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While an investor investing in a foreign state can never be entirely free
from political risks,' these risks may be substantially reduced if a treaty
to protect private investment is in place between the foreign state and

Treaties aimed specifically at pro-
tecting private foreign direct invest-
ment are called bilateral investment
treaties (“BITs”). BITs set forth stan-
dards for treatment of foreign inves-
tors in areas such as expropriation of
property, repatriation of funds, and
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the investor’s home state.

settlement of disputes. While inves-
tors can and should use other meth-
ods to reduce political risks—such as
concession agreements? and govern-
ment-sponsored insurance pro-
grams3—the presence of a treaty pro-
vides 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 the trea-
ty, that state has not only violated
norms of customary international law
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(such as the requirement to expropri-
ate only for a public purpose, in a
nondiscriminatory fashion, and upon
the payment of prompt, adequate and
effective compensation?), but has also
breached a treaty with the investor’s
home state.

While European countries have
been successfully negotiating BITs
since the late 1950s°, the United States
did not first begin to do so until the
early 1980s°. In 1982, the United States
announced the formulation of a model
BIT, which was updated in 1983, 1984,
and again in 1987. The model BIT is
used as a starting point in all BIT
negotiations conducted by the United
States.”

It is likely that BITs will soon be in
place between the United States and
several C.I.S. republics. As part of its
ongoing program of negotiating BITs
with its trading partners, especially
less developed countries, the United
States has signed BITs with Russia,
Armenia, Kazakhstan, and Kyrgyz-
stan as of the date of this writing.
However, none of these treaties are
yet in force. The U.S.-Russia BIT has
received the advice and consent® of
the U.S. Senate and is awaiting similar
domestic approval from the Russian
government before it enters into force.
The other treaties are expected to be
submitted to the U.S. Senate soon.’

This article discusses the major pro-
visions of the U.S.-Russia BIT and the
BITs with other C.L.S. republics and
how these provisions will affect inves-
tors. ™0

The U.S.-Russia BIT

The BIT between Russia and Ameri-
ca (the “U.S.-Russia BIT” or the
“Treaty”) was signed at Washington
on June 17, 1992.1! This is the first BIT
with a C.I.S. Republic to be submitted
for Senate consideration;? it has since
been approved by the United States
Senate.” Although the Treaty im-
poses obligations on both Russia and
the United States with respect to for-
eign investment, this article focuses
upon the treaty’s provisions concern-
ing American investors investing in
Russia.

Below are discussed six important
issues addressed by the Treaty, and
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how they will affect investors: the
standard of treatment of U.S. invest-
ment by Russia, the legality of and
remedies for expropriation of U.S. in-
vestments, the transfer of currency
into and out of Russia, certain provi-
sions for the settlement of investment
disputes, the duration of the U.S.-
Russia BIT, and the status of the U.S.-
Russia BIT in the event that the Rus-
sian Federation splits apart.

Treatment of investment

Article IT concerns the standard of
treatment that Russia must provide to
U.S. investors and their investments.
These standards fall into two broad
categories: relative treatment, which
means that Russia must treat U.S.
investment as well as it treats invest-
ment from any other country, and
absolute treatment, which states that
Russia must treat U.S. investment
fairly and equitably, and in accor-
dance with international law, regard-
less of how it treats non-U.S. invest-
ment.

® Relative Standards. Paragraph 1 of
Article II provides for “relative” stan-
dards of treatment, by requiring Rus-
sia to treat U.S. investment “on a
nondiscriminatory basis” with non-
U.S. investment, subject to exceptions
in certain sectors of the economy,
which are listed in an Annex to the
BIT.

These relative standards are some-
times known as “national treatment”
and “most-favored-nation” (“MFN")
treatment. “National treatment” gen-
erally requires the host state to treat
the foreign investment no less favor-
ably than the investment of its own
nationals; MFN treatment requires the
host state to treat the investment no
less favorably than it treats the invest-
ment of any third country’s investors.
Paragraph 4(a) of the Protocol to the
U.S.-Russia BIT specifically refers to
the requirement to accord “national
treatment” with respect to the entry of
investments.™

The exceptions listed in the Annex
generally relate to matters such as
land, power production, state loans,
banking, and mass media. One signif-
icant sector in which Russia reserves
the right to make exceptions is “own-
ership of land and use of subsoil and

natural resources.”’

Attached to the Treaty is a letter
between the U.S. and Russia contain-
ing an understanding of the BIT
shared by both countries. The letter
states:

Based on the Law of the Russian Federa-
tion on Subsoil and legislation relating to
natural resources, the Russian Federation
has reserved the right to make or maintain
exceptions to national treatment for the use
of subsoil and natural resources. The afore-
mentioned Law on Subsoil in principle
accords national treatment to foreign in-
vestment concerning the use of subsoil. . .

[T]he Russian Federation intends to
continue to accord national treatment to
investments of nationals and companies of
the United States with respect to the use of
subsoil and natural resources.

Such understanding “constitutes an
integral part of the Treaty.” Therefore,
even though Russia reserves the right
to make exceptions to national treat-
ment for the use of the subsoil and
natural resources, in this significant
clarification it appears to be attempt-
ing to promise, to as great an extent
possible, as with a “letter of intent,”
without making an absolutely binding
commitment, that it will not deny
national treatment to U.S. companies
and nationals investing in natural re-
sources in Russia.

The permitted exceptions apply
only to the provisions of Paragraph 1
(which concern national treatment);
and Russia has promised in the Annex
to the Treaty to keep future exceptions
at a minimum. Further, “Any future
exception by [Russia or the U.S.] shall
not apply to investment existing in
that sector or matter at the time the
exception becomes effective.”

® Absolute Standards. Paragraph 2 of
Article II provides for “absolute” stan-
dards of treatment. Russia must pro-
vide the investment with fair and eq-
uitable treatment, full protection and
security, and treatment not inconsis-
tent with the norms and principles of
international law.'®* Russia may not
impair by arbitrary or discriminatory
measures the management, operation
or other use of investments.

Finally, Russia must observe any
concessions it enters into with U.S.
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nationals or companies.” Because the
BIT is not yet in force and could
terminate in the future even after it
does come into force (discussed be-
low), and because of Russia’s power
to make exceptions with respect to
natural resources, an investor would
be wise to consider the use of a con-
cession to protect its investment, as
discussed in a previous article by the
authors.’®

® Other protections. Other provisions
of Article IT guarantee the right of U.S.
investors to bring U.S. nationals to
Russia to establish and operate the
investment (Paragraph 3) and to hire
top managerial personnel of their
choice, regardless of nationality (Para-
graph 4). Russia is barred from impos-
ing on the investor requirements to
export goods produced, or to pur-
chase goods and services locally, or
other similar requirements (Paragraph
5).

Russia is to provide effective means
of asserting claims and enforcing
rights related to investments and in-
vestment agreements (i.e. conces-
sions) (Paragraph 6) and must publish
all laws or regulations affecting invest-
ments (Paragraph 7).

Expropriation

Provisions protecting an investor
from the consequences of an expropri-
ation or nationalization of its invest-
ment are of particular importance to
an investor—especially in an unstable
regime such as Russia, which also has
history of hostility towards private
property rights.

Article III of the Treaty limits Rus-
sia’s right to expropriate U.S. invest-
ments in Russia and provides for com-
pensation when expropriation does
occur. The Article provides that in-
vestments shall not be expropriated,
directly or indirectly, unless: (1) for a
public purpose; (2) performed in a
nondiscriminatory manner; (3) upon
payment of prompt, adequate and ef-
fective compensation; and (4) in accor-
dance with due process of law and the
“absolute” standards of treatment dis-
cussed above.

Realistically, although Russia would
be technically in breach of a treaty
obligation, as well as customary inter-
national law, if it were to take proper-
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ty in a discriminatory manner or not
for a public purpose, merely deeming
Russia to have violated international
law will be of little economic benefit to
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 impor-
tant guarantees an investor can have
is a guarantee that it will be compen-
sated if there is an expropriation. Prac-
tically 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 “per-
manent sovereignty over natural re-
sources,” in which many states (typi-
cally, third-world, developing econo-
mies) have declared that a state al-
ways retains the right to expropriate
certain assets, such as natural re-
sources, if the “public interest” de-
mands it—even if the state has prom-
ised not to do so, e.g. in a concession
agreement or in a BIT.”

It is, however, more acceptable un-
der current international law and
practice for a state to bind itself to pay
compensation in the event that it does
nationalize or expropriate an inves-
tor’s property. The courts of other
nations are in certain circumstances
willing to enforce a damages award,
based upon an obligation to compen-
sate, against the assets of the offend-
ing state located within the court’s
jurisdiction.? It is seen as less of an
infringement on the sovereignty of the
confiscating state to simply enforce a
commitment to pay compensation,
than to declare that the confiscating
state may not perform expropriating
acts within its own sovereign territo-
ry 2!

Thus the .provision of Article III
requiring “payment of prompt, ade-
quate and effective compensation” is
one of the most potentially useful to
an investor. Such a requirement is
likely to be one of the most effective in
terms of protecting the value of the
investment, because other nations are
more willing to enforce a damages
award based on this obligation, and
because 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 is
the adoption of the “prompt, ade-
quate and effective compensation”
standard and the further requirement
that compensation should be the “fair
market value of the expropriated in-
vestment immediately before the ex-
propriatory action was taken or be-
came known . . . .” This compensa-
tion standard is the “Hull Formula,”
which is promoted by the United
States, but is not universally accepted
as customary international law. This
standard better protects the investor
by insisting that the aggressor nation
pay the true economic value of the
investment taken, rather than “appro-
priate” compensation, an inadequate
standard, which is often favored by
less developed countries.?

This provision also requires that
compensation be paid without delay,
include interest from the date of the
expropriation, be fully realizable, and
be freely transferable at a market rate
of exchange.? .

Additionally, the Article prohibits
indirect, as well as direct, expropria-
tion. This helps to ensure that Russia
may not avoid the prohibition against
expropriation by indirectly or gradual-
ly imposing regulations® that have
the same economic effect as a direct
expropriation.

Other provisions in Article IIT con-
cern the right of an investor complain-
ing of an expropriation to review of
the complaint by the appropriate judi-
cial or administrative authorities in
Russia and the right of an investor to
be accorded nondiscriminatory treat-
ment by Russia as regards restitution,
compensation or other measures fol-
lowing losses due to war or revolution
in Russia.

Currency transfers

Although highly burdensome ex-
change control regulations may con-
stitute an expropriation, exchange
control regulations that do not rise to
this level can still be very costly to
investors.® Article IV of the Treaty
addresses this concern by providing
for free transfer of currency into and
out of the Host State. The Treaty
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states that each country shall allow
“all transfers related to an investment
to be made freely and without delay
into and out of its territory.” Investors
are allowed to convert currency “into
the freely convertible currency of their
choice.”

The Treaty gives examples of what
is meant by “transfers related to an
investment.” Such transfers fall into
two broad categories. First, a transfer
may occur in the normal course of the
investor’s business. Examples given
are returns and proceeds from the sale
or liquidation of all or part of an
investment. Second, a transfer may
occur as a payment from Russia to the
investor as compensation for a trans-
gression. If Russia compensates the
investor for a violation of an agree-
ment between them, Russia may not
pay the money and then refuse to
allow the money to be expatriated.

Article IV does, however, list sever-
al qualifications. Russia is allowed to
require reports of currency transfers
by the investor and is also allowed to
impose withholding taxes on currency
that is expatriated. Finally, Russia is
allowed to pass laws protecting the
rights of creditors, which may inter-
fere with an investor’s right to freely
transfer currency.

Arbitration and settlement
of investment disputes

Article VI of the Treaty concerns the
settlement of disputes between the
investor and the Host State.?® This
Article covers “investment disputes,”
which are defined as disputes arising
over either (a) an investment agree-
ment between the investor and the
host state, (b) the authority given to
the investor by the host state, or (c) a
breach of the Treaty itself.

If any such dispute arises, the Trea-
ty mandates that the parties first at-
tempt to negotiate the dispute be-
tween themselves, with or without
the help of third-party, non-binding
mediation. This rule overrides con-
tractual provisions between the inves-
tor and the Host State to the contrary.
Thus, even if the investor and the
Host State are parties to a concession
that provides that upon violation of
the concession, either party may im-
mediately invoke binding arbitration,
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the Treaty mandates that the parties
must nevertheless first attempt to set-
tle their differences by negotiation. An
investor who negotiates to resolve an
investment dispute in accordance
with this provision of the Treaty
should keep records of such negotia-
tions to prevent later claims by the
Host State that no such negotiations
were undertaken.

If the investment dispute cannot be
resolved by negotiation between the
parties, the parties are then allowed to
settle their dispute “in accordance
with previously agreed, applicable
dispute-settlement procedures.” This
provision contemplates and allows
dispute settlement provisions, such as
international arbitration provisions, in
agreements between a Host State and
an investor.” The Treaty states that
these dispute-settlement procedures
are enforceable in accordance with
“the terms of the agreement, relevant
provisions of domestic law, and appli-
cable international agreements regard-
ing enforcement of arbitral awards.”?®

Finally, Article VI provides a mech-
anism by which the investor may in-
sist upon arbitration of an investment
dispute before an international arbitral
body, even if the parties did not pro-
vide for this type of dispute resolution
in their contract or concession. This
provision allows arbitration of an in-
vestment dispute before one of the
following arbitral bodies: the Interna-
tional Center for Investment Disputes
(“ICSID”),” if the Russian Federation
has become a party to the treaty which
authorized ICSID; the Additional Fa-
cility of ICSID (the “Additional Facili-
ty”);* the Arbitration Rules of the
United Nations Commission on Inter-
national Trade Law (“UNCITRAL
Rules”); or any other institutional ar-
bitration facility agreed upon by the
parties to the dispute.

In the Treaty itself, Russia gives its
consent to arbitration before ICSID,
the Additional Facility, or under the
UNCITRAL Rules. The investor has
the option to consent at any time after
six months from the date that the
investment dispute arose. Once the
investor consents, then either Russia
or the investor may bring an action
before the particular arbitration body
to which the investor has given its

consent.

This provision is relevant in situa-
tions either where the dispute settle-
ment provisions in a contract between
Russia and an investor do not cover a
particular investment dispute, or
where there are no investment dis-
pute provisions between Russia and
the investor. The investor may never-
theless invoke international arbitra-
tion by consenting to it under this
provision. It is nevertheless prudent
for an investor to insist upon settle-
ment dispute mechanisms in its agree-
ments with Russia rather than relying
upon this provision. Settlement dis-
pute provisions negotiated by an in-
vestor can be tailored to the particular
needs of the investor and can include
such safeguards as a stabilization
clause.®

Termination of the
U.S.-Russia BIT

Article XIII provides that the BIT
enters into force thirty days after it has
been ratified by both the U.S. and
Russia and remains in force for at least
ten years. Of particular importance to
investors with already-existing invest-
ments in Russia, this Article also pro-
vides that the BIT “shall apply to
investments existing at the time of
entry into force as well as to invest-
ments made thereafter.” This provi-
sion helps to reduce any incentive an
investor might have to wait until the
BIT is in force before investing, and
also, as a bonus, protects current in-
vestments on an equal footing with
post-BIT investments.

After the initial ten-year period, ei-
ther Russia or the U.S. may, by giving
at least one year’s written notice, ter-
minate the BIT.

Thereafter, any prospective investor
would be aware that the BIT was no
longer in force and could decide not to
invest in Russia if the increased risk
was felt to be too high. However,
investors who had already invested in
Russia may have no such option. The
Article provides that, for such invest-
ments, the provisions of the BIT con-
tinue to be effective for a period of ten
years from the date of termination.

Therefore, any investor relying
upon the protections afforded by the
Treaty should be aware that Russia
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could, at any time after the initial ten-
year period, announce termination of
the BIT, giving the investor benefits
under the BIT for only eleven more
years (one year’s notice to terminate
plus ten years after termination).

To the extent investors require pro-
tection lasting longer than this, other
options, such as investment insurance
programs, or concession agreements
negotiated directly with the govern-
ment that contain a longer term than
that of the BIT, should be considered.

Dissolution of the
Russian Republic

Given recent unrest and instability
in Russia, there may understandably
be some concern by investors that
republics or parts of Russia could sep-
arate from Russia to form one or more
independent states. For example,
three of the most restless of the repub-
lics are Chechnya, Tatarstan, and the
oil-rich Bashkortostan; it is not incon-
ceivable that these republics could
break away from Russia entirely.*

If this were to occur, the provisions
of the Treaty would, under interna-
tional law, probably still bind the suc-
cessor states.® This prediction is rein-
forced by Article XII of the Treaty,
which provides that “This Treaty shall
apply to the political subdivisions of
the Parties.”

BITs with Kazakhstan, Armenia,
Kyrgyzstan and other republics

BITs have also been signed between
the U.S. and three other C.I.S. Repub-
lics: Kazakhstan (signed May 19,
1992), Armenia (signed September 23,
1992), and Kyrgyzstan (signed Janu-
ary 19, 1993).%

These BITs are very similar to the
U.S.-Russia BIT discussed above. The
main differences are in the Annexes to
these BITs, which contain any excep-
tions to the national treatment re-
quirements provided in Article II,
Paragraph 1, of each BIT.

Armenia reserves the right to make
or maintain limited exceptions to na-
tional treatment in certain listed sec-
tors of the economy, including extrac-
tion of natural resources and mining
on the public domain. Kazakhstan re-
serves the right to maintain exceptions
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in certain matters, including “owner-
ship” of land, its subsoil, and other
natural resources. However, the
“use” of such land with its subsoil
and natural resources is not subject to
an exception.

Kyrgyzstan, however, has decided
not to reserve such rights, perhaps in
order to demonstrate the Republic’s
interest in attracting foreign invest-
ment. The Annex to the U.S.-Kyrgyz-
stan BIT provides that “The Republic
of Kyrgyzstan does not reserve the
right to make or maintain exceptions
from the national treatment or most
favored nation treatment obligations
in Article II, paragraph 1.”

It is expected that the U.S. will
continue to negotiate and enter into
BITs with other C.I.S. Republics.®
Additionally, “There is a broad expec-
tation that the [U.S.-Russia BIT and
the BIT between the U.K. and Russia]
will serve as models for comparable
treaties with other major commercial
countries.”*

Gonclusion

Western investors seek to benefit
themselves and the populace of Rus-
sia and other C.I.S. Republics by pro-
viding them with needed capital to
finance production and economic
growth. But unless political risks are
minimized, investors will not be will-
ing to invest precious time and capital.
The resulting lack of investment
would be detrimental to both the in-
vestors and the Republics.

Fortunately, as the world begins to
gain a greater appreciation for the
importance of property rights, meth-
ods are becoming available to lower
political risks to allow investment to
proceed. Concessions, directly negoti-
ated between the investor and the
Host State, containing stabilization
and international arbitration clauses,
are one method of reducing political
risks; purchasing government-spon-
sored or even private insurance is still
another.

The protections won by BITs also
serve to reduce the political risks in-
herent in foreign investment. BITs cre-
ate a regime anchored in international
law that is favorable, not hostile, to
investment—a regime that attempts to

prevent expropriation, direct or indi-
rect, and to provide for full compensa-
tion when expropriation does occur.
Hopefully, for the sake of both inves-
tors and the Republics, the trend to-
wards greater protection of the prop-
erty rights of investors will continue in
this direction.
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