PoLiTicAL RiSK AND PETROLEUM

INVESTMENT IN Russia

Paul E. Comeaux & N. Stephan Kinsella

he emergence of the independent

states following the break-up of

the old Soviet Empire has created

immense opportunities for West-

ern investors. However, with
these opportunities comes substantial
risk. In addition to the ordinary business
risk, faced by businessmen investing at
home or abroad, investors in the newly
formed ex-Sovietstatesface political risk.
This political risk is much greater than
that experienced by those investing in
liberal Western democracies.

Political risk is the risk associated with
‘unexpected changesin the laws of acoun-
try which detrimentally affect an inves-
tor may reduce the value of his invest-
ment. Put simply, it is the risk of unan-
ticipated government intervention. Ex-
amples of political risk include a govern-
ment: 1) raising import or export duties,
2)increasing taxes, 3) imposing new regu-
lations, or 4) nationalizing or expropriat-
ing the assets of the investor.

The investor’s options in the face of
such government intervention may be
very limited, especially if the country
does not have an independent judiciary
to serve as a check on its powers of
legislation. Furthermore, in mostcircum-
stances, the investor has no standing un-
der international law to appeal this type
of matter to an international tribunal.
International law traditionally considers
such matters purely within the jurisdic-
tion and discretion of the country in-
volved.!

One particularly promising area for
Western investment, despite substantial
risk, 1s the Russian Federation's
petroleum industry. The Russian
Federationis currently one of the world’s
largest producers of crude oil and natural
gas. Nevertheless, its petroleumindustry
lacks the capital, management, and
technology to effectively exploit its vast
reserves.? The Russian government
realizes this, and is in the process of
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restructuring the entire legal regime of
their petroleum industry. One of the
goals of the Russian government is to
establish a structure more attractive to
foreign investment.

Despite protection for foreign
investors built into the current Russian
law, political risk remains a significant
factor. After reviewing the existing
Russian Federation law applicable to
petroleum investment, this article
discusses methods that investors can
utilizeinanattempttoreduceits political
risk in Russia.

I. LAw OF THE RUSSIAN
FEDERATION AFFECTING THE
PETROLEUM INDUSTRY

An investor wishing to explore for,
and produce, petroleum in the Russian
Federation must obtain a license from
the State.’ The Russian Federation has
recently adopted three laws which gov-
ern licensing and set forth the basic legal

framework for the petroleum industry.
The first is the Law of the Russian Fed-
eration Concerning Subsurface Re-
sources (the Subsurface Resources Law),
adopted in February of 1992, the “um-
brella” law.! The Subsurface Resource
Law contains general parameters per-
taining to the development of under-
ground minerals.®* Second is the Statute
on Licensing, adopted in July of 1992,
which clarifies the Law on Underground
Resources.® Finally, the Law on Mineral
Payments, adopted in October of 1992,
concerns payments by mineral licens-
ees.” The most significant provisions of
these laws are discussed below.

Inaccordance withthe Subsurface Re-
source Law, licenses may be issued in the
form of concessions, production-shar-
ing agreements, service contracts, or any
other arrangement acceptable to the par-
ties.® The licenses may be issued for pro-
duction of minerals, exploration of min-
erals, or both.” Exploration licenses may
be granted for five year terms, produc-
tion licenses for twenty year terms, and
jointexploration-production licenses for
twenty-five year terms. In addition, lic-
ensees may apply for extensions of these
terms.'°

Licenses are to be issued on a com-
petitive bid or auction basis." The win-
ner may be refused a license only for
1) failure to submit its bid in accordance
with the statutory requirements, 2) in-
tentional misrepresentation of a license
application, or 3) failure to show finan-
cial and technical means for safe and
effective operations.'?

All licenses must contain the follow-
ing information: the area covered by the
license, the exploration or extraction ac-
tivity proposed, a time frame for com-
mencement of operations, the financial
arrangements between the investor and
the State, the agreed-upon level of min-
eral production, environmental and tech-
nical compliance information, and an in-
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formation sharing agreement. Other
terms may be included in a license, as
long as those terms are not inconsistent
with the law." The possibility of placing
additional investor negotiated-clauses
into the license offers more protection to
theinvestor against political risk than the
safeguards built into Russian law.

The principal payments by the lic-
ensee to the State are likely to be in the
form of signature bonuses, annual rent-
als, production bonuses, royalties, pro-
duction shares, and taxes." In addition, a
multitude of fees are likely to be assessed
against the licensee for items such as
issuance of the license and the use of the
land.” The form, amounts, and condi-
tions of payment should be set forth in
the license.!®

I1. PROTECTION AGAINST
PoLrricaL Risk

A. INVESTOR-STATE CONTRACTS

While the laws discussed above set
forth a framework for petroleum invest-
ment, they do not assure the investor
that, if a dispute arises between itand the
Russian Federation, the dispute will be
settled objectively. Furthermore, the in-
vestor has no assurance that the Russian
Federation will not arbitrarily decide to
change the laws already in place and take
away rights previously promised to the
investor.

Political risksfaced by aforeigninves-
tor can be greatly reduced if the Russian
Federation contractually agrees 1) to
settle disputes with the investor ina neu-
tral forum, away from the Russian courts,
and (2) to not changeits laws vis-a-vis the
investor while the contractis in force and
effect.

Concerning the first point, there is a
conflict in the Russian legal system con-
cerning whether disputes between inves-
tors and the Russian government may be
settled in a forum other than the Russian
courts. The Subsurface Resource Law
provides that financial, property, or other
disputesrelated totheuse of underground
natural resources, as well as appeals from
Russian State bodies, are to be resolved
internally by Russian courts or through
arbitration.” However, this law conflicts
with an earlier and more general law
which remains in effect, the Law of the

L

Russian Soviet Federative Socialist Re-
public (RSFSR) on Foreign Investment
(Foreign Investment Law).'® Article 9 of
the Foreign Investment Law states that
“[dlisputes of foreign investors and en-
terprises with foreign investments. . . are
subject to review by .RSFSR courts, or
pursuant to an agreement of the parties,
by arbitration courts.” Thus, the Foreign
Investment Law contemplates that dis-
putes in concession agreements may be
resolved by arbitral bodies outside of the
Russian Federation."

While the conflict between these two
laws is currently unresolved, a new U.S-
Russia Bilateral Investment Treaty®
contemplates the resolution of disputes
between U.S. investors and the Russian
government in forums outside of Russia.
This treaty should settle the question in
favor of allowing the settlement of
investor disputes before international
arbritral tribunals.

Attempting to reduce political risk by
contractually providing that Russia will
not arbitrarily change its foreign invest-
ment laws remain adifficult proposition.
Some commentators argue that by its
nature, state sovereignty does not permit
such inalienable promisesfroma state. In
other words, a state may always act to
“protect” its citizens, no matter what it
has previously promised to an investor.
International law, how-
ever, has consistently
recognized that a state
can bind itself to inter-
national arbitration, and
that astate’s breach of its
own promises carries
consequences.”!

While a state can bind
itself to international
arbitrationand agree that
rights promised an |
investor will not be HENESETENESEN
extinguished by future legislation, no
state is under an obligation to do so.
States are free to tell investors to invest at
your own risk. Nothing in current
Russian legislation, however, indicates
that the Russian Federation cannot
promise investors that rights given will
notbe taken away by asubsequent change
in Russian law .2

Agreements by states to settle dis-
putes in international fora and to forgo
unilateral changes in the law governing

. Onceastate . -
. .agrees to be bound
.. to arbitration and

" stabilization clause
. _provisions, the -
.- relationship be- -

tween the state -

. and the investor .
! international:

investments usually take the form of
two important provisions: 1) interna-
tional arbitration clauses and 2) stabili-
zation clauses. An international arbi-
tration clause provides that any dis-
putes arising in relation to the agree-
ment will be settled before an interna-
tional arbitral tribunal. An arbitral tri-
bunal ensures the investor of a neutral
forum to protect his rights. A stabiliza-
tion clause states that the law in force in
the State at the time the contract takes
effectisthelaw thatwill apply to supple-
ment the terms of the contract. The
main purpose of astabilization clause is
to prevent the State from enacting new
laws which would change the terms of
the contract.” Once a state agrees to be
bound to arbitration and stabilization
clause provisions, the relationship be-
tween the state and the investor be-
comes subject to international law.2*

1. International Arbitration Clauses

Aninternational arbitration clause as-
sures that if a dispute cannot be resolved
by negotiation, the dispute will be
settled in a neutral forum away from
the state’s own judicial system. The
presence of the arbitration clause serves
a dual function. First, it defines the
scope of an arbitration and the proce-
dures by which the arbitration will be
conducted. Second, and
perhaps more impor-
tantly, it assists in estab-
lishing the jurisdiction of
arbitrators to hear the mat-
ter before him.

A typical ad boc
international arbitration
clause will providedetailed
provisions concerning the
scope of the arbitration
clause, the method by
which a party can invoke
arbitration, the method for
choosingthe arbitrators, the procedural
and substantive laws that willapply, the
procedure if one party refuses to
participate, the method by which the
arbitrators render a decision, and the
time period within which the parties
must comply with the results of the
arbitration.® In addition, the clause

L
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usually states that the decision of the

arbitrators is binding.%
To illustrate, a portion

of the international arbi-
tration clause found in the
concession agreement that
was the subject of British

Petroleum v Libyan Arab

Republic” arbitrationis set

forthbelow. Thefirst para-

graph of the arbitration
clause establishes the con-
sent of the parties to arbi-
tration, the scope of any
arbitration,and the method
for choosing an arbitrator.

It reads as follows:

1. If at any time during or
after the currency of this Conces-
sion any difference or dispute shall
arise between the Governmentand
the Company concerning the in-
terpretation or performance hereof,
or anything herein contained or in
connection herewith, or the rights
and liabilities of either of such par-
ties hereunder and if such parties
should fail to settle such difference
or dispute by agreement, the same
shall, failing any agreementtossettle
itany other way, be referred to two
Arbitrators, one of whom shall be
appointed by each such party, and
an Umpire who shall be appointed
by the Arbitrators immediately af-
ter they are themselves appointed.

In the event of the Arbitrators
failing to agree upon an Umpire
within 60 days from the date of the
appointment of the second Arbi-
trator, either of such parties may
requestthe Presidentor, if the Presi-
dentis anational of Libya or of the
Country where the Company was
incorporated, the Vice-President,
of the International Court of Jus-
tice to appoint the Umpire.?

The remainder of the arbitration clause

concerns other typical provisions in an

ad hoc intentional arbitration clause.
Asanalternative to ad hocarbitration,
which must set out its own procedures
and administrative details of a possible
arbitration, parties can choose to have
their arbitration managed by an interna-
tional arbitration system, such as the In-

Besides defining
the scope, proce-
. dure, and adminis- -
i trative details of .
the arbitration, the
international '

*_arbitration clause
-also serves as
. authority for an
" arbitrator to claim
| jurisdiction over a -
‘dispute. :

ternational Center for the Settlement of
Investment Disputes (ICSID).” ICSID
is one of several organiza-
tions that provide a de-
tailed arbitration system,
a list of experienced arbi-
trators, as well as adminis-
trative amenities.®

Besides defining the
scope, procedure, and ad-
ministrative details of the
arbitration, the interna-
tional arbitration clause
alsoservesasauthorityfor
an arbitrator to claim ju-
risdiction over a dispute.
This is important, as often
a state will object to the
jurisdiction of the arbitrator and will
refuse to recognize the validity of the
proceedings. A firmbasisininternational
law for the validity of the tribunal’s au-
thority as expressed by the arbitration
clause will assist the investor in later
efforts to enforce any award in its favor.

International case law confirms that it
isuptoanarbitrator todecide whether or
not he has authority to hear a matter
presented to him.”' The express consent
of the parties should be found in the
arbitration clause which provides the
arbitrator with the ability to decide
jurisdiction. For example, thearbitration
clause in the concession at issue in the
Texaco’® arbitration contains the
following phrase: “The Arbitrators . . .
shall determine the applicability of this
Clause and the procedure to be followed
in the Arbitration.” The arbitrator in the
Texaco case cited this phrase as one of the
justifications for hisassumingjurisdiction.”

Once arbitral jurisdiction is decided,
it cannot be revoked unilaterally by the
state. Under international law, a govern-
mentbound by an arbitration clause can-
not freeitself of this obligation by unilat-
eral action, such as changing its internal
law or unilaterally rescinding the con-
tract.> “Itis well-established in case law
that the unilateral cancellation of a con-
tract can have no effect on the arbitration
clause which continues to be operative.. .
. .”% An arbitration clause is severable
from the remainder of the concession,
and thus, cannot be nationalized by the
state even where the state nationalizes
other rights contemplated by the conces-
sion agreement.

2. Stabilization Clauses

As stated above, a stabilization clause
provides that the law in force in the state
at a given date—typically, the time the
concession takes effect—is the law that
will apply to the terms of the contract,
regardless of future legislation, decrees,
orregulationsissued by thegovernment.*
Its purpose is to “preclude the applica-
tion to an agreement of any subsequent
legislative (statutory) or administrative
(regulatory) act issued by the govern-
ment. . . that modifies the legal situation
of the investor.” In other words, the
state concedes its right to unilaterally
change the regime and rights relied upon
by, and promised to, the investor.

The concession contract between the
parties in Liamco v. Libya** provides a
good example of a stabilization clause,
and reads as follows:

(1) The Government of Libya,
the Commission and the appro-
priate provincial authorities will
take all steps necessary to ensure
that the Company enjoys all the
rights conferred by this Conces-
sion. The contractual rights ex-
pressly created by this Conces-
sion shall notbe altered except by
mutual consent of the parties.

(2) This Concession shall
throughout the period of its
validity be construed in
accordance with the Petroleum
Law and the Regulations in force
on the date of execution of the
Agreement of Amendment by
which this paragrph [sic] (2) was
incorporated into this Concession
Agreement. Any amendment to
orrepeal of suchRegulations shall
not affect the contractual rights
of the Company without its
consent.”®

The first paragraph makes it clear that
mutual consent of the partiesis needed to
alter the contractual rights secured by
the concession. The second paragraph
establishes that the municipal law by
which the concession is to be interpreted
1s fixed as of a certain date, so that later
government legislation or action cannot
infringe upon the company’s contractual
rights. The key element of the stabiliza-
tion clause is the removal of the

-
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government’s right to unilaterally alter
the investor’s rights by changing its mu-
nicipal law. Ths intention is made more
explicit by the requirement that the
investor’s consentis necessary beforeany
such change in law will affect the inves-
tor.®

International law upholds both the
validity of stabilization clauses and the
right of a sovereign nation to bind itself
through the use of such clauses.*’ The
tribunal in Texaco stated that “[n}othing
can prevent a State, in the exercise of its
sovereignty, from binding itself irrevo-
cably by the provisions of a concession
and from granting to the concessionaire
irretractable rights.”? Although some
nations protest that it is an infringement
on their sovereignty fora tribunal to rule
that they may not legislate in a way that
would violate the terms of a concession
agreement, the tribunal in Texaco held
that, “in entering into concession con-
tracts with the plaintiffs, the Libyan State
| did not alienate but exercised its sover-
eignty ....”*

Althoughasstabilization clauseis valid
in principle under international law, ar-
bitrators differ as to the consequences of
expropriation of an investor’s property
in violation of such a clause.* Generally,
arbitrators will notorder specific perfor-
mance of aconcession agreement, even if
it contains a stabilization clause. The
unwillingness to order specific perfor-
mance is due to bothe the tribunal's re-
spect for state sovereignty and its inabil-
ity to enforce such an award.* Instead,
expropriation which violates a stabiliza-
tion clause is more likely to lead to a
higher damage award, or make it more
certain that damages will be awarded by
the tribunal.*

A recent international arbitration that
contains a significant discussion of stabi-
lization clauses is the Kuwait v. Aminoil”
arbitration. In 1948 Aminoil was granted
aconcession by Kuwait “for the explora-
tion and exploitation of petroleum and
natural gas in what was then called the
Kuwait ‘Neutral Zone’.”* In 1961, Ku-
wait became fully independent, and the
concession was modified by a supple-
mental agreement. In December 1974,
OPEC countries adopted the “Abu
Dhabiformula,” which effectively raised
taxes on the o1l produced by Aminoil;

gotiations between the parties were un-
successful,and in 1977 Kuwaitexpropri-
ated Aminoil’s assets.®® In the ensuing
arbitration, Aminoil claimed that the
OPEC action was a breach of the stabili-
zation clause contained in the concession
agreement. The stabilization clause pro-
vides:

The Shaikh shall not by general or
special legislation or by
administrative measures or by any
other act whatever annul this
Agreement except as provided in
Artcle 11. No alteration shall be
madein the terms of this Agreement
by either the Shaikh or the
Company exceptin theeventofthe
Shaikh and the Company jointly
agreeing that it is desirable in the
interest of both parties to make
certain alterations, deletions or
additions to this Agreement.*!

While the tribunal stated that stabili-
zation clauses were valid in principle, it
reasoned that this particular clause did
not accomplish what it contemplates on
its face.

First, the tribunal held that the
stabilization clause did not prohibit
nationalization because it contained no
express prohibition.”? The
arbitrator reasoned that a
“contractual limitation on

the state’s right to
nationalize . . . would be a
particularly serious

undertaking which would
have to be expressly
stipulated for ....”» He
stated further that “[t]he
case of nationalization is
certainly not expressly
provided against by the
stabilizationclauses of the Concession.”**
Thus, this particular clause was ineffective
to prevent nationalization despite its
apparently clear and express wording.
Second, the tribunal held the fact that
Aminoil agreed during protracted nego-
tiations to allow changes to the conces-
sion “brought about a metamorphosis in
thewhole character of the Concession.”*
In essence, the tribunal’s position was
thatsince theinvestor had been willing to
compromise during negotiations, it had
in effectimplicitly agreed to a weakening

International law .
. upholds boththe =
 validity of stabiliza-
tion clauses and
the rightofa -

sovereign nationto
bind itself through
the use of such .
clauses. - a

of the stabilization clause. Therefore,
under this diluted or weakened stabiliza-
tion clause, nationalization was permis-
sible under the concession agreement as
long as compensation was paid.%

Despite the wording of the stabiliza-
tion clause which seems to clearly pro-
hibit unilateral changes in law, the tribu-
nal held that the existence of the clause
merely warranted an award of damages.
Nevertheless, the existence of the stabili-
zation clause—even weakened—was an
important elementin the tribunal’s justi-
fication of the award of damages. The
standard used to determine the amount
of damages was thatof “appropriate com-
pensation”.”’

The investor negotiating a stabiliza-
tion clause should learn two valuable
lessons from the Aminoil case. First, a
stabilization clause should be very ex-
plicit in what it is meant to prohibit; the
clause should provide that the State ex-
pressly waives its right to nationalize.

Second, a stabilization clause should
provide that its terms are binding regard-
less of subsequent compromise, negotia-
tion, or amendment of the contract un-
less both parties expressly provide, in
writing, to change the meaning or bind-
ing effect of the stabilization clause. Fol-
lowing these principles
will allow the investor to
negotiate changes in the
contract with the state if
circumstances change,
without fear that atribu-
nal may later declare that
the investor's participa-
tion in negotiations had
somehow weakened or
changed thenature of the
stabilization clause.®

3. Enforceability of Awards of
Damages

Asdiscussed above, the relevance of a
stabilization clause in international law
1s not that it will be, or even can be,
specifically enforced.® Rather, a
stabilization clause makes damages
awarded by an international tribunal
either more certain to be awarded, or
likely to be higher, than if a stabilization
clause were not present. An award of
damages, can help to bring international
opinion and pressure to bear upon the

Aminoil objected to this new law.*’ Ne-
|-

-
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nationalizing state and thereby aiding in
settlement negotiations between the
parties. It may also sometimes be
recognized and enforced in national
courts against property of the defendant
state within the court’s jurisdiction.

In fact, there are various international
agreements and treaties in force which
are designed to assist in the enforcement
of foreign arbitral awards. Perhaps the
mostimportantis the Convention on the
Recognition and Enforcement of For-
eign Arbitral Awards,® first signed in
New York in 1958 (N.Y. Convention),
which provides for enforcement of for-
eignarbitral awards. Thisis useful “where
the assets of parties may be situated in
different countries and transnational en-
forcementisdesired.”* The Russian Fed-
eration is a signatory to the N.Y. Con-
vention.®

Despite problems in enforcement,
obtaining an award of damages is desir-
able, as it increases the chances an inves-
tor has of obtaining compensation from
the offending state. Furthermore, the
mere prospect of having an award granted
to an expropriated investor may help
dissuadea state from taking theinvestor’s
property in the first place.

4. Damages Clause

Asdiscussed above, one of the benefits
of having a stabilization clause is that it
makes likely a higher damages award
than could be expected without it. An
additional method to help guarantee that
the full value of the rights expropriated is
awarded 1s for the investor to negotiate a
damagesclause. Thedamages clause should
providethatalthough the state has no right
under the contract to violate its terms, if
the state nevertheless expropriates the
investor’s property or other rights, the
state is obliged to compensate the investor
for the full value, including lost profits, to
the investor (i.e., both damnum emergens
and lucrum cessans).”

An example of this type of clause is
found in a recent Ghanaian concession
contract, which contained an arbitration
clause with the following paragraph:

If any Contractor’s rights, inter-
estsor property provided for herein
are expropriated, nationalized or
otherwise taken by reason of any
act of the State or any central or

local governmental authority of
Ghana, then the arbitrators shall
apply the principle of full and fair
compensation for loss of profits de-
termined on the basis of a going
concern (emphasis added)

Terms like “full and fair” and even the
term “lost profits,” however, may be
subject toconflicting interpretations. The
damages clause should, therefore, pro-
vide for a specific method for determin-
ing valuation in order to avoid disputes
over the proper accounting method. A
well drafted damages clause would make
a state more unlikely to expropriate an
investor’s property because much of the
temptation to take property is removed
if the state must pay for it.
Additionally, several decisions and au-
thorities indicate that theamount of dam-
ages awarded may be

higher if the expropria- R
tionis considered illegal |§ The prow?lonsof the
under international [Etailia il

law.#Theconceptofin-
ternational “illegality”
is, however, a vague and
uncertain one. There-
fore, it would be advan-
tageous for the investor
to have the stabilization clause provide
further that any nationalization or ex-
propriation contrary to the terms of the
agreementis,and is deemed to be by both
parties, illegal and unlawful under inter-
national law. This should help to further
ensure an award of damages which com-
pensates the investor for the full value of
theproperty and other contractual rights
taken.

B. THe U.S.-RussiA BILATERAL
INVESTMENT TREATY

Another factor which will assist in
reducing political risk for an investor in
Russia is the United States-Russia Bilat-
eral Investment Treaty,* to enter into
force sometime this year. A bilateral in-
vestment treaty (BIT) sets forth stan-
dards for treatment of foreign investors
in areas such as expropriation of prop-
erty, repatriation of funds, and settle-
ment of investment disputes.*” While in-
vestors can and should use other meth-
ods to reduce political risks—such as
concession agreements®® and govern-
ment-sponsored insurance programs*—

provide a regime

hich reduces the

the presence of a treaty provides a strong
incentive for a host state to honor its
obligations under international law and
its agreements with the investor. When a
host state violates the rights guaranteed
to the investor by a treaty, that state has
not only violated norms of customary
international law (such as the require-
ment to expropriate only for a public
purpose, inanondiscriminatory fashion,
and upon the payment of prompt, ad-
equate and effective compensation™), but
has also breached a treaty with the
investor’s home state.

The provisions of the U.S.-Russia BIT
providearegime whichreducesthe political
risk of investing in Russia. The treaty
contains, for example, relative treatment
provisions, which means that Russia must
treat U.S. investment as well as it treats
investment from any other
country,” as well asabsolute
treatment provisions, under
which Russiamust treat U.S.
investment fairly and
equitably, and in accordance
with international law,
regardless of how it treats
 non-U.S. investment.”? .

Article IIT of the U.S.-
Russia BIT limits Russia’s right to ex-
propriate U.S.investments in Russia, and
provides for compensation when expro-
priation does occur.” Article III pro-
vides that investments shall not be ex-
propriated, directly or indirectly, unless:
(1) for a public purpose; (2) performed
inanondiscriminatory manner;(3) upon
payment of prompt, adequate and effec-
tive compensation; and (4) in accordance
with due process of law and the “abso-
lute” standards of treatment discussed
above.

Realistically, although Russia would
beinbreach of atreaty obligation, as well
as customary international law, if it were
totake property inadiscriminatory man-
ner or not for a public purpose, merely
deeming Russia to have violated interna-
tonal law will be of little economic ben-
efitto an expropriated investor, who may
well be out of millions or even billions of
dollars’ worth of assets and other rights.

Therefore, one of the most important
guarantees an investor can have 1s a
guarantee that it will be compensated if
there is an expropriation. Practically
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speaking, it is impossible to prevent a
nation from expropriating assets it is
determined to confiscate, since other
states would not be willing to prevent the
expropriation by force. This is especially
true in the context of the modern
movement towards “permanent
sovereignty over natural resources.”
Under this theory many states (typically,
third-world, developing
economies) have declared
that a state always retains
the right to expropriate
certain assets, such as
natural resources, if the
“public interest” demands
it—even if the state has
promised notto do so, e.g.
in a concession agreement
orina BIT.”

It is, however, more
acceptable under current
international law and
practice for a state to bind
itself to pay compensation
in the event that it does nationalize or
expropriate an investor’s property. The
courts of other nations are in certain
circumstances willing to enforce a
damagesaward, based upon an obligation
to compensate, against the assets of the
offendingstatelocated withinthat court's
jurisdiction.”® Most countries consider
the enforcing of a commitment to pay
compensation a lesser infringement on
the sovereignty of the confiscating state
than declaring that the confiscating state
may not perform expropriating acts within
its own territory.”

Thus the Article III provision
requiring “payment of prompt, adequate
and effective compensation” isoneof the
most potentially useful provisions to an
investor. Such a requirement is likely to
be one of the most effective in terms of
protecting the value of the investment.
This is for two reasons. First, other
nations are more willing to enforce a
damages award based on this obligation.
Second, Russia would be less willing to
expropriate.in the first place if it would
have to pay for the property it confiscates.

Of further benefit to the investor 1s
the adoption of the “prompt, adequate
and effective compensation” standard,
and the further requirement that com-
pensation should be the fair market value

_

of the expropriated investment immedi-
ately before the expropriatory action was
taken or became known.” This compen-
sation standard is the “Hull Formula™”
which is promoted by the United States,
but not universally accepted as custom-
ary international law. This standard bet-
ter protects the investor by insisting that
the aggressor nation pay the true eco-
nomic value of the investment which is

e taken, rather than “appro-
‘ urts PrPWTREIRY priate” compensation, an
nations are in LRl inadequate standard

d which is often favored by
less developed countries.®

Article IV of the U.S.-
Russia BIT also provides
for free transfer of
currency into and out of
the Host State, and states
that each country shall
allow “all transfersrelated
to an investment to be

delay into and out of its
territory.”® Investors are allowed to
convert currency “into the freely
convertible currency of their choice.”®
Article IV does, however, list several
qualifications.® Russia is allowed to
require reports of currency transfers by
the investor,* and is also allowed to
impose withholding taxes on currency
which is expatriated.® Finally, Russia is
allowed to passlaws protecting the rights
of creditors, which may interfere with an
investor’s right to freely transfer
currency.®
Article VI of the U.S.-Russia BIT ad-
dresses the settlement of disputes be-
tween the investor and the Host State.”
“Investmentdisputes” are defined as dis-
putes arising over either (a) an invest-
ment agreement between the investor
and the host state, (b) the authority given
to the investor by the host state, or (c) a
breach of the BIT itself.® The Treaty
mandates that the parties resolve their
disputesthroughapreviously agreed-upon
arbitration procedure or, in the absence of
such an agreement, through an interna-
tional arbitration body such as Interna-
tional Center for Investment Disputes.®
Article XIII provides that the US.-
Russia BIT enters into force thirty days
after it has been ratified by both the U S.

made freely and without-

and Russia, and remains in force for at
least ten years.® Of particular impor-
tance to investors with already-existing
investments in Russia, Article IIT also
provides that the BIT “shall apply to |
investments existing at the time of entry
into force as well as to investments made
thereafter.”' This provision helps reduce
any incentive an investor might have to
wait unti] the BIT is in force before in-
vesting, and also protects currentinvest-
ments on an equal footing with post-BIT
investments. After the initial ten-year
period, either Russia or the U.S. may, by
giving at least one year’s written notice,
terminate the BIT.

III. CONCLUSION

TheRussian petroleum industry needs
the capital and knowledge of Western
investors. To attract these investors, the
Russian Federation must offer them rea-
sonably stable opportunities for making
profits. Unless political risks are mini-
mized, investors will not be willing to
invest precious time and capital. The re-
sulting lack of investment would be det-
rimental to both investors and the Rus-
sian Federation.

Fortunately, there are methods to re-
duce the political risks inherent in invest-
ment in the Russian petroleum industry.
Stabilization and international arbitra-
tion clauses in licenses negotiated for
petroleum exploration and production
areone method of reducing political risks;
purchasing government-sponsored or
private insurance is still another. Finally,
the protection won by BITs serve to
reduce political risks even further by cre-
ating a regime anchored in international
law which is favorable, rather than hos-
tile, to property rights—a regime which
attempts to preventexpropriation, direct
or indirect, and to provide for full com-
pensation when expropriation does oc-
Cur.

Hopefully, for thesake of both inves-
tors and the Russian Federation, this trend
towards greater protection of the prop-
erty rights of investors will continue ina
positive direction.

L
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state. “The problems . . . of
enforcing such restitution
awards against a recalcitrant
state may be imagined.”
INTERNATIONAL LAW, supra
note 44, 521-24. See also
Protection of Investment,
supra note 23, at 158. “The
futility of claiming a restitutio
in interum has become so
apparent that some litigants do
not even bother to claim it.”
1d. at 161.

Oscar Schachter, comment,
Compensation for Expropria-
tion, 78 Am. J. INT’L L. 121,
123 (1984).

Id. at 121-122.

The international law principle
of requiring “appropriate
compensation” in such cases
was codified in U.N. General
Assembly Resolution no. 1803
(XVII) of 14 December, 1962,
on Permanent Sovereignty
over Natural Resources,
Article 4. Aminoil, 66 L.L.R. at
518. See also Texaco, 53 LL.R.
at 403-04. Texaco also cites the
standard “appropriate
compensation” with approval
as a rule of customary law.
Texaco, 53 I.LL.R. at 489.
U.S.-Russia BIT, supra note
66, at 804.
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1d. at 804-806.

1d. at 804-06.
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Id. at 808.
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