simply as “adequate” com-
pensation) is always required.*®

What “adequate” compensation is supposed to entail in
practice is not always entirely clear, but commentators typically
suggest that it means “full™*® or “just”*’” compensation that fairly
reflects the market value of the property taken. This is the ap-
proach taken in modern U.S. BITs, which affirm that adequate
compensation is always due in the event of expropriation, and
which typically clarify that adequate compensation means “fair
market value.”*® In the investment contract setting, we can also
usefully think of adequate compensation as somewhat analogous
to what contract law scholars typically refer to as “expectation
damages”—the principle that if a legally enforceable promise
has been breached, the victim is entitled to be placed in the posi-
tion he would have occupied had the promise been fully per-
formed.*

Developing country challenges to the U.S. position were
mild at first, to say the least. A two-paragraph 1952 UNGA reso-
lution on the “right freely to use and exploit their natural wealth

43. Property Rights: General Considerations, 3 Hackworth DicesT § 288, at 658-59.

44. See id.

45. See Guzman, supra note 32, at 645 n.19 (discussing U.S. statutory incorporation
of the Hull Rule).

46. See Frank G. Dawson & Burns H. Weston, “Prompt, Adequate and Effective” A
Universal Standard of Compensation?, 30 ForopHam L. Rev. 727, 737-38 (1962).

47. See Georg Schwarzenberger, The Abs-Shawcross Draft Convention on Investments
Abroad: A Critical Commentary, 9 J. Pus. L. 147, 161 (1960).

48. Kenneth J. Vandevelde, The Bilateral Investment Treaty Program of the United
States, 21 CornELL INT’L L.J. 201, 232 n.208 (1988). Even the precision that “market
value” requires does not solve all potential ambiguities and problems in actual applica-
tion to concrete cases. In many circumstances the expropriated property (such as a
long-term concession agreement to extract a particular natural resource) will not have
an identifiable market value, because no true market for such concessions exists to
provide the appropriate reference price. In those cases, the adjudicator will likely enjoy
considerable discretion in determining the particular level of compensation that is ade-
quate.

49. Guzman, supra note 32, at 680.
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and resources” introduced the concept of permanent sover-
eignty, without defining it, as an “inherent” “right of peoples”
and “recommend[ed] all Member States to refrain from acts, di-
rect or indirect, designed to impede the exercise of the sover-
eignty of any State over its natural resources.”’

Resolution 626 was followed ten years later by the most im-
portant UNGA resolution on permanent sovereignty, Resolution
1803.5! In Article 4, a near-unanimous Assembly, including the
United States, adopted language declaring that investors “shall
be paid appropriate compensation . . . in accordance with interna-
tional law” where their property—including, by inference, their
contract rights—has been taken, and that disputes over compen-
sation “should be made through arbitration or international ad-
judication” where the investor and state have so agreed.>”

The use of the word “appropriate” rather than “adequate”
was a semantic though not necessarily substantive concession to
developing countries. The fact that Article 4 stated the standard
as “appropriate . . . in accordance with international law” gave
developed countries ample space to make the highly plausible
argument that Article 4 was fully compatible with the Hull Rule,
as the “appropriate” amount of compensation was “adequate”
compensation, as international law required.”®

Just as importantly, Article 3 of Resolution 1803 affirmed

» o«

50. G.A. Res. 626 (VII), U.N. Doc. A/2361 (Dec. 21, 1952). The United States
opposed Resolution 626 because it failed to contain any “indication that states which
take private property should recognize the rights of private investors under interna-
tional law.” James N. Hyde, Permanent Sovereignty over Natural Wealth and Resources, 50
AMm. J. InT’L L. 854, 854 (1956).

51. G.A. Res. 1803 (XVII), U.N. Doc. A/5217 (Dec. 14, 1962). For a discussion of
Resolution 1803’s drafting history, see Karol N. Gess, Permanent Sovereignty over Natural
Resources: An Analytic Review of the United Nations Declaration and its Genesis, 13 INT'L &
Comp. L.Q. 398 (1964). For a comprehensive list of permanent sovereignty-related
United Nations General Assembly (“UNGA”) resolutions and other U.N. decisions, see
Nico SCHRIJVER, SOVEREIGNTY OVER NATURAL RESOURCES: BALANCING RiGHTs AnD Du-
TIES app. 1 (1997).

52. G.A. Res. 1803, supra note 51, 1 4 (emphasis added).

58. See Gess, supra note 51, at 427-28 (noting the position of the United States and
Ireland that “‘appropriate compensation’ could only mean [adequate compensation];
the term ‘appropriate’ . . . was merely descriptive and had no technical or qualitative
meaning,” a position affirmed by Chile, the author of the draft language); Stephen M.
Schwebel, The Story of the U.N.’s Declaration on Permanent Sovereignty over Natural Resources,
49 A.B.A. J. 463, 466 (1963); Robin C.A. White, A New International Economic Order, 24
INT'L & Comp. L.Q. 542, 545 (1975) (Resolution 1803 “embodied” the “developed na-
tion’s view”). But see Henry Landau, Protection of Private Foreign Investments in Less Devel-
oped Countries—its Realities and Effectiveness, 9 Wm. & Mary L. Rev. 804, 811-12 (1968)
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that host state promises to investors were legally binding,?* and
Article 4 articulated the right of investors and host states to
agree to settle compensation disputes through international ad-
judication. This latter declaration was particularly significant, as
international adjudicators were more likely than the host state’s
municipal courts or authorities to take the view that promises to
investors should indeed be upheld, and that “appropriate” com-
pensation for breach was, generally speaking, something approx-
imating full compensation.

Resolution 1803, despite its articulation of an ostensibly pro-
developing—country international legal principle of “permanent
sovereignty,” thus represents, as Gess argues,

[A] positive reaffirmation of four basic principles of interna-
tional law:

1. That compensation must be paid in the event of a lawful
taking of rights and property;

2. That such compensation must be paid in accordance with
international law . . . ;

3. That investment agreements between States and private
parties have a binding effect;

4. That arbitration agreements between States and private
parties have a binding effect.?®

Guzman argues that these reaffirmations were, in effect,
overturned or superseded by the UNGA’s 1974 adoption, over
strong developed country protests, of CERDS.*® CERDS was the

(suggesting that the developed countries’ preferred interpretation of “appropriate” as
“adequate” was not shared by developing countries).

54. Article 3 of G.A. Res. 1803 reads:

In cases where authorization is granted, the capital imported and the earnings

on that capital shall be governed by the terms thereof, by the national legislation in

force, and by international law. The profits derived must be shared in the

proportions freely agreed upon, in each case, between the investors and the
recipient State, due care being taken to ensure that there is no impairment,

for any reason, of that State’s sovereignty over its natural wealth and resources.
G.A. Res. 1803, supra note 47 (emphasis added); see also Landau, supra note 53, at 813-
14.

55. Gess, supra note 51, at 448. Gess further summarizes Resolution 1803 as “af-
firming the rule of pacta sunt servanda.” Id. This is not to say that Resolution 1803
contains no important ambiguities. In particular, the resolution never defines “perma-
nent sovereignty.” More technically, and as Landau points out, the resolution fails to
clarify the precise relationship between public international law principles that might
govern contractual relations and potentially relevant municipal law. See Landau, supra
note 53, at 813-14.

56. See Guzman, supra note 32, at 650-51; CERDS, supra note 41.
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culmination of developing country efforts to establish a New In-
ternational Economic Order (“NIEO”).57

For present purposes, the most relevant provision of CERDS
is Article 2, which declares that

Each State has the right . . . [t]o nationalize, expropriate, or
transfer ownership of foreign property, in which case appro-
priate compensation should be paid . . . taking into ac-
count . . . all circumstances that the State considers pertinent.
In any case where the question of compensation gives rise to a
controversy, it shall be settled under the domestic law of the
nationalizing State and by its tribunals, unless it is freely and
mutually agreed by all States concerned that other peaceful
means be sought on the basis of the sovereign equality of
States and in accordance with the principle of free choice of
means.*®

The use of the permissive “should” rather than the obliga-
tory “shall” of Resolution 1803 might suggest that, at least as
CERDS is concerned, “appropriate” compensation for expropri-
ation is not necessarily required in all circumstances. Note that
Article 2 also asserts that the host state “shall” decide what
amount of compensation, if any, is appropriate, and that such
decision shall be made under municipal (and presumably not
international) law applied by municipal courts (and presumably
not by international adjudicators who might be more willing to
hold that promises should be kept, and full compensation paid
when they are not). More generally, CERDS is notable because
its purported scope of application extends to “all . . . wealth,
natural resources, and economic activities.”®® The inclusion of
“wealth” and “economic activities” was intended to signal that
permanent sovereignty principles were not only applicable to
the natural resources sector (which had been the explicit and
largely exclusive focus of the permanent sovereignty movement
up to that point), but were also supposedly applicable to eco-

57. On 1974 Charter of Economic Rights and Duties of States (“CERDS”) as part
of the New International Economic Order (“NIEQ”), see generally Gillian White, A New
International Economic Order?, 16 Va. J. INT'L L. 323 (1976). Other NIEO-related UNGA
resolutions include: G.A. Res. 3202 (S-VI), U.N. Doc. A/RES/3202 (May 1, 1974); G.A.
Res. 3201 (S-VI), U.N. Doc. A/RES/3201 (May 1, 1974); G.A. Res. 3171 (XXVIII), U.N.
Doc. A/RES/3171 (Dec. 17, 1973) [hereinafter Permanent Sovereignty].

58. CERDS, supra note 41, art. 2 (emphasis added).

59. Id.
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nomic activities involving foreign investors in all other sectors of
the economy.

In Guzman’s view, the NIEO resolutions “thoroughly under-
cut” the notion that “adequate” compensation must be paid
under international law for expropriation, nationalization, or, by
extension, breaches of state promises to investors.®® As he puts
1t,

Essentially, CERDS puts the host country government in full
control and places the investor at the mercy of that govern-

ment.

.« . [T]he Hull Rule . . . was no longer a rule of customary
international law.

.. . The international rules governing . . . investment were

entrely uncertain and individual states were in a position to
determine what constituted appropriate compensation.®!

For Guzman, the rise of BITs in the 1990s thus suggests a
paradox: after destroying the Hull Rule of adequate compensa-
tion in the 1970s, many developing countries were now reaffirm-
ing their support for the rule by signing BITs that explicitly pro-
vided for the payment of adequate compensation in the event of
expropriation.”” Guzman explains this arguably paradoxical be-
havior by reference to cartel theory. In his view, developing
countries succeeded through their U.N. efforts in creating a le-
gal cartel, consisting of no international legal protection for for-
eign investors that collectively benefited developing countries.5?
As long as most or all developing countries supported the cartel,
foreign investors would have no choice but to invest under unfa-
vorable international legal rules if they chose to invest at all.%*
As with economic cartels, however, members of the U.N. legal
cartel faced incentives to defect from the collective regime by
offering investors, through BITs, guarantees of more favorable
treatment, including guarantees of “adequate” compensation,
because defecting countries might expect to capture a greater

60. Guzman, supra note 32, at 649.

61. Id. at 650-51.

62. See id. at 642. Many but not all BITs guarantee “adequate” compensation for
expropriation; some of the treaties use words such as “just” to describe the requisite
standard. See DoLzER & STEVENS, supra note 10, at 97-118 (describing the typical content
of BITs, including provisions on compensation for expropriation).

63. See Guzman, supra note 32, at 678.

64. See id.
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share of available foreign investment.®®

There are a number of questionable aspects to Guzman’s
story. I will briefly mention four before addressing the fifth, the
main focus of the Article.

First, Guzman seems to assume that the Hull Rule was actu-
ally incorporated into customary international law, and thus was
available to be destroyed by CERDS. However, incorporation
was and remains a highly contested issue among legal scholars,
many of whom argue quite plausibly that customary interna-
tional law has never fully reflected the Hull formulation.®® Sec-
ond, Guzman seems to assume that the various UNGA resolu-
tions, and particularly CERDS, can be said to have created upon
passage meaningfully binding customary international law. But
in fact there is great uncertainty as to the conditions under
which UNGA resolutions may be said to create new, binding in-
ternational law,®” and there are, to my knowledge, no serious

65. See id.

66. Whether a rule of customary law exists is said to depend on whether there is a
widespread state practice in which states act in a certain way out of a sense of legal
obligation (opinio juris). See 1aN BROWNLIE, PRINCIPLES OF PUBLIC INTERNATIONAL Law 7
(1990). Much of the debate about whether the Hull Rule currently reflects or ever
reflected customary law has focused on identifying instances of expropriation of for-
eign-owned property, and analyzing whether the amount of compensation paid, if any,
seems to reflect the “full” value of the investor’s loss. Dawson and Weston provide an
early survey of compensation practice, and conclude that the payment of adequate
compensation is “[f]ar from being a ‘rule’ of international law” and that “the demand
for . . . ‘adequate’ . . . compensation would appear to be little more than a preference
assumed [by investors and their home governments] for bargaining purposes—an ele-
ment of legal mythology to which spokesmen pay ritualistic tribute and which has little
meaning in effective policy.” Dawson & Weston, supra note 46, at 757. Later surveys of
lump-sum settlements of investorstate disputes suggest that the compensation paid is
often less than “full” compensation, though the extent to which these settlements may
be properly viewed as indicative of customary international law remains debated, as
diplomatic settlements may lack the opinio juris said to be required of customary law
formation. See SCHRIJVER, supra note 51, at 192-93; see also Bernard Kishoiyian, The Utility
of Bilateral Investment Treaties in the Formulation of Customary International Law, 14 Nw. ].
InT’L L. & Bus. 327, 359 (1994) (“The argument that the ‘prompt, adequate, and effec-
tive formula’ is traditional international law finds little support in state practice or au-
thoritative treatises and monographs.”). See generally Samuel K.B. Asante, International
Law and Foreign Investmeni: A Reappraisal, 37 INT'L & Comp. L.Q, 588 (1988); Richard B.
Lillich & Burns H. Weston, Comment, Lump Sum Agreements: Their Continuing Contribu-
tion to the Law of International Claims, 82 Am. J. INT’L L. 69 (1988).

67. For extensive citations to various participants in the debate over the legally
binding nature of UNGA resolutions, see Robert B. Von Mehren & P