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International law from the mid-1990s
onwards has undergone a remarkable
transformation: through a growing web
of international treaties, states have com-
mitted themselves to pay compensation to
qualifying foreign investors for expropria-
ton as well as unreasonable impairment
of investments by state measures. What
is more, in many of these treaties, states
have consented to arbitrate disputes with
the foreign investor internationally, rather
than in their own courts. Treaty-based ar-
bitrations have grown steadily in number
and have led to awards in the hundreds of
millions of dollars.

Three years ago, as the financial crisis in
the United States unfolded, commentators
asked whether measures taken by the U.S.
government in response to the crisis would
give rise to claims against the U.S. pursuant
to its international investment treaties. So
far, we are not aware of any such claims that
directly arose out of the financial crisis.!

In the last few months, the potential for
claims has been on the rise: the U.S. and Euro-
pean Union debt crises threaten to do signift-
cant damage to international investors. Debt

repayment defaults are an obvious threat. Less
obvious threats include the impairment of in-
vestments as the direct consequence of auster-
ity measures, significant exchange rate interfer-
ence by a state, as well as increased taxation,
especially of commodities that are perceived to
have allowed investors to reap windfall profits.
This article will explore the protections that in-
ternational investment treaties may provide to
qualifying foreign investors against these risks.

Sovereign Default Risk

The U.S. and EU debt crises present many
political risks, or “the probability that a
host government will, by act or omission,
reduce the investor’s ability to realize an
expected return on his investment.”

An obvious risk is default by states on their
bonds. The U.S., notoriously, came perilously
close to defaulting on its sovereign debt prior
to the 11th hour raising of the debt ceiling on
August 2. In the case of the U.S. debt crisis in
particular, the cause for a default would not
have been an inability to pay, but a political
unwillingness to incur additional debt to fund
previously approved appropriations.
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Although the U.S. government avoided a default on
its sovereign debt, not all EU member states appear
to be faring similarly. On July 25, The Washington
Post reported Greece Default “Virtually 100%’ on
the basis of a Moody’s assessment of the European
rescue plan for that country. The Wall Street Journal
reported as recently as September 6, that Greek T-
Bill Auction Completed But Default Fears Stay.

Recent decisions applying international invest-
ment treaties provide international investors in sov-
ereign bonds with possible treaty remedies in case
of a sovereign bond default. The recent decision in
Abaclat and others v. Argentine Republic is an
example of bondholders claiming for compensation
for sovereign defaults under international investment
treaties.’ This decision will be welcome news to hold-
ers of Greek bonds.

The Abaclat claim was originally filed on behalf of
more than 180,000 Italian holders of Argentine sov-
ereign bonds issued between 1991 and 2001 in 83 dif-
ferent bond offerings.* Argentina “defaulted by pub-
licly announcing the deferral of over US$100 billion
of external bond debt owed to both non-Argentine
and Argentine creditors” on December 23, 2001.° In
January 2005, Argentina launched an exchange of-
fer which “provided to the beneficial owners of the
roughly US$81.8 billion in eligible outstanding debt a
choice of options from which to choose the form of
their new debt. The bondholders could choose par
bonds with the same principal but a lower interest
rate than the non-performing debt, discount bonds
with reduced principal but a higher interest rate, or
quasi-part bonds with a principal and interest rate fall-
ing between the two other bond options.”® The arbi-
tration claimants did not participate in that exchange
offer.” The claim seeks compensatory damages for
Argentina’s default and restructuring on sovereign
debt.

Importantly, the Abaclat tribunal explained that in
case of the Argentine default, there was more afoot
than contractual non-payment risk. The bondhold-
ers were subject to political risk, as well. The tribunal
stated:

It is undisputed that Argentina, as debtor
of the bonds, has failed to perform its
obligations under these bonds. Argentina
may (or may not) thereby have breached
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contractual obligations towards Claim-
ants or other owners of security entitle-
ments; this question is not at stake here.
What is, however, relevant is that Argen-
tina justifies its failure based on the ex-
ceptional circumstances surrounding its
public default and linked to its devastat-
ing financial situation at the end of 2001.
The Emergency Law that Argentina en-
acted thereafter was a reaction to these
circumstances and part of an attempt to
redress the finances of Argentina.®

The tribunal further established that sovereign
bonds were “investments” for purposes of treaty pro-
tection and allowed bondholders to submit claims
regarding the bonds to international arbitration under
the treaty.’

The result achieved in Abaclat is not unique. An
early arbitral decision dating from 1997 in Fedax v.
Venezuela previously confirmed that holders of sov-
ereign debt instruments purchased on the secondary
market are investors.' Similarly, questions of gov-
ernment frustration of performance on private debt
instruments was at issue in the Alpha Projekthold-
ing v. Ukraine decision." Although a treaty-by-treaty
analysis will be necessary to establish whether sover-
eign debt is excluded, investors can look to structur-
ing investments through treaty jurisdictions to gain
additional protection.

An issue of significance for the current crisis arising
out of Abacalat: the claimants did not tender into the
exchange offer but pursued claims instead. This is an
important distinction, as participation in a tender may,
under some circumstances, be considered as a waiver
of existing legal rights. Before tendering into an ex-
change offer, bondholders therefore should consider
their options with counsel."?

Austerity Measures

Sovereign default is not the only political risk arising
out of the U.S. and EU debt crises. Austerity measures
have been introduced throughout Europe. Austerity
measures by a different name are currently discussed
by a U.S. Congressional Super-Committee. Financial
commentators suggest that additional austerity mea-
sures may be needed in Europe in order to right sov-
ereign finances. Such austerity measures can directly
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impair investments by cutting expected funding for
investment projects.

One example of a recent cut was the elimina-
tion of subsidies by EU governments for solar en-
ergy producers. Fundamentally, any technology
project party financed through governmentspon-
sored enticement programs may well fall victim
to such measures.

Similarly, the U.S. government is currently con-
templating austerity measures as part of spending
cuts mandated by political developments in the
US. House of Representatives. These measures
have removed key subsidies for green energy
projects, for example. In the U.S., reports suggest
that spending cuts agreed to as part of the Super-
Committee process will very likely include signifi-
cant reductions for renewable energy production.
Reports suggest that these reductions could deal a
major setback to the entire industry.'

Such subsidies arguably created an incentive for
investors to enter the green energy market upon
the reasonable expectation that these subsidies
would remain in place. Investors may argue that
removing these subsidies, at least with regard to
programs in EU member states, may violate inter-
national investment treaties.

Faced with changes to the tariff structure in the
electricity sector in the wake of a financial crisis,
investors in the past have sought recourse to inter-
national treaty protections. One example, again,
is Argentina. Argentina made tariff adjustments,
including price changes, in the power sector as a
response to the Argentine financial crisis. These
changes included payment of rtariffs without a
dollar peg, the modification of marginal pricing
formulas and the introduction of fixed-price caps.
These changes have led to successful investment
treaty claims.™

Similar claims may well be possible against Europe-
an states that have cut subsidies—and such claims are in
fact currently pending against the Czech Republic.” In
the U.S. context, it is not clear what kind of spending
cuts will eventually be made and how they will affect
foreign investment at this point.

As with sovereign default, the ability to present a
claim with regard to austerity measures will depend
both upon the specific wording of the treaty, as well
as representations made by the government about the
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longevity of particular subsidies that have been cut as
a result of such measures. Investors will likely be pro-
tected against austerity measures if they can prove a
reasonable investmentbacked expectation in the
status quo for a significant additional period of time,
best in the form of a concession or other agreement.
To the extent that they cannot prove this, they likely
would have to establish discrimination or a form of
unreasonable conduct by the government to present
a claim.

Tax Increases

The flipside of austerity measures is the poten-
tial for increased taxation. This taxation increase
is especially present in the commodities field
where governments seek out to share in “wind-
fall profits.” Governments further may eliminate
permissible tax structures employed by large en-
terprises to reduce tax exposure for large projects.
Especially if combined, such revenue increases
could significantly reduce the profitability of in-
ternational investments.

Several investor-state tribunals have looked at
the question of windfall profits taxation.'® An
emerging view is that windfall taxation is not
of itself in violation of international investment
treaties. Frequently, tribunals look to investment
agreements that would provide an expectation of
fiscal stability as an additional factor in determin-
ing liability. In the absence of such an agreement,
tribunals likely would also take into account the
size of the tax, as well as its trigger point.

There are significant differences between treaties
with regard to tax measures. In the tax context in par-
ticular, the determination whether a measure would
violate international investment treaties will depend
on the construction of the agreement. Investors should
therefore seek to protect their investments ahead of
time if they are in an at risk area for windfall taxation.

Exchange Rate Intervention

Finally, there is a significant exchange rate risk. Swit-
zerland, for example, recently set a value ceiling for the
Swiss Franc against the Euro in order to protect Swiss
exports. This action by the Swiss government may af-
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fect the value of Swiss Franc-denominated debt, for
example.

Intervention by states in the currency mar-
ket was not unprecedented prior to the current
debt crisis. That being said, the actions by Swit-
zerland to protect further increases in valuation
of the Swiss Franc are extreme. These measures
may have a significant impact on Swiss Franc-
denominated lenders—and parties who recently
structured their investments through Switzerland
specifically to avoid exchange rate risk posed by
the debt crisis.

The mere fact of an exchange rate intervention
is not enough to give private investors a right to
claim against the Swiss government—or any oth-
er government pursuing similar policies. Investors
would have to show that they hold an investment
in Switzerland. They further have to show that
the exchange rate intervention damaged their
Swiss investment. A Swiss Franc-denominated
loan likely would not have a sufficient nexus to
Switzerland to be considered an investment in
Swiss territory. But loans issued to, or through,
Swiss entities may well.

As the U.S. and EU debt crises continue to un-
fold, and as further exchange rate intervention is
possible, investors should carefully consider their
legal options in response to such action.

Can States Plead Necessity as a
Defense for Their Actions?

One key defense which international investors must
expect if they pursue a claim against the U.S. or an EU
member state with regard to the debt crisis is necessity
or invocation of a so-called non-precluded-measures
clause. Both defenses allow the state to avoid liability
with regard to actions that were necessary in order to
prevent disastrous and unforeseen consequences.

Argentina, facing a severe financial crisis, simi-
larly invoked both defenses. Argentina has had
mixed success with regard to its invocation of ne-
cessity as well as non-precluded measures clauses.
Some tribunals have allowed the plea, others have
rejected it. This difference in treatment between
tribunals of the same fundamental circumstances

has led to lively debate in the investment arbitra-
tion field.”
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It can be expected that a plea of necessity by
the US. or an EU member state would receive
significant deference. That said, it is certainly a
potential factor with regard to both defenses that
the host state itself caused the underlying crisis
to arise. In this respect, a debt crisis in the U.S.
or the EU differs from a financial crisis such as
the one experienced by Argentina: the U.S. or EU
debt crises can be argued to be entirely political in
making given that the state has exclusive discre-
tion to spend or not to spend. With regard to such
a crisis, it is less possible for a host state to argue
that the crisis was principally caused by economic
rather than political considerations.

Conclusion

International law may make available signifi-
cant remedies to foreign investors affected by the
current US and EU debt crises. The scope of pro-
tection will vary on a case-by-case basis, depend-
ing upon whether the investor is protected by an
international investment treaty, the scope of that
treaty and the specific measures taken by the state
in question.

That being said, these rights may be helpful
tools in structuring future investments in EU debt,
as well as in protecting existing debt holdings.
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