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COUNTRY BRIEFING 

FROM WORLDTRADE EXECUTIVE 

By Omar E. Garcia-Bolivar 

Today Latin America is reviving concepts that were prevalent decades ago, such as expropriation, nationalization and backlash against excessive corporate profit. At the heart of those concepts lies a conflict between national sovereignty and property rights of foreign investors. 

Recent cases in Bolivia, Venezuela and Ecuador show that the era of property dispossession has not passed and that foreign investors are not immune to measures that directly or indirectly have an impact on the essence of their property rights. In Latin America, apart from direct expropriatory measures, quite frequently investors face abusive regulations that are tantamount to property deprivations. Under the form of extraordinary licensing requirements, costly environmental measures, excessive taxes, unplanned land rezoning and different sorts of regulations, the governments usually impose additional burdens to the investors' property rights that might deprive or heavily limit owners from using or disposing the assets in question. 

Likewise, investors might be exposed to unpredictable changes to the law, repudiation of contracts, renegotiation under duress, unfair labor obligations or even weak bankruptcy laws that grant little protection to creditors. In all those cases, when the governmental measures affect the substance of property rights of investors in a way that the property is rendered useless under international law, there could be grounds to claim compensation from the host government for an indirect expropriation or other infringement of property rights that has occurred. 

Utilizing Preemptive Protection Mechanisms Before Investing in Foreign Markets 

Foreign investors can take either reactive or proactive measures against such illegitimate actions. To proactively avoid expropriation or related problems, investors should plan their investments around international law protection before they are materialized. A comprehensive due diligence that not only looks at the business to be acquired or to be founded, but that also looks at macro aspects of the relevant country from the legal, economic, political and cultural standpoint, is paramount. After the due diligence process, if the investor finds that there is a risk of property deprivation of some kind, either directly or indirectly due to certain regulations or sudden changes in the law or in policies, two courses of action may be taken: 

a) Obtain a non-commercial risk insurance through a multilateral agency such as the World Bank, Multilateral Investment Guarantee Agency (MIGA) or through a bilateral agency such as the United States Government, Overseas Private Investment Corporation (OPIC) available for American investors. These insurances provide protection against noncommercial risks of investments, such as currency transfer restrictions, expropriation, war and civil disturbance and breach of contract. If the investor has acquired those insurances, the risks materialize and the agencies confirm as such, the investor is compensated for its loss and the agency then seeks compensation from the country in violation. For example, in Argentina after the privatization of gas company TGS, the economic crisis hit, causing the government to freeze gas tariffs. This action prohibited price increases, causing the investment to be rendered worthless. Ponderosa, the investor, had obtained non-commercial risk insurance from OPIC, which considered the breach of contract by the Argentine Government as an expropriation measure for which Ponderosa was entitled to compensation under the terms of the noncommercial risk insurance. OPIC can insure up to $250 million of the value of the investment for a period of 20 years. 

b) Identify the Bilateral Investment Treaties (BITs) or Free Trade Agreements (FTAs) with an investment chapter signed and ratified by the country to be invested in. The investment should be launched via an entity that is organized in a signatory country other than the host country. Alternatively, one may assign the investment's rights to an entity from that signatory country. (This step will ensure a greater ability to retroactively seek legal redress for expropriation or any other unfair treatment of private property (as discussed below).) For example, there are no BITs or FTAs between Venezuela and the United States. However, Venezuela is signatory to more than 19 BITs or FTAs with investment chapters. An American investor foreseeing risks of expropriation in Venezuela might consider assigning the investment rights to a Canadian entity, for example, because Venezuela has signed and ratified a BIT with Canada. If the risk of expropriation materializes, the investor might be in a better position to initiate investment arbitration against Venezuela. 

In both cases, especially in the first one, the transaction costs of the investment are likely to increase. If the costs end up being higher than the expected profits the investment is likely to be unviable. 

Seeking Legal Redress through BITs after Expropriation 

If none of the proactive actions are taken, either by reason of the costs involved in obtaining non-commercial risk insurance or in planning the investment around BITs, or by reason of neglecting to analyze the possibility of property confiscations as a potential noncommercial risk well before the investment is made, and the property is substantially affected by some regulatory measure, the investor needs to be reactive and eventually might have recourse to arbitration under international law against the host State. 

For an investor to have access to that kind of protection, different conditions need to be met: a) his country of origin and the host country need to have signed and ratified a treaty for protection and promotion of foreign investment, either a BIT or FTA, b) both countries need to have consented to arbitration by the investor in the case that a treaty is violated, c) the dispute between the investor and the host country needs to be about legal issues related to an investment as defined by the BIT or FTA, d) the investment needs to have been made by an entity organized in the home country; or if made by a subsidiary registered in the host country, the BIT or FTA needs to provide that that entity will be considered a foreign investor. 

If those conditions are met, the investor might be entitled to claim compensation against the host country before the arbitration tribunal established by the BIT or FTA -in most cases it is the International Center for Settlement of Investment Disputes (ICSID). Within the provisions of those treaties, investors are entitled to protection against direct and indirect expropriation, against lack of proper treatment such as sudden and unpredictable change to the laws or absence of due process of law or denial of justice, such as when the investor is denied certain rights without having the opportunity to have a fair trial or independent judges. 

Likewise, in some BITs or FTAs, there are provisions that consider breaches of government contracts as violations of treaties. Eventually, through those provisions a repudiation of contract could give the investor the right to sue the government for breach of contract and also for violation of the BIT or FTA. 

Countries can be exposed to arbitration by investors in the ICSID or elsewhere because they have consented to such arbitration either in international legal instruments like treaties, in their own domestic laws or in special documents. Perhaps for that reason, so far no government has refused to comply with the terms of an ICSID award. That success can also explain that there are currently about 106 pending arbitration cases against different governments around the world in the ICSID. Approximately 60 of those cases have been filed against Latin American countries. 

Successful Cases of Compensation for Property Deprivation 

Arbitration under BITs has been tested in many cases against Latin American countries. For example, in Santa Elena v. Costa Rica, compensation was granted to investors whose property was indirectly expropriated through an environmental regulation. The Tribunal noted that a measure that was taken for the purpose of environmental protection, and which gradually deprived owners of the value of their property, was no different from an outright expropriation for which full compensation must be paid. Valuation of the property followed and Costa Rica had to pay $ 16 million to the foreign investor. 

In Mtd Equity Sdn. Bhd And Mtd Chile S.A. v. Republic Of Chile, a Malaysian company made an investment in Chile to build a "planned community" in metropolitan Santiago. The company obtained a permit to invest under the form of a contract with Chile's Foreign Investment Commission. Under the contract, the investor knew that the land where the community was to be built could only be used for agricultural purposes and that use could not be changed without violating Chile's urban development and environmental policies. 

The investor initiated ICSID arbitration and alleged indirect expropriation and unfair and inequitable treatment in violation of the Malaysia-Chile BIT. 

The Tribunal stated that the change of the public policy was not considered an expropriation, but rather a violation of the BIT in its obligation to treat investors fairly. The Tribunal ruled that the State admitted the investor to invest in the country knowing that there were circumstances of public policy that made the investment unfeasible. The country failed to reveal those circumstances to the investor and eventually had to change its internal rules, causing damage to the investment. For that reason the Tribunal deemed that Chile was responsible to compensate the investor. 

Currently, there are more 2300 BITs signed and ratified among different countries of the world. More than 400 BITs are signed by Latin American countries, as are many investment chapters of FTAs such as NAFTA, CAFTA- DR. U.S- Chile and G3. Many BITs have been entered into among developing countries, such the one between Venezuela and Peru and others with developed countries, such as the one between Nicaragua and The Netherlands or the one between the U.S. and Uruguay or the one between the U.S. and Ecuador. 

In sum, although Latin America might be reviving old concepts of the 70s, today international investors have international protection mechanisms that were not available back then. The wise use of those mechanisms can make the difference between success and failure for a business venture. 

This article was drawn from Latin American Law & Business Report, May 31st 2006. 
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