Dialoguepn OCCASIONAL PAPERS

Globalization GENEVA

N° 27 / November 2006

Mahnaz Malik

Time for a Change

Germany'’s Bilateral Investment Treaty
Programme and Development Policy

B jisd

STIFTUNG



Dialogue on Globalization

Dialogue on Globalization contributes to the international debate on globalization —
through conferences, workshops and publications — as part of the international work of
the Friedrich-Ebert-Stiftung (FES). Dialogue on Globalization is based on the premise that
globalization can be shaped into a direction that promotes peace, democracy and social
justice. Dialogue on Globalization addresses “movers and shakers” both in developing
countries and in the industrialized parts of the world, i.e. politicians, trade unionists,
government officials, businesspeople, and journalists as well as representatives from
NGOs, international organizations, and academia.

Dialogue on Globalization is co-ordinated by the head office of the Friedrich-Ebert-Stiftung
in Berlin and by the FES offices in New York and Geneva. The programme intensively
draws on the international network of the Friedrich-Ebert-Stiftung — a German non-profit
institution committed to the principles of social democracy — with offices, programmes
and partners in more than 100 countries.

This Occasional Paper is published by the Geneva office of the Friedrich-Ebert-Stiftung.

November 2006

Table of Contents:
1. Preface 3
2. Executive Summary 4
3. Background 5
4. Scope of review 7
5. Overview of the German BIT Programme 8
6. Critical problems with the German Model Treaty from a development perspective 10
A defective mould: Selected key provisions of the German BIT programme

that restrict policy space for development compared with the lISD Model 12
6.1 Preamble & objectives 13

6.2 Scope and definition of investments 15

6.3 Right to establish investments 20

6.4 Protection of investments 20

6.5 Dispute resolution 32

6.6 Duration and termination 35

7. The costs and benefits of BITs for developing countries 36
7.1 The benefits 37

7.2 The costs of BITs 40

8. Uninformed negotiations 43
9. Conclusion and recommendations 44

ISSN 1614-0079
ISBN 10: 3-89892-577-3
ISBN 13: 978-3-89892-577-8

© Friedrich-Ebert-Stiftung. All rights reserved.
The material in this publication may not be reproduced, stored or transmitted without the prior permission of the copyright holder.
Short extracts may be quoted, provided the source is fully acknowledged. The views expressed in this publication are not necessarily
the ones of the Friedrich-Ebert-Stiftung or of the organization for which the author works.



Preface

The first modern bilateral investment treaty was entered into between Germany and
Pakistan in 1959. Notwithstanding a series of high-profile failures at the multilateral level,
like the OECD Multilateral Agreement on Investment (MAI) that failed in 1995 or moves to
install multilateral investment rules at the World Trade Organization (WTO) that had to be
abandoned at the Cancun Ministerial Conference in 2003, there has been steady growth
in bilateral investment treaties (BITs) for the protection of foreign direct investment, the
total number now having reached a figure of more than 2300. In a way, Germany created
the “mould” for such agreements between industrialized and developing countries for the
promotion and legal protection of foreign investment that have come to be universally
accepted legal instruments since the late 1980s. The number of countries that have so far
refrained from concluding BITs is continuously shrinking, and BITs are concluded no longer
exclusively between capital-exporting and capital-importing countries but increasingly
between developing countries as well. Almost all BITs cover 4 substantive areas: admission,
treatment, expropriation and dispute settlement. These treaties reach well behind borders
and have led to sometimes unforeseen uses of existing investment treaties by foreign inves-
tors against government decisions or actions, leading to increasing numbers of arbitrations
and litigation, which often lack transparency and result in host governments having to pay
substantial compensations. Whereas investor protection is a legitimate goal and certainly
an essential dimension of investment promotion, there is a need to achieve a balance
against other compelling public interests and to provide adequate safeguards for the exercise
of legitimate government policy.

Mahnaz Malik, an international lawyer admitted to practice law in New York, England and
Pakistan and an Associate with the International Institute of Sustainable Development
(IISD), has analyzed the German bilateral investment treaties against the backdrop of the
linkage between investment and sustainable development. According to her analysis, the
German investment treaties concentrate solely on enhancing investor protection, without
giving due consideration to the development policy aims of the German government as
defined by the German Ministry for Economic Cooperation and Development (BMZ). She
deplores the restrictive impact on host governments’ “policy space” and their ability to
regulate in order to protect their development interests. And she calls for a revision of the
German BIT programme involving both the Ministry of Economics and the Ministry of
Economic Cooperation and Development, with a focus on criteria of “policy coherence.”
And she confronts the German Model Treaty with the [ISD Model, which aims to strike a
balance between rights and obligations of investors and states.

The aim of the publication of this study is to contribute to a necessary debate on bilateral
investment treaties with a view to broader policy considerations. Since globalization is
seen as limiting the scope of government policy action in both developing and industrialized
countries, there is a growing need to define and agree on international standards that
balance the rights and obligations of international investors and governments’s space to
pursue legitimate domestic policies and to comply with obligations deriving from inter-
national law as regards human rights and social or environmental policies.

Dr. Erfried Adam

Director, Geneva Office
Friedrich-Ebert-Stiftung
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Executive Summary

By signing the first bilateral investment treaty (BIT) ever in 1959, Germany created
a mould for over 2300 BITs signed since then. The total number of BITs signed
by Germany is 138, which makes it the country with the largest number of BITs.

German BIT programme’s disconnect with development policy

This paper finds that the German BIT programme appears solely focussed on
investment protection without reference to linkages between investment and
sustainable development, at times without any consideration to the development
policy aims that the German Federal Ministry for Economic Cooperation and
Development itself espouses. In fact, the German BIT programme has a negative
impact upon a developing state’s policy space to take measures to achieve its
development goals.

Developing states need to be very careful when negotiating BITs as the majority
of them contain a unique feature - the right of foreign investors to bring claims
directly against the state hosting the investment (“the host state”) before an inter-
national arbitral tribunal. This powerful dispute settlement mechanism has now
spawned over 220 investor-launched arbitrations. Over 2/3 of these have been filed
since 2003, the great majority against developing states and states in transition.

Conclusion & Recommendations

The German BIT programme needs to be revised so it strikes a balance between
investor protection and the development goals of host states. Examples of how
the German Model Treaty can be improved include clarifying the scope of the
treaty, structuring the obligations with greater precision to reduce vagueness,
expressly allowing national policy space for a host state to take measures required
to protect its development goals and introducing a more transparent, legitimate
and accountable dispute resolution system.

The Federal Ministry of Economic Cooperation and Development has the noble
aim of improving the role of developing states in international regimes. However,
rather than renegotiating its BITs “upwards” to be development oriented, Ger-
many through efforts of the Federal Ministry of Economics and Labour is solely
concentrated on enhancing investor protection in its BIT programme without
reference to the restrictive impact this can have on the host state’s ability to
regulate in order to protect its development interests. The German Federal Min-
istry of Economic Cooperation should intervene to ensure that the German BITs
are development positive, not development negative. This needs to be accompanied
by capacity building to create an understanding of the full implications of BITs
both within the government and civil society in developing states.

Mahnaz Malik, August 2006
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Background

On 29 November 1959, by signing the first bilateral investment treaty (BIT) ever
with Pakistan, Germany created the mould for the over 2300 BITs that have been
signed by more than 140 states! since then?. However, the importance of Germa-
ny’s BIT programme extends beyond the historical. Today, Germany retains this
lead with over 130 BITs, making it the country with the largest number of BITs in
the world.

Countries have traditionally set out their rules on foreign direct investment (FDI)
in BITs, which are signed agreements between countries for the reciprocal
encouragement, promotion and protection of investments in their territories by
nationals and companies based in another country. The substantial German
investment abroad? is protected through an extensive network of BITs signed by
Germany with over 130 states*.

FDI is a vital factor for long-term economic development for developing countries
because of its potential to create jobs, raise productivity, enhance exports and
transfer technology. A developing country‘s main objective in attracting FDI is to
reduce poverty and stimulate development. Therefore, as world FDI outflows pick
up after a recent downturn®, the good news for developing states is that FDI inflows
for developing states increased by 35% in 2004, the highest since 1997¢. The bad
news is that the present international investment law regime, which primarily
governs the flow of FDI into most developing states is not designed to foster the
achievement of their sustainable development goals’. In fact, as this report
discusses, some of the international law obligations agreed by developing states
under the German BIT programme can in fact impact negatively on their
sustainable development aspirations.

1 In its recent Research Note UNCTAD calculates that there were 2392 BITs at year-end 2004, UNCTAD
reported that 73 of these were concluded in 2004, of which 10 were renewals.

2 For example, the UK Government’s extensive BIT programme owes is inspiration to the German BIT
programme. See page 3 of UK Bilateral Investment Treaty Programme and Sustainable Development by
Luke Eric Peterson, www.riia.org.

3 UNCTAD reported Germany to be one of the leading sources of FDI after the US and along with the United
Kingdom and China, World Investment Report 2005.

4 UNCTAD records a total of 132 BITs, whereas the German Federal Ministry of Economics and Labour
Overview, dated 2005, records that 138 BITs have been signed.

5 UNCTAD World Investment Report 2005 reported FDI flows of US$ 648 billion in 2004, which was a 2%
increase from 2003.

6 Ihid.

7 This report discusses the impact of a selection of international investment agreements signed by Germany
on the ability of developing states to take measures to achieve their sustainable development without
breaching their international law obligations under these treaties. For a consideration of broader issues
relating to the relationship between international investment agreements and sustainable development,
see International Investment Agreements and Sustainable Development: Achieving the Millennium Develop-
ment Goals, by Aaron Cosbey, www.iisd.org.
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Germany starts yet another
new trend by renegotiating
its earlier BITs to “upgrade”
protection for its investors,
without any consideration
to the development policy
aims that the German
Federal Ministry for
Economic Cooperation

and Development itself
espouses.

The right of private
individuals and companies
to enforce a state’s
international obligations
(and claim damages) give
BITs “teeth” which other
international instruments
normally lack.

The compatibility of Germany’s BIT programme with the development goals of
developing countries becomes of increased significance as Germany® starts yet
another new trend by renegotiating its earlier BITs to “upgrade” protection for its
investors, without any consideration to the development policy aims that the
German Federal Ministry for Economic Cooperation and Development itself
espouses’.

While developing countries may have much to gain from FDI, they also have much
to lose from badly written investment rules — a lesson that they have recently been
learning the hard way in the form of expensive investor-state claims occasioned
by the loosely defined and broad investor rights found in the majority of the BITs
in the world today. These include claims by investors that a wide range of govern-
ment policies, including health, environmental and tax measures, may violate
treaty provisions. Although not all BITs are the same, most usually do contain
broad commitments to protect investments by investors of one state in the terri-
tory of the other state (“the host state”), ranging from assurances of fair, equitable
and non-discriminatory treatment to undertakings to observe investment contracts
and other investment-related obligations. Most importantly, in the vast majority
of cases, these protections are accompanied by a powerful international arbitra-
tion mechanism that allows the investors to bring claims directly against the host
state alleging violations of these protections under international law.

The ability of investors to enforce their rights directly against a state without the
need of an agreement between the investor and the state or the involvement of
their own state is seen as one of the most far reaching innovations of BITs. The
right of private individuals and companies to enforce a state’s international obliga-
tions (and claim damages) give BITs “teeth” which other international instruments
normally lack.

The fact that BITs can bite was fully realised when the first arbitration claim by
an investor against a state under a BIT was registered at the International Centre
for the Settlement of Investment Disputes (ICSID)!® against Sri Lanka in 1987
pursuant to a UK-Sri Lanka BIT!'. Since then, there have been 219 known investor-
state arbitrations under investment treaties, of which over two thirds (69%) were
registered since the beginning of 2002.12 At least 61 governments — 37 of them in
the developing world — have faced investment treaty arbitrations.

8 The renegotiation of these BITs is based on the German Model BIT prepared by the German Federal Min-
istry of Economics and Labour.

9 www.bmz.de states that the development policy of the Federal Republic of Germany is an independent area
of German foreign policy. It is formulated by the Federal Ministry for Economic Cooperation and Develop-
ment (BMZ) and carried out by the implementing organisations. The aim of German development policy is
to reduce poverty worldwide, to build peace and to promote equitable forms of globalisation.

10 The International Centre for Settlement of Investment Disputes (ICSID), an affiliate of the World Bank which

administers specialised investment arbitration and conciliation under the Convention on the Settlement of

Investment Disputes between States and Nationals of Other States, done at Washington in 1965 (com-

monly known as the ICSID Convention, 1965). ICSID is the most commonly referenced arbitration mecha-

nism in investment treaties.

Asian Agricultural Products Limited v. Sri Lanka (AAPL v. Sri Lanka), registered in 1987 under the Sri

Lanka-U.K. treaty of February 18, 1990.

UNCTAD IIA Monitor No.4 (2005), Latest development in investor-state dispute settlement, UNCTAD (WEB/

ITE/IIT/2005/2).
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Scope of review

This report provides:
(a) An overview of the German BIT programme;

(b) anidentification of the critical problems in the German Model Treaty Concern-
ing the Reciprocal Encouragement and Protection of Investment issued by the
Federal Ministry of Economics and Labour in 2005 (“the German Model
Treaty”) (attached as Appendix 1'* ') that can potentially have a negative
impact on sustainable development goals through a comparison with the IISD
Model Investment Agreement (“the IISD Model”)*?, an investment treaty model
that starts from the clear relationship between investment and the achieve-
ment of sustainable development;

(c) a discussion on the cost and benefits of signing German BITs for developing
countries; and

(d) recommendations for changes to the German BIT programme, with reference
to the aims of the development policy of the German Federal Ministry of Eco-
nomic Cooperation and Development (BMZ).1®

Although the IISD Model is drafted as a multilateral agreement, its principles can
be applied to guide bilateral negotiations as well. It has been used by both indi-
vidual states!” as a source to develop their own models as well as by regional
groupings of states to devise regional investment agreements. [A copy of the 1ISD
Model is attached as Appendix 28 to this report]. To avoid translation issues, this
study has only considered the German BITs available in English on the UNCTAD
database, a list of these are attached as Appendix 3.

13 Appendices to this paper are available on http://www.fes-globalization.org/

14 Sent by the German Federal Ministry of Economics and Labour to Stephanie Muche in January 2006. The
role of Stephanie Muche in obtaining data relating to the German BIT programme is acknowledged.

15 2005. The draft is the result of an 18-month process of drafting and consultations, including a high-level
experts meeting in January 2005 in The Hague and a launch event hosted by the Commonwealth Secre-
tariat in April 2005. A parallel exercise developing a Southern Agenda on Investment also fed strongly into
the process. Available at www.iisg.org.

16 www.bmz.de. German development policy takes its cue from the shared goals of the international com-
munity: the Millennium Declaration and the eight Millennium Development Goals (MDGs) derived from it,
the Monterrey Consensus and the Johannesburg Plan of Implementation determine the direction.

17 For example, both Pakistan and Azerbaijan have used the IISD Model as a source while preparing their
model BITs.

18 Appendices to this paper are available on http://www.fes-globalization.org/

19 Appendices to this paper are available on http://www.fes-globalization.org/
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Overview of the German BIT programme

The lack of the
investor-state dispute
resolution clause in its
earlier BITs is probably
the main reason why
Germany how proposes
to upgrade these
earlier BITs through
renegotiations.

The German Federal Ministry for Economics and Labour issued an overview of
its BITs (or investment protection treaties as they are termed by Germany) on 07
October 2005, which is attached as Appendix 4% to this report. This overview
confirms that the total number of BITs signed by Germany is 138, of which 115
are effective, i.e. in force, and 23 have been signed but are not effective. UNCTAD
records show that Germany has signed 132 BITs. The diagram below shows BIT
signing activity by Germany from 1950 to date as recorded by UNCTAD?! as this
data is available in English. The diagram shows that German BIT signing activity
peaked in the 1990’s, reflecting the international trend — the number of BITs in
the world rose sharply from 385 in 1989 to 2,181 in 2002,?? as the 1990s saw
great activity in signing BITs.

The German BITs reviewed for this report have consistent themes even though
they cut across a long time span (1959 to 2005). However, one critical difference
is the absence in the earlier German BITs of an investor-state arbitration clause
which is present in the later German BITs. The lack of the investor-state dispute
resolution clause in its earlier BITs, the implications of which are discussed below,
is probably the main reason why Germany now proposes to upgrade these earlier
BITs through renegotiations. For example, the Germany-Pakistan BIT (1959) does
not include an investor-state dispute resolution clause.

BIT ACTIVITY OF GERMANY FROM 1950 TO 2005,
ACCORDING TO UNCTAD AS AT 15 AUGUST 06
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Diagram 1; Prepared by the author

20Appendices to this paper are available on http://www.fes-globalization.org/
21 Confirmed on UNCTAD treaty database as at 15 August 2006.
22 UNCTAD (2003).
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There is little easily accessible information available in English on the German
thought that underpinned the signing of the first BIT in 1959. The model was
developed in the political context of the 1950s and later adapted in the 1960s — a
period characterised by the spread of communism and concern for the impacts
of decolonisation on business interests. This conscious or unconscious thought
process that may still stand behind the German BIT programme is supported by
the focus that it has on a singular aspect of the investment process — the protection
of foreign capital and investments (rather than development or other policy goals).
The website of the Investment Guarantees of the Federal Republic of Germany?
provides that the German government is continually improving the legal protection
requirements in host states — and consequently the protection and coverage for
German investors abroad — by entering into new or updating existing IPTs. The
lack of reference to development objectives is not unusual but the norm in the
bulk of the BITs?. For example, BITs signed by the U.K., Canada and Switzerland
typically do not refer to development in any context — either in the preamble to
the treaty or in the treaty’s substantive provisions?.

As the initial BITs were developed by capital exporting states like Germany, the
Netherlands and Switzerland, the consequences of their singular investor rights’
focus on the development goals of the developing state party that usually “hosted”
the investment, was perhaps never really considered. While initial BITs were
between developed and developing states (North-South BITs), there are now a
substantial number of South-South BITs, which follow the same (defective)
mould.

The increased use of the arbitration process under the BITs has also shown the
flaws of a system developed primarily to protect investments rather than one that
strikes a balance between the host state’s development interests and investor
protection in terms of a failure to meet basic criteria of legitimacy, transparency
and accountability. The bulk of the BITs in the world today are based on an out-
dated European model of some 50 years ago containing obligations that are so
vague and broad that they have led to conflicting decisions on key obligations.
The defects in the current German Model Treaty and the early BITs signed by
Germany are discussed in this report. Unfortunately, the German Model Treaty
has not evolved too far from the first treaty Germany signed in 1959. While it
would be beyond the scope of this report to analyse the provision of each and
every BIT signed by Germany, references at times are made to a selection of BITs
signed by Germany in the first decade of its BIT programme.

23 http://www.agaportal.de/en/dia/deckungspraxis.htm.l

24 Based on the author’s experience of reviewing over 500 BITs.

25 Bilateral Investment Treaties and Development Policy-Making, by Luke Eric Peterson, IISD (2004), www.
iisd.org.
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Critical problems with the German Model Treaty from a
development perspective

The German Model Treaty

in

and German BITs have
negative implications for
host state governments,
sofar, as they restrict the

ability of developing state
governments to take policy

10

measures designed to
promote development
objectives.

Germany’s official foreign policy is oriented towards the aims of maintaining peace
and prosperity, promoting democracy and developing respect for human rights
the world over. Germany‘s foreign policy endeavours include: “the promotion of
respect for human rights all over the world” and “the preservation of a habitable
world worth living in for future generations.” Further “as one of the largest
industrial and trading nations, Germany is dependent upon a well-functioning
world economic system which remains committed to free trade but does not lose
sight of the need for a reconciliation of ecological and social interests.”

The German Ministry of Economic Cooperation and Development, which devises
Germany’s development policy independently of its foreign policy, provides that
the aim of German development policy is to reduce poverty worldwide, to build
peace and to promote equitable forms of globalisation. At the same time, the
German Ministry of Economic Cooperation and Development states that Germany
is seeking to bring about changes to international regimes, agreements and
institutions that will benefit the developing countries with the aim to create, by
means of fair international frameworks, the conditions necessary for successful
and sustainable development in all countries. It further specifies that the priority
areas of German involvement at this level are reforming international trading,
financial and environmental systems.

However, the current German Model Treaty is far away from these ideals for
development. Not only do the German Model Treaty and the German BITs reviewed
in this report lack provisions that explicitly make the link between investment and
sustainable development, as the subsequent analysis will show, they have negative
implications for host state governments, insofar as they restrict the ability of
developing state governments to take policy measures designed to promote
development objectives. The risk of claims by investors under BITs against develop-
ing countries, which can involve hefty compensation amounts by the latter to the
former, further harms the cause by diverting precious resources that could be
used to achieve development goals.

The website of the German Ministry for Economic Cooperation and Development
does not explicitly assess the German BIT programme in the development context.
Although it does profess that Germany is a strong advocate of greater participation
by the developing countries in international decision-making processes. This
absence of a linkage between development and the German BIT programme could
be due to a lack of coordination between the efforts of the German Federal Ministry
of Economics and Labour and the German Federal Ministry of Economic Coope-
ration and Development with respect to investment. While the latter ministry’s
attitude to economic relationships between states is anchored in the development
context, the former ministry’s thought process, as illustrated by the German
Model Treaty, appears to be frozen in the 1950’s and 1960’s without consideration
of the impact investor protection provisions may have on development goals of
the state partner to the treaty.
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Capital exporting states like Germany will naturally aim to secure the maximum The developing state party
protection. However, the developing state party as host state needs to be careful needs to be careful in

in ensuring that the agreement is designed in such a way that, first, it attracts the  ensuring that the agreement
right quality and quantity of investment that support its development needs and, is designed to attract the
second, it retains policy space to take measures to meet its sustainable develop- right quality and quantity
ment goals (e.g. eradication of extreme hunger and poverty, environment of investment and to retain
sustainability) without being in breach of the BIT and therefore held liable to pay its policy space.

pecuniary damages to investors.

For example, Australia sees the Australia—Sri Lanka BIT as an important safeguard
for Australian companies investing in Sri Lanka. “It [the BIT] would send a positive
message to Australian business about investing in Sri Lanka by offering most
favoured nation treatment in regard to the treatment of Australian investments,
by providing guarantees about expropriation/nationalisation and by establishing
mechanisms for resolving disputes over investment matters. The investor-state
dispute resolution procedures included in the Agreement provide an avenue by
which Australian investors can redress wrongs without recourse to the local legal
system (for example, by recourse to the International Centre for the Settlement of
Investment Disputes).” The same paper considers the “costs” of Australia signing
the BIT and notes, “No formal dispute resolution procedures have even been
invoked against Australia in relation to the nineteen investment protection and
promotion agreements (IPAs) currently in force for Australia. ...” adding that this
is highly unlikely in the current Australian legal and political system.

Based on the current body of research, the jury is still out on the two assumptions

most developing states’ appear to base their decision to sign a BIT. First, promis-

ing investor protection provisions in a BIT is likely to lead to an increase in FDI,

and second, if the quantity of FDI does increase, will it help them achieve develop-

ment goals. A recent study, International Investment Agreements and Sustainable  The Cosbey study
Development: Achieving the Millennium Development Goals by Aaron Cosbey concluded that there
(2005)? considered these very issues and concluded that the body of research  was limited evidence
analysed in the study indicated there was limited evidence that FDI can be attracted  that FDI can be attracted
by BITs, but there was no certainty on the question. Cosbey further noted that FDI by BITs. FDI received may
received may indeed foster economic growth, but this depended heavily on the foster economic growth
presence of other prerequisite factors such as trade openness, macroeconomic  but this depended heavily
stability, an economy of sufficient size and development, among others. Balanced on the presence of other
off against these uncertain gains, according to Cosbey, are the specific ways in  prerequisite factors.
which BITs can actually frustrate the achievement of Millennium Development

Goals, for example the provisions on expropriation may conflict with the legitimate

exercise of environmental regulatory authority.

The BITs signed by Nepal can be used as an example to illustrate Cosbey’s concerns
about the ways in which BITs can frustrate the achievement of development goals.
Nepal’s New Industrial Policy of 1992 identifies foreign investment promotion “as
an important strateqy in achieving the objectives of increasing industrial produc-
tion to meet the basic needs of the people, create maximum employment oppor-
tunities and pave the way for the improvement in the balance of payments.

26 Aaron Cosbey 2005, www.iisd.org.
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By contrast, the lISD’s
Model starts from

the clear relationship
between investment

and the achievement of
sustainable development.
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Foreign investment is expected to supplement domestic private investment through
Joreign capital flows, transfer of technology.” Ironically, the very BITs Nepal has
signed in order to achieve this may frustrate these very aims. Looking at the BITs
signed by Nepal with United Kingdom, Germany and Mauritius, the author of this
report found very limited reservation of policy space to allow Nepal to take
measures. For example, only the German BIT allows Nepal a limited exception to
the obligation to guarantee free transfer of investment related funds, i.e. the ability
to take measures in exceptional balance of payment situations provided that the
complete amount of funds is transferred within a 5 year period. Nepal’s BITs with
the UK and Mauritius do not contain such an exception. Again, while the German
BIT allows Nepal to take measures to protect public security, health, security and
morals without breaching the most favoured nation and national treatment
clauses, Nepal’s BITs with the UK and Mauritius allow no such exception. None
of these BITs signed by Nepal, including the one with Germany, provide for a
general exception which would allow it to protect legitimate public interests, for
example to protect the environment, without risking breaching the expropriation
clause in these BITs.

Although BITs provide rights for investors of both states party to the treaty, in
practice the benefit of these rights are with the investors from the capital export-
ing (usually more developed) state. Since the state hosting the investment of the
investor (usually the developing state) has all the obligations and the rights are
with the investor (usually from the developed state), it is the developing state, in
its role as host state, that ends up with the obligations. This is simply due to the
commercial reality that the majority of investments are made in developing states
by investors from developed states (or comparatively more developed states in the
case of South-South BITs) who have the capital, whereas it would be an unusual
situation to find investors from developing states who have the funds to make
investments in developed economies. This trend, however, is changing with the
economies of India and China, as investors from these states invest in Europe and
America on an increasing level.

This section provides (a) an overview of the critical problems with the German
Model Treaty from a development perspective by comparing it with the IISD
Model and (b) identifies the costs and benefits of signing the German Model
Treaty for a developing state partner by using the example of Germany-Pakistan
BIT renegotiations.

A defective mould: Selected provisions that restrict
policy space for development

The impact upon a developing state’s policy space to take measures to achieve its
development goals, including those related to protecting the environment, are
discussed below in the identification of some of the key shortcomings of the German
Model Treaty. By contrast, the IISD‘s Model starts from the clear relationship
between investment and the achievement of sustainable development. It recognises
that an investment agreement is fundamentally about good governance, and that
protection of investor rights and obligations as well as host state rights and
obligations are an essential part of that equation. It also establishes a clear purpose

DIALOGUE ON GLOBALIZATION



for the agreement: to foster international investment that is supportive of develop-
ment aspirations for developing countries and sustainable development require-
ments in both North and South.

While existing BITs, including the German BIT programme, focus only on investor
rights, IISD develops a clear set of provisions that seek to balance the rights and
obligations of investors, host states and home states. Further, it sets out specific
proposals to fix what is criticised currently a broken investor-state arbitration
system.

This section will focus on the following provisions with respect to the German
Model Treaty:

[.  Preamble & Objectives

II.  Scope and definition of investments

[II. Right to establish investments

IV. National treatment, i.e. Host state must not subject foreign investments
to treatment less favourable than it accords to its own nationals

V. Most favoured-nation treatment, i.e. Host state must not subject foreign
investments to treatment less favourable than it accords to investments
of an investor of a third state

VI. Fair and equitable treatment and full protection & security: Host state
to give foreign investments fair and equitable treatment and full pro-
tection and security under international law Compensation in the event
of expropriation and/nationalisation;

VII. Guarantees of free transfers and repatriation of funds: Host state must
allow transfer of investments and returns in convertible currencies;
and

VIII. Investor-state dispute resolution: Right of investor to bring an arbitra-
tion claim against the host state for breach of the BIT before an inter-
national tribunal.

6.1. Preamble & objectives

The preamble to an international agreement plays an important role in setting
negotiating goals. It is also important and at times crucial in guiding its interpre-
tation by the parties and by others affected by the agreement, including the dispute
resolution process. For example, in the last few years several international arbi-
trations have focussed on preambular or objectives provisions that highlight the
goal of protecting investors and investments. They have then relied upon this
language to emphasise this single element in interpreting and applying several
existing BITs. The Germany-Pakistan BIT of 1959 provides the following in its
preamble:

[a] Desiring to intensify economic co-operation between both States;

[b] Intending to create favourable conditions for investments by nationals and
companies of either state in the territory of the other State;

[c] Recognising that an understanding reached between the two states is likely
to promote investment, encourage private industrial and financial enterprise
and increase prosperity of both the States.
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Almost half a century later the preamble remains nearly identical in the German
Model Treaty (2005), which provides for:

[a] Desiring to intensify economic co-operation between both States,

[b] Intending to create favourable conditions for investments by investors of either
State in the territory of the other State;

[c] Recognizing that the encouragement and contractual protection of such
investments are apt to stimulate private business initiative and to increase
the prosperity of both nations. (Emphasis added)

While [c] in the German Model Treaty may differ slightly from [c] in the German-
Pakistan BIT, it is almost identical to the German-Malaya BIT signed on 22.12.1960,
which provides for “recognising that a contractual protection of such investments
is likely to promote private business initiative and to increase the prosperity of
both nations.” (Emphasis added). Therefore, it would appear that the German BIT
programme is essentially based on an assumption developed back in 1959/1960
that contractual protection of investments is likely to lead to or is “apt to stimulate
private business initiative and to increase the prosperity of both nations” The
following year, the Germany-Liberia BIT even uses the words “apt to.”

There are three major shortcomings in the German approach to the preamble.
First, it assumes that there is a strong link between the signing of a BIT and FDI,
whereas the jury is still out on whether this is the case. Second, it assumes that
all FDI leads to increased sustainable development and thus increased prosperity
for the developing state. There is no focus on the need to attract quality FDI to
support sustainable development in the host state. Third, the status of the state
parties’ development levels is not mentioned.

The IISD Model approach proposes that the preamble to an investment agreement
should clearly set out the broader goals that are encompassed, where develop-
ment, sustainability and investment protection are all relevant. The preamble in
the IISD Model starts out by setting out that the parties are “seeking to promote
sustainable development at the national, regional and global levels,” while recog-
nising “the development of protections for foreign investors in international law
to date.”

It further emphasises that the parties are “seeking an overall balance of rights
and obligations in international investment between investors, host countries and
home countries.”

This is bolstered by an objectives clause in the IISD Model, which is used to pro-
vide a single statement of the reason for the agreement. The IISD Model provides
that “the objective of this agreement is to promote foreign investment that sup-
ports sustainable development, in particular in developing and least developed
states.” The proposed article also helps in setting an interpretational context that
is clearly different from the current “investor rights” context used in many arbitra-
tions to date.
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6.2 Scope of the German Model Treaty

The scope of coverage of a treaty that is critical to understand. The scope of a
BIT’s application is determined by three main elements:

Definition of the investment covered by the BIT;

Definition of the investor covered by the BIT;

Application in time, that is whether investments made prior to the BIT’s
entry into force are covered.

This section focuses on the definition of investment and investor in the German
BIT programme.

6.2.1 Definition of investment under the German Model Treaty

All of the German BITs? reviewed in this report define the term “investment.” The
definition of investment in BITs is important as the term “investment” is not defined
in the ICSID Convention. In fact, a number of BIT arbitrations have turned on the
issue of whether a particular project is an investment covered under the BIT. The
answer to this question then determines whether the tribunal has the jurisdiction
to hear the “investment dispute.” For example, in Mihaly v. Sri Lanka, the tribu-
nal held that it did not have jurisdiction to hear the claim because expenditure by
the claimant in Sri Lanka did not fall under the definition of investment in the
US-Sri Lanka BIT.

However, investment has been given a broad interpretation by ICSID tribunals,
ranging from physical infrastructure and facilities to the provision of loans, to the
issuance of promissory notes to construction and distribution ventures.

Article 1 of the German Model Treaty defines investment broadly by providing
that “investment shall comprise every kind of asset, in particular

() Movable and immovable property as well as any other rights in rem, such as
mortgages, liens and pledges;

(I) Shares of companies and other kinds of interest in companies;

(III) Claims to money which has been used to create an economic value or claims
to any performance having an economic value;

(IV) Intellectual property rights, in particular copyrights, patents, utility-model
patents, industrial designs, trade-marks, trade-names, trade and business
secrets, technical processes, know-how, and good will;

(V) Business concessions under public law, including concessions to search for,
extract and exploit natural resources.”

27 This paper only considers the BITs attached in appendix 3, which are available in English on the UNCTAD
website.
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The definition of investment in the German Model Treaty is virtually identical to
the one in the German-Malaysia BIT (1960),? which provides that investment shall
comprise every kind of asset, with a similar list of examples® of the form such an
investment may take. The German-Pakistan BIT (1959) is worded slightly differ-
ently, which indicates that it was a year later in the German-Malaysia BIT (1960)
that the clauses were refined to create the mould that would lead to the German
Model Treaty®°.

In view of the importance of the definition of investment, each of the different
categories of investment covered by German BIT is briefly discussed. However,
the definition in the German Model Treaty is not exhaustive and includes “every
kind of asset,” with the categories only serving as illustrations of the forms such
assets may commonly take on. The precise language might vary but the above
categories are covered in the bulk of the over 500 BITs the author has reviewed,
the majority of which provide a non-exhaustive definition of investment, with
similar categories serving as illustrations.

e Movable and immovable property and any other property rights such as
mortgages, liens or pledges

Both movable and immovable properties are covered. Property rights are
broadly defined without restriction to any particular type of property right as
the references to mortgages, liens or pledges are given as examples of the type
of property rights that may be covered.

e Shares of a company and any other form of interest in a company

Not only shares in companies are termed as an investment, but a broader
variety of interests and rights in companies are also included. This can be inter-
preted to cover a wide variety of modern commercial interests in companies.
The German Model Treaty provides that “shares of companies and other kinds
of interest in companies” will be termed investments. The reference to “other
interests in companies” is wide and could be interpreted to extend beyond
proprietary or participatory interests in companies, in particular, for example,
debentures and other debt type instruments. Moreover, it would also include
portfolio investment.
e Claims to money or to any performance having an economic value

While the earlier German BITs refer to “title to money,” for example Germany’s
BITs with Malaysia (1960), Liberia (1961)*' and the Sudan (1964),*? the German
Model Treaty reflects the trend in later German BITs as it provides for “claims

28 Signed on 22.12.1960.

29 The Malaysia-Germany BIT provides that examples of investment are: “(a) Movable and immovable property
as well as any other rights in rem such as mortgages, lien, pledge, usufruct and similar rights;

(b) Shares or other kinds of interest in companies;

(c) Title to money or to any performance having an economic value;

(d) Copyright, industrial property rights, technical processes, trade names and goodwill; and

(e) Such business concessions under public law including concessions regarding the protection of , or the
extraction or winning of natural resources as give to their holder a legal protection of some duration”.

30 The German-Pakistan BIT states that investment shall comprise capital brought into the host state in vari-
ous forms in the shape of assets such as foreign exchange, goods, property rights, patents and technical
knowledge. Further, that any partnerships, companies or assets of similar kind created by the utilisation
of the abovementioned assets shall be regarded as investment.

31 Signed on 12.12.61.

32 Signed on 7.2..64.
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to money which has been used to create an economic value or claims to any
performance having an economic value.” The reference to claims to money or
to any performance having an economic value could potentially cover a variety
of commercial contracts and transactions, including even those for the sales
of goods transactions and sovereign loan agreements, which are not commonly
associated with FDI.

The inclusion of sovereign debt could be of particular concern to developing
states with heavy external debt. There are no provisions in the German BITs
specifically providing that investment does not cover claims to money derived
from the sale of goods or services contracts or sovereign loans, which are often
found in North American BITs following the NAFTA approach.

e [ntellectual property rights, in particular copyrights, patents, utility-model
patents, industrial designs, trade-marks, trade-names, trade and business
secrets, technical processes, know-how, and good will

The German Model Treaty covers intellectual property rights per se, without
any requirement that these intellectual property rights be connected to an
investment operating in the host state. The availability of BIT protections for
intellectual property rights has come under increasing criticism as they are
seen as imposing a WTO TRIPs-Plus standard.?* There has not been an arbitra-
tion under a BIT as yet in which an investor has sued a host state for loss
caused to an intellectual property right (IPR) asset. However, there is a view
that it will be a matter of time before IPR issues find their way into BIT arbitra-
tion claims?®*. This may be of particular concern to those host states where IPR
protection is weak®>. German BITs also cover a range of other intangible rights
such as good will and know-how.*¢

e Business concessions under public law, including concessions to search for,
extract and exploit natural resources

The German Model Treaty’s definition of investment covers business conces-
sions conferred by public law, including concessions to search for, extract or
exploit natural resources in the host state. Therefore, a concession, for exam-
ple to search for gas, in itself would be an investment even if the investor has
not yet laid out any funds or resources for actual exploration.

Overall, the definition of investment in the German Model Treaty is broad, reflect-
ing the approach in the majority of the German as well as of other EU and North
American BITs. Investment in the German Model Treaty includes a range of tangible
and intangible property and contractual rights beyond the classic forms of direct
investment, i.e. “the laying out of money or property in business ventures so that
it may produce a revenue or income.” Returns on the investment are also offered
varying degrees of protection.

33 Bilateral investment agreement: Agents of new global standards for the protection of intellectual property
rights? By Carlos M. Corra, August 2004, www.grain.org.

34 NGOs warn on spread of IPRs in investment pacts but disputes slow to arise, by Luke Eric Peterson

35 “Intellectual Property in Investment Agreements: The TRIPS-Plus Implications for Developing Countries”,
South Centre, Analytical Note, May 2005, available on-line at: http://www.southcentre.org.

36 The German Model Treaty defines investment to include “intellectual property rights, in particular copyrights,
patents, utility-model patents, industrial designs, trade-marks, trade-names, trade and business secrets,
technical processes, know-how, and good will.”
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Perhaps one of the most surprising features of the German Model Treaty is how
little the German investment regime has changed over the last fifty years.

The German Model Treaty can be improved by introducing a narrower and
exhaustive definition of investment and in particular by removing references to
sovereign debt, portfolio investment; sales of goods and services contracts and
IPR per se (i.e. those that are not connected with any investment in the host state)
Jrom the definition. The goal of the German BIT programme should be to protect
investment that is physically present and operating in the host state, not just a
shell company. The IISD Model’s approach to investment discussed below can be
used to add further detail.

The IISD Model clarifies what constitutes an investment. Its objective is to define
an investment as either a direct subsidiary or owned company, or shares or other
forms of ownership instruments in such a company, or in relation to other
significant rights relating to its actual operation or undertaking in the host state.
The definition is broad on this count, reflecting different commercial and legal
practices, but it is narrowed down on other counts.

The limits flow from arbitrations that have identified market share or very minimal
investment, like a sales office, as sufficient to qualify as an investment. The 1ISD
Model suggests that such levels of investment should not qualify for purposes of
the protections of the treaty. In other words, the goal appears to be to extend
coverage to investments that are physically present and operating in the host state,
not just empty shells of one form or another or minimal levels of investment for
the purpose, for example, of generating foreign-based sales of goods or services.
For greater certainty, the 1ISD definition provides that “an investment does not
include: market share, whether or not it is based on foreign-origin trade; claims
to money deriving solely from commercial contracts for the sale goods and services
to or from the territory of a Party to the territory of another country, or a loan to
a Party or to a State enterprise; a bank letter of credit; or the extension of credit
in connection with a commercial transaction, such as trade financing.”

The IISD Model also excludes portfolio investment from coverage. IISD bases the
exclusion on the premise that the absence of a direct management role and interest,
a key element of portfolio investment, as well as the impractical nature of potentially
millions of portfolio investors to follow the other obligations of a covered investor
or the notice requirement set out, make it impracticable for the relatively small
benefits that would accrue.

The IISD Model also excludes intellectual IPRs per se as an investment. This does
not mean that an investment that has IPRs among its assets would not have these
protected by the agreement in appropriate cases. What it does mean is that simply
holding an IPR in a foreign country does not trigger the rights or obligations of
the treaty. This is in keeping with the precept that investments should have a
significant operational presence in the host state, not just a market share of some
form or another.
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6.2.2 Definition of an investor

BITs refer to investors as “companies” or “nationals” who are entitled to the benefits
accorded by the agreement. The investors in the German BITs, as is the case with
nearly all BITs, comprise both natural persons, defined as “nationals”, and juridical
persons or other legal entities, defined as “companies”.

Determination of nationality is left to each state’s domestic law. However, the
Protocol to the German Model Treaty provides that the possession of a passport
issued by the competent authorities shall be deemed evidence of nationality.

The German Model Treaty defines investors as: (I) Germans within the meaning
of the Basic Law of the Federal Republic of Germany and (II) any juridical person
as well as any commercial or other company or association with or without legal
personality having its seat in the territory of the Federal Republic of Germany,
irrespective of whether or not its activities are directed at profit.

The definition of an investor is wider than what is often understood by the term
in ordinary use as it also extends to unincorporated entities and non-profit opera-
tions.

The vast majority of German BITs do not contain any restriction that the compa-
nies have to be controlled by citizens of the home state.*” The requirement of
control by citizens limits the BIT’s protection to those that have a link with the
contracting state rather than simply the fact of having their “seat” in Germany.
This is designed to prevent “treaty shopping,” where citizens of a third state can
effectively benefit from the BIT’s protection by simply incorporating a company
in the state party to the BIT, even though their commercial activities have no real
connection to that state beyond the bare minimum required to have them recog-
nised as a company duly constituted as having its seat in Germany under German
law.

On the other hand, the IISD Model includes conditions at the end of the definition
of investor designed to ensure that a real operational investment is covered, one
with the capacity to contribute to development opportunities. Further, the 1ISD
Model sets out a process for the selection of the home state in the definition of the
home state section. In most BITs, including the German Model BIT, this has gone
largely undefined, opening up the process to abuse through what can be described
as “home state forum shopping.” This process involves investors finding locations
from where they may have minimal obligations under the laws of the state in
question, but maximum benefits under a BIT, irrespective of their actual business
connection to the home state. On occasion, investors from the host state have suc-
cessfully established shell companies in the home state as a vehicle for gaining the
protections of a BIT. The IISD Model requires an express choice to be made by the
investor, and requires that choice to be based on the location of actual control over
the investment, and where liability can be effectively imposed if needed. It also
subjects that choice to potential review by the host state. The proposed provision

37 However, the German-Antigua & Barbuda BIT is an example of one that does.
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seeks to balance the need for fast decisions and certainly on the part of all parties,
while preventing forum shopping for home states. The last paragraph of that process
ensures that a home state is deemed to be determined if an investor does not choose
one or a final decision is not agreed under the terms of that paragraph.

The definition of “investor” in the German BITs needs to be narrowed to ensure that
only those investors that have an actual commercial connection to the home state
are protected by the BIT, for example, not merely a shell company incorporated
to benefit from the protections in the BITs. The IISD Model can be used as a guide
as it goes further by requiring the investor to make an express choice of home
state. This is particularly important as under the IISD Model the home state also
has obligations (not present in the German BITs).

6.3 Right to establish investments

None of the German BITs provide for any pre-establishment rights for investment,
as seen, for example, in the modern US BITs. The German BITs provide only post-
establishment rights, that is, the protections in the BITs only apply once the invest-
ment has been made in the host state in accordance with its laws.® Although the
German BITs provide that the host state shall encourage or promote investment,
it does admit that such capital is to be subject to the host state’s right to exercise
powers under its laws. This is in line with the majority of the BITs in the world
today, which create only post-establishment rights.

Paragraph 3(E) of the IISD Model addresses an absolutely critical issue, whether
or how an agreement should extend to create a right of establishment for foreign
investors in a host state. While the German Model Treaty only covers post-estab-
lishment issues, several other current model agreements and negotiating demands
seek to do just this. IISD takes the view that creating a right of entry for foreign
investors is inappropriate and unnecessary from a developing country perspective.
Further, it creates significant risks to the ability of states to ensure the sustainable
development of resources and national development benefits from them. The
alternative suggested by the IISD Model is what might be called an “advertisement”
of investment opportunities under each state’s domestic law. It allows the states
to indicate which sectors are more open for foreign investment than others, and
the associated conditions. But it also allows each state to amend its list unilater-
ally, as long as this does not impact any investor rights or obligations for investment
already made or in progress under the pre-amended list.

It is recommended that the German Model Treaty should not seek pre-establish-
ment rights; however, it may look towards the approach the IISD Model takes
with respect to advertising opportunities for investment.

38 Article 2 of the German Model BIT provides that the host state “shall in its territory promote as far as
possible investments by investors of the other Contracting State and admit such investments in accordance
with its legislation.”

DIALOGUE ON GLOBALIZATION



6.4 Protection of investments

The German Model Treaty provides protection to investments of “investors” by
imposing obligations on the state party in which the investment is made (i.e. the
host state).

The main types of protections available to investments of investors in the German
Model Treaty are discussed below. These obligations will need to be interpreted
by reference to the applicable law of the BIT, i.e. the law that governs the BIT.

When a BIT does not state the law to be applied to disputes between investors
and host states, and provides for ICSID arbitration, Article 42 of the ICSID Con-
vention provides that in the absence of agreement between the parties the tribunal
shall decide a dispute in accordance with the law of the relevant state party (i.e.
the host state) and such rules of international law as may be applicable.

ICSID tribunals have generally concluded in investment cases that the BIT is the
primary source of the law. Because a state’s treaty obligations are determined by
international law, this prevails even when tribunals also refer to the host state’s
law, because to be consistent with its treaty obligations a state’s action has to
comply with the requirements of international law as well as local law. Further,
it is an established principle of international law that a state cannot rely upon its
domestic law as an excuse for breaching international treaties. Rather, its domestic
law must be brought into line with its treaty obligations.*

Thus, the trend in ICSID jurisprudence is that international law will usually trump
over a state’s domestic law in BIT disputes. However, unfortunately the precise
scope of international law provisions is uncertain. International law is not a defined
body of rules like national law but includes international conventions, interna-
tional custom, general principles of law, judicial decisions and academic writing.
There are, therefore, many sources on which an arbitral tribunal can draw in
deciding whether a host state has complied with its treaty obligations. The present
uncertainly found in the interpretation of key BIT standards will be apparent from
the discussion below. However, substantive BIT case law is rapidly emerging,
although at times with inconsistent decisions. The I[ISD Model contains a clear
articulation of the governing law to be applied to the agreement, however, some
of the uncertainty due to the evolution of customary international law remains
even in this approach.

6.4.1 Fair and equitable treatment in the territory of the host state

In a study considering 19 awards against host states, the host state was sanctioned
for unfair or inequitable treatment or for a failure to provide full protection and
security in 13 cases; for a failure to provide compensation for expropriation or
other deprivation of property in 7 cases; for discriminatory treatment in 5 cases;
and for failure to observe contractual or other obligations in 2 cases*.

39 See Article 27 of the Vienna Convention on the Law of Treaties.
40 A return to the Gay Nineties? The Political Economy of Investment Arbitration, Gus Van Harten, Law De-
partment, LSE, April 2006.
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Article 2 of the German Model Treaty states that the host state shall provide
investments by investors “fair and equitable treatment.” The majority of German
BITs also provide that investments of foreign investors shall enjoy “fair and equi-
table treatment” in the territory of the host state.

The fair and equitable standard is the second most important (and common)
feature of BITs after the expropriation clause. Therefore, it is essential to under-
stand the meaning of the term “fair and equitable.” Unfortunately, the precise
scope of the fair and equitable treatment under international law is presently
uncertain.

The classic interpretation of the breach of the fair and equitable standard is be-
haviour or conduct that would clearly shock the impartial observer.*' However,
international law evolves over time, and today the fair and equitable standard can
be interpreted to include due diligence and non-arbitrariness. Examples of the
conduct of public authorities found to be incompatible with the fair and equitable
standard in previous arbitrations include discrimination in favour of domestic
entities, requiring the investor to incur unnecessary expenses and disruption,
breach of a commitment by a government official to the investor and failure to
ensure transparency of public authorities. Article 5(2) of the US Model BIT explains
that the obligation to provide fair and equitable treatment includes the obligation
not to deny justice in criminal or civil or administrative proceedings in accordance
with the principle of due process embodied in the principle legal systems of the
world. Thus, a tribunal would have considerable scope to decide the ‘fairness’
and equity’ of a state’s actions under the German Model Treaty by considering the
evolution of international law, including customary international law.

Overall, the fair and equitable standard requires states to maintain stable and
predictable investment environments consistent with reasonable investor protec-
tion. For example, in the ICSID case of Maffezini v. Spain, the tribunal held that
the government’s failure to ensure transparency in the workings of public
authorities in relation to the management of the investor’s money constituted a
breach of the fair and equitable standard in the Argentina-Spain BIT. The tribunal
in the CME v. Czech Republic case found that the Czech Republic had breached
the fair and equitable standard by failing to provide a predictable framework for
investment, contrary to the investor’s legitimate expectations and his reliance on
the state’s earlier commitments.*?

One critical issue for developing states is whether their environments meet the
international standards of fair and equitable treatment, particularly in terms of
transparency and predictability. While these may be standards to aspire to, taking
on an obligation, the breach of which can result in claims worth several million
dollars, as has been the case in a few BIT arbitrations, can be risky business.

The IISD Model in Article 7 clearly provides that the host state shall accord to
investors or their investments treatment in accordance with customary inter-

41 The Neer case (1927) standard of “shocking, wilful neglect of duty”.

42 CME Czech Republic B.V. (the Netherlands) v. The Czech Republic (13 September 2001). This case is
highly controversial, as a second case, on the exact same facts, found there was no breach of this standard.
Still, the decision stood up to further judicial review despite this obviously disquieting situation.
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national law, including fair and equitable treatment. It clarifies that the concepts
of fair and equitable standards are those prescribed by minimum customary
international law standard and do not create any additional substantive rights.
Further the article specifies that the obligation of the host state to provide fair and
equitable treatment should be consistent with the obligation of host states, in
particular under Article 19. Article 19 (D) recognises that different levels of develop-
ment mean that states may not achieve the same standards and qualities for their
administrative and judicial processes, and the article does not establish a single
international standard in this context. At the same time, states are encouraged to
improve their transparency and accountability.

The IISD fair and equitable provision sets a minimum threshold of conduct that
would clearly shock the impartial observer, whereas the lack of reference to the
minimum international law standard in the German Model Treaty with respect to
fair and equitable treatment may leave room for uncertainty. However, the reference
to customary international law also means that the standard does evolve over
time, and today it would include, in the eyes of many, some basic elements of
transparency and non-arbitrariness. These are brought in by reference to Article
19, which sets out what might be termed a minimum level of good governance
obligation on host states. Article 19 also makes it clear that not all states have
achieved the same standards of governance, and therefore investors cannot expect
one level of standard from all host states, the cross-reference also makes it clear
that this is not intended to be a standard determined by reference to OECD
standards of good governance when non-OECD governments are involved.

The “fair and equitable” standard in the German Model Treaty can be improved
by an explicit reference to the minimum customary international law standard
and by including a provision that takes account of the state’s particular stage of
development.

6.4.2 Full protection and security in the territory of the host state

Nearly all of the German BITs reviewed for the purposes of this study provide for
“full protection and security” for investments by foreign investors in the territory
of the host state. This provision is also included in the German Model Treaty*:.

As considered in the discussion on fair and equitable treatment, the obligation to
provide “full protection and security” needs to be interpreted under international
law, and the exact meaning of “full protection and security” is uncertain. Although
this standard has found application in situations of physical protection of real and
tangible property, its coverage may extend to other situations. For example, in the
Goetz v. Burundi case, the ICSID tribunal held that the withdrawal of a government
authorization vital to the operation of the project may breach the standard. Again,
there is no reference in the German Model Treaty that this standard should be in
accordance with the minimum international law standard, as it is found in recent
US BITs. The current US Model BIT provides that “full protection and security”
requires each party to provide the level of police protection required under
customary international law.

43 Article 4 of the German Model Treaty provides that investments by investors of one state party shall enjoy
full protection and security in the territory of the other state party
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The precise extent of the full protection and security standard under the German
Model Treaty is uncertain because first, there is no express reference to the
minimum international law standard and second, the minimum international law
standard itself evolves over time. Therefore, a tribunal would have considerable
discretion in interpreting the full protection and security standard.

Although the decisions of other tribunals on this standard are not binding, tribu-
nals are likely to be influenced by these interpretations. ICSID tribunals have found
breaches of the full protection and security obligation in situations where the host
state failed to take reasonably expected protective measures to prevent the
physical destruction of the investor’s property, in particular measures that fell
within the normal exercise of governmental functions. For example, in AAPL v.
Sri Lanka, Sri Lankan security forces destroyed the investor’s shrimp farm and
killed more than 20 of its employees in seeking to curb the Tamil insurrection. On
the basis of the full protection and security clause in the UK-Sri Lanka BIT, the
tribunal found that the Sri Lankan government would be held to a standard of due
diligence. On the basis of this standard, the tribunal held that Sri Lanka had
violated its obligation of full protection and security by not taking all possible
measures to prevent the killings and destruction of investment.

Article 7 of the IISD Model as discussed above helps resolve this issue by clarify-
ing that the host state’s obligation to provide full protection and security is in
accordance with the minimum standards of customary international law. However,
a degree of uncertainty still remains due to the evolutionary nature of interna-
tional law itself. Further, as discussed above in the fair and equitable section, this
standard is to be interpreted in conjunction with Article 19, which recognises that
states will be at different levels of development.

The German Model Treaty’s standard of full protection and security can be im-
proved by providing an explicit reference to the minimum standard of customary
international law and a provision which takes into account of the developing
state’s level of development.

6.4.3 “Umbrella clause”

Under an “umbrella clause” breaches of a commitment or contract between the
host state and an investor can be elevated to a breach of the relevant BIT. Article
8(2) of the German Model Treaty is such an “umbrella clause”; it provides that the
host state shall “observe any other obligation it may have entered into with regard
to investments in its territory by investors of the other contracting state.”

There is uncertainty surrounding the situations in which under an “umbrella
clause” contract breaches would automatically become breaches of the BIT, given
the handful of publicly available awards on this particular point which appear to
contradict each other (for example, SGSv. Pakistan and SGSv. Philippines). Indeed,
the first international arbitration tribunal to rule on the legal effect of such a clause
in a jurisdiction context was in SGS v. Pakistan in 2003. The answer appears to
depend on the formulation of the umbrella clause in each BIT and the attitude of
the arbitral tribunal hearing the case, particularly its inclination to restrict or
expand the scope of the BIT.
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A recent ICSID award, Noble Ventures Incv. Romania, dated 12 October 2005,
interpreted a similar clause in the US-Romania BIT. Article 11(2)(c) of the US-
Romania BIT stated that ,[elach Party shall observe any obligation it may have
entered into with regard to investments.“ The investor claimed that this provision
was a so-called “umbrella clause” which operated in such a way as to bring con-
tractual obligations under the treaty umbrella. The tribunal agreed with the
investor’s reading of the clause, noting that any other interpretation would deprive
the particular treaty provision of its obvious meaning. The tribunal distinguished
the awards in SGS v. Pakistan, SGS v. Philippines, and Salini v. Jordan by
concluding that the clause was different and required a different interpretation
based on the Vienna Convention on the Law of Treaties. The tribunal considered
that the clause used the term ,shall,“ which undoubtedly ,,was intended to create
obligations, and obviously obligations beyond those specified in other provisions
of the BIT itself.*

The existence of an umbrella clause broadens the scope of the treaty, particu-
larly as it can subject individually negotiated private commercial contracts between
investors and the host states governments to the BIT. This can lead to an interna-
tional arbitral tribunal taking jurisdiction over contract disputes, even when they
specifically designate a domestic court as the forum of choice.

The IISD Model tackles this issue in the investor-state disputes clause in Article
44. 1ISD believes that the focus should be on the underlying facts. IISD believes
that stating a breach of contract case as a breach of treaty will not alter the fact
that the breach of contract is the key issue, and that this can be resolved at least
notionally at a domestic level. The dispute resolution provision provided in the
IISD Model compels the contract claim to be brought to domestic dispute settle-
ment before it can be taken to an investor-state claim as a breach of the treaty.

It is recommended that the “umbrella clause” in the German Model Treaty should
be revised to ensure that it does not allow investors to use the BIT dispute reso-
lution mechanism in the place of a negotiated dispute resolution mechanism in
a commercial contract between the investor and the host state.

6.4.4 National Treatment and most favoured nation treatment provisions

The obligation to provide investment national treatment and most favoured nation
treatment is seen as the hallmark of BITs, and it is a feature in the German
Model Treaty.

Article 3(1) of the German Model Treaty provides protection to both investments
owned or controlled by investors from treatment less favourable than that accorded
by the host state to its own investors or to investments of investors of any third
state.

Article 3(2) prevents the host state from subjecting investors, as regards their

activity in connection with investments in its territory, to treatment less favour-
able than it accords to its own investors or to investors of any third state.
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The Protocol to the German Model Treaty provides a non-exhaustive definition of
the “activity” of investors and of “treatment less favourable.” It states that the
management, maintenance, use, enjoyment and disposal of an investment will be
deemed “activity” within the meaning of Article 3. Further, that the following shall,
in particular, be deemed “treatment less favourable” within the meaning of Article
3: unequal treatment in the case of restrictions on the purchase of raw or auxiliary
materials, of energy or fuel or of means of production or operation of any kind,
unequal treatment in the case of impeding the marketing of products inside or
outside the country, as well as any other measures having similar effects. These
restrict the ability for the host state to take measures aimed at enhancing local
production or enterprise for fear of breaching this standard.

However, the Protocol also contains an important exception to the measures which
may constitute treatment less favourable. It provides that measures that have to
be taken for reasons of public security and order, public health or morality shall
not be deemed “treatment less favourable” within the meaning of Article 3. Having
said that, there is no exception to allow a host to take measures designed to
encourage domestic enterprise.

The Protocol also provides that privileges granted to investors of third states due
to a double taxation convention or other agreements regarding matters of taxation
shall be excluded from the most favoured nation treatment obligations in Article
3. Further, Germany’s EU commitments are reflected in the exclusion referring to
a custom or economic union. The existence of these limited exceptions in the
German Model Treaty is important. Even though these exceptions are not adequate
to allow a host state full discretion to take measures to achieve development goals,
they do recognise that there is a need in certain circumstances to allow exceptions
to the obligations the BITs impose. Similarly, there is scope for the host state to
take measures for public security, health or morality without breaching the national
treatment and most favoured nation treatment standard. However, the scope of
the exception is limited to the less favourable treatment standard and does not
apply to other obligations, such as expropriation. Further, no exception is allowed
with respect to the national treatment standard in situations where the host state
may need to encourage a local industry, for example a gender oriented local
economic empowerment programme.

In Article 5, the IISD Model provides for national treatment. Some arguments have
been made that there is some form of general or customary international law right
to national treatment for foreign investors. IISD disagrees with this and believes
that the national treatment rights are those that are set out in investment agree-
ments. It is, therefore, important to get them right, so that they are meaningful
for investors while maintaining the appropriate ability of governments to regulate
and to participate in the management of their economies.

The IISD provisions on national treatment are a fairly standard articulation of the
national treatment rule. Paragraph (A) addresses treatment of the foreign investor,
and Paragraph (B) treatment of the investment itself. Both cover the post-estab-
lishment phase, but only to the extent it is granted under domestic law.
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Paragraph (C) sets out a specific exclusion that ensures the government can use
government procurement measures to promote domestic businesses or domestic
content requirements.

The IISD National Treatment article is also drafted keeping in mind that in assess-
ing national treatment standards, more than a simple comparison of foreign and
domestic investors is required. Rather, IISD believes that they must be foreign and
domestic investors “in like circumstances.” The German Model Treaty does not
use the detail of “in like circumstances” adopted in the IISD Model.

While some arbitral panels have ruled that only very general tests must be met
here, such as: Are they both exporters?; or, Are they in the same production sector?
IISD believes this approach is wrong and has led to inappropriate results.
Therefore, Paragraph (E) sets out a more comprehensive test that interpreters of
the agreement will be bound to apply. It requires all potentially relevant factors
to be included, and precludes a simple reliance on one factor, such as being an
exporter.

The list also expressly requires consideration of the aims of the measure that is
of concern, ensuring that not just the effects of the measure are part of the test.

The express approach to the like circumstances issues is a response, in part, to
some of the arbitrations and some writings that have followed a historical but no
longer applicable view of how trade law approaches the “like products” test used
to assess its national treatment tests. The reliance under trade law on the
competitive products test as the sole measure has been reversed in recent trade
cases. Expressly ensuring that the aims of a measure are considered here, along
with all the other factors listed, will prevent any further efforts to eliminate the
purpose of a measure from due consideration under investment agreements, or
to focus only on the most general of comparisons as determinative.

Article 6 of the IISD Model provides for most favoured nation treatment. The most
favoured-nation (MFN) rule has long been associated with BITs but has recently
become very controversial. Some arbitral tribunals have allowed investors to
essentially “cherry-pick” from any and all international investment rules or
domestic laws available to any foreign investor. The result has been growing
uncertainty for host states as to what their obligations are under an agreement,
and growing opportunities for an expansive reading of existing agreements by
arbitrators at the behest of investors.

Article 6 limits the use of MFN principles to future agreements only, while main-
taining a broad sweep for national measures to be covered. This is important
because any backwards use of the MFN provision would not just maintain the
cherry-picking opportunity but allow previous BITs to prevail over the new one
to the extent that they are not rendered inapplicable by virtue of either the home
or host states not being a party to this agreement. This issue is dealt with in Article
34 of the IISD Model (Relationship to Other Agreements).
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The use of the word “ substantive” and its accompanying footnote ensure that only
the substantive provisions of any future agreement will be subject to the MEN rule,
not dispute settlement provisions or procedures that might be specifically estab-
lished in a bilateral or regional context.

The National Treatment standard in the German Model Treaty should have an
exclusion that ensures that government can use government procurement meas-
ures to promote domestic businesses or domestic content requirements. The MFN
standard in the German Model Treaty should be clarified to provide that it applies
only to substantive provisions of any future agreements.

6.4.5 No expropriation without compensation

The obligation of a host state to compensate investors in the event of an expro-
priation is perhaps the most critical protection offered by BITs to investors, and
itis frequently relied upon by investors in BIT arbitrations. Article 4 of the German
Model Treaty provides that the host state shall not indirectly or directly expropriate,
nationalise or subject to any other measure the effects of which would be
tantamount to expropriation or nationalization the investments by investors in its
territory, except for the public benefit and against compensation.

The notion of expropriation has recently been interpreted quite broadly in some
arbitrations. It is a well-accepted principle of public international law that expro-
priation may result from either (a) a direct and deliberate formal act of taking,
such as an outright nationalisation, or (b) from an indirect taking that substan-
tially deprives the investor of the use or enjoyment of his investment, including
deprivation of the whole or a significant part of the economic benefit of the prop-
erty, even if the legal and beneficial title of the asset remains with the investor. An
expropriation may also be “creeping” or “constructive”: it need not be immediate
but may unfold through a series of acts the cumulative effect of which is the
substantial deprivation of the use or value of an investment.** Government
measures such as tax increases, environmental regulations or the revocation of a
license may, in certain circumstances, amount to an expropriation.

The provision setting out the rules for expropriation vary from BIT to BIT. This
has an important impact on the scope a tribunal will give in any given case to all
of the above noted possibilities. This in turn impacts the space left for governmental
measures to impact a foreign investor and the rights of an investor to seek
compensation for such measures. The critical issue of whether a regulation can
be an expropriation under the German Model Treaty is discussed below.

The obligation not to expropriate

The German Model Treaty states that “expropriation” and “measures tantamount
to expropriation” may only take place for public benefit and against compensation.
As discussed above, “expropriation” is interpreted to include both direct and
indirect takings. The critical issue is the scope to be given to phrases such as
“measures tantamount to expropriation” or “measures equivalent to expropriation,”

44 Guide to ICSID Arbitration, by Lucy Reed, Jan Paulsson and Nigel Blackaby (Kluwer Law International
2004).
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or concepts such as indirect expropriation. This category of measures has been
interpreted broadly by some tribunals to include situations where legislation or
regulatory measures by a host state have an impact on the value of the investment.
In stark contrast, the recent decision in the Methanex v. United States decision
under NAFTA focused on the purpose of the regulatory measure involved in that
case — an environmental protection measure — as a basis for excluding it form the
scope of what could be considered as an expropriation.

This reflects the current uncertainty of exactly what would constitute a measure
equivalent to expropriation or an indirect expropriation and therefore attract
compensation, even if it is taken for the public good. For absence of further clar-
ity in the actual text of the BITs, therefore, the matter is left very much to the skills
ofthe lawyers arguing any given case and the aptitudes of the arbitrators involved.
This lack of clarity presents a number of risks for host governments in adopting
new measures. The German Model Treaty does not include language that spe-
cifically addresses this issue.

Compensation for expropriation

Article 4 of the German Model Treaty also provides for the valuation of the compen-
sation payable upon expropriation. It states that “such compensation shall be
equivalent to the value of the expropriated investment immediately before the date
on which the actual or threatened expropriation, nationalization or comparable
measure has become publicly known. The compensation shall be paid without
delay and shall carry the usual bank interest until the time of payment; it shall be
effectively realizable and freely transferable. Provision shall have been made in
an appropriate manner at or prior to the time of expropriation, nationalization or
comparable measure for the determination and payment of such compensation.
The legality of any such expropriation, nationalization or comparable measure
and the amount of compensation shall be subject to review by due process of

”»

law.

Finally, it is worth noting that, some arbitral tribunals may rule that once an
expropriation is found to have occurred, the nature of the public good motivating
the measure does not impact the level of compensation. This is not stated in any
BITs, but it was seen in the recent ICSID arbitration decision of Santa Elena v.
Costa Rica, in which the tribunal held that an expropriation undertaken for environ-
mental reasons does not affect the level of compensation to be paid for the expro-
priation.*® This approach could be followed by another tribunals.*

The IISD Model tackles expropriation in Article 8. The inclusion of a provision
prohibiting expropriation without compensation is standard fare. It must be
noted that while expropriation is not prohibited, it does require specific conditions
to be fulfilled, including being non-discriminatory, and requiring compensation to
be paid. This is seen in Paragraph (A) of Article 8 of the IISD Model. Paragraph B
sets out the rule on the evaluation of expropriated property for compensation
purposes. It follows the general principle of fair market value, but adds that inves-
tor conduct contributing to damages or to non-mitigation of damages may be

45 Santa Elena v. Costa Rica (Award), as referred to in the Guide to ICSID Arbitration, by Lucy Reed, Jan
Paulsson and Nigel Blackaby (Kluwer Law International 2004).
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considered. Subsequent Paragraphs (C)-(F) ensure that compensation is made in
a manner that is prompt and effective for the investor being paid.

Paragraphs (G) and (H) set out common understandings of governmental acts that
are not considered as expropriations, including the issuance of compulsory licences
granted in relation to IPR. These are specific carve-outs from the content of the
Article.

Paragraph (I) deals with a central issue of concern. Where there is a full taking of
property, expropriation provisions are generally not problematic today, although
some governments and analysts maintain that the expropriation of foreign-owned
property may, in some cases, not be compensable. This position is not adopted in
the IISD Model, given the evolution of international law in the last several years.
Three harder issues arise where there is something less than a complete taking
of title to property. One is called measures tantamount to expropriation, i.e.,
measures that have the same effect but accomplish this through a less direct
manner. Where the effect is the same, most analysts have agreed that the fact that
it is not a direct legal taking is not determinative. This is reflected here. The sec-
ond issue is creeping expropriation, where a series of measures are used instead
of one measure to accomplish the same thing. Again, where the effect is the same,
namely that several measures are used to create a full taking of all rights to property,
analysts generally support the view that this is an expropriation.

The main issue is where regulations are claimed to create an expropriation because
they have a significant economic impact on the investor. This has arisen as an
issue in several arbitrations, some of which are pending.

The IISD formulation in Paragraph (I) takes a very clear line: a measure taken to
protect or enhance basic public welfare interests shall not be considered as an
expropriation. This is stronger language than in the U.S. model BIT, which states
that this shall normally be the case, and is closer to the new Canadian model
agreement.

The rule here is absolute, subject to the test of the regulatory measure being “bona
fide,” which can be assessed by an arbitral tribunal. Bona fide is defined in the
Oxford English Dictionary as “freedom from intent to deceive.” Black’s Law Dic-
tionary (5" edition) defines bona fide as “in or with good faith, honestly, openly
and sincerely; without deceit or fraud; truly, actually without simulation or pre-
tence”; and other similar formulations. The essence in the IISD Model is the good
faith behind the measure, that it not be for deceitful or for ulterior motives.

The IISD Model, Paragraph 8(I), provides that consistent with the rights of states
to regulate and the customary international law principles on police powers, bona
fide, non-discriminatory regulatory measures taken by a state that are designed
and applied to protect or enhance legitimate public welfare objectives, such as
public health, safety and the environment, do not constitute an indirect expro-
priation under Article 8.

Some formulations, such as “would not normally be,” have been applied to this
issue instead of the absolute test set out here. IISD believes that this issue must
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also be seen in the light of other remedies available under the agreements for
illicit regulatory measures, under the expropriation heading. The language makes
it clear, however, that it is indirect expropriation, not direct expropriation that is
covered by this carve-out.

Finally, the IISD text creates what in legal terms is known as a carve-out from the

rules on expropriation: by definition such a regulatory measure is not an expro-

priation. An investor would have to show that the measure is not bona fide, for

example that it has a disguised purpose; that it is irrelevant for the stated purposes;

that it is adopted through corruption; etc. This is very different from the idea of a

regulatory “exception” which would have regulations defined as expropriations

unless the host state could show they fit into an exception category. A carve-out The GMT needs to create

keeps the burden of proof on the investors, where it should be in such a case. a carve out to indirect
expropriation by

The German Model Treaty does not provide any exceptions to the obligation to  introducing a provision

expropriate, which means that a regulatory measure designed to protect develop-  which allows a state

ment interests, for example to protect environment or public health, which has to take bona fide, non-

an economic impact on the investment could be an expropriation and the state  discriminatory regulatory

then potentially liable to pay compensation. The German Model Treaty needs to  measures that are

create a carve-out to indirect expropriation by introducing a provision which  designed and applied to

allows a state to take bona fide, non-discriminatory requlatory measures that protect or enhance

are designed and applied to protect or enhance legitimate public welfare objec-  legitimate public welfare

tives, such as public health, safety and the environment. objectives.

6.4.6 Repatriation of investment and returns

Most BITs provide that the host state must permit all transfers related to invest-
ment to be made freely and without delay into and out of its territory. Investors
are entitled to compensation if they are affected by currency control regulations
or other acts of the host state, like freezing investor funds.

Article 5 of the German Model Treaty also obliges the host state to guarantee to
the foreign investor free transfer of payments in connection with an investment,
in particular: (a) the principal and additional amount to maintain or increase the
investment; (b) the returns; (c) the repayment of loans; (d) the proceeds from the
liquidation or sale of the whole or part of the investment; and (e) compensation
for losses suffered due to conflict or for expropriation as provided under the
BIT.

Article 6 further provides that transfers shall be made without delay and at the
market rate of exchange applicable on the day of the transfer. The protocol to the
German Model Treaty defines “delay” as a period which should not exceed a two
month period of time commencing from the day the request has been submitted.

The German Model Treaty does not provide for any exception to this obligation in
a difficult balance of payment situation. The same provision can be found in several
other German BITs. For example, the German-Saint Lucia BIT allows the host
state, in the event of exceptional balance of payments difficulties, to restrict the
transfer of the proceeds from liquidation to annual instalments of at least 20
percent, so that the transfer should be completed within 5 years from the date of
liquidation.
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Overall, the free transfer of funds provisions are broad in scope, and cover a range
of amounts derived from and associated with an investment. Even where certain
types of investment or returns are specified, these include the most common type
of investment related payments. Host states are not allowed to restrict transfer,
even in situations of economic collapse or balance of payments difficulties. The
inability to control foreign currency inflows and outflows may leave smaller African
states vulnerable to swings in their foreign exchange reserves. Therefore, this
article does not allow the host country to take adequate measures to safeguard its
economic stability without being liable to pay compensation for effected investment
of investors.

Article 10 of the IISD Model provides that the host state shall permit all transfers
relating to an investment to be made freely and without delay. The article assures
investors of their ability to move their assets from the place of the investment to
the home state. Examples of common types of transfer, such as those of profits,
proceeds from the sale or payments arising from a dispute settlement, are provided
in the clause. However, the article allows a state to prevent a transfer through
equitable, non-discriminatory and good faith application of its laws relating to
matters such as bankruptcy, criminal or penal offences. The provision is buttressed
by a balance of payments exception in Article 51 that allows governments to
manage all currency flows in the event of such a crisis without being in breach of
the agreement. Some form of such an exception is essential today, given the likeli-
hood of more currency and balance of payment crises in the future

The German Model Treaty needs to have exceptions to allow a state to prevent
transfers through equitable, non-discriminatory and good faith application of its
laws relating to matters such as bankruptcy, criminal or penal offences. Further,
as in the IISD Model, a general exception to allow governments to manage all
currency flows in the event of such a balance of payments crisis without being in
breach of the agreement. This is particularly important for least developed
countries.

6.5. Dispute settlement

There are two types of dispute settlement provisions in BITs. A clear distinction
must be made between the dispute resolution provisions between (a) the states
that are party to the BIT; and (b) the foreign investor and the host state. The latter
type is commonly known as “investor-state dispute resolution,” which involves
disputes between private investors against states rather than disputes between
the states themselves.

The importance of BITs arises from the fact that the vast majority of these offer
international arbitration to investors even if the disputing parties — the investor
and the host state — have no prior arbitration agreement. This means that an
investor can take the host state to international arbitration for breach of a term
of a BIT, for example expropriation of investment, even if there is no contractual
relationship between the state and investor because signing the BIT is deemed
consent by the state to international arbitration. The investor consents by filing
his request for arbitration pursuant to the investor-state dispute resolution
clause.
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While some of the protections in BITs, for example ‘no expropriation without
compensation’, are not new, as they already exist under international law, what
is novel in BITs is the opportunity for investors themselves to proceed directly,
without espousal of their claims by their governments against the expropriating
state for compensation.

Article 11 of the German Model Treaty contains two types of investor-state dispute
resolution clauses, one between two ICSID member states and the second version
providing for the situation where only one state party is an ICSID member. Not all
German BITs contain investor-state dispute resolution clauses. In fact, the earlier
German BITs, for example the German BITs with Pakistan, Liberia, Malaysia, the
Sudan, Dominica, Saint Vincent & the Grenadines and Haiti, do not contain an
investor-state dispute resolution clause. This reflects the trend in some early
German BITs, which do not contain such clauses.

The German Model Treaty provides that “divergences concerning investments”
between an investor and a host state shall as far as possible be settled amicably
between the parties. If such a dispute is not settled within six months of the date
when it has first been raised, the investor has the right to submit it to arbitration.
If both states are parties to the ICSID Convention then, unless the host state and
the investor agree otherwise, the dispute shall be submitted for arbitration under
the ICSID Convention. If only one state is party to the ICSID Convention, then the
divergence shall be submitted to ad hoc arbitration following (unless agreed
otherwise) the procedure set out for state-state arbitration in Article 10.

The German Model Treaty also restrains the host state from raising the objection
that the investor has received compensation under an insurance contract in respect
of all or part of the damage. Such provisions further clarify the rules a tribunal
must apply in a scenario where the investor has insurance. They also clearly
exclude the grounds on which the host state can raise objections to jurisdiction.
It is worth noting that the German Model Treaty’s use of the word “divergence”
could be used to extend the scope of the types of matters that an investor can bring
to arbitration.

Although Germany was the first state to sign a BIT effectively starting a trend
followed by over 140 states, a review of the German Model Treaty reveals that
there has been little evolution or innovation in Germany’s BIT Programme. By
contrast, in the US Model BIT, innovations for greater transparency and other
improvements to the investor-state dispute resolution mechanism can be found,
including consolidation of claims.

IISD believes that the current investor-state dispute resolution system is in disor-
der and without a proper institutional structure to contain it. The IISD Model
approach is to take a more holistic and institutional approach in relation to inves-
tor-state dispute resolution. Thus, the IISD model provides for a dispute settlement
body, a technical assistance centre (for developing state parties) and a legal aid
assistance centre.
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with the obligations.

Part 9 of the IISD Model deals with dispute prevention and settlement. The major
innovation the IISD Model introduces to BITs is the concept of investor rights and
their linkage to the investor-state dispute resolution mechanism. Investor obliga-
tions include a pre-establishment impact assessment, compliance with local laws,
an anti-corruption obligation, environmental management/international environ-
mental obligations, human rights protection, adherence to core labour standards,
provision and publication of information, and corporate social responsibility. There
is also a procedure in Article 44 on the abrogation of investor rights in certain
circumstances. This provision responds to the goal stated by many observers that
rights of investors should be conditioned on compliance with the obligations.
Article 18 provides that if an investor has breached his anti-corruption obligation
(Article 13), then neither the investor nor the investment shall be entitled to the
dispute resolution process. A host state or home state can raise this as an objection
to jurisdiction in any dispute under the agreement.

Further, the IISD Model also allows the arbitral tribunal to take account of the
investor’s breach of compliance with its obligation relating to pre-establishment
impact assessment, if proved and found to be materially relevant to the issue, to
see what mitigating or off-setting effects this may have on the merits of a claim
or any damages awarded in the event of such award (Article 18).

The IISD Model also allows a host state to initiate proceedings under Part 9 before
a tribunal to have the rights of the investor or investment abrogated if the home
state or host state believes that an investor or his investment has breached the
anti-corruption article (13) or has persistently failed to comply with its obligations
under Articles 14 (post establishment obligations such as human rights protection
and core labour standards) and 15 (corporate governance requirements).

The IISD Model also makes it mandatory for the investor to exhaust domestic
remedies. However, in the event that such domestic remedies are unavailable due
to the subject of the dispute or a demonstrable lack of independence or timeliness
on the part of the judicial or administrative process, then the investor may plead
this in an application before a panel as a preliminary matter.

The IISD Model (Article 46) also envisages transparency in the proceedings making
it clear that all documents relating to a notice of intention to arbitrate, the settlement
of any dispute, the initiation of a panel or appeal or the pleadings, evidence and
decision in them shall be made available to the public via an Internet side. Further,
procedural and substantive hearings are to be made open to the public. However,
the tribunal has the power to take steps to protect confidential business informa-
tion. The IISD Model also sets out a procedure for the tribunal to be open to
amicus curiae submissions.

The recent amendments to the ICSID arbitration rules have now also introduced
(limited) transparency and an amicus curiae procedure, which shows the impor-
tance of these developments. However, transparency outside of ICSID in the
international arbitration institutions is non-existent, as even the registration of a
claim is not made public in view of the strong importance attached to the
confidentiality of the parties to the dispute. There is concern that nearly 40% of
BIT arbitrations may take place outside of ICSID, which means that even their
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existence is not publicly disclosed. This is important because states may be paying
out damages, and ( in some cases) even settling claims without any public
scrutiny.

The investor-state dispute resolution provisions in the German Model Treaty need
to be reviewed to include transparency and amicus curiae submissions so there
can be public scrutiny, participation and accountability of matters that affect
public interest. The German Model Treaty could also introduce obligations on
investors following the IISD and link the right of an investor to bring a claim to
compliance with its obligations under the BIT.

6.6 Duration and termination

The typical duration of most BITs is 10 years, with the term automatically extend-
ing thereafter until and unless one party terminates the BIT by giving notice. All
German BITs contain a duration and termination clause. This means that states
have the unilateral option to terminate these BITs upon expiry by following the
procedure set out in them. This is particularly important if the BITs are having a
negative impact upon their development goals. On the other hand, if states decide
to continue their bilateral relationship, upon termination of the BIT they can enter
into a new BIT that strikes a balance between investor protection and their
sustainable development needs.

States can also amend BITs by agreement; however, this would require the consent
of both states. The recent vintage of most BITs, especially those signed in the
1990s, means there is little experience with the termination of BITs. However, the
recent increase in BIT arbitration and the growing criticism of their negative
implications for development may lead states to terminate existing BITs and enter
into upgraded or renegotiated BITs. There is an emerging trend among developed
states like Germany and Japan to renegotiate their older BITs to enhance investor
protection standards as these BITs expire. UNCTAD reported that during 2004,
10 BITs of a total of 73 BITs concluded in that year were BITs that replaced earlier
BITs.4

Article 14 of the German Model Treaty provides that it shall remain in force for a
period of ten years and shall be extended thereafter for an unlimited period unless
denounced in writing through diplomatic channels by either state twelve months
before its expiration. After the expiry of the period of ten years this Treaty may
be denounced at any time by either state giving twelve months‘ notice.

In respect of investments made prior to termination, the provisions shall continue
to be effective for a further period of 20 years from the date of termination. The

extension of the existing protection for 20 years further limits the state’s rights to
regulate even if the BIT is terminated or renegotiated.

46 UNCTAD Research Note, dated: 30 August 2005.
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veloping states.

Despite the shortcomings in the present mould of German BITs, their popularity
—as well as those of other developed states — is high, given the number of BITs
signed by these states. For example, the UK, which has a BIT similar to the German
Model Treaty, has signed over a one hundred. This report uses the German-
Pakistani context as an example of Germany’s investment relationship with a
developing state and examines the costs and benefits of signing one from the
perspective of the latter.

Nearly 50 years later, Germany is seeking to “renegotiate” a treaty with its first
BIT partner, Pakistan.*” The German Consulate in Karachi, Pakistan*® confirmed
that while the German government was interested in re-negotiating a BIT with
Pakistan, negotiations were currently “on hold” in view of the ongoing talks between
Pakistan and the United States on a BIT. The German Consulate also confirmed
that negotiations would be based on the draft treaty text provided by the German
Ministry of Economics and Labour®.

As this report shows, almost half a century later, Germany’s BITs have not moved
on from a solely investor protection focus towards striking a balance between
investor protection and the sustainable development goals of developing states
like Pakistan.

Developing countries need to exercise caution with respect to signing the German
Model Treaty, which reflects provisions found in the bulk of the BITs existing
today.

First, the rising surge of BIT claims by investors against states and the uncer-
tainty surrounding key treaty provisions have lead even UNCTAD to advise
developing states to be very careful when negotiating BITs.?° As the rise in BIT
claims is a recent phenomenon, the law in this area is still developing, and
conflicting decisions can be found. Therefore, there is uncertainty surrounding

47 Germany and Pakistan have a tradition of good and amicable relations. Germany reaffirmed its interest in
Pakistan with the visits to Islamabad by Federal Foreign Minister Fischer in July and Chancellor Schroder
in October 2004. Bilateral trade is worth approx. EUR 1.2 billion. Pakistan’s principal exports to Germany
are clothing, leather goods and textiles. Pakistan’s main imports from Germany are chemical products,
machinery, electrical goods, vehicles and hardware. Bilateral agreements in force between Pakistan and
Germany include air transport, investment promotion, double taxation, Technical Cooperation (as amend-
ed by annual arrangements on Financial and Technical Cooperation. The total amount provided by Germany
for development cooperation purposes since 1961 is approx. EUR 2.6 billion. In response to the nuclear
tests conducted in May 1998, no new pledges were made in 1999. Development cooperation was resumed
in September 2000. (Source German Embassy Islamabad)

48 Email correspondence dated 28 February 2006 between M.Malik and D. Kuester at the German Consulate,
Karachi.

49 Tt has been assumed that this is the German Model Treaty as the German Consulate in Karachi did not have
the text of the draft in hand at the time of writing this paper.

50 UNCTAD Note “International investment disputes on the rise”, dated 29 November 2004. Well over half
(92) of the 160 known BIT claims were filed within the last 3 years. Of the claims against 50 states, at least
31 were against developing countries.
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key BIT provisions in the German BITs, which makes it difficult for states to be
sure that measures taken by them will not breach the obligations contained in
them.

Second, the existing legal and political systems may not comply with the higher
standards found in the German BITs, thus making the states susceptible to breach-
ing these BIT obligations and attracting investor-state disputes.

Third, the German BITs are based on a defective mould drafted with a singular  These international

focus on investor protection rather than one that strikes a balance between the  agreements have the
sustainable development interests of a developing state and investor protection.  potential to reach behind
This means that states may not have the regulatory space they require to achieve  the border, and to impact
their development goals as their measures, even if taken in the public interest, upon domestic policy.
may breach their respective BIT obligations.

Fourth, the weak capacity of most developing states in understanding the full
legal implications of signing BITs and defending BIT arbitration claims. The
expertise for the latter in particular rests in private commercial law firms in
European and North American arbitration centres. Most developed states like
Germany have model BITs which they use and in the vast majority of cases, and
the BITs actually signed by these states do not vary from the terms set out in their
models, implying a lack of negotiation on the part of the developing state party.
This is reflected in the majority of the German BITs reviewed for the purposes of
this report. Usually negotiations are based on model draft treaty texts proposed
by the developed country, which usually has access to international investment
law expertise. The use of a model text also provides a negotiating advantage to
the country that has drafted it since such a text sets out the agenda and indicates
the ideal outcome for the drafting country on every issue addressed by the treaty.
While a country is free to contest any provision with which it disagrees, if it does
not question a given provision, the country proposing the draft obtains by default
its preferred language on the issues addressed by that provision.

The above analysis reveals the risks attached to BITs, and hence the costs they
can translate into for developing states. States, however, continue to sign these
BITs. The main argued potential benefits of a BIT for developing countries are: (a)
the possibility of an increase in FDI leading to development; (b) the possibility of
an FTA leading to increased exports and trade following a BIT or with a BIT
included in a FTA; and (c) pressure on the legal system to meet the international
best standards set out in the BIT, thereby improving the investment climate for
local investors as well. As the analysis shows, the benefits from BITs are uncertain
compared to the more certain costs.

7.1 The benefits

7.1.1 Increase in FDI? No guarantee

As competition for FDI becomes more severe, with more economies opening up,
countries have to fight harder for their share of global FDI, and they are therefore
keen to sign more BITs, as evidenced by the rising numbers of BITs.
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There is no guarantee
that FDI will increase
as a result of a state
entering into a BIT.

BITs are aimed at attracting much-coveted FDI. They are primarily used to make
the regulatory framework for FDI stable, transparent, predictable and secure.
However, creating this on paper is not necessarily the same as developing it in
practice. Nor is it sufficient in itself to gain the confidence of investors in order to
influence their decision to invest. It is therefore important to emphasise that there
is no guarantee that FDI will increase as a result of a state entering into a BIT.
The basic assumption is that a BIT with clear, simple and enforceable rules to
protect foreign investors increases investor confidence, by reducing political risks
that the investor would otherwise face, and above all encourages investment.
However, FDI flows are determined by a variety of economic, institutional and
political factors, including the size and growth rate of the host country market,
the availability of raw materials or labour, the nature of the physical or legal
infrastructure and political and economic stability®'. It would therefore be
unreasonable to expect that any individual factor, let alone a BIT, can be isolated
and credited with a decisive impact on FDI flows?>2.,

The link between FDI and BITs has been the subject of some discussion and re-
search, particularly as the number of BITs crossed the 2300 mark. A recent study,
International Investment Agreements and Sustainable Development: Achieving
the Millennium Development Goals, by Aaron Cosbey (2005),°* considered these
very issues and concluded that the body of research analysed in that study indicated
there was limited evidence that FDI can be attracted by BITs, but that there was
no certainty on the question.

Jalacuse and Sullivan, in their article in the Harvard International Law Journal
(2005), reviewed several well-known studies about the impact of BITs, as well as
offering their own econometric analysis. However, their own econometric analy-
sis focuses solely on US BITs and covers the period 1991-2000 (thereby also being
affected by the Asian financial crisis). They conclude on a positive note that a U.
S. BIT is more likely than not to exert a strong and positive role in promoting both
U.S. and overall investment. They also note that a U.S. BIT is likely to exert more
of an impact than other OECD BITs in promoting overall investment. They state
that “after reviewing both the literature, which makes note of the potential impact
of BITs with strong investor protections, and our own econometric study on the
promotional effects of a U.S. BIT, we find strong evidence that BITs have, to a
significant extent, attained their stated goal of promoting investment.” Having
said that, it should be noted that the US BITs contain pre-establishment provisions,
so with these liberalisation provisions it can be expected that they may have more
of an impact than BITs limited post establishment rights.

In May 2005 Susan Rose-Ackerman and Jennifer Tobin at Yale University published
the latest research study on the issue.**) The period covered is 1984-2000 (and
thus encompasses the Asian financial crisis as well). The Rose Ackerman/Tobin
results differ from Salacuse/Sullivan and conclude that there was a weak rela-

51 UNCTAD 1998.

52 UNCTAD, Bilateral Investment Treaties in the mid 1990s.

53 Aaron Cosbey 2005, www.iisd.org.

54 Available at http://www.law.yale.edu/outside/html/faculty/sroseack/profile.htm.
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tionship between BITs and FDI, although the effect for riskier countries was
greater. They also found that there was a weak relationship between BITs and
improvement in the domestic investment environment.

Tobin and Rose-Ackerman’s article also analysed the effect of BITs on US FDI flows
and concluded that signing a BIT with the US did not correspond to increased FDI
inflows - although if a country was relatively risky, BITs could assist it to attract
a greater amount of FDI. They state, “overall, we conclude that the relationship
between BITs and FDI is weak. In general, BITs, by themselves, appear to have
little impact on FDI. There does appear to be a complex interaction between the
level of political risk, BITs, and FDI, but the results leave one uncertain about the
exact mechanism involved. The mechanism is apparently different in different
countries, but our analysis seems to show that a country must have some minimum
level of political stability before BITs have a positive effect on their ability to attract
FDI. Similarly, in our analysis of US investment we find little relationship between
the existence of a BIT with the United States and the level of US FDI. Again, we
find that for high-risk countries where there is a relationship, it is weakly
negative.”

The recent study by Cosbey (2005) discussed above takes into account the above
studies among others, and concludes that there is no certainty that BITs increase
FDI.

The importance of other FDI determinants as compared with BITs can also be
viewed from the perspective of the many examples of countries that have concluded
BITs and received modest inflows of investment?®.

7.1.2 Free Trade Agreements (FTAs)

Some developed countries offer FTAs as a “reward for signing a BIT.” Countries
usually seek an FTA to increase exports; however, there is no guarantee that a
FTA will follow a BIT even when the countries offering the BIT have a practice of
signing FTAs. For example, the US does not have an FTA with every country with
which it has a BIT. At the same time, the US has signed FTAs with Israel and
Australia without signing BITs with them. However, even if an FTA does follow
the BIT or incorporates the BIT, states will need to consider whether exposure to
the risk of potential claims by investors worth several hundred million under the
BIT is beaten by the benefits from a FTA, if any, in due course.

In the case of EU states, while investment is dealt with through BITs on a bilateral
level, FTAs are under EU competence rather than in the ambit of an individual

EU state. Therefore, an FTA cannot be offered by a EU state for signing a BIT, as
the US can and often does.

55 For example, Laos has 10 BITs and Cambodia has 14 BITs.
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7.1.3 Pressure to improve the domestic legal environment

Rose-Ackerman’s Yale study on US BITs did not find any link between BITs and
improvement in the enforcement of contractual and property rights for the domestic
investor. Again, there are a number of examples of states that have signed a large
number of BITs but have poor standards of protection for domestic investors; for
example, Zimbabwe has 29 BITs%°.

Even if there is an improvement in the domestic legal system, would this improve-
ment come at too high a price, i.e. compensation to foreign investors for breaching
the BIT, until the state attains those high international standards? The other issue
to consider is whether improvement in the domestic environment should be
driven externally under pressure of an international obligation rather than being
an internal organic process appropriate to the pace of the state concerned.

7.2 The costs of BITs

The “costs” of signing BITs have become significant in the form of expensive
investor state arbitrations against developing states. The risk of BIT claims against
developing states is presently high due to

() the general trend of rising BIT claims as investors are encouraged by large
payouts against states at ICSID. For example, in 2003 the Czech Republic was
ordered to pay some US$ 270 million plus substantial interest to a Dutch firm
following a breach of the Czech-Netherlands BIT;

(IT) the uncertainty surrounding the key terms in BITs; and

(I1I) the fact that the existing legal, political and economic environment in most
developing countries may not meet the high standards of investor protection
set out in the German BITs.

Over two thirds (69%) of the 219 know claims have been filed since 2003. The
majority of these arbitrations were brought against developing states®. Facing an
arbitration claim means the use of scarce resources by the developing state to
defend the against claim before an international tribunal, which can be expensive.
The payouts under these claims can be prohibitive for a developing state. For
example, Pakistan, which has a total of 47 BITs, has been the recipient of 5 claims
at ICSID worth nearly US$ 1 billion*. The Attorney General of Pakistan
estimated that the costs of defending Pakistan in the SGS case would be

56 UNCTAD updated until 01 July 2005.

57 UNCTAD Monitor 2 of 2005, November 2005.

58 (i) Impregilo S.p.A-v-Islamic Republic of Pakistan (Case no. ARB /03/3) registered on 3 March 2004 for US$
450 million in connection with the Ghazi Barotha hydropower project under the Pakistan-Italy BIT. This
was settled on 26 September 2005; (ii) Bayindir Insaat Turizm Ticaret Ve Sanayl A.S.-v-Islamic Republic of
Pakistan (Case No. ARB 03/29) registered on 01 December 2003 in connection with a motorway project for
US$ 400 million under the Pakistan-Turkey BIT. This is still pending; (iii) Societe Generale Surveillance S.A.
(SGS)-v-Islamic Republic of Pakistan registered on 03 July 2002 for US$ 120 million under Pakistan-Swiss
BIT. (This was settled favourably, with SGS dropping claims, apologising and paying Pakistan’s legal costs,
a highly unusual case due to the corruption allegations involved); and (iv) Occidental of Pakistan, Inc. v.
Islamic Republic of Pakistan (Case No. ARB/87/4) registered on 7 October 1987 in connection with a petro-
leum concession. Settled on 27 January 1989.
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over US$ 5 million®. Usually, costs average around US$ 2 million in a ICSID case,
as the expertise for handling these cases is largely concentrated in commercial
law firms based out of London, Paris or New York.

Even if a state is successful in defending against the claim, it may still be liable to
pay the costs of the proceedings. For example, the tribunal in Mihaly Interna-
tional Corporation v. Democratic Socialist Republic of Sri Lanka (ICSID CASE NO.
ARB/00/2),°° while dismissing the case for lack of jurisdiction, ordered that the
parties pay their own costs of the arbitration.

Only the investor has a right under BITs to bring a claim against the host state  The investor does not
and not the other way around. This is because the investor does not have any  have any obligations
obligations under the BIT, only the state does, creating what is referred to by  under the BIT, only the
commentators like Muchlinski an unbalanced approach where investors do not  state does, creating an
have any obligations, for example corporate responsibility or ethical standards, = unbalanced approach.
increasingly required by national laws®!.

However, more recently investors appear to be looking towards arbitration bodies,
other than ICSID, that offer different options for review of arbitral decisions and
generally more confidentiality in the process.®? Recent UNCTAD (2005) studies suggest
that up to one third of arbitrations are not at ICSID. This is important because, while
ICSID makes public the registration of a claim, other arbitration institutions keep
this confidential, therefore, the actual amount of BIT arbitrations are much higher
than those presently known. This lack of transparency in the process is one of the
problems discussed below under the comparison with the IISD Model.

Then, there is also the case where the investor threatens a claim under a BIT, which
is not officially lodged, but could lead to the state using public funds to settle this
before proceedings are even commenced. Very little is known about these claims;
however, these are increasing as investor awareness of this avenue rises®.

There have been at least 19 known arbitration awards against states for damages  More far reaching are the
averaging at about US$ 90 million®. These include the US$ 598,000 award against  settlement amounts states
Sri Lanka in the AAPL case. However, the costs are not limited to awards; even if ~might end up paying

the state is successful in having the claim dismissed for lack of jurisdiction, it could  foreign investors to settle
remain liable for costs, as in the case of Mihalyv. Sri Lanka. However, more far  arbitration claims.
reaching are the settlement amounts states might end up paying foreign investors

to settle arbitration claims.

59 Quoted by Daily Times in Pakistan, dated 18 May 2002, www.dailytimes.com.pk.

60 www.worldbank.org/icsid.

61 Peter T Muchlinski A development perspective of bilateral investment treaties, www.uspakistanlaw.com.

62 Some arbitrators have noted in an anecdotal fashion that even the recognition that an arbitration has been
commenced, which appears on the ICSID web site, is enough to generate publicity and public pressure that
some foreign investors are adverse to.

63 Based on the professional experience of the author at an international law firm in London dealing with
investor-state dispute resolution.

64 A return to the Gay Nineties? The Political Economy of Investment Arbitration, Gus Van Harten, Law De-
partment, LSE, April 2006.
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Although, states do not always lose and pay up under BIT claims at ICSID, there
is a perception® that ICSID tribunals are largely made up of the “arbitration mafia”
from European and North American jurisdictions, with little representation from
arbitrators from the developing states. Since the law under BITs is still developing
and the obligations are broad, the approach of the arbitrators is highly significant.
Not having an arbitrator who understands challenges faced by developing states,
with direct experience of working in their systems, could be seen as a disadvantage
in an arbitration. The selection of an arbitrator is an important part of the strategy
towards a successful arbitration.

65 Areview of the list of arbitrators on the ICSID website shows that representation from the developing states
is very scant. www.worldbank.org/icsid.
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Uninformed negotiations

One of the main problems with present BIT regimes is the weak capacity of
developing states in understanding the full legal implications of signing BITs and
making public disclosure of the potential costs and benefits that flow from these
agreements. Lack of informed negotiations could mean that government measures
may not consider their impact on the international legal obligations the state has
signed up to in the German BITs. This is particularly important when states are
slow in implementing their international treaty obligations into domestic law, as
is the case of Pakistan, meaning that precious public funds then have to be used
to defend and/or pay out claims by investors®.

There is also informal evidence to suggest that some BITs signed by developing
states®” may have been signed as “photo opportunities” without realising that these
BITs actually create legal rights enforceable by private investors. BITs are ultimately
legal pacts between states that can have far reaching consequences given the
broad rights they give to a potentially large group of investors. As is the case of
any contract, parties should seek advice in order to understand the costs and
benefits of that agreement. The lack of open, informed and transparent delibera-
tion taking into account stakeholder views with respect to BITs is missing in most
developing states. By contrast, in the US, the US Trade Advisory Committee on
Trade Policy and Negotiations under Trade Act 2002 contains over 750 members
from a variety of interest groups like business, academics, labour and environ-
ment, and they provide confirmation that the FTAs the US is negotiating meet the
objectives in the Trade Act and are in “the best economic interests of the United
States.”

66 SGS v. Pakistan, the Supreme Court of Pakistan held that the Swiss-Pakistan BIT was not implemented in
domestic legislation and was therefore of no effect.
67 Author’s personal experience in interacting with government negotiators from Pakistan and India.
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with the goals and
requirements of
sustainable development
and the global economy
of the 21t century.

The rationale at the time behind the model developed for BITs nearly 50 years ago
may be the subject of debate. However, what is clear is that it no longer meets the
needs of a global economy in the 21 century. Therefore, states following older
models of BITs need to “modernise” their approach. Unfortunately, in the case of
Germany the old model is being upgraded to enhance investor protection further
rather than to strike a balance between investor protection and the development
goals of host states. As awareness of the flaws in the present model grows, this is
an opportune time to usher the German BIT programme in a new direction that
is consistent with the goals and requirements of sustainable development and the
global economy of the 21 century. Indeed, these are values that Germany promotes
in its development policy, although they do not appear to be reflected in its recent
BITs, in particular the German Model Treaty. The German BITs have a detrimental
impact on development as their broad and uncertain definitions increase the risk
of states being in breach of the BITs and thus attracting hefty compensation claims,
which they cannot afford. The majority of the German BITs also restricts the ability
of host states to take measures that may be needed to achieve development goals
like protecting the environment or eradication of poverty without breaching the
BIT, because there are no carve-outs in these BITs to reflect this. Further, the fact
that a state may be liable to pay compensation even if a measure is taken to pursue
its development goals could make it an impossible price for most developing states
to shoulder.

The IISD Model is a multilateral agreement, but one that can be used as a guide
for Germany’s Model Treaty in order to improve its compatibility with sustainable
development goals. Examples of how the German Model Treaty can use the 1ISD
Model include clarifying the scope of the treaty, structuring the obligations with
greater precision to reduce vagueness, expressly allowing for national policy space
for a host state to take measures required to protect its development goals and
introducing a more transparent, legitimate and accountable dispute resolution
system.

The Federal Ministry of Economic Cooperation and Development has a noble aim
of improving the role of developing states in international regimes. However,
rather than renegotiating its BITs “upwards” to be development oriented, Germany,
through efforts of the Federal Ministry of Economics and Labour, is enhancing
investor protection in way that leave less space for the host state to regulate to
protect its development interests. Clearly, one way would be start at home, with
the German Federal Ministry of Economic Cooperation, first, reviewing the
development impact of the German BIT programme and, second, joining the
German Federal Ministry of Economics and Labour in its BIT renegotiation drive
so as to ensure that the new and revised German BITs are development positive
not development negative.
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At the same time, these efforts need to be accompanied by capacity building to
create an understanding of the full implications of BITs within both the govern-
ment and civil society in developing states. One of the ways to start is to ensure
that accurate records are kept of the BITs signed by each state and disputes arising
from them so that all government departments are aware of the obligations they
stand to breach when taking a particular measure. Germany can start capacity
building with its own BIT partners, which now include over 130 states.
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Appendices

Appendices to this paper are available on
http://www.fes-globalization.org/

Appendix 1: German Model Treaty

Appendix 2: 1ISD Model International Agreement on Investment
for Sustainable Development

Appendix 3: List of German Bilateral Investment Treaties —
Based on the UNCTAD Database

Appendix 4: List of German Bilateral Investment Treaties —
Official Version of the German Ministry for Economics
and Labour (in German)

L International  Institut
Institute for international du
I I Sustainable  développement
Development durable

IISD‘s Head Office

161 Portage Avenue East, 6™ Floor
Winnipeg, Manitoba, Canada

R3B 0Y4

http://www.iisd.org/
Telephone: +1 204 958-7700

Fax: +1 204 958-7710
E-mail: info@iisd.ca

46 DIALOGUE ON GLOBALIZATION



Further Occasional Papers:

N° 1/ December 2002
New Steps to Faster and Broader Debt Relief
for Developing Countries

N° 2 / January 2003
Pedro Morazan
Deuda externa: Nuevas crisis, nuevas soluciones?

N° 3/ March 2003
Money Laundering and Tax Havens:
The Hidden Billions for Development

N° 4 / April 2003

Michaela Eglin

The General Agreement on Trade in Services (GATS) —
A Background Note

N° 5/ April 2003

Sophia Murphy

The Uruguay Round Agreement on Agriculture
and its Renegotiation

N° 6 / May 2003

Eva Hartmann / Christoph Scherrer
Negotiations on Trade in Services —

The Position of the Trade Unions on GATS

N° 7/ July 2003

Brigitte Young / Hella Hoppe

The Doha Development Round,
Gender and Social Reproduction

N° 8/ July 2003
Eric Teo Chu Cheow
Privatisation of Water Supply

N° 9/ October 2003

Katherine A. Hagen

Policy Dialogue between the International Labour
Organization and the International Financial
Institutions: The Search for Convergence

N° 10 / October 2003

Jens Martens

Perspectives of Multilateralism after Monterrey
and Johannesburg

N° 11/ October 2003

Katherine A. Hagen

The International Labour Organization:

Can it Deliver the Social Dimension of Globalization?

N° 12 / March 2004
Jurgen Kaiser / Antje Queck

Odious Debts — Odious Creditors? International Claims

on Iraq

N° 13/ January 2005

Federico Alberto Cuello Camilo

What makes a Round a ‘Development Round*?

The Doha Mandate and the WTO Trade Negotiations

N° 14 / January 2005

Thomas G. Weiss

Overcoming the Security Council Reform Impasse
The Implausible versus the Plausible

OCCASIONAL PAPERS N° 27

Friedrich-Ebert-Stiftung

N° 15 / February 2005

Gert Rosenthal

The Economic and Social Council of the United
Nations. An Issues Papier

N° 16 / March 2005

Thomas Greven

Social Standards in Bilateral and Regional Trade and
Investment Agreements - Instruments, Enforcement,
and Policy Options for Trade Unions

N° 17 / April 2005

Maria Floro and Hella Hoppe

Engendering Policy Coherence for Development —
Gender issues for the global policy agenda in the
year 2005

N° 18 / May 2005

Dirk Messner, Simon Maxwell,

Franz Nuscheler, Joseph Siegle

Governance Reform of the Bretton Woods
Institutions and the UN Development System

N° 19/ May 2005
Luke Eric Peterson

The Global Governance of Foreign Direct Investment:
Madly Off in All Directions

N° 20 / August 2005
Nils Rosemann
The UN Norms on Corporate Human Rights

Responsibilities. An Innovating Instrument to Strengthen

Business’ Human Rights Performance

N° 21/ October 2005

Christoph Zo6bel

Global Democracy in the Nexus of Governments,
Parliaments, Parties and Civil Cociety

N° 22 / April 2006

Theodor Rathgeber

UN Norms on the Responsibilities
of Transnational Corporations

N° 23/ July 2006

Felix Kirchmeier

The Right to Development — where do we stand?
State of the debate on the Right do Development

N° 24 / August 2006

Jochen Steinhilber

China - A new actor in the Middle East and
North Africa Region

N° 25 / September 2006

Jochen Steinhilber

~Bound to Cooperate?”

Security and regional cooperation

N° 25 / September 2006

Jochen Steinhilber

~Bound to Cooperate?”

Sicherheit und regionale Kooperation

N° 26 / November 2006

Luke Eric Peterson

South Africa’s Bilateral Investment Treaties —
Implications for Development and Human Rights

47



On the author:

Mahnaz Malik is an international lawyer qualified to practice law as an Attorney
at Law in New York (USA), a Solicitor in England & Wales (presently non-practis-
ing) and an Advocate in Pakistan. She holds an LLB and an MA in Law from
Cambridge University (UK) and has spent over five years working in the London
and Hong Kong offices of international law firm Simmons & Simmons. She
presently advises on international investment law issues as independent counsel
and is an Associate of the International Institute for Sustainable Development

(IISD). Website: www.mmilaw.com; Email: malik@mmilaw.com.

For further information on Dialogue on Globalization, please contact:

Friedrich-Ebert-Stiftung Berlin
Hiroshimastrasse 17
D-10785 Berlin

Tel.: ++49-30-26-935-914
Fax: ++49-30-26-935-959
Roswitha.Kiewitt@fes.de
www.fes.de
www.fes.de/globalization

ISSN 1614-0079
ISBN 10: 3-89892-577-3
ISBN 13: 978-3-89892-577-8

Friedrich-Ebert-Stiftung
Geneva Office

Chemin du Point-du-Jour 6 bis
CH-1202, Geneva

Tel.: ++41-22-733-3450

Fax: ++41-22-733-3545
fes.geneva@econophone.ch
www.fes-geneva.org

Friedrich-Ebert-Stiftung

New York Office

400 Madison Avenue, Suite 6C
New York, N.Y. 10017

Tel.: ++1-212-687-0208

Fax: ++1-212-687-0261
fesny@fesny.org
www.fesny.org




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (Euroscale Coated v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails true
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts false
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (None)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 72
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.38889
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 72
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.38889
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.40
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 600
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.16667
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check true
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <>
    /CHT <>
    /DAN <>
    /ESP <>
    /FRA <>
    /ITA (Utilizzare queste impostazioni per creare documenti Adobe PDF che devono essere conformi o verificati in base a PDF/X-3:2002, uno standard ISO per lo scambio di contenuto grafico. Per ulteriori informazioni sulla creazione di documenti PDF compatibili con PDF/X-3, consultare la Guida dell'utente di Acrobat. I documenti PDF creati possono essere aperti con Acrobat e Adobe Reader 4.0 e versioni successive.)
    /JPN <>
    /KOR <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die moeten worden gecontroleerd of moeten voldoen aan PDF/X-3:2002, een ISO-standaard voor het uitwisselen van grafische gegevens. Raadpleeg de gebruikershandleiding van Acrobat voor meer informatie over het maken van PDF-documenten die compatibel zijn met PDF/X-3. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 4.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents that are to be checked or must conform to PDF/X-3:2002, an ISO standard for graphic content exchange.  For more information on creating PDF/X-3 compliant PDF documents, please refer to the Acrobat User Guide.  Created PDF documents can be opened with Acrobat and Adobe Reader 4.0 and later.)
    /DEU <>
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /HighResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /UseDocumentProfile
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [595.276 841.890]
>> setpagedevice


