-

View metadata, citation and similar papers at core.ac.uk brought to you byj: CORE

provided by Institutional Research Information System University of Turin

Protecting Foreign Investments in Public Services:
Regulatory Stability at Any Cost?

Francesco Costamagna, University of Turin & Cotbe@arlo Alberto

Abstract

The article addresses the tension between regulat@ability and regulatory

change within the international regime for the potibn of foreign investments.

The work focuses on public services, a sector whertking a balance between
stability and change has been highly problemati¢his context, modifications of

the regulatory framework may substantially afféat profitability of investments

that normally presuppose large network infrastmegu On the other hand,
adapting the regulatory framework to ever-changsogial needs is crucial to
pursue fundamental social purposes.

The article deals with this tension through thesipriof the fair and equitable
treatment standard and the protection of investiegtimate expectations. The
analysis shows that there has been an evolutigherarbitral practice, but that
there is still considerable uncertainty on key atpeThe paper proposes the
adoption of an interpretive approach that can hedge the tension between

stability and change.

Keywords: change, FET, legitimate expectations, regulatitahikty

1. Introduction
The international regime for the protection of fgre investments has gained
unprecedented visibility over the past decade,tdube growth in the number of
international investment agreements and, more itaptly, the boom of investor-
State arbitration. This evolution has raised comeebout its impact on States’
regulatory autonomy. Indeed, the reach of thesputks goes well beyond mere
commercial matters to encompass key aspects of B@ses’ socio-economic
order.

The regulation of public services is one of the mexamples in this regard.
Over the past few years, there have been a gromingper of cases concerning
measures taken by host States to regulate foraigsiments in this sector. This

evolution has been aided and abetted by liberadizand privatization policies
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that, since the late 1970s, have spread all oewtdrld. This process has opened
up new spaces for the participation of private @ctio a sector traditionally
dominated by State-owned or State-controlled estitHowever, the relationship
between the private party and the public authdrdg often proved difficult, for
both technical and socio-political reasons, oftedieg up before an international
arbitral panel.

A key concern in this context is reconciling regafs change and regulatory
stability. In the case of public services, the tieleship between the two
conditions is even more problematic than in otheosnemic sectors. Indeed,
modifications of the regulatory framework may sabsially affect the
profitability of investments that normally presugpothe existence of large
network infrastructures and, consequently, entahHevels of sunk costs and
long payback periods. Regulatory stability is taysaramount concern for foreign
investors and, according to some commentators dntlad tribunals alike, it is a
priority of the entire protection system. On thkesthand, adapting the regulatory
framework to ever-changing social needs and chgdiens crucial for public
services to be able serve their fundamental sqmsposes. The continuous
exercise of regulatory powers now represents th@ matrument at the disposal
of national authorities to ensure that these sesvican contribute to fulfilling
peoples’ everyday needs and to enhancing sociasomn

The outcome of this exercise depends greatly onaghygoach taken by
international arbitrators to define treaty prowsoand, in particular, on their
capacity and willingness to pay due regard to #ut that these activities are not
ordinary business operations being them functibmahe pursuit of fundamental
social objectives. Therefore, when assessing whethehange to the regulatory
framework in which the investment operates compliggh international
protection standards, it is necessary to respecdhdist State’s capacity to regulate
in the public interest.

This article focuses on the protection of investdegitimate expectations
within the fair and equitable treatment, proposarginterpretive approach that
allow for the reconciliation of stability and chanm this context. To this end, the
article first deals with the notion of regulation ihe public service sector by
exploring its categorization as a right and/or & df States. The analysis then

examines the increasingly important role played thg fair and equitable
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treatment standard in arbitral practice, also wathard to public services’ cases.
In particular, the article considers the difficalti of finding an equilibrium
between stability and change in the public servisestor by examining the
impact of the legitimate expectations doctrine upgwst States’ capacity to
modify the regulatory framework in which the invesint operates. The article
takes a critical stance toward early arbitral awavtich took a markedly pro-
investor and pro-stability approach. Lastly, builgion more recent arbitral
decisions, the article calls for the adoption dhiee-steps interpretive approach
that may contribute to ease the tension betwednlistaand change in a highly

sensitive sector.

2. Public Services' Regulation and its Impact uporfForeign Investments:
Change vs. Stability

The role of the State in the provision of publicveges has markedly changed in
recent decades, mainly because of the impact of liberalization and
privatization policies that have been variously @dd and implemented by
several countries around the world. Some of thetfans traditionally exercised
by public authorities have been progressively fiemnsd to private or mixed
actors. However, public authorities are still expdcto intervene in order to
ensure that public services are organized and gedvin a way that preserves
their specific function. Indeed, these servicesnoaibe fully equated with other
economic activities because they are vital forilfuly peoples’ everyday needs,
enhancing social cohesion, and fostering economuw/tty. Ensuring (universal)
access to high-quality public services is widelgamled as one of the key
functions of the State.

Especially in those cases where public servicee Haeen liberalized or
privatized, regulation is the main instrument &t ¢ciisposal of public authorities to
perform this function. Before proceeding with thealysis, it is worth observing
that the notion of ‘regulation’ has an uncertaigale meaning, at least under
international law. This paper will use the termaitbroad sense encompassing all
the measures taken by public authorities to “inflzje], control[...] and guid[e]

economic or other private activities with impactathers™ the purpose being to

1 M. Krajewski, National Regulation and Trade Liberalization in Services (Kluwer Law International
2003) 4.
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achieve specific socio-economic policy objectivdisshould be stressed that the
term ‘public authorities’ is meant to cover nottjuentral authorities, but also
independent agencies or bodies, as well as lo¢hbaties, which play a major

role in the regulation of public services.

A distinction is often drawn between economic arawtia regulation,
depending on the objectives that it pursiEsonomic regulation mainly aims at
correcting market failuréshat, according to the neo-classical economic riheo
may lead to an inefficient allocation of resouraéspot properly regulated. Some
of these failures are particularly relevant to jpulservices, as is the case of
natural monopolies. Indeed, the supply of publicvises normally requires the
existence of expensive network infrastructures taanot be duplicated so as to
allow the entry of new competitors. Therefore, ¢hex the need to prevent the
provider from exploiting its monopolistic power byor instance, charging
excessive fees to end-users.

Regulation performs functions that go beyond theremtion of market
failures because it may address distortions thatroeven in cases where the
market works properly. Indeed, economic efficiedogs not necessarily entail a
fair distribution of costs and benefits. Conseqlyerthere is a need for the State
to intervene in order to ensure that public sewi@an contribute to the
achievement of fundamental social objectiveShis may occur through the
imposition of public service obligations upon thepder or the providers. These
obligations, which may take different forms and dadifferent purposes, are
generally geared to ensuring the affordability, greaphical coverage and quality

of public services’ suppl$.

2 The Glossary of Industrial Organisation Economics and Competition Law, compiled by R.S. Khemani and
D.M. Shapiro, commissioned by the Directorate for Financial, Fiscal and Enterprise Affairs (OECD
1993) defines regulation as the ‘imposition of rules by government, backed by the use of penalties that
are intended specifically to modify the economic behaviour of individuals and firms in the private
sector”. An equally broad definition is used by B.M. Mittnick, The Political Economy of Regulation
(Columbia University Press 1980) 1. The Author defines regulation as ‘the intentional restriction of a
subject’s choice of activity by an entity not directly party or involved in that activity’.
3 This distinction is not to be taken too rigidly, as regulatory measures normally pursue different types
of objectives simultaneously. See Krajewski (n. 1) 18.
4R. Baldwin, M. Cave, Understanding Regulation — Theory, Strategy and Practice (Oxford University Press
1999) ch. 2. Conversely, according to the private interest theories of regulation, regulatory functions
are not meant to serve the public interest because they are captured by powerful private groups. See
E. Dal Bo, ‘Regulatory Capture: A Review’ (2006) 22 Oxford Review of Economic Policy 203, 203-225.
5 G. Palast, J. Oppenheimer and T. Macgregor, Democracy and Regulation: How the Public Can
Govern Essential Services (Pluto Press 2003).
6 I. Houben, ‘Public Services Obligations: Moral Counterbalance of Technical Liberalization
Legislation’ (2008) 16 European Review of Private Law 7, 7-27.
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Public services are by no means the only economatos where States
exercise their regulatory functions. However, irs tbontext, regulation plays a
role that is far more important than in other ecuimsectors because it has a
‘constitutive’ value. Indeed, the exercise of regoaiy functions by public
authorities, through the imposition of specific ightions on the supply of the
service, marks the existence of a ‘public serviemed distinguishes it, also with
regard to its legal status, from other economioviigts. This is what is called the
‘objective’ approach to the definition of ‘publiewice’, so as to distinguish it
from the traditional ‘subjective’ understanding tbe notion. The latter derives
from the French doctrine skrvice publiand tends to identify public services by
looking at the subject providing them, which is tB&ate or a State-controlled
entity.” The objective definition of public services hasinga increasing
recognition in recent times because it better cedléhe evolution of the role of
the State in the provision of public services. kustance, this definition is
commonly used in the EU legal order to define tbheam of ‘services of general
economic interest’, an expression which is usedhiat context to avoid the
ambiguities deriving from the use of ‘public semst® In 2003, the European
Commission explained that the concept, which carfdoed in Article 106.2
TFEU, refers to “services of an economic naturecwhhe Member States or the
Community subject to specific public service obligas by virtue of a general
interest criterion’®

As observed by Lowe with regard to regulation imeyal, the exercise of
regulatory functions is “an essential element efpermanent sovereignty of each
State over its econom¥’and it must consequently be considered as a sguere
right. The existence of such a right has been legtaby the GATS, whose
Preamble reiterates the need to respect “the afhtembers to regulate, and to
introduce new regulation, on the supply of serviwéhin their territories in order

"See M. Hatiou, Précis de droit administratif et de droit public (Sirey 1927); G. Jéze, ‘Le service public’
(1926) Revista de Drept Public 167, 171-172.

8 But these efforts seem to have been to little avail because the notion of services of general economic
interest, as well as its relationship with other related concepts, such as that of services of general
interest, is still uncertain and has generated much confusion. See generally U. Neergaard, ‘Services of
General Economic Interest: The Nature of the Beast’, in M. Krajewski, U. Neergaard and J. Van de
Gronden (eds), The Changing Legal Framework for Services of General Interest in Eurgpe (TMC Asser Press
2009) 17-50.

® Buropean Commission, Green Paper on Services of General Interest (2013) COM(2003) 270 def., 17.

10V, Lowe, Regulation or Expropriation?’, (2002) 55 Current 1.egal Problems 447, 450-451.
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to meet national policy objective$®. The need to preserve States’ regulatory
autonomy seems to have finally made its way also imternational investment
agreements, being couched in terms that strongblirthose used in the GAT3.
For instance, in Article 8.9, paragraph 1, of theelstment Chapter of the EU-
Canada Comprehensive Economic and Trade Agreen@ETA) the Parties
“reaffirm their right to regulate within their téaries to achieve legitimate policy
objectives™?

Preserving host State’s capacity fully to exerdisaegulatory powers is all
the more important with regard to public servicas,their provision represents
one of State’s core sovereign functions and, uliéhyaits veryraison d’étre The
role of public services as constitutive elementsthef State had already been
emphasised in the early nineteenth century by dhealled School of Bordeaux.
In particular Leon Duguit, the founder of the Schaeaticized the assimilation of
the State to the concept giuissance publid* instead conceiving it as a
“cooperation de services publics organisés et otésrpar des gouvernants”.
This approach still retains its value because pw#rvices continue to be “a key
element of the modern social and welfare stataihd a building block of its
legitimacy.

The adoption of a less State-centric vision hameg@eip new perspectives on

the regulation of public services, which is nowrgasingly considered as a duty

1 The recognition of this right sought to respond to the concerns that the adoption of GATS might
jeopardize States’ capacity to regulate services and, in particular, public services. The WTO website
also features a section devoted to “Misunderstanding and scare stories: The right to regulate”
(<http:/ /www.wto.org/english/tratop_e/serv_e/gats_factfiction11_e.htm> accessed on 27 October
2016). On the relationship between trade and public services see A. Arena, “The GATS Notion of
Public Services as an Instance of Intergovernmental Agnosticism: Comparative Insights from the EU
Supranational Dialectics’, (2011) 45 Journal of World Trade 489, 489-528; M. Krajewski, ‘Public Services
and Trade Liberalization: Mapping the Legal Framework’ (2003) 6 Journal of International Economic Iaw
341, 341-367; R. Adlung, ‘Public Services and the GATS’ (2005) 9 Journal of International Economic Law
455, 455-485.

12'This is just another example of the tendency by international investment agreements to borrow
from the WTO system, in the attempt to rebalance economic and non-economic concerns within the
international regime for the protection of foreign investments. On this trend see generally J. Kurtz,
The WTO and International Investment Law (Cambridge University Press 2016).

13The Agreement has been signed on 30 October 2016 after that negotiations were concluded in
August 2014, A consolidated version of the Agreement can be accessed here:
<http://data.consilium.curopa.cu/doc/document/ST-10973-2016-INIT/en/pdf> accessed on 31
October 2016.

14 See M. Hariou, Precis de droit administratif et droit public (Larose 1901) 26-27.

15 1.. Duguit, Traité de droit constitutionel. Tome cinquiéme. Les libertés publiques (Ancienne
Librairie Fontemoing 1925) 55.

16 M. Krajewski,  ‘Investment Law and  Public  Services’, 3  available at
<http://papers.sstn.com/sol3/papers.cfmPabstract_id=2038514> accessed on 27 October 2016).
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of the State and not just a sovereign righthis evolution has mainly taken place
with regard to the objective of ensuring the fulbfection of human rights, and, in
particular, social and economic rights. It is wasthserving, due to its importance
for this inquiry, that the debate has mostly cahine States’ responsibilities in
those cases where the supply of essential seri@edeen entrusted to private
operators® There is now consensus on the fact that the chmficeutsourcing
public services’ provision to private actors does absolve the State from the
realization of rights and, hence, from making ukallthe regulatory tools at its
disposal to this end. For instance, in 2007 theHigh Commissioner for Human
Rights, after recalling that international humaghts law is neutral with respect to
the operational arrangement adopted for the pravisf services, confirmed that
“Governments and public officials remain primaritgsponsible for ensuring
progress toward the realization of rights” and, semguently, they “must take
measures to ensure that limited resources, pubieedl as private, are used in the
most effective manner to promote the realizationrights, giving particular
attention to improving the situation of those mimsheed”*® This argument has
been reiterated and better specified with partrcidgard to the right to water and
sanitation. The Human Rights Council, in a Resofutiadopted in 2010,
reaffirmed that “the delegation of the delivery sdfe drinking water and/or
sanitation services to a third party does not exehgpState from its human rights
obligations” and called upon States to adopt ailéetaeries of measures to fulfil
their duties. Inter alia, States are urged to develop appropriate tools and
mechanisms “to achieve progressively the full mion of human rights
obligations related to safe drinking water and tsaioin, including in currently
unserved and underserved areas” and “to adopt amulernent effective

regulatory frameworks for all service providersline with the human rights

17See High Commissioner for Human Rights, Economic, Social and Cultural Rights. Handbook for National
Human Rights Institutions (United Nations 2005), 18 where it states that “[tlhe obligation to fulfil
economic, social and cultural rights ... can entail issues such as ... the provision of basic public
services and infrastructures”.

18 C. Graham, ‘Human Rights and the Privatization of Public Ultilities and Essential Services’, in K.
De Feyter and F. Gomez Isa (eds), Privatization and Human Rights in the Age of Globalization (Intersentia
2005) 33-56.

19 Report of the United Nations High Commissioner for Human Rights to ECOSOC (focusing on the
concept of progtessive realization of economic, social and cultural rights), UN Doc. E/2007/82 of 25
June 2007, parr. 34-36.
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obligations of States®

The exercise of regulatory functions by the hosttedt with regard to public
services has a profound impact on the investmerademin this sector. The
viability and the profitability of the activity caed out by the investor is heavily
dependent on the regulatory choices adopted bydhgetent authorities with
regard, for instance, to the obligations to beilfatl in supplying the service or
the mechanism for the calculation of tariffs. THependence is made more acute
by the fact that these investments normally presspphe existence of large
network infrastructures and, consequently, entagjh Hevels of sunk costs and
long payback periods. On the one hand, invest@sharistage' to the host State
because assets cannot be moved elsewhere. Onhée hand, infrastructure
investments are particularly exposed to the sadalbbsolescing bargain
phenomenor! which may occur after the bulk of the investmeas been made
and the host government, mostly for political ostjelectoral reasons, seeks to
force a revision of the terms of the agreement withinvestor by resorting to its
sovereign powers. This is what happened invivendi 1l case, where the newly-
elected authorities of the Province of Tucuman alidrything in their power to
undermine the privatization of water and sewageises which had been enacted
by the earlier administration. To this end, theyumied what the arbitral tribunal
defined “an illegitimate campaign against the ces@n’?? by using their

regulatory powers to put pressure on the concesisean

3. Regulatory Change vs. Regulatory Stability in te Context of Public
Services through the Lens of the Fair and EquitableTreatment: Taking
Stock

3.1 Stability and Protection of Legitimate Expeictas as Elements of the Fair
and Equitable Treatment Standard: Issues of Whyt+émal
The fair and equitable treatment (FET) standard dagiired an increasingly

20 Resolution adopted by the Human Rights Council. Human Rights and Access to Safe Drinking Water and
Sanitation (2010) A/HRC/RES/15/9.

21See R. Vernon, Tong-Run Trends in Concession Contracts’ (1967) Proceedings of the American Society
Sor International Law 81, 81-89. See more recently E.J. Woodhouse, “The Obsolescing Bargain Redux?
Foreign Investment in the Electric Power Sector in Developing Countries’ (2006) 38 New York Journal
of International Law and Policy 121, 121-219.

22 Compafiia de Aguas del Aconquijia S.A. and Vivendi Universal S.A. v. The Argentine Republic,
ICSID Case No. ARB/97/3, Award (20 August 2007) para. 7.4.19.
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important role in the debate on the balance betwseast States’ regulatory
flexibility and foreign investors’ need for regutay stability under international
investment law. It has progressively taken preceéeover the discipline of
expropriation. The standard was long “a sleepingubg?®in the international
regime for the protection of foreign investors hes= arbitral tribunals
‘discovered’ it only in the 2000s. However, in avfgears it has become the most
frequently invoked standard in investment dispiites as pretentiously stated in
AWG/Suez'the Grundnormor basic norm of international investment lad¥”.
There are two main reasons for its success. FhstFET is less politically
charged than other standards as “it provides a rsopple way of providing a
remedy appropriate to the particular situation asygared to the more drastic
determination and remedy inherent in the concepeagiilatory expropriation®
Second, much emphasis has been put on the allatratsic vaguenegéof an
“amorphous concept'?® allowing international arbitrators to progressivel
broadening the scope of application of the standardforeign investors’
advantage. Some scholars have gone so far as te dhgit the use of an
“intentionally vague term” was specifically meant “give adjudicators a quasi-
legislative authority to articulate a variety oflasi necessary to achieve the
treaty’s object and purposé®This overstatement of the role and functions of
arbitral tribunals clearly evidences the mindset @dlowed FET to become a sort
of “catch all provision which may embrace a vergdadt number of governmental
acts”2% having a potentially considerable impact on tleediom of a government

23 C. Schreuer, “Fair and Equitable Treatment in Investment Treaty Law’, in F. Ortino, L. Liberti, A.
Sheppard and H. Warner (eds), Investment Treaty Law. Current Issues I (British Institute of International
and Comparative Law 2007), 92.

24R. Dolzer, ‘Fair and Equitable Treatment: A Key Standard in Investment Treaties” (2005) 39 The
International Lawyer, 87, 87.

25 Suez, Sociedad General de Aguas de Barcelona S.A. and Vivendi International S.S. v. The Argentine
Republic, ICSID Case No. ARB/03/19 and AWG Group Ltd. v. The Argentine Republic,
UNCITRAL Case, Decision on Jurisdiction (3 August 2006), para. 188.

28 International Thunderbird Gaming v. The United Mexican States, UNCITRAL (NAFTA), Arbitral Award
(26 January 2006), Separate Opinion of Prof. T. Wilde. See also Sempra Energy International v. The
Argentine Republic, ICSID Case No. ARB/02/16, Awatd (28 September 2007) para. 301.

278, Schill, ‘Fair and Equitable Treatment under Investment Treaties as an Embodiment of the Rule
of Law’, IIL] Working Paper 2006/6, 5.

2B, Choudhury, ‘Evolution or Devolution? Defining Fair and Equitable Treatment in International
Investment Law’ (2005) 6 Journal of World Investment and Trade 297, 297.

29 C. Brower II, ‘Structure, Legitimacy and NAFTA’s Investment Chapter’ (2003) 36 IV anderbilt Journal
of Transnational Law 37, 60.

0 Dolzer (n. 24) 88.



to regulate its econoniy.

Over the years, arbitral tribunals have identifeedciumber of elements that
give substance to the standard. One of the comp®ishost States’ obligation to
respect and protect foreign investors’ legitimatpestations with respect to the
investment that they have made. This aspect hadlyagained a prominent role
in the definition of FET, becoming one of its kaygredients or, even, “the
dominant element of that standafdThe increasingly important role played by
this element in defining the content of FET is Mygtelevant for our analysis.
Indeed, as aptly observed in a UNCTAD report on FHEilhe concept of
legitimate expectations is connected to the phenomeof ‘change’® and, in
particular, to the possibility for national auti@s to exercise their regulatory
power in a way that modifies, even substantialy, iegal environment in which
the investment was decided and made.

The success of the legitimate expectation doctreasts on a considerable
amount of uncertainty as to the legal basis forittisision of this duty in the FET
standard, as well as to the identification of theotretical justification for such an
inclusion. Indeed, lack of rigour in the analysis the roots of the notion often
goes hands in hands with the absence of a clemmitawf of the function that this
element is to perform in the context of FET and,renbroadly, within the
international regime for the protection of foreignestments.

The obligation to protect investors’ legitimate egfations does not find any
explicit normative anchoring, because no investntegaty refers to it when
defining the FET* Arbitral tribunals have relied on a disparate segrounds
without paying much attention to their solidity.r8e of them have referred to the
good faith principle, as it would allegedly requiréhe Contracting Parties to
provide to international investments treatment tdaes not affect the basic
expectations that were taken into account by theida investor to make the

31 Lowe (n. 10) 455.

32 Saluka v. Czech Republic, UNCITRAL, Partial Award (17 March 2006) para. 301.

33 UNCTAD, Fuir and Equitable Treatment. A Sequel, Series on Issues in International Investment
Agreements II (UN Publication 2012), 63. See also M. Hirsch, ‘Between Fair and Equitable Treatment
and Stabilization Clause: Stable ILegal Environment and Regulatory Change in International
Investment Law’ (2011) 12 Journal of World Investment and Trade 783, 786.

34 M. Potesta, ‘Legitimate Expectations in Investment Treaty Law: Understanding the Roots and the
Limits of a Controversial Concept’ (2013) 28 ICSID Review — Foreign Investment Law Journal 88, 90.
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investment’®® However, this approach has been rightly criticinedthe grounds
that the reference to the principle of good fadloés not suffice to explain why a
treaty standard such as fair and equitable tredtnstould be read as
encompassing the particular sub-element of the datyprotect legitimate
expectations®® Equally unconvincing appears to be the choice magdether
tribunals to rely on a selectively purposive regdiof the notion of FET,
observing that the preamble of some BITs recogriites the fair and equitable
treatment is desirable in order to maintain a sté@mework for investments”.
This approach, although apparently in line with tvee codified by the 1969
Vienna Convention, tends to disregard the sequemoeided for therein, by
jumping directly to the second step, which concénespurpose of the Treaty, and
not first giving words their literal meaning. Adidihally, often arbitrators decided
to focus on just one of the many resounding objestinormally contained in
investment treaties’ preambles, without providingy avalid reason for this
selective approach. Lastly, many arbitral tribuni@dse not even tried to find a
solid legal ground for the inclusion of obligatiotws protect foreign investors’
expectations within the FET, since they have sing@inted to the existence of
“an overwhelming jurisdictional trend” going in thdirection®® This approach
has been rightly criticized since, as rightly olserby Michele Potesta, “[r]lesort
to ‘precedent’ should be no substitute for analysespecially if such an analysis
is not to be found in early awards on which subsatjtribunals rely®

In the attempt to provide a more solid justificatias to whether host States
are bound to respect foreign investors’ legitimaigectations, a number of
scholars posited that the protection of legitimetpectations can be considered as
a general principle of law. This conclusion reststbe use of a comparative

analysis that leads these authors to observe lbatdtion at stake is “rooted in

35 Téenicas Medioambientales Tecmed, S.A. v. United Mesican States, ICSID Case No. ARB(AF)/00/2,
Award (29 May 2003) para. 154.

% Potesta (n. 34) 92. See also T. Gazzini, ‘General Principles of Law in the Field of Foreign
Investment’ (2009) 10 Journal of World Investment and Trade 103, 117.

37 CMS Gas Transmission Company v. The Republic of Argentina, ICSID Case No. ARB/01/8, Final
Award (12 May 2005).

38 F/ Paso Energy International Company v. The Argentine Republic, ICSID Case No. ARB/03/15, Award
(31 October 2011) para. 355. See also AWG/Snez (n. 25) para. 222. In the latter case, the Tribunal
simply observed that “[ijn an effort to develop an operational method for determining the existence
or non-existence of fair and equitable treatment, arbitral tribunals have increasingly taken into account
the legitimate expectations that a host country has created in the investor and the extent to which
conduct by the host government subsequent to the investment has frustrated those expectations”.

39 Potesta (n. 34) 91. See also A. Roberts, ‘Power and Persuasion in Investment Treaty Interpretation:
The Dual Role of States’ (2010) 104 Awmerican Journal of International Law 179, 179.
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principles of domestic administrative law that amemmon to a number of
different legal systems*® From this point of view, the protection of legitie
expectations is not just an element of a treatpdsted — the FET — but a self-
standing obligation or, to put it differently, arxaenple of those “treaty-
overarching rules of international investment ruldsat arbitral decisions can
create when they “function as a mechanism of glgbakrnance*! Although far
more refined than those seen above, this appraadontroversial, especially
from a methodological perspective. Indeed, the aatpve analysis employed to
determine whether the protection of legitimate exgtgons is a general principle
of law has often been thin and selective. On the side, the analysis tended to
gloss over, or even disregard, the often-profoufférdnces that characterize the
enforcement in different national systems of pphes, as it is the case with
regard to legitimate expectations, that are comjuenby namé? On the other
side, it has been convincingly demonstrated thedeay by the proponents of this
approach to take into consideration just selectghll systems, focusing on
developed States while largely excluding those ftbendeveloping World3

This article takes the view that there is no neetbok beyond the language
and purpose of FET treaty provisions to find aisightly solid legal ground for
considering the respect of foreign investors’ leggite expectations as a
constitutive element of the standard at stakehi egard, it is difficult to agree
with Arbitrator Pedro Nikken, who argued that “tlassertion that fair and
equitable treatment includes an obligation to Batsr not to frustrate the
legitimate expectations of the investor ... doesamotespond, in any language, to
the ordinary meaning to be given to the terms ‘4aid equitable™*

Furthermore, treaty provisions, interpreted in adaoce with the rules
codified by the 1969 Vienna Convention, are thetfielement that arbitral

tribunals — acting as international law adjudicater have to consider when

40 Potesta (n. 34) 89. See generally E. Snodgrass, ‘Protecting Investors’ Legitimate Expectations.
Recognizing and Delimiting a General Principle’ (2006) 21 ICSID Review 1, 1-58.

41S. Schill, International Investment Law and Comparative Public Law — An Introduction’, in S.
Schill (ed.), International Investment Law and Comparative Public Iaw (Oxford University Press, 2010) 19.

42 As admitted even by some of the proponents of this approach, see Potesta (n. 34) 97-98.

437, Kurtz, “The Shifting Landscape of International Investment Law and Its Commentary’ (2012) 106
American Journal of International Iaw 686, 693.

44 See Suez, Sociedad General de Aguas de Barcelona S.A. and Vivendi International S.S. v. The
Argentine Republic, ICSID Case No. ARB/03/19 and AWG Group Ltd. v. The Argentine Republic,
UNCITRAL Case, Decision on Liability (30 July 2010) Dissenting Opinion of Arbitrator Pedro
Nikken, para. 3.
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defining the limits of the protection afforded tegitimate expectations in the
context of FET or, in other words, the function tthlais element should play
therein. The emphasis put on the vagueness of F&Jispns, which has been
largely instrumental to justify unduly broad integfation of the standard, is a bit
overdue. A growing number of investment agreementgain textual elements
that are relevant to define the level of protectiafforded to stability and
legitimate expectations within the FETFor instance, Article 10 of the Energy
Charter Treaty put much emphasis on stability andraws an explicit link
between this element and FET, establishing thattr@cimg Parties have to
“encourage and create stable, equitable, favoumaidetransparent conditions for
Investors of other Contracting Parties”, by accogdihem at all times fair and
equitable treatment. Conversely, Article 8.2, peaph 2, CETA, specifies that
“for greater certainty, the mere fact that a Paggulates, including through a
modification to its laws, in a manner which negalyvaffects an investment or
interferes with an investor's expectations, inchgdits expectations of profits,
does not amount to a breach of an obligation urklisr Section”. These two
examples demonstrates that arbitral tribunals dafieeh out the substantive
content of the obligation to protect legitimate egations once and for all, by
simply referring to allegedly overarching principldéut they need to first engage
with the language of applicable treaty provisions.

Moreover, arbitral tribunals have to interpret FRDvisions in the light of
the treaty’s purposes, avoiding considering sonther as the dominant ones, in
order to maximise the protection of foreign investin at the expenses of
competing interests and values. More recent altbidezisions offers a more
balanced reading of treaties’ preambles, givingqadte consideration also to
those objectives, such as safeguarding host Statgsacity to modify the
regulatory framework, that are potentially at oddth regulatory stability*®

Should the interpretive methods codified in thed®enna Convention fall

to offer a clear answer, arbitral tribunals couldntto the experience of other

% This is one of the main aspects taken into consideration by States secking to better define
investment agreements’ substantive standards, in order to reduce the possibility of successful
challenges against their regulatory measures. See C. Henckels, ‘Protecting Regulatory Autonomy
Through Greater Precision in Investment Treaties: The TPP, CETA and TTIP’ (2016) 19 Journal of
International Economic Law 27, 27-50.

48 Continental Casnalty Company v. The Argentine Republic, ICSID Case No. ARB/03/9, Award (5
September 2008) para. 458
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legal systems that have already dealt with theseess However, the comparative
inquiry is to be carried out with extreme cautisn, to avoid engaging in blind
transplants of solutions that do not suit the stmecand function of international
investment arbitration. The first element that £dbbr careful evaluation is the
selection of comparators. On this issue, this lartlty and large share the
perspective recently taken by Henckels, accordingtiom international arbitral
tribunals should take into consideration the deaisiof other international bodies
charged with “the adjudication of domestic regutatcand administrative
measures for compliance with a government’s treatigation”*’ and not those
of national courté® Even though international arbitral tribunals aattex! upon to
adjudicate challenges brought against national adimative and regulatory
choices, they cannot be analogized to nationaltspsince they are not embedded
in a national polity and they lack the institutibridnecks that normally exist
within domestic public law regimé8 The adoption of such perspective reduces
the number of possible comparators to just a fevith\Wpecific regard to the
notion of legitimate expectations, there seemsetdwn comparators that stands
out in this regard: the European Court of HumarhBidECHR) and the Court of
Justice of the European Union (CJEU). However ctidefor caution issued above
and aimed at preventing the risk of crude trangpladf solution elaborated
elsewhere, also applies with regard these two sourideed, international
arbitrators needs to pay due consideration to tifferehces that may exist
between expectations that may arise in the comtieah economic operation and
those protected under a human rights treaty. Thiesven more the case when
taking into consideration how this notion is defirend applied by a court, such
as the CJEU, which operate in a system that hagiannstitutional features and
pursues goals that are alien to the internatiorgimie for the protection of
foreign investments. And yet, relying upon the eigee of both these courts can
help international arbitral tribunals to work outrere principled approach when
it comes to identifying the limits of the protegctiof legitimate expectations and,

thus, finding a balance between regulatory stgbditd change in the context of

47 C. Henckels, Proportionality and Deference in Investor-State Arbitration. Balancing Investment
Protection and Regulatory Autonomy (Cambridge University Press 2015) 12-16.

48 Contra Schill (n. 41) 16.

4 Kurtz (n. 43) 693. See, more generally, J. Alvarez, ‘Beware: Boundary Crossing — A Critical
Appraisal to Public Law Approaches to International Investment Law’, 17 Journal of World Investment &
Trade 171, 171-228.
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FET.

3.2 Regulatory Stability at Any Cost: The Early émgne Cases

The need to find a workable balance between stylaihd change is all the
more urgent in the field of public services. Asrsedove, regulatory changes
may substantially affect the economic profitability projects that normally
presuppose the existence of large network infragtras and, consequently, entalil
high levels of sunk costs and payback periods, evhgsets cannot be moved
elsewhere. On the other hand, there is the neetidore an adequate regulatory
space to national authorities so that they may icoatisly exercise their
sovereign function by adapting the regulatory freumik to ever-changing needs
and challenges.

The case of Argentina provides a vivid illustratmirthe problems that tarnish
the relationship between the protection of foreigmvestors’ legitimate
expectations and the safeguarding of host Staggsilatory autonomy in the field
of public services. As is well known, in the ea2l§00s, the growth of public debt
drove Argentina into recession, causing massiveiept® and social unrest
because most of the country’s households were ngeloable to cope with
everyday life expenses. In order to guarantee adoelsasic public services, such
as water, sewage, electricity and gas, the Govarhrfiest forced private
investors to accept a temporary freezing of taaffisl, subsequently, adopted the
Ley de Emergencjastablishing that tariffs and prices for pubkcsces were to
be calculated in pesos, abolishing all clausesncafbr tariff adjustments in US
dollars or other foreign currencies, eliminating ialdexing mechanisms, and
directing the executive branch to renegotiate albblig service contracts. Many
foreign investors resorted to international arhiom, >° claiming that these
measures violated several provisions of the b#téreaties concluded by
Argentina with their home countries. In particul@taimants contended that
Argentina had failed to treat them fairly and egpiy, arguing that the challenged
measures represented a substantial modificatitimeaegal framework devised in
the early 1990s to support the public utilitiesvatization programmes and were,

thus, a violation of the expectations created l®y gharantees on which private

%0 See generally W.W. Burke-White, “The Argentine Financial Crisis: State Liability under BITs and the
Legitimacy of the ICSID System’, in M. Waibel (ed.), The Backlash Against Investment Arbitration:
Perceptions and Reality (Kluwer Law International 2010) 407-432.
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investors had relied when deciding to invest.

Unsurprisingly, the need to strike a balance betvteese competing interests
was recognized, at least on paper, in all caseseconimg public services. Each
arbitral decision acknowledged that the duty to uemsthe stability and
predictability of the regulatory framework does eotail the immutability of the
legal order. Or, as said I€CMS *[i]t is not a question whether the legal
framework might need to be frozen as it can alweyslve and be adapted to
changing circumstances, but neither is it a quesifovhether the framework can
be dispensed with altogether when specific commitméo the contrary have
been made®! This dictum progressively acquired an iconic status, beingteplio
in all subsequent decisions dealing with the matt&wever, in many cases it
turned out to be an empty formula, or, as aptlyeoked inEl Pasq “a general
statement of principle with no legal consequencethe settlement of the casg”.

Although rather harsh in its tone, the latter rdmeeflects the criticisms
levelled against an early line of decisions thatpaeld a markedly pro-investor
stance, paying little attention to the host Stateggpacity to adapt the legal
framework governing the provision of public sergde a deteriorating economic
situation. In particular, early arbitral decisiort®ncerning the emergency
measures adopted by Argentina, suclCMS LG&E, Sempraand Enron were
swift to side with claimants because they adoptéat-aeaching understanding of
host States’ duty to ensure the stability of theiremment in which foreign
investments operate.

In CMS the arbitral tribunal held that Argentina’s measuresulted in a
breach of the FET standard because they “in faitegntransform and alter the
legal and business environment under which thesimvent was decided and
made”>3 This conclusion rests on a purposive reading efribtion of FET, since
the tribunal noted that the Preamble of the apble®IT recognizes the close
link between this standard and the maintenance aofstable framework for
investments and maximum effective use of resourcBisérefore, “there can be
no doubt” that ensuring the stability of the legald business framework is “an
essential element” of the standard. Subsequensidasiadopted the same line of

reasoning, as they considered it “an emerging stahof fair and equitable

51 CMS (n. 37) para. 277.
52 E/ Paso (n. 38) para. 371.
3 CMS (n. 37) para. 275.
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treatment in international law® The LG&E decision stands for the same
proposition, while further adding that “the fairdaequitable standard consists of
the host State’s consistent and transparent belravicee of ambiguity that
involves the obligation to grant and maintain abktaand predictable legal
framework necessary to fulfil the justified expdictas of the foreign investor®
Likewise, inEnron the Tribunal found “an objective breach” of FESInce “the
guarantees of the tariff regime that had seducechaoy foreign investors were
dismantled” and “the stable legal framework thatuiced the investment is no
longer in place®®

The focus of these decisions was firmly on investposition and on their
expectations, while giving little considerationtt@ position of the host State and
its right to regulat&’ Such a bias clearly emerges from the selectivereate to
the Preamble of the BIT made by t68S and LG&E decisions. In both cases,
tribunals only retained the first prong of the psoan, since it was functional to
demonstrating that stability is a constitutive edetnof FET, while dropping the
second one, which would have called for greatesiciamation of State’s capacity
to guarantee to its population maximum effective okits resources. This article
argues that such a one-sided approach is ill-sudedefining the content of a

standard “entailing reasonableness and proporitgh&f

4. Reconciling Regulatory Change and Regulatory Shality in the
Context of Public Services: The Way Forward
4.1 Not Any Expectation is Legitimate: The Needjoecific Commitments

Subsequent decisions tried to distance themsetoes this over-expansive,

5 L.G&E Energy Corp., LG&E Capital Corp. And LG&E International Inc. v. The Argentine
Republic, ICSID Case No. ARB/02/1, Decision on Liability (3 Octobet 2006) para. 125.

55 Tbid., para. 125. This conclusion echoes the very demanding, and much criticized, standard
developed in Tecmed (para. 154). Douglas observed that “[tlhe Tecmed ‘standard’ is not a standard at
all; it is rather a description of perfect public regulation in a perfect world, to which all States should
aspire but very few (if any) will ever attain”. See Z. Douglas, ‘Nothing if not Critical for Investment
Treaty Arbitration’ (2006) 22 Arbitration International 27, 28.

% Enron Corporation and Ponderosa Assets, L.P. v.eAtipe RepublicICSID Case No.
ARB/01/3, Award (22 May 2007) patas 266-268.

5" This approach seems to reflect what Crema convincingly described as the international investment
regime’s cultural bias against domestic regulation. Indeed, in this framework “excessive domestic
regulation, discriminatory or not, unfair or not, is in any case problematic: it is a local, particularistic
obstacle to the bigger game of reallocating resources in a better way for the good of a greater number
of persons”. See L. Crema, ‘Investors’ Rights and Well-Being. Remarks on the Interpretation of
Investment Treaties in Light of Other Rights’, in T. Treves, F. Seatzu and S. Trevisanut (eds), Foreign
Investment, International Law and Common Concerns (Routledge 2014) 60-61.

%8 F/ Paso (n. 38) para. 373.
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and excessively pro-investor, reading of the FEEha&ard by tentatively devising
a more principled operational test to better defireeboundaries of the protection
offered by the standard at stake. These arbititalirials sought to make it clear
that not all expectations of the investor fall withhe scope of the FET, but only
legitimate ones. Consequently, they sought to iflelat number of qualifying
requirements to determine whether an expectation Ibeadeemed ‘legitimate’
and therefore subject to protection under the FEhdard. One of the most
delicate issues in this regard is the identificatiof the sources from which
legitimate expectations may arise.

The key question is whether private investors damcto have enforceable
expectations simply by relying on legislative olgukatory instruments of a
general character, or whether they have to showetience of more specific
promises by the host StafeThe answer is decisive in striking a balance betwe
regulatory stability and change because it detegmthe scope of the host State’s
duty to maintain ‘a stable legal environment’. ladgeif investors can claim to
have legitimate expectations simply by relying ¢we tgeneral legislative and
regulatory framework in force when they made theegtiment, any modification
of that framework may entail a violation of FET. i§hwould transform the
standard into a sort of general stabilization afgettering States’ capacity to
regulate their economy and going “beyond what theestor could legitimately
expect”s?

It is worth observing that, by adopting this apmimainternational arbitral
tribunals end up by ensuring private investors ghéi level of protection than
even national judges ensure. Indeed, the lattee taditionally been extremely
cautious in this regard, as “only exceptionally hhe concept of legitimate
expectations been the basis of redress when lageslaction by a State was at
stake”%? As observed by Steele with regard to the Engkgfall system, “it seems

likely that protecting an expectation in a ‘charafepolicy’ scenario will have

%9 See generally Hirsch (n. 33) 787-797.

60 See recently P. Bertoli, Z. Crespi Reghizzi, ‘Regulatory Measures, Standards of Treatment and the
Law Applicable to Investment Disputes’, in Treves, Seatzu and Trevisanut (eds) (n. 57) 36.

61C. Schreuer, ‘Fair and Equitable Treatment in Arbitral Practice’ (2005) 11 Journal of World Investment
and Trade 357, 374. Contra A. Boute, ‘Challenging the Re-Regulation of Liberalized Electricity Prices
under Investment Arbitration’ (2011) 32 Energy Law Journal 523, 523-626.

62 Total S.A. v. The Argentine Repupli€SID Case No. ARB/04/01, Decision on Liability (27
December 2010) para. 129.
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more wide-ranging implications for decisions-magdreedom of action® This
proposition finds strong support in the case lawtlé CJEU, which has
constantly held that “traders cannot have a legitemexpectation that an existing
situation which is capable of being altered by @@mmunity institutions in the
exercise of their discretionary power will be mained”® The reason for a such
a restrictive approach is avoiding the risk of fatury freezing. Indeed, as
explained by the CJEU iBrasserie du Pécheuf'even where the legality of
measures is subject to judicial review, exercistheflegislative function must not
be hindered by the prospect of actions for damagesnever the general interest
of the Community requires legislative measures & dalopted which may
adversely affect individual interest?”.

Conversely, early public service decisions tookfe@nt path. InLG&E, for
instance, the Tribunal established that Argentictachunfairly and inequitably by
frustrating the claimant’s reliance upon “certaieylguarantees in the Gas Law
and implementing regulatiorf®. Likewise, inEnron, the Arbitral Tribunal found
that the dismantling of the tariff regime amounteda violation of the FET
standard, as “it was in reliance upon the condstiestablished by the Respondent
in the regulatory framework for the gas sector tBEaron embarked on its
investment in TGS. Given the scope of Argentinalvgtization process, its
international marketing, and the statutory ensimieet of the tariff regime, Enron
had reasonable grounds to rely on such conditiéh&espite some passing
reference to the need for “specific commitmentis&sedicta convey the idea that
guarantees that can be inferred from domestic l&ie and regulatory acts of
general application may be sufficient to creatdtildgte expectations. According
to this line of cases, the decisive element in ss8g the legitimacy of the
expectations is not the origin or the nature of gu@rantees, but the fact that
investors relied upon them when deciding to invest.

831, Steele, ‘Substantive Legitimate Expectations: Striking the Right Balance’ (2005) 121 Law Quarterly
Review 300, 303.

64 Case 245/81, Edeka Zentrale AG v Germany [1982], ECR 2745, para. 27; Case 52/81, Offene
Handelsgesellschaft in Firma Werner Faust v Commission, [1982], ECR 3745, para. 27; Joined Cases
424-425/85, Cooeperative Melkproducentenbedrijven Noord-Nedetland BA (Frico) and Others v
Voedselvoorzienings In - en Verkoopbureau [1987], ECR 2755, para. 33. See generally P. Craig, EU
Administrative Law (Oxford University Press 2006) 635-639; T. Tridimas, General Principles of EU
Law (Oxford University Press 2006) 273-280.

85 Case C-46/93, Brasserie du Péchenr [1996], ECR 1029, para. 45.

8 LG&HE (n. 54) para. 133.

7 Enron (n. 56) para. 265.
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Subsequent arbitral decisions tried to devise s il@gestor-centred approach
to the issue. IContinental Casualtya case concerning Argentina’s insurance
market, the Tribunal sought to shed more lighttwa link between the source of
the expectations and their legitimacy. For thisppse, it distinguished between
different types of expectations by pointing outttganeral legislative statements
engender only reduced expectations, while “unigterodification of contractual
undertakings by government [...] deserve clearly msceutiny”.’® The key
element in establishing the legitimacy ogctius the legal strength of the
expectation is the specificity of the undertakiegjed upon by the investor. The
El Pasodecision tried to further clarify the point by angg that a commitment is
to be considered ‘specific’ when it is directly neaid the investor, “for example
in a contract or in a letter of intent, or everotigh a specific promise in a person-
to-person business meeting” arits “precise object was to give a real guarantee
of stability to the investor®®

This approach has gradually made its way also emtoitral decisions
concerning public services. TA®tal decision represents a good case in point. It
concerned an investor that had no contractualioekthip with the host country,
because it had invested after the original priitn process by acquiring an
indirect share in the Argentinian gas transportattompany (Transportadora de
Gas del Norte) from another investor in 2001. Ttedeine whether Argentina’s
modification of the tariff regime violated Totallegitimate expectations, the
arbitral tribunal started by making it clear thagnsng a BIT cannot be taken as
indicating States’ will to “relinquish their regutsy powers [or] limit their
responsibility to amend their legislation”. Thenefp “in the absence of some
‘promise’ by the host State or a specific provisianthe treaty itself, the legal
regime in force in the host country at the timenadking the investment is not
automatically subject to a “guarantee of stabilitgccording to the Tribunal,
expectations are “undoubtedly legitimate” when asapon contracts,
concessions or stabilization clauses “on whichitiestor is [...] entitled to rely
as a matter of law™ The same holds true for other, albeit less fornyges of

representations provided that they are sufficiecitdar and specifiét

88 Continental Casualty Company (n.46) para. 261.
89 F/ Paso (n. 38) paras. 376-377.

0 Total (n. 62) para. 117.

1 1bid., para. 121.
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However, the Tribunal also acknowledged that prolslemay arise with
regard to certain specific sectors, such as “ojweratf utilities under a licence”,
where expectations “rooted in regulation of a ndimeaand administrative nature,
that is not specifically addressed to the relevawgstor”, may be legitimate, due
to the “inherently prospective nature of the regalaat issue aimed at providing
a defined framework for future operatiorf$In fact, unilateral modifications to
the guarantees contained therein cannot be coesdideelevant when assessing
whether the host State acted equitably and faiithere is only, as duly warned by
the Total Tribunal, the need for greater caution becaussetlexpectations are
inherently weaker than those originating from msepecific undertakings. This
element is thus to be taken into account when viregghnvestors’ expectations
and the host State’s regulatory interest in orderdetermine whether the
modification of the regulatory framework constiwit@ breach of the FET
standard.

4.2 The Need to Search for State Purpose

Early public service cases excluded that the p@wgmssued by host States
when making use of their regulatory powers had @hgvance when assessing
whether the frustration of investors’ expectatiansounted to a violation of the
FET.”® By adopting such an agnostic approach, theserarhibunals showed a
“deplorable lack of sensitivity with regards to uéagory issues™ Indeed, they
focused exclusively on the effects of regulatorgraies on investors’ positions,
while disregarding the reasons why these measuages deen adopted. For
instance, both thd=nron and Sempradecisions curtly observed that “[e]ven
assuming that the Respondent was guided by thedbastentions, which the
Tribunal has no reason to doubt, there has here @eebjective breach of the
fair and equitable treatment due under the Tre&ty’.

Even a cursory comparative analysis demonstratastkils approach is at

odds with the line of reasoning traditionally falled in domestic and other

21bid., para. 122.

3 For an insightful analysis on the need to inquire into State purpose with regard in particular to the
national treatment standard, see J. Kurtz, ‘Balancing Investor Protection and Regulatory Freedom in
International Investment Law: The Necessary, Complex and Vital Search for State Purpose’ (2013-14)
Yearbook of International Investment Law and Policy 280, 280-303

" M. Krajewski, “The Impact of International Investment Agreements on Energy Regulation’ (2012) 3
European Yearbook of International Economic Law 343, 366.

S Sempra (n. 26) para. 304; Enron (n. 56) para. 268.
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supranational jurisdictions. Pitting individual eqpations against the public
interest pursued through the measures challenged dsnstant feature of the
CJEU case law on this matter. This is well exergaiby Dieckmann & Hansen
a judgment of the then Court of First Instance eomtig an importation ban on
fishery products from Kazakhstan, in view of thesteynic deficiencies in the
general regime of health supervision. A German @mgpwhich had concluded a
contract to import caviar from that country, brough annulment action against
this decision, arguing that the act violated itgitlmate expectations by not
including transitional provisions in the decisianremove a country from the list
of third countries from which the import of fishepyoducts is authorised. The
Court dismissed this claim, as it held that theiaghavas then taken to protect
consumers’ health, which is an overriding publiterest within the meaning of
the case lavi®

The need to pay due consideration to purpose pdirbyethe host State
through the modification of the regulatory framelw@s integral to the choice to
protect foreign investors’ expectations as parthef FET. Indeed, as seen above,
this protection is not absolute, but it has to eeonciled with the safeguard of
States’ ability to regulate. Therefore, modificasoof the regulatory framework
that pursue a public interest are, in principlethee unfair nor inequitable. In this
regard, more recent arbitral awards, progressiabandoning the agnostic
approach seen above and paying due consideratiadhetdState’s regulatory
purpose, are a step in the right direction. Intargky, the Total Award motivated
the adoption of this approach by referring to trectfthat “TGN’s gas
transportation is not an ordinary business operabat it is qualified as a
‘national public service”!” Consequently, the assessment of whether the
modification of the regulatory framework constiwt@a breach of investor's
legitimate expectations. Hence, a violation of BHET standard must take into
account “the purposes, nature and objectives ofntbasures challenged, so to
determine that they are reasonable and proporgtrfatn the same vein, the
AWG/SuedZribunal, ruling on a case concerning “one ofwweld’'s largest water
distribution and waste water treatment privatiazagion a great city” such as
Buenos Aires, held that in interpreting the FETndtd it “must balance the

78 Case T-155/99, Dieckmann & Hansen [2001], ECR 11-3143, para. 81. See Craig (n. 56) 639-341.
" Total (n. 54) para. 160.
81hid., para. 162.
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legitimate and reasonable expectations of the Gatswith Argentina’s right to
regulate the provision of a vital public servicé”.

4.3 Proportionality Analysis and Deference

Sensitiveness toward host State’s intentions hag g@and in hand with the,
often tentative, adoption by arbitral tribunalswlhat can be loosely termed a
proportionality analysis. The idea that these el@meepresent two faces of the
same coin emerges clearly Bl Pasq where the Tribunal, after having
highlighted that legitimate expectations “have ¢éodeduced [...] with due regard
to the rights of the State”, i.e[ifh other words a balance should be established
between the legitimate expectations of the foremyestor to make a fair return
on its investment and the right of the host Stateegulate its economy in the
public interest’®

Until few years ago, proportionality analysis ergdyfar more success in the
literature than in the arbitral practié&More recently, a growing number of
tribunals is turning to this method of review t@oacile investors’ expectations
and States’ right to adapt the regulatory framewdtkwever, many of these
references betrays a less-than-systematic apprtwathis method, as several
arbitral decisions tended to jump to the preferredclusion without elaborating
much on the successive argumentative step®t, recourse to this method of
review is welcome, especially with regard to theoreciliation between stability
and change under the FET, for a number of readors, it operationalizes the
idea according to which that the legitimate expwmta doctrine and, thus, the
protection of regulatory stability is not absolubet it “must give way where [its]

application becomes incompatible with the free gmwdper exercise of an

S AWG/Snez (n. 34) para. 236. See A. Tanzi, ‘Recent Trends in International Investment Arbitration
and the Protection of Human Rights in the Public Services Sector’, in N. Boschiero, T. Scovazzi, C.
Pitea and C. Ragni (eds), International Conrts and the Development of International Law. Essays in Hononr of
Tullio Treves (TMC Asser Press 2013) 592-596. See also A. Tanzi, ‘Public Interest Concerns in
International Investment Arbitration in the Water Services Sector. Problems and Prospects for an
Integrated Approach’, in Treves, Seatzu and Trevisanut (eds) (n. 49) 308-324.

80 F/ Paso (n. 38) para. 358 (italics added).

81 On the use of proportionality analysis in investment arbitration there is burgeoning literature; see,
ex multis, E.M. Lehonardsen, ‘Looking for Legitimacy: Exploring Proportionality Analysis in
Investment Treaty Arbitration’ (2012) 3 Journal of International Dispute Settlement 95, 95-136; B.
Kingsbury, S. Schill, ‘Public Law Concepts to Balance Investors’ Rights with the State Regulatory
Actions in the Public Interest — The Concept of Proportionality’, in Schill (n. 41), 75-104;

82 Henckels (n. 47), 107-110 (pointedly criticizing the Tecmed Award for going directly to the third step
of the proportionality test — balancing — without even taking into consideration the other two).
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authority’s powers on the due performance of itSeduin the public interesf®
Secondly, this method of review allows for a conmgresive evaluation of all the
interests at stake, such as, in this case, protectif foreign investors’
expectations and respect for host States’ abildy régulate® Thirdly, it
potentially offers a clear analytical structuremake arbitrators’ value judgments
more explicit and transparent.

For all its merits, arbitral tribunals’ reliancearpthe proportionality analysis
has been severely criticized. Some commentatoess&d that this method of
review give adjudicators too much discretion anaacessive capacity to intrude
into national decision-makers’ realm. This is highproblematic when
adjudicators, such as international arbitral pareeis not embedded in any polity
and not subjects to the institutional limitatiohattnormally apply to courfS.The
critique deserve utmost attention, touching upokew feature of the system.
However, one cannot assume that it inevitably le&dlsabandoning the
proportionality analysis, since this concern candoeressed by adjusting the
structure of the test and by adopting a deferestaidard of review?

First, it is worth recalling that the proportiortglianalysis is conventionally
described as consisting of three steps: suitabifigcessity and balancing (or
proportionalitystrictu sensy Most of the problems lie with the third step,ighh
allows adjudicators to determine whether the burdeyposed on foreign
investors’ expectations is justified in the light the importance of the interest
pursued by the host State. This entails a valugmaht as to the relative weight
attached by national authorities to the specifiteriest that motivated their
regulatory intervention. Due to their nature andtitntional features, arbitral
tribunals are particularly ill suited to carry otiis type of scrutiny and,
consequently, they should focus exclusively on firet two steps. It has been
argued that abstaining from this type of contrololid allow the severe
restriction of a right in order to protect a neilg public interest®’ This remark

is problematic more for its premises than for ibstent. Indeed, it presupposes

8. Wade, C. Forsyth, Administrative Law (Oxford University Press 2000) 242.
84 Contra W.W. Burke-White, A. von Staden, ‘Private Litigation in a Public Sphere: The Standard of
Review in Investor-State Arbitration’ (2010) 35 The Yale Journal of International Law 283, 287.
87, Kurtz, ‘Adjudging the Exceptional at International Investment Law: Security, Public Order and
Financial Crisis’ (2010) 59 International and Comparative Law Qunarterly 325, 367-368.
86 F. Ortino, ‘Investment Treaties, Sustainable Development and Reasonableness Review: A Case
Against Strict Proportionality Balancing’ (2017) 30 Leiden Journal of International Law 71, 71-91.
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that arbitral tribunals are entitled to decide wieeta public interest is negligible
or not. Conversely, the present article contends dinly national authorities are
in the position to attach a weight to a public iag, while arbitral tribunals
cannot substitute for their judgméfit.

Second, arbitral tribunals should adopt a defeatrgiandard of revie#¥
when evaluating suitability and necessity of hostt€s’ measures. The reasons
that justify the adoption of a deferential approacoh international arbitral
adjudication have already been thoroughly and caingly analysed elsewhéfe
and, therefore, there is no need to reconsider .thMghat is worth highlighting
here is that the main rationales for deferencetifiet by those scholars — such as
normative and empirical uncertainty, regulatoryoaoimy and proximity, as well
as institutional competence and expertise — ang wmerch relevant in the case of
public services. As seen above, regulating puldiwises is one of States’ core
sovereign functions, essential for the wellbeingtledir population and for the
enjoyment of fundamental human rights. Furthermdhe exercise of this
function is intrinsically linked to democratic antumy and it involves delicate
questions of resource allocation that are inheyatificretional and that call for an
intimate knowledge of the socio-political contextor all these reasons,
international adjudicators are not in the positimn adopt too an intrusive
approach because they must fully respect natioreisn-makers’ broad
discretionary space in this field.

The most troubling aspect in this respect concdrasiecessity analysis. It is
worth observing that, when performing this analyii® ECHR has consistently
adopted a deferential approach, on the basis thatiohal authorities are in
principle better placed than the international gidg appreciate what is in “the
public interest”. Therefore, as made clearJames and Others v. UKthe

possible existence of alternative solutions dodsimatself render the contested

8 See also P. Ranjan, ‘Using the Public Law Concept of Proportionality to Balance Investment
Protection with Regulation in International Investment Law: A Critical Appraisal’ (2014) 3 Cambridge
Journal of International and Comparative Law 853, 881-882.

8Many scholars highlighted the considerable amount of uncertainty that sorrounds the determination
of the standard of review in international arbitration. See C. Henckels, ‘Indirect Expropriation and the
Right to Regulate: Revisiting Proportionality Analysis and the Standard of Review in Investor-State
Arbitration’ (2012) 15 Journal of International Economic Law 223, 234-238; S. Schill, ‘Cross-Regime
Harmonization Through Proportionality Analysis; The Case of International Investment Law, the
Law of State Immunity and Human Rights’ (2012) 27 ICSID Review — Foreign Investment law Journal 87,
87-119.

% Henckels (n. 47) 32-40.

25



legislation unjustified. Provided that the legisla remains within the bounds of
its margin of appreciation, it is not for the Cotwtsay whether the legislation
represented the best solution for dealing with pweblem or whether the
legislature’s discretion should have been exerdiseshother way®!

Conversely, the analysis of the arbitral practiomoerning public services
reveals the existence of cases where arbitralnalsuhave adopted a far more
intrusive approach. IPMAWG/Suez for instance, the Tribunal found that the
contested measures failed to pass the necessitybiedinding that Argentina
could have “employed more flexible means” to acki¢ghke same ends. In so
doing, it identified some alternative measures thagentina could have taken
instead of altering the legal framework and thecession. In particular, the
Tribunal opined that, to protect the most impovests part of the population from
increased tariffs and, thus, make sure that itccbialve access to water services,
national authorities “might have allowed tariff reases for other consumers
while applying a social tariff or a subsidy to theor”.®? The most troubling
aspect of this part of the decision is the careless with which the arbitral
tribunal applied a test that intrudes deeply intttters lying at the heart of States’
regulatory space. Indeed, when called upon to wewuiee necessity of the
measure, it simply identified a potential altermatio which Argentina could have
resorted, without paying any attention to its fbdisy in light of the constraints
imposed on the government’s capacity to interveype lfinancial crisis of the
magnitude of the one gripping Argentina at thattimhe interpretative approach
followed by the tribunal makes the necessity testirtually insurmountable
obstacle for the State seeking to justify the agldpmneasure because, if one
ignores reality, there will always be a hypothdtieas restrictive alternative that
the host State should have adopted. Furthermoeetritbunal failed to consider
that, in fact, Argentina had actually tried to copéh the crisis by adopting
measures other than those challenged by the ClaiBatween 2000 and 2001,
Argentina sought to buttress the peso’s conveititbby obtaining emergency
financial assistance from the IMF, and despite gngwresentment in the
population, it did not alter the legislative andjutatory framework of the utility

1 James and Others v. the United Kingdom, judgment of 21 February 1986, Series A no. 98, para. 51. See
also Zolotas v. Greece (no. 2), judgment of 29 January 2013, no. 66610/09, para. 44; | A. Pye (Oxford) 1.td.
V. United Kingdom, judgment of 15 November 2005, no. 44302/02, paras. 43-42. W.A. Schabas, The
European Convention on Human Rights (Oxford University Press 2015) 975-976.

92 AWG/ Snez (n. 34) para. 235.
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sectors. It was only in 2002, with the adoptiontilé Emergency Law, that
Argentine authorities decided to modify public seeg’ regulatory framework.

Other arbitral decisions concerning the same fascenario have adopted a
more cautious approach. IhG&E, the Tribunal rejected the claim that
Argentina’s emergency measures were not necessdryhance, disproportionate
for not being “the only means available to resptmthe crisis”. Indeed, although
admitting that the Government had other availalpigoas, the Tribunal held that
“suspension of the calculation of tariffs in U.®lldrs and the PPI adjustment of
tariffs was a legitimate way of protecting its sdcand economic systeni®.
Likewise, Arbitrator Nikken called for the adoptiaf a similarly deferential
approach in his dissenting opinion MNVG/SuezIn particular, he argued that,
when assessing the necessity of the measureshndttowshould just assess
“whether the various measures taken by Argenting wach that any reasonably
good government of a well-organized modern Statédcbave adopted” and not
“substitute itself for the Argentine Government whehad to address the serious
crisis that hit the country®

5. Conclusion

In the public services’ sector, regulation is thamtool for public authorities
to pursue fundamental social objectives by ensumiegess to high-quality
services. Indeed, over the past decades many Staesprivatized or liberalized
the provision of public services by progressivelgnsferring to private actors
some of the functions traditionally performed bybjiu entities. However, the
choice of moving along this path does not depritaeS of their right to regulate
the organization and the supply of public services;does it absolve them from
their duty to guarantee the continuous realizatibthe rights that depend on the
provision of these services.

In exercising these functions, States resort taety of regulatory tools,
which are often contained in different legal instents, such as constitutional
norms, legislative acts, administrative regulaticared contractual agreements
stipulated with the private provider. Foreign opers investing in this sector may

challenge before an international arbitral triburealy modification of the

B LGHE (n. 54) para. 239.
% Dissenting Opinion Nikken (n. 44) para. 37.
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regulatory framework if it violates rules or stardkcontained in an international
investment agreement.

The impact of international investment law on Statapacity to modify the
regulatory framework governing public services defse on the definition
treaties’ provisions and, in particular, on thelwgness of arbitral tribunals to
pay due regard to the specific social value of dhastivities. Early arbitral
decisions tended to consider regulatory stability @ absolute priority by
showing a deplorable lack of sensitivity to any pating objective.

This was the case with regard to the FET stan@ardybitral tribunals sought
to progressively expand its scope in order to gtteen the position of foreign
investors. In particular, they took the view thaeaf the FET’s main components
is host State’s duty to ensure the stability of theestment’s regulatory
framework, by avoiding any modification that maydirate investors’ legitimate
expectations. If taken too rigidly, this duty masttér host States’ capacity to
adapt the legislative environment to ever-changiegds and challenges. Despite
acknowledging the need to guarantee an adequatdatexy space to national
authorities, especially in a sector such as pusditvices, some early decisions
adopted an over-broad reading of the duty to ptoit@gestors’ expectations,
paying little attention to States’ regulatory pusps.

More recent decisions have shown a slightly greatrsitivity to these
concerns, trying to accommodate host States’ rightegulate and investors’
expectations. In some cases, arbitral tribunal® hmwgtivated the shift toward a
more balanced approach by referring to the fact tha activity was not an
ordinary commercial one, but a public service. Tdrigcle sought to systematize
these efforts, proposing an interpretive approd@t tombines three different
aspects so to contribute to the reconciliation t@bisity and change in this
context.

First, arbitral tribunals have to recognize that aay expectation that the
investor had when it decided to invest can be ptetk because only ‘legitimate’
ones fall within FET’s scope of application. Sombital awards have already
moved along this path, making it clear that expemta can be taken into
consideration only if grounded on a specific connmeiht given by the host State
to the investor.

Second, arbitral tribunals need to search for Istate’s regulatory purpose
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when assessing whether a modification of the régulaframework does
represent a violation of investors’ legitimate espiions. More recent arbitral
awards have progressively abandoned the lack dfitsety shown by earlier
decision toward this aspect. This is a welcome wgian that builds on the idea
that the protection of investors’ expectationsas absolute, as it can be accorded
only in so far it does not unduly encroach uport IStates’ capacity to respond to
pressing social needs.

Third, increased sensitiveness toward this issoaldicome together with the
adoption by arbitral tribunals of a proportionalggalysis. This method allows for
the reconciliation of all the interests at stakperationalizing the idea that the
protection of regulatory stability need to be rextmd with other competing
objectives. Due to their institutional features afir remoteness form the
relevant polity, international arbitral tribunalbagild limit their scrutiny to the
first two steps of the proportionality test and pida deferential standard of
review. This exercise of judicial restraint does$ deprive international arbitrators
of their capacity to assess whether the modificatibthe regulatory framework
was unjust or unfair, while, at same time, avoidiagunduly encroaching upon
host States’ ability to meet new needs and chadlenghis is all the more urgent
when the regulation of public services is at stdl®ing it a core sovereign
function that is essential for the well-being oé thopulation and that touches
upon key aspects of States’ democratic autonomylegiimacy. In this context,
regulatory stability cannot not be ensured at ars.c
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