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A PROBLEM IN INVESTOR/STATE ARBITRATION 

By: George Kahale, III1 

States are increasingly coming to the conclusion that the playing 
field of investor/state arbitration is tilted heavily in favor of investors, 
particularly those from the most developed economies.  That is why 
some are reevaluating investment treaties and withdrawing or 
threatening to withdraw from the International Convention on the 
Settlement of Investment Disputes Between States and Nationals of 
Other States, which established the International Centre for Settlement 
of Investment Disputes ("ICSID").2   

Of course, states have won cases in international arbitration, even 
important ones, but the thesis held by the skeptics is not refuted by the 
occasional victory.  Cases may be won despite a structural bias in the 
system, just as they may be lost even in a bias-free environment.   

In truth, the problem goes beyond the question of whether bias in 
the system actually exists.  On this issue, perception matters as much as 
reality.  States are not likely to continue to play in a game they sense, 
justifiably or not, is rigged against them.  Since it takes two to tango, the 
growing dissatisfaction of states with the international arbitral process 
looms as a major problem in investor/state relations and requires a 
critical assessment of the future of international arbitration as a means of 
settling investment disputes.3  

It is difficult to pinpoint the source of the problem.  Here are a few 
possible explanations. 

                                                 
1 The author is Chairman of Curtis, Mallet-Prevost, Colt & Mosle LLP and has represented a number of states 
and state entities. 
 
2 Bolivia, Ecuador and Venezuela are examples of this.  Bolivia withdrew from the ICSID Convention with 
effect last November.  On December 4, 2007, Ecuador notified ICSID, pursuant to Article 25(4) of the ICSID 
Convention, that it would not consent to submit disputes related to natural resources to ICSID arbitration.  This 
past April, Venezuela gave notice of termination of its bilateral investment treaty with The Netherlands.   
 
3 This article deals specifically with investor/state arbitration, which, unlike ordinary commercial arbitration, 
tends to involve sensitive issues of sovereignty and national policy.  The line can sometimes be difficult to draw, 
with the result that the hostility of some states and state companies to international arbitration can spill over to 
non-investment disputes. 
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It was not too long ago that sovereign prerogatives generally took 
precedence over private interests.  In the 1960s and 1970s, the United 
Nations was passing resolutions on what was termed Permanent 
Sovereignty Over Natural Resources, and developing states were taking 
control over their natural resources and industries in a wave of 
nationalizations.4  Conventional political and legal thinking of the time 
fully supported such action.  From an ideological standpoint, socialism 
and nationalism were at their peak, and from a legal standpoint, aside 
from the UN resolutions referred to above, the rules of state immunity 
still strongly favored states over private parties5 and the avalanche of 
investment treaties had not yet begun.6  

Significant change in the political and legal landscape began in the 
1980s and continued at an accelerated pace in the 1990s.  The Soviet 
Union collapsed, socialism fell into disrepute, privatization of anything 
and everything came to be viewed as a panacea for the problems 
attributed to the discredited "isms", and bilateral and multilateral 
investment treaties proliferated,7 providing a major boost to international 
arbitration generally and ICSID arbitration in particular.8   

Unlike the prior period, this period unfolded without the checks and 
balances ordinarily provided by serious political or legal debate between 

                                                 
4 The General Assembly first declared the right of nations to permanent sovereignty over their natural wealth 
and resources in 1962.  G.A. Res. 1803 (XVII), 17 UN GAOR Supp. (No. 17) at 15, U.N. Doc. A/5217 (1962).  
In 1974, the General Assembly passed the Charter of Economic Rights and Duties of States, G.A. Res. 3281 
(XXIX), U.N. Doc. A/29/3281 (1974), expressly reaffirming that every State has and shall freely exercise full 
permanent sovereignty, including possession, use and disposal, over all its wealth, natural resources and 
economic activities; the right to regulate and exercise authority over foreign investment within its national 
jurisdiction in accordance with its laws and regulations and in conformity with its national objectives and 
priorities; and the right to nationalize, expropriate or transfer ownership of foreign property, in which case 
appropriate compensation should be paid by the State adopting such measures, taking into account its relevant 
laws and regulations and all circumstances that the State considers pertinent.   
 
5 In the United States, even though the "restrictive theory" of sovereign immunity had been adopted in 1952 
(Letter of Jack B. Tate, Acting Legal Advisor, Department of State, to Acting Attorney General Philip B. 
Perlman, May 19, 1952, reprinted in 26 Dep't State Bull. 984 (1952)), its application remained uncertain and 
subject to "suggestions of immunity" by the State Department.  In addition, immunity from execution remained 
absolute.  The Foreign Sovereign Immunities Act of 1976, 28 U.S.C. §1602 et seq., began the change, codifying 
the restrictive theory of immunity from suit and relaxing somewhat immunity from execution, although the 
latter immunity remains broader than the former. 
 
6 By the end of the 1970s, only 170 bilateral investment treaties had been concluded, of which only 136 had 
entered into force. RUDOLF DOLZER & M ARGRETE STEVENS, BILATERAL INVESTMENT TREATIES 267-271 
(1995). 
 
7 As of the end of 2005, around 2500 bilateral investment treaties were in force.  U.N. CONFERENCE ON TRADE 
AND  DEVELOPMENT, WORLD INVESTMENT REPORT 2006, at 26.   
 
8 Typically, investment treaties provide for ICSID arbitration, as does the 2004 U.S. Model BIT (Article 24).  
The number of ICSID decisions is now approaching 300. 
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opposing ideological positions.  Private interests from the more 
advanced economies, supported by their governments, were not met 
with the same resistance previously encountered from host countries, as 
the latter were generally aligned in ideology with the former.  Simply put, 
the prevailing view was that privatization was good and state control 
over industry was bad -- let the market work its magic and everyone will 
benefit.  From a legal perspective, this ideology was fortified by an 
absolutist view of the principle of pacta sunt servanda (sanctity of 
contracts).  

In this atmosphere, an entirely new body of international law began 
to develop through the interpretation of investment treaties embodying 
ambiguous and malleable concepts such as "fair and equitable 
treatment."  These concepts have been developed in international 
arbitrations conducted pursuant to the treaties' arbitration provisions by 
arbitrators who had begun to resemble a club, and in this club, not too 
many members seemed to espouse the views that had been popular in 
the 1970s.  By and large, the treaty interpretations tended to expand the 
scope of investor protection and restrict the ability of states to exercise 
their regulatory authority without incurring liability, a state of affairs that 
has led states with a renewed appetite for exercising that authority to 
look unfavorably upon international arbitration.   

As disturbing as some of the pro-investor treaty interpretations has 
been the manner in which the treaties have opened the door to blatant 
and sometimes comical forum-shopping.  Investors having little if 
anything to do with the contracting states were nevertheless invited to 
structure their investments through them to take advantage of treaty 
benefits.  Thus, for example, companies from the United States to China 
were transformed into Dutch companies in an effort to take advantage of 
the network of bilateral investment treaties that Holland had concluded.9  
Such maneuvering was hardly noticed by states at first, but became a 
source of deep annoyance when disputes arose.  States were being 
subjected to international arbitration under treaties whose substantive 
provisions had been stretched beyond their original intent and whose 
protections were being extended by some tribunals to a broad universe 
of potential investors.   

In the last few years, the pendulum has begun to swing back as 
many countries have grown disillusioned with the privatizations of the 
                                                 
 
9 See the press reports (e.g. Venezuela to renegotiate Dutch investment treaty, Reuters, May 1, 2008) of the 
public criticism of this practice by Venezuela's Minister of Energy and Petroleum.   
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1990s.  The forecast benefits did not materialize -- or, as importantly, the 
perception was that they did not materialize.  A new wave of 
nationalizations has ensued, bringing back the natural competition in 
ideas that had previously existed and been absent for a prolonged 
period.  However, these changes run counter to the thinking which has 
been developed in some circles for more than a decade, propagated in 
seminars and legal publications around the world, and reflected in a 
number of arbitral awards. 

Apart from the perceived hostile environment, many states that are 
back in the business of exercising sovereignty over their natural 
resources and industries have found themselves at a distinct 
disadvantage in international arbitration for a number of other reasons 
that seem almost trivial but nonetheless are of considerable importance.  
First, states are almost always the defendants in investment cases, 
meaning that the timing of commencement of the arbitration is dictated 
by the private investor, which as a practical matter can take the time 
necessary to prepare its case.  No matter how much the state prepares  
-- and often it does not prepare much -- it is not the same as being faced 
with the actual request for arbitration.  

Second, the state must choose counsel.  If it is not advised by 
counsel in anticipation of arbitration, this can mean selecting new 
counsel, often through required bidding processes wholly unsuitable for 
the purpose.  The selected counsel may be unfamiliar with the facts of 
the case, with the state itself, with the legal principles at issue and even 
with the arbitral process, particularly if the state is required to select the 
lowest bidder in a bidding process.  Defense counsel chosen in this 
manner is forced to analyze the case, carry out the necessary factual 
investigation and legal research, navigate the state's formal internal 
procedures and formulate a response all in a relatively short period of 
time.  These are problems that no private investor has to face and that 
can have a material impact on the defense in the critical initial phase.  
Getting off on the wrong foot is not sound strategy for any litigant, and 
that is exactly what too often happens to defendant states unprepared 
for this international forum. 

Third, the state has to choose an arbitrator.  This crucial part of the 
case frequently puts states at a real disadvantage, especially when 
combined with the factors noted above.  Many arbitrators are or have 
been associated with private investors or their law firms, some with track 
records evincing support for the expansive, pro-investor legal theories 
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referred to above, others associated with firms that actively solicit 
arbitration work from investors and even encourage them to bring claims 
against states in arbitration.  The problem is exacerbated by the fact that 
states, which invariably are up against the clock in selecting an 
arbitrator, often lack the experience to make an appropriate selection for 
party-appointed arbitrator.10  Even if they do not suffer from this 
handicap, they still feel disadvantaged when it comes to appointment of 
a third arbitrator to act as president of a tribunal. 

Finally, it should be noted that all of these issues are now being 
viewed in a different light due to the sheer size of some of the disputes in 
this new era in investor/state relations.  There was a time when a fifty 
million dollar case was a big one.  It is not uncommon these days to see 
claims many times that amount.  The notion that such megaclaims can 
be decided by three arbitrators selected under the circumstances 
described above, or by one, simply does not sit well with states that are 
no longer convinced that anything favoring private investors must 
necessarily be in the public interest.   

None of the above should be taken as an argument for or against 
any particular school of political or legal thought.  Nor should it be taken 
as a commentary on the actual fairness of the international arbitral 
process or particular arbitrators, many of whom are very distinguished 
international lawyers.  It is also true that it may be impossible to 
overcome the perception of unfairness in a system in which sensitive 
matters of sovereignty and national policy are placed before arbitrators 
holding no office recognized by the states concerned.  Nevertheless, it is 
time to recognize that there is a perception of unfairness which can no 
longer simply be ignored.  If the perception persists, it is to be expected 
that more states will withdraw from investment treaties and from ICSID, 
and more will simply refuse to agree to any international arbitration.   

 

                                                 
10 In arbitrations conducted under the Rules of Arbitration of the International Chamber of Commerce ("ICC"), 
the defendant must appoint an arbitrator in its Answer to the Request for Arbitration, which must be filed within 
thirty days of the Request (Article 5(1)(d) of the ICC Rules of Arbitration).  Extensions may be obtained for 
filing the Answer, but not for naming the arbitrator (Article 5(2) of the ICC Rules of Arbitration).  That is 
simply not enough time for a state to make a proper selection, particularly in an important case.  The ICSID time 
periods are more generous.  In ICSID cases, where the parties do not agree upon the number of arbitrators and 
the method of their appointment, either party can invoke Article 37(2)(b) of the ICSID Convention at any time 
60 days after the registration of the Request for Arbitration, to apply the default method (Rule 2(3) of the ICSID 
Arbitration Rules).  If the Tribunal is not constituted within 90 days after notice of registration of the Request 
for Arbitration, ICSID will, at the request of either party and after consulting both parties as far as possible, 
appoint the arbitrator or arbitrators not yet appointed (Article 38 of the ICSID Convention).     
 


