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INTRODUCTION

The legal frameworks relevant to foreign investment interact in complex ways.
International law, domestic law, and investor-state contracts all create various
obligations and/or responsibilities for governments and investors, which can
amplify, undermine, or otherwise complicate other existing legal obligations.
Understanding these frameworks, and how they interact, is critical for anyone
concerned with how foreign investment can be better harnessed to support,
rather than weaken, sustainable development and human rights.

This primer first provides a brief overview of host government obligations
under international investment law, international human rights law, domestic
law, and relevant investor-state contracts. These legal obligations constrain
how governments can or should act, and may influence a host government’s
actions vis-a-vis investors and those who are affected by investors’ actions,
such as local communities and rights-holders. This primer then highlights
some of the ways in which those legal obligations may affect or conflict with
each other.



LEGAL FRAMEWORKS & FOREIGN INVESTMENT A PRIMER ON GOVERNMENTS’” OBLIGATIONS

SECTION

LEGAL FRAMEWORKS

e & OBLIGATIONS

When it comes to foreign investments, two bodies of
international law are especially important for host
governments. International investment law, established
primarily through bilateral investment treaties and other
trade and investment treaties, regulates a host
government’s treatment of foreign investors. Human
rights law, codified in international instruments at the
international or regional level, provides for a set of rights
that governments must seek to protect, respect, and
fulfill. Traditionally, both investment law and human
rights law create binding legal obligations for
governments, but not for investors. In addition to
international law, domestic law also creates legal
obligations, generally both for governments and for
investors. When used, investor-state contracts are an
additional source of legal obligations.

INTERNATIONAL
INVESTMENT LAW

International investment law is a powerful force. Of the
more than 3,000 existing international investment
treaties, most provide foreign investors with a direct
private right of action to sue their “host” governments in
international arbitration. Investor-state arbitration
provides a relatively easy path to bring a legal challenge,
with investors generally not required to exhaust domestic
remedies (i.e., first seek remedies under national law in a
domestic court or proceeding). If the government is found
to have violated an investment treaty, the investment
arbitration panel established to hear the dispute (typically
three arbitrators) usually awards monetary damages,
which may cover both past losses and lost future profits.
Some awards have been for staggering sums—in 2014, for
example, the Russian government was ordered to pay
over USS$50 billion in compensation. Even if a government
ultimately prevails in an arbitration, it may be forced to
expend significant time and resources in defending the
claim.® Consequently, a government that is wary of
arbitration claims may decline to address its citizens’
concerns in a way that interferes with a (potential)
investment, even in circumstances in which the public
interest would justify or even require such interference.
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International investment treaties may be relevant even
when not anticipated by a host government, as
corporations can sometimes maneuver to gain protection
of an investment treaty that would otherwise not apply.*
Some investment arbitration tribunals have even
permitted nationals of the host state to obtain treaty
protection by “roundtripping”—i.e., establishing a
corporate entity in a foreign country and routing
investments from the host state through the foreign entity
back to the host state.> Complicating matters further, some
tribunals have determined that even indirect and minority
non-controlling shareholders can initiate arbitrations,
potentially exposing the government to multiple suits
arising out of the same underlying issue.® Moreover, even
if a company’s management or majority shareholders
settle or decide to not bring a claim, other arbitrations may
still be brought by minority shareholders in the company.
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International investment treaties commonly contain a
core set of obligations regulating governments’ conduct.
Each of these obligations, which are described briefly in
Box 1, has ramifications for the governance of investments,
as noted below. Despite these implications, however, it is
difficult—and arguably inappropriate—for host states to
shape their conduct in a way that fully avoids all potential
risks. Investment arbitration tribunals are not bound to
follow the decisions of previous cases, which means that
tribunals in pending and future cases have broad latitude
to adopt different interpretations. This lack of precedent,
coupled with vague treaty language and differing
interpretations by arbitration tribunals, renders it difficult
to declare definitively what any one obligation requires.
Thus, assessing in advance what types of conduct will and
will not give rise to claims of breach is a nearly impossible
task, and predicting whether those claims will be
successful can be equally challenging.
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INTERNATIONAL
HUMAN RIGHTS LAW

In the context of investments, international human rights
law will often create countervailing pressures for
governments. Whereas international investment law
obliges governments to provide certain protections to
investors, international human rights law sets out
protections for individuals and peoples—including those
who risk being negatively affected by investments—and
creates corresponding duties for governments.t
Compared to international investment law, human rights
law is far less fragmented: rather than the thousands of
investment treaties, there are fewer than a dozen core
human rights treaties at the international level,'
supplemented by other relevant multilateral treaties
(such as International Labour Organization Conventions)
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and regional human rights treaties in Africa, the
Americas, and Europe. Instead of the dispute-specific
tribunals created under investment treaties, human
rights redress mechanisms are provided through more
established forums. These include regional human rights
courts, regional human rights commissions, and
complaints mechanisms tied to specific treaties.

These human rights fora differ from investment
arbitration processes in two important ways. First, they
generally are only accessible once claimants have
exhausted available domestic remedies. Second, the
remedies awarded by human rights tribunals are not
usually in the form of monetary damages. Even when
monetary awards are provided, the high sums seen in
investment law disputes are not common in human
rights judgments.’®
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States that have ratified human rights treaties have
corresponding obligations to respect, protect, and fulfill
the human rights codified therein.?* Specifically, this
means that they must refrain from violating those rights,
must prevent third parties from violating those rights,
and must take steps to progressively realize those rights
(this latter point is often more applicable to economic,
social, and cultural rights). In addition to binding treaties,
soft law instruments, such as U.N. declarations, general
comments by treaty bodies, and widely endorsed
guidelines negotiated by governments, help in
interpreting human rights law. Box 6 describes some of
the human rights that are most frequently affected by
foreign investments, particularly investments in natural
resource projects.

Creating a water well in Gayo
village, Ethiopia.
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DOMESTIC LAW

Within specific jurisdictions, domestic laws and
regulations shape how investments are undertaken and
regulated, providing processes and rules to be followed.?
For instance, a law might describe the incentives to be
offered to investors, prevent foreigners from purchasing
certain types of land or property, or set out the
authorizations required to receive a permit. Individuals
claiming breach of a domestic law generally seek redress
through domestic courts. A court might, for example,
assess the legality of a concession under domestic law.

Depending on the jurisdiction, there may be specific laws
regulating investments or protecting human rights. Some
of these laws provide greater protection—of investments,
or of human rights—than at the international level. For
example, a domestic investment law might expand the
opportunities for investment dispute procedures beyond
what an investor would receive under an applicable
investment treaty. In turn, a domestic human rights law
might set forth more specific obligations that a government
must follow. One distinction from international law is that
domestic law frequently also creates obligations for
investors, rather than just for governments.
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INVESTOR-STATE CONTRACTS

In some countries, large-scale investments may be
governed by contractual agreements between foreign
investors and host governments. Investments in natural
resources or in industries that have traditionally been
considered “public services,” for example, may be
governed by such agreements. These contracts allocate
risk between contracting parties and delineate a range
of rights and obligations. Investor-state contracts differ
in their complexity, as well as in their purported
comprehensiveness.

Investor-state  contracts sometimes include a
stabilization clause addressing how changes in the law
of the host state will affect the contract. Stabilization
clauses can be framed broadly, as applying to all
domestic laws, or narrowly, applying only to certain
topics (for example, tax laws). There are three general
categories of stabilization clauses:

 Freezing clauses specify that the law in effect on the
day that a contract is signed will apply to the
investment for the life of the project regardless of any
subsequent changesin law.

« Economic equilibrium clauses require an investor
to comply with new laws, but oblige the host state
to compensate the investor for any loss incurred in
doing so.

 Hybrid clauses are a combination of freezing clauses
and economic equilibrium clauses.®

Although stabilization clauses are discouraged by the
OECD Guidelines for Multinational Enterprises* and by
UN human rights guidance,® some investors continue to
seek themin the hopes of insulating the investment from
unpredictable and costly changes in domestic laws. As
explained below, such clauses interact with international
investment law and international human rights law in
various ways.

Investor-state contracts generally define the process to
be used in addressing disputes arising out of or in
connection with the contract. Many provide for
commercial arbitration under the same or similar rules
that govern arbitration arising out of investment treaties;
as with investment arbitration, these commercial
arbitrations often occur outside of the host country.
Thus, while only an investor can bring a claim for breach
of an investment treaty obligation, either the investor or
the government can bring a claim under commercial
arbitration for breach of a contractual obligation.

Palm Oil Seedings
on a plantationin
Kalimantan, Indonesia.
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SECTION

INTERACTION BETWEEN
e LEGAL OBLIGATIONS

Governments’ obligations under these different legal
frameworks and agreements interact in various and
complex ways. They may, at times, also conflict.

Investor-state contracts, for example, are generally
subordinate to domestic law. However, a stabilization
clausein the contract means that the contracting parties
have sought to circumvent relevant changes in the
domestic law, by excepting the investor from having to
comply with or incur the costs of those changes. This
may be acceptable in some jurisdictions. Yet it may not
be allowed in others, where a court might deem such a
clause to be invalid and unenforceable on grounds that
it violates the constitutional separation of powers or
improperly restricts the government’s power to act in the
publicinterest. Additionally, investor-state contracts may
seek to create a particular legal regime that differs from
what would originally apply under domestic law. Some
contracts, for example, provide for particular methods of
dispute settlement, and purport to impose specialized
rules on available remedies. As with stabilization
provisions, the enforceability of such provisions
traditionally depends on the domestic law that governs
the contract (which is often, but not necessarily, the law
of the host state).
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The rise of international investment treaties, however, has
complicated the role of domestic law. One effect of these
treaties is to elevate states’ contractual commitments to
investors to the international law level, placing those
commitments above—rather than subordinate to—
domestic law. Thus, even if a domestic court deems a
stabilization clause or other contractual provision invalid,
an investment arbitration tribunal asked to interpret the
investor-state contract may adopt a different view,
holding the government to those promises and enforcing
them under the umbrella clause and/or fair and equitable
treatment obligation. In this way, the presence of an
international investment treaty can potentially shield a
contractual clause from challenges that, under domestic
law, might have been successful.

Moreover, international investment treaties have been
interpreted in a way that effectively creates new property
rights that might not exist under domestic law. In
evaluating whether the fair and equitable treatment
standard was breached, some investment arbitration
tribunals have determined that investors’ rights and
mere “legitimate expectations” are protected against
subsequent government interference. Under this
reasoning, even if a tribunal determined that the investor
did not possess a valid property right or authorization
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under domestic law, it could still conclude that the
investor had formed “expectations” that should be
protected. This essentially turns these expectations into
new and enforceable property rights. Such an
interpretation differs from the traditional approach under
international law, which recognizes the power of
domestic systems to define whether and to what extent
a property right exists.

Astoundingly, an international investment treaty can
potentially protect an entire investor-state contract (or
provisions in that contract) that might otherwise be
deemed illegal or unenforceable under domestic law.
This is less likely when the illegal nature of the contract
is severe: some tribunals, for example, have determined
that they do not have the power to hear claims brought
by investors that have secured their contracts through
corruption or fraud. Yet tribunals have been less likely to
dismiss cases in which contracts are illegal on other
grounds—for example, if the government authority that
signed the contract did not have the authority to do so,
or if the process of entering into the contract did not
comply with necessary requirements established by
domestic law.*®

Even in the absence of a stabilization clause in an investor-
state contract, some investment arbitration tribunals have
determined that promises of legal stability can be inferred
from the fact that, when the investor and government
entered into their contract, the deal was governed by a
particular legal framework. Changes to that framework
could then, according to these tribunals, give rise to a
violation of the fair and equitable treatment obligation. In
such a situation, an international investment treaty may
also have the effect of shielding an investor from
complying with, or requiring the government to provide
compensation for the costs of, changes in the legal
framework that negatively affect the investor, even without
the parties having explicitly agreed that the government
would provide the investor such protections.

International investment treaties are typically
asymmetrical (creating protections for investors and
corresponding obligations for governments), and
therefore do not have a similar impact on investors’
contractual commitments to governments. One example
is found in the context of renegotiation of investor-state

contracts. Due to investment arbitration tribunal
decisions interpreting the fair and equitable treatment
obligation as requiring governments to protect investors’
“legitimate expectations,” and the umbrella clause’s
mandate that host states abide by commitments made
to foreign investors, host governments may be
constrained in their ability to seek renegotiation. In
contrast, investors retain more freedom to request
renegotiations—or to resist renegotiation attempts by
states—without incurring liability under international law.

Given that international and regional human rights
treaties are not principally concerned with the protection
of investment, they generally do not affect commitments
in investor-state contracts as investment treaties do.*" Yet
international human rights law and investor-state
contracts can potentially create conflicting obligations
for governments. For example, a contract granting a
concession that results in air pollution violating a
community’s right to a healthy environment, or that
displaces Indigenous peoples without their free, prior
and informed consent, would place the government’s
human rights obligations in conflict with its contractual
obligations. Similarly, a broadly framed stabilization
clause in an investor-state contract may be in tension
with a government’s human rights obligations to the
extent that the clause limits the applicability to the
underlying investment of new laws or policies necessary
to respect, protect, or fulfill human rights.®® When a
government is party to an investment treaty relevant for
the investment, the treaty can create an additional
potential conflict between the government’s obligations
under the investment treaty and under relevant human
rights treaties.

This web of international, domestic, and contractual
legal obligations can pose difficulties for governments
seeking to assess their full set of obligations, as well as
to take actions to protect rights-holders in the context of
investment. To date, international tribunals have not
provided much assistance in resolving potential conflicts,
tending either to avoid finding that a conflict exists or to
resolve a dispute based only on one set of legal
obligations, as noted in Box 9.
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CONCLUSION

Governments’ multiple legal obligations relevant to
investment—and the ways in which those obligations
interact—can complicate efforts to govern investment
appropriately and to ensure that rights-holders are not
harmed by investment projects. While the legal
frameworks discussed in this primer do not inherently
conflict, governments’ legal obligations can collide in
specific situations; when this happens, a government
may discover thatits obligations under human rights law,
international investment law, domestic law, and/or a
contract are not easy to reconcile.

There are many reasons why governments might find
themselves in situations in which their various legal
obligations collide. To name a few: a change to a more
democratic or post-conflict regime, a lack of clarity at the
time an investment was approved of the human rights
impacts that would arise, or the evolution of relevant human
rights norms by which the government seeks to abide.
Regardless, the particulars of how a government found itself
in such a situation does not absolve the government of its
obligations to protect human rights. Nor does its track record
of compliance with human rights to date.

Understanding the ways in which various legal obligations
interact is important for governments seeking to address
the needs and concerns of their citizens in the context of

investment. Yet awareness of these legal frameworks is
not a reason to avoid good faith actions designed to
protect rights-holders orto address their concerns. When
governments take action in the public interest—for
example, to strengthen environmental and labor laws or
to regulate the use of property rights—those actions are
frequently challenged in domestic courts. The fact that a
challenge has been brought does not mean that the
government’s action was illegitimate, nor that the
government should not have taken that action.

Onedistinction between domestic challenges and those
brought under investment treaties is that governments
can regulate the flow and implications of domestic
challenges through rules on who may sue, on what
grounds, and for what remedies, whereas governments
are less able to control the expansive way in which
tribunals have interpreted investment treaties to date. As
long as investment treaties exist in their present form, it
will be difficult if notimpossible for governments to avoid
claims challenging even good faith actions taken to
address public interest issues.

Legal frameworks, and how they interact, are often
invisible in the day to day. Yet they are powerful forces
that influence government actions and that help to shape
who benefits and who loses from foreign investment.
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