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Foreword

The international investment regime has changed dramatically in recent
decades. Emerging economies throughout the world are attracting foreign
direct investment (FDI) that goes beyond the traditional concentration on
natural resources and agricultural products. Infrastructure projects and
manufacturing for export and for the domestic market account for an
important share of FDI. Furthermore, a growing share involves contracts
or joint ventures between multinational corporations (MNCs) and domes-
tic firms, rather than the state. Although the global economic slowdown
has had an important negative impact on emerging economies worldwide,
a key role for foreign capital and, in particular, for FDI will remain. In the
face of overall declines in investment spending, competition for the
remaining private funds will be intense.

Multi-national investors can no longer view emerging economies as
passive recipients of whatever benefits investors wish to bestow or as
dominated by corruptible leaders willing to make deals for personal gain.
Of course, corruption and self-dealing remain in some quarters and are
facilitated by long-standing MNC business practices. However, the
strengthening of democratic regimes worldwide acts as a check on unfet-
tered deal-making and has introduced demands for political accountabil-
ity into the international investment environment. These demands,
however, are rising to prominence just as more and more investment pro-
jects are essentially private arrangements that require state acquiescence
but no direct state financial participation. The state may give tax breaks,
low-interest loans, and regulatory exemptions, but it does not have an
ownership stake. Even when the FDI is part of a counter-part investment
surrounding a military contract, it nominally may be a private deal. Even
when the state has an ownership stake, it may be unable to control man-
agement decisions.

The tension between rising democratic demands and growing private
FDI comes into focus in Santiago Montt’s major study of Bilateral
Investment Treaties (BITs). Montt argues that the rise of BITs to over 2500
worldwide represents a major shift in investor-state relations in develop-
ing and emerging economies worldwide.

BITs and the investment chapters of free trade agreements govern the
relationships between investors from wealthy countries and host states.
They are most commonly signed between wealthy countries and develop-
ing or emerging economies where investors believe that the host coun-
tries” legal regimes lack key protections. Many low income countries have
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also signed BITs with each other, but they account only for a small share
of world FDI volume. Although firms’ contractual relations are increas-
ingly with private firms, BITs frame that relationship by imposing obliga-
tions on host states that limit their ability to interfere with investors’
expectations. A key aspect of most BITs is the ability of private firms to
trigger their enforcement by bringing cases before the World Bank’s arbi-
tration facility, the International Center for the Settlement of International
Disputes (ICSID). Hence, private firms can initiate actions to enforce these
treaties even if the MNCs’ home countries are not supportive. This feature
provides extra benefits to MNCs and can encourage them to invest in
otherwise risky environments, but it also can challenge the political inde-
pendence of host countries struggling to create modern, democratic states.
For a state that is both an emerging economy and an emerging democracy
conflicts may arise between investors’ interest in preserving a favorable
status quo and popular demands for more effective regulation; better,
increased tax-financed infrastructure and social services; and investments
that generate and preserve jobs.

Montt’s ambitious and wide-ranging study of Bilateral Investment
Treaties takes on these fundamental issues and recommends a balanced
resolution. He links important issues in international investment law with
the domestic political legitimacy of an accountable administrative law sys-
tem. Montt asks whether international treaties, especially Bilateral
Investment Treaties (BITs), limit the ability of emerging democracies to
make domestic policy that may impose costs on international investors.
He makes empirical claims about the way in which the BIT’s regime oper-
ates, in practice, and develops his own normative arguments about how
the BIT’s regime ought to develop in order to balance concerns for state
sovereignty and regulatory reform against the encouragement of inter-
national investment. Montt draws on a deep and extensive knowledge of
the way the BIT’s regime operates and the way disputes are resolved
through arbitration.

Montt claims that the growing BIT’s regime is creating bandwagon or
network effects. As experience with BITs grows, a specialized bar has
arisen to deal with disputes. These lawyers, acting as both advocates and
arbitrators, are playing a key role in interpreting poorly defined terms that
recur in many treaties, most of which originate in model treaties drafted
by countries whose firms are prominent source of FDI. Over time, this
developing expertise encourages more and more countries to sign BITs
and enhances their value by removing a source of uncertainty. At the same
time, the increasing coverage of BITs means that a country that signs a
treaty does not stand out as an especially attractive locale for investment
because all if its competitors also have signed BITs. True, those outside the
regime are disadvantaged, but those in the regime are in an increasingly
competitive situation. Nevertheless, if Montt is correct that learning over
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time lowers costs for investors, the regime has the character of a focal point
that will be stable even in the face of serious problems with the way it
operates in practice.

In this regard, Montt worries that ICSID arbitral tribunals will interpret
the treaties in a way that is too close to the rules of private contract law.
The arbitrator may not take account of the character of BITs as treaties
between sovereign states that ought to be accountable to their citizens over
time. He argues that international investors should not be protected
against broad-based domestic policy shifts. His standard is the operation
of takings law in wealthy, developed countries; in his view, international
investors should have no greater protections abroad than they have at
home. This seems an eminently sensible position, but one that would
require arbitral tribunals to move beyond a focus on international law
jurisprudence to examine domestic constitutional texts. Perhaps it is also
a call for broadening the personnel of such tribunals to include some who
specialize in constitutional law, especially with respect to the protection of
property rights and role of the state as regulator and taxing authority.
States with constitutionally mandated takings clauses, which require com-
pensation for the expropriation of private property, nevertheless, both
regulate and tax. Laws limit discharges of pollutants, control workplace
health and safety, and affect the risk of products. The law requires busi-
nesses to comply without obtaining compensation for lost profits. There is
no constitutional right to impose risks and other costs on society.
Similarly, taxes are constitutionally permitted that reduce profits and raise
prices. In Montt’s view arbitrators’ interpretations of BITs needs to recog-
nize and accept constitutionally-permitted policymaking and use the
more well-developed jurisprudence of MNCs home countries as a guide-
line or benchmark. This observation is particularly important once one
recognizes that emerging democracies often must engage in massive
amounts of law reform to bring their systems up to date. Thus FDI will
often occur in a very dynamic environment, and investors would be naive
to suppose that the current inherited pattern of laws will remain frozen in
place. They will likely benefit from some legal reforms that improve the
operation of courts and bureaucracies and that clarify the rules, but they
can also expect other reforms to impose costs. Investors should not be able
to use BITs to pick and choose—benefiting from some reforms and gain-
ing exemption from others.

Mont argues that international investment law can and should have an
impact on the domestic legal and political systems in host countries. He is
optimistic about the ‘halo effect’ of international investment law insofar as
it can equalize the position of foreign and domestic investors by improv-
ing the status of the latter. International investment law should help
emerging economies develop their own regulatory takings jurisprudence
without imposing rigid rules that could prevent policy innovation in such
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countries. It should aim to improve the position of domestic investors con-
sistent with democratic values, not undermine local initiative and local
democracy.

Montt’s study is a comprehensive and thoughtful contribution to the
ongoing debates over foreign direct investment and bilateral investment
treaties in particular. Practitioners in the field will add to their knowledge
of the area and find many issues to debate. In addition, Montt has opened
up a new area of study and concern for those interested in the develop-
ment of constitutional and administrative law in emerging democracies
worldwide. Henceforth, comparative constitutional and administrative
law will need to take account of the way the international investment
regime interacts with domestic political and policy imperatives.

Susan Rose-Ackerman
Yale University

New Haven CT

July 15, 2009
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Investment Treaty Arbitration and Global Public Law Two Years Later

More than two years have passed since I sent the manuscript of State
Liability in Investment Treaty Arbitration for publication. Although we have
not observed any revolutionary development since then, the steady evo-
lution continues. Today, investment treaty arbitration is an established
area of international law, here with us to stay.

In the 2009-10 period, investment treaty tribunals and reviewing courts
have issued at least 84 new decisions, including 25 on jurisdiction, 40 on
liability, 10 on annulment, and 5 on challenges before domestic courts®.
The vast majority of these cases had either a Latin American or an Eastern
European state as the defendant party.

The public law paradigm of investment treaty arbitration, namely, the
understanding of this area of the law as a form of review of arbitrariness
of state conduct akin to domestic constitutional and administrative
law—on a global level—is gaining momentum. No doubt awards issued
during the 2009-10 period indicate that the investment treaty arbitration
community is becoming increasingly aware of the analytical complexities
of the process required to reach a decision that a government must pay
damages for the implementation of public policy reforms or administra-
tive interventions in the market.

In my view, new awards confirm one of the central assertions of this
book: from a substantive perspective, the key standard in investment
treaty arbitration is one of fair and equitable treatment (FET). In the vast
majority of cases in which governments are ordered to pay damages, it is
because the FET standard is found to have been breached. Consequently,
from a public law paradigm, the FET standard continues to demonstrate
that it is the central substantive provision that demands investment treaty
arbitration to develop a body of global administrative law that allows
investors, states and future arbitrators to determine when a government
has acted arbitrarily.

This body of global administrative law is possible because of the
positive externalities derived from the fact that bilateral treaties are part of
a network of treaties worded in relatively similar terms. That is, in fact,
one of the main positive claims of this book, explored from a socio-legal
perspective in Chapter 2.

' Based on the list of cases published on heep://italaw.com
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I would here like to add a normative claim: the future of investment
arbitration—this experiment of global governance that emerged in the last
quarter of the 20th century —depends on the development of a coherent
and moderate common body of global administrative law that defines
what is arbitrary government conduct. The development of such a
common body of law is one of the legitimate pillars of investment treaty
arbitration. Without that rule of law form of legitimacy, the institutional
future of investment arbitration seems at least unstable and uncertain.

One of the main threats to the legitimacy and, therefore, future of
investment treaty arbitration is the development of two different FET
standards: a lax FET-customary international law and a highly demanding
FET-autonomous standard. In Chapter 6, I argue extensively against
the possibility of an FET-autonomous standard as a matter of treaty inter-
pretation. Here, I would like to include a new normative argument against
such a dual system of investment treaty arbitration: two FET standards—
where, statistically speaking, one tends to be applied to the US and
Canada, and the other to developing countries in general—cast doubt on
the legitimacy of the investment treaty protection system.

As a professor of administrative law, I am highly skeptical that the inter-
pretative methods of international law may determine, with precision, the
manner in which to assess arbitrary state conduct. As the comparative his-
tory of administrative law demonstrates, assessing arbitrariness with pre-
cision can only result from a sufficiently dense flux of case law. Therefore,
only a relatively coherent body of precedents can help future decision
makers determine the proper levels of review and intrusiveness that con-
stitute the relevant standard to be applied. History teaches us that admin-
istrative law is a jurisprudential art, not a textual-interpretative one.

Having two FET standards, therefore, disrupts one of the main legiti-
macy pillars of investment treaty arbitration because it slows down, and
even places at risk, the formation of the necessary precedential reserves.

But it also introduces a dual form of assessment of facts and bureau-
cratic practices that is extremely difficult to reconcile with rule of law
legitimacy. In recent cases, political interference and political changes of
proper courses of action have been interpreted as legitimate expressions
of the people’s right to transparency and participation under the FET-
international law standard, while they are almost automatically equated
to treaty breaches under the FET-autonomous standard. A climate of
adversity in a local community has seemed to constitute a circumstance
that investors need to factor in under the former standard, but it would
surely be the root of a government’s unfair and unequal treatment under
the latter standard. While for a government to take nine years in a permit-
ting process is considered an acceptable practice under the lax standard,
the very same practice would be found as an unacceptable delay under the
stricter one. And this merely illustrative list can prove to be much longer.
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Ultimately, one of the worse scenarios for investment treaty arbitration
is one in which developed countries win cases they should lose, and
developing countries lose cases they should win. The dual FET system
facilitates this illegitimate scenario becoming a reality. Certainly a one-
FET standard system cannot prevent this situation from occurring, but at
least it would rule out a lax standard that allows developed states to win
cases by exempting improper government behaviour that seriously
unsettles investors’ expectations, but which does not amount to extremely
outrageous conduct assessed under an old-fashion mindset (ie, a la Neer).

Again, as an administrative law scholar, I consider that investment
treaty arbitration should produce a coherent and moderate common body
of global law that defines what is arbitrary government conduct. Thirty
years ago US judge Harold Leventhal provided a key insight of judicial
review in administrative law, one that is fully applicable to investment
treaty arbitration:

The substantive review of administrative action is modest, but it cannot
be carried out in a vacuum of understanding. Better no judicial review
at all than a charade that gives the imprimatur without the confirmation
that the agency is not acting unreasonably... On issues of substantive
review, on conformance to statutory standards and requirements
of rationality, the judges must act with restraint. Restraint, yes, abdica-
tion, no>.

A unique and balanced FET standard—not too lax, not too strict—
should strive to achieve this difficult balance mentioned by Leventhal
between restraint and abdication, creating a body of precedents that give
valuable indications on how to conduct the assessment. Such a unique FET
standard will allow investment treaty arbitration to protect investors’
investments against arbitrary state conduct, without creating what
Harlow and Rawlings refer to as a ‘red light theory” of public law, where
it becomes “a brake on state action’?.

Santiago Montt
Santiago, Chile
October 2011

2 Ethyl Corp v EPA, 541 F2d 1,69 DC Cir 1977,
¥ Carol Harlow and Richard Rawlings, Law and Administration 3rd edn (Cambridge University
Press, Cambridge, 2009) 6.
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