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Abstract


A multi-million dollar firm interested in investing abroad has expressed concern about the risk involved concerning expropriation.  This paper examines the standards of compensation currently applied and provides a case study of three expropriation cases demonstrating the variety of valuation methods employed by international tribunals in the last twenty years. 

The Investment Proposal


Professional Oil Leeching United Technology Services (POLUTS) is a multimillion-dollar firm interested in expanding to invest overseas.  Currently, the company extracts and refines natural resources such as coal in the United States.  The company’s latest venture involves building an oil extraction and refining plant in Xenophobia.  The oil would then be exported globally. Xenophobia recently democratized, but the country is still politically as well as economically unstable.  However, oil reserves were discovered last year in a northern province of Xenophobia, which make the risks surrounding an investment worth examining.  

 The northern province of Pillage is remote location one thousand kilometers northwest of the capital city.  Pillage has a small population and a well-established corrupt local government.  The province appears receptive to foreign investment and the benefits it brings, but is deeply rooted in the tradition that natural resources belong to everyone, which could be a potential problem for a foreign investment firm that will be extracting, refining, and exporting oil. 

 The oil industry provides the majority of Xenophobia’s hard currency revenues, but production output has declined in the last five years due to old technology, bad infrastructure, and poor management.  Xenophobia has privatized the industry in an attempt to boost oil production and replenish the national coffers.  The government is recruiting foreign investors to invest and modernize the oil industry.  However, the political instability and economic poverty of the country make the investment risk considerable.  

The national instability in conjunction with Pillage’s province traditions has led POLUTS to request a risk analysis of the proposed investment, specifically focusing upon expropriation standards in use currently and the method of valuation likely to be applied in the event of nationalization.  

Introduction


Expropriation occurs when a government seizes a foreign investment and proclaims it property of that state.  There are two primary methods of expropriation, direct and indirect.
  Military takeovers and government decrees nationalizing foreign ventures altogether or just in a particular industry are two examples of direct expropriation.  Indirect expropriation otherwise known as constructive or creeping expropriation occurs when a state levies excessive taxes, currency restrictions, or withholds permits and licenses necessary to operate the business venture, or the state or an entity of the state such as a local official interferes with plant construction or operation.
   Expropriation of an investment by a nation state must be for a public purpose.  In other words, the expropriation must be done in the interests of improving the quality of life.  There is no precise definition of “public purpose”, but the accepted reasons are a state’s attempt to reduce poverty, improve health care, sanitation, education, and other assorted endeavors of a similar nature.
   States must also follow a non-discriminatory policy by not targeting a specific country.

The Act of State Doctrine

The Right of a State to Expropriate


Two primary issues arise when a foreign investment suffers from expropriation.  The first is the right to nationalize and the second is the standard of compensation utilized to compensate the foreign investor for his loss.  The right to nationalize has been recognized since 1674 in England and was incorporated into American jurisprudence during the late eighteenth and early nineteenth centuries.
  Justice Marshall first acknowledged the right of a state to nationalize in the Schooner Exchange v. M’Faddon decision in 1812, now known as the Act of State Doctrine.
  Later Underhill v. Hernandez decided in 1897 summed up the Doctrine as;



“Every sovereign state is bound to respect the independence 

of every other sovereign state, and the courts of one country

will not sit in judgment on the acts of the government of 

another done within its own territory.  Redress of grievances

by reason of such acts must be obtained through the means

open to be availed by sovereign powers as between themselves.”

The Doctrine was respected as customary international law until 1979 when the Charter of Economic Rights and Duties of States codified it.  Article 2 of the Charter states, “Every state has and shall freely exercise full permanent sovereignty over all its wealth, natural resources, and economic activities. . .Each state has the right. . .to nationalize, expropriate or transfer ownership of foreign property”.
  

The Investors Right to Compensation


The second element of the Act of State Doctrine is the investor’s right to compensation for his loss.  The right to compensation has never been definitively agreed upon and in fact, there are multiple concepts existing presently on what constitutes “compensation”.  The underlying premise of compensation evolved from the writing of  Emmeric de Vattel, who noted that “any injury to an alien was actually an injury to the alien’s state itself”.  Thus, a state is justified in seeking compensation for harm one of its citizen has suffered.

In addition to case law, the Charter on Economic Rights and Duties of States and the Restatement of the Foreign Relations Law of the United States provide that a state is responsible for compensating individuals and companies if the property owned by that person or company is subject to a taking.
 

The Debate on What Standard to Apply

The debate surrounding compensation is not the right to it, but what constitutes “just” or “adequate” compensation.  The underlying rational compensation is fairness.  Different phrases and standards have been articulated and endorsed by nations throughout history, but there is no universally accepted standard.  The United States proclaims the standard to be “prompt, adequate, and effective”.  The Calvo Clause endorsed by Latin American countries and South America applies the principle of absolute equality in the treatment of aliens and citizens.  NAFTA also holds a standard that fails to incorporate a concrete definition.  Compensation is considered appropriate if the amount is fair and appeals to the notion of justice.  The problem is determining what is fair and furthermore, what exactly fair encompasses when paying a foreign investor for property a foreign state has taken. 

The United States

The United States has staunchly advocated a “minimum standard of justice” prevail in all countries regarding compensation.  The U.S. official position has been the “prompt, adequate, and effective” standard articulated by Secretary of State Cordell Hull in 1938.  Hull’s famous phrase came during the course of his correspondence with the Mexican government regarding compensation for U.S. citizens who had had their agrarian land nationalized.
  U.S. viewpoint is an ideal though, one that is not endorsed by many nations with the exception of other capital exporting states.

The first prong of the U.S. standard, “prompt” is not usually embroiled in controversy.  “Prompt” helps ensure the compensation amount for the expropriated property is not devalued.
  The Department of State has defined “prompt” as satisfied if interest is paid on the compensation amount from the expropriation date through the date the compensation payment is made.  However, an unreasonable delay presents problems
 because if the nationalized venture was profitable enough the state can pay the investor with the profits made from operating his expropriated investment.
  This is not only inherently unfair, it defeats the purpose of compensation because the investor deserves a “return on his investment in the first place.”

“Effective” means a currency freely convertible on the market or a hard currency.
  If the payment is not convertible then the payment is ineffective and the compensation worthless.   The Hickenlooper Amendment defined “effective” with the statement, “speedy compensation for such [expropriated] property in convertible foreign exchange, equivalent to the full value thereof”.
  

The U.S. State Department also clarified that “adequate” meant the fair market value of the investment on the date of the taking.
   What valuation technique is used to ascertain fair market value is left unstated though.  Generally, fair market value has been determined by one of three methods; book value, going concern, or the replacement cost.
 

U.S. Efforts to Obtain Compensation for Expropriated Property of U.S. Citizens

The United States has spent enormous amounts of time in an effort to ensure it citizens are reimbursed for their overseas investments if they are expropriated. Legislative efforts have generally come as exceptions to the Act of State Doctrine rendering the Doctrine inapplicable during certain situations.  Some exceptions are fairly minor such as the Recognition Doctrine, which applies when the United States does not officially recognize a foreign country’s government as the de jure government.  


The most well known exception to the Act of State Doctrine is the Hickenlooper Amendment, which passed Congress after Fidel Castro nationalized approximately one billion dollars worth of U.S. citizens’ property in 1959, and then declined to compensate those individuals.  The U.S. response was an amendment to the Mutual Security Act of 1954.
  The amendment required the President to suspend foreign assistance under the Act of State Doctrine to any state that nationalized U.S. nationals’ property and failed to pay expropriation payments within six months.
  

The Hickenlooper Amendment actually came into existence in 1962 following Brazil’s nationalization of IT&T’s subsidiary.
 The nationalized property was valued at six to eight million dollars; however, only $400,000 in compensation was awarded to IT&T.  Corporate American became enraged and lobbied Congress for a harsher statute targeting countries that nationalized and failed to pay. 
   The result, an amendment to the Foreign Assistance Act, which required the President to suspend foreign assistance to any state that expropriated property and failed within six months to negotiate discharge of its international obligations to compensate the aggrieved individual or company.
  The Hickenlooper Amendment surpassed the Amendment to the Mutual Security Act in strictness because it did not contain a Presidential power to waive the suspension.  

Expansion of the Hickenlooper Amendment took place in 1963 to include nullified or repudiated contracts. Further amendments extended Hickenlooper to any acts that involved expropriation.  Mandatory reports to the President containing “value determinations and advisory reports” and requirements that the foreign country pay in a convertible currency equivalent to the full value were added to the revised amendment following 1963.

Another exception to the Act of State Doctrine evolved in the 1970’s. Drastic action became necessary to combat the rash of expropriations taking place in Latin America, which investors were not being compensated for.   The Gonzalez Amendment passed in 1972 called for the Secretary of Treasury to direct to the U.S. Directors of the Inter-American Development Bank, the Asian Development Bank, and the International Development Association to veto financial assistance loans if a country seeking a loan from one of the these institutions had nationalized a U.S. company’s property, unless the state had; 1) made arrangements to pay prompt, adequate, and effective” compensation; 2) the parties had submitted the dispute to international arbitration; or 3) the parties were engaged in negotiations to provide compensation.
  

Despite all of the statutory language and the sincere efforts of the legislature to protect U.S. foreign investors expropriations continue and the valuation standard employed remains haphazard. The United States upholds the standard that compensation must be “prompt, adequate, and effective”; however, other nations, especially those in Latin America and South America follow the Calvo Clause.

The Calvo Clause


The Calvo Clause articulated by the Argentine jurist and diplomat, Dr. Carlos Calvo evolved as a response to the “imperialistic encroachment” by the Western nations.
  The Calvo Clause embodies the internationally recognized theories of “national sovereignty, equality of states, and territorial jurisdiction.”
 There are two basic tenets to the Calvo Clause: “first, that sovereign states, being free and independent, enjoy the right, on the basis of equality, to freedom from ‘interference of any sort’ (ingerence d’aucune sorte) by other states, whether it be by force or diplomacy”.
  The first prong appears designed to accord a state its privilege of sovereignty in absolute terms. The second tenent states that “aliens are not entitle to rights and privileges not accorded to nationals and that therefore they may seek redress for grievances only before local authorities.”
  The idea underlying the second prong is to establish absolute equality between nationals and foreigners with regards to authority.  This is unrealistic.  Absolute equality between foreigners and nationals would result not only in abolishing diplomatic immunity, but would leave the foreign investor at the “mercy of native justice and the possible abuses inherent in such a situation”.
 In addition to these flaws, the Calvo Clause’s primary drawback in an expropriation case is a lack of valuation standard to be applied.


The Calvo Clause is embraced primarily by Latin American countries and the former Soviet Union. The United States and Europe essentially consider the Calvo Clause a doctrine of irresponsibility due to the attempt to eliminate diplomatic immunity.  As early as 1955, the doctrine was considered dead in international law, but as late as the 1980’s, many of the Latin American countries were still attempting to utilize it.
  Countries that have attempted to insert the clause into treaties have failed numerous times and despite the fact over thirty international arbitrations have indirectly touched upon the issue none has incorporated the Calvo Clause into an international agreement.
  Advocates of the Calvo Clause persist though, with Mexico as late as 1994 one of the leading proponents.
  

The North American Free Trade Agreement

In August 1992, the negotiations for the North American Free Trade Agreement negotiations concluded.  The results of NAFTA were trade liberalization and an increase in foreign direct investment by the U.S. in Mexico.  Facilitating these benefits were provisions in the NAFTA treaty providing for the rights of investors.
  Chapter Eleven outlines two options for an international investor who has suffered expropriation or a breach of a NAFTA obligation by a member country.
  Remedies can be obtained through the national legal system or if the investor seeks monetary damages, he may also submit his claim to binding international arbitration under NAFTA.
 


The benefit of incorporating NAFTA into an international contract is NAFTA follows international legal standards regarding expropriation and compensation.  The Factory at Chorzow
 decision and the Nowegian Shipowners
 decision both encompass high standard of compensation that have been recognized and referred too repeatedly in international arbitration and litigation.  Although, there are contending views as to what exactly these two cases espouse, “prompt, adequate, and effective” compensation or simply traditional international law concerning compensation, there is agreement that these two cases represent the legal precedents on expropriation and compensation.

NAFTA’s provisions parallel the position of the United States regarding compensation despite wording differences.  NAFTA does not specifically use “prompt”, “adequate”, or “effective”, but the standard outlined in NAFTA’s is Article 1110 is similar.  “Prompt” is defined as requiring payment “without delay”, which is based off of the Model Bilateral Investment Treaty, which in turn can be traced back to the Secretary Hull’s definition.
  Articles 1110(4) define “effective” in terms closely paralleling those contained in the Hickenlooper Amendment.
  “Adequate” in NAFTA is quoted as “the fair market value of the investment”
, which clearly follows the U.S. rational for what is considered to be adequate.  Furthermore, NAFTA actually supercedes the United States in delineating what is meant by fair value in Article 1110(2) by requiring the valuation to be completed with an “appropriate” valuation technique”.
  In addition, NAFTA attempts to prevent the value of a company from being depressed by prohibiting announcements of future expropriatory actions, which causes company value to plummet.

Valuation Concepts Used in Expropriation Cases


There are three traditional methods used in determining the value of property; 1) net asset value; 2) earnings or investment value; and 3) fair market value.  International expropriation cases do not follow a strict valuation model.  The methodology employed by a court or arbitration panel tends to be a hybrid of the valuation methods each party argued for in their briefs.  The arbitrator or judge often attempts to appease the parties while applying what he determines to be a formula designed to compute the fair value of the property.  In order to demonstrate this phenomenon several case studies follow that illustrate the scope of variety used in valuing property in expropriation cases.

Kuwait v. American Independent Oil

The government of Kuwait enacted a decree on September 19, 1977, nationalizing the operations, assets, and facilities of American International Oil (Aminoil), a U.S. company.
  The expropriation terminated a concession agreement nearly thirty years earlier then the date agreed upon by the parties.
  The Concession Agreement underwent several amendments that resulted increasing the amount in taxes and royalties owed to the Kuwaiti government.   In 1977, Kuwait and Aminoil were in the embroiled in a dispute over the increased amounts owed when Kuwait nationalized the company. Kuwait complied with Aminoil’s request for arbitration under the terms of the concession agreement to settle the matter. 

During arbitration, the Kuwaiti government lobbied for compensation to be based upon the net book value of assets of the expropriated property.  Kuwait estimated the net book value of Aminoil on September 17, 1977 to be  $44,600,000.

Aminoil proposed one of two methods of valuation be used to compute the value of the property. The first option was for the tribunal to use the discounted value of anticipated future earnings for the remainder of the contract through 2008.  The second compensation formula involved discounting the value of anticipated future earnings for a shorter length of time.  The second formula also included the net value of the assets seized.
  

The tribunal immediately rejected the Kuwaiti government’s argument to compensate Aminoil based on the net book value of assets of the company.  The Tribunal stated use of Aminoil’s book value would negate the fact the company was entitled to a reasonable return rate on their investment.
  Instead, the tribunal utilized Aminoil’s suggested compensation formulas to determine fair compensation for the company.  Aminoil’s first formula, based on the total anticipated profits had the venture run through 2008, projected the lost profits at $2,587,136,000 discounted at the annual interest rate to present value.
  The physical assets were not included with the total because the formula paralleled the concession agreement, which stated all physical assets belonging to the company in 2008, the concession expiration date, would become property of the government.

The second compensation method suggested by Aminoil was identical to the first with two exceptions.  The lost profits calculations were based upon a specified amount of time and the value of the physical assets amounted to$185,300,000.  Under this formula Aminoil argued it was also entitled to the value of “other assets” valued at $30,356,000 or a figure agreed upon by auditors if one existed, as well as the monies overpaid to the government ($423,072,000) and interest.
  

The Tribunal claimed to follow Aminoil’s second formula, but in reality rejected it in favor of a “legitimate expectation” test that focused upon Aminoil’s right to a reasonable rate of return.   After ascertaining Aminoil was entitled to compensatory damages (after examining the Concessions Agreement and the Stabilization clauses contained within it), the Tribunal calculated what Aminoil’s reasonable rate of return would have been had the property not been nationalized. 
  

Next, the Tribunal opted to employ its own set of principles to calculate the company’s future lost profits since it believed Aminoil’s projections contained errors that grossly distorted the real value of the expropriated company.
  The tribunal calculated the value of the assets seized by determining the depreciated replacement value of the fixed assets.  This is almost book value, but not quite because the figure was based on what it would cost to replace the equipment today minus a depreciation amount for the equipment seized.
   The arbitrators then calculated the non-fixed assets.
 The sum total awarded by the Tribunal came to $206,041,000 minus liabilities of $123,041,000 equaled $83,000,000.   This figure represented the total due to Aminoil in 1977, which the Tribunal capitalized the figure at 17.5% with an interest rate of 7.5% and an inflation rate of 10% to yielded a final figure of $179,750,654 owed to Aminoil.

The biggest flaw in the calculations of Aminoil’s award is the Tribunal’s failure to take into account the original contract between Kuwait and Aminoil, which underwent amendments increasing the amount owed in taxes and royalties in 1961 and 1973.  The Tribunal rejected Aminoil’s arguments to base the compensation valuation on the 1961 amendments to the Concession Agreement rather than the 1973 amendments.  The Tribunal appears to ignore factual and political circumstances surrounding the 1973 agreement, which indicate coercive behavior on the part of the Kuwaiti government.  This approach taken by the Tribunal is contrary to the purpose of compensation as stated by the Tribunal, “all the circumstances relevant to the concrete case” would be considered in valuing the company.

Libyan American Oil Co. v. Libya


Libyan American Oil Co. (LIAMCO) invested in Libya’s oil fields in late 1955.  Libya awarded three concessions to LIAMCO that gave the company exclusive rights to extract and export oil for fifty years.  In 1973, the Libyan government nationalized fifty one percent of LIAMCO’s holdings and in 1974, the remaining forty nine percent.  LIAMCO requested arbitration proceedings after the Libyan government offered net book value in a compensation announcement and then never followed up.  


LIAMCO claimed 1) specific performance, 2) a declaratory award, and 3) damages if one and two were not viable options damages.  LIAMCO’s damage claim contained three separate points; 1) market value for the physical assets; 2) compensatory damages for the termination of concession agreement 20; and 3) compensatory damages for the termination of concession agreement 17.
  For the valuation of the physical assets, which included the plant and equipment, LIAMCO requested the following formula structure; the original cost minus depreciation multiplied by an inflation rate based upon the construction cost index.  This is essentially an inflation adjusted book value.
 

The compensatory damages for concession agreements 20 and 17 were computed with similar formulas.  Concession agreement 20 involved assumptions of future profits from production discounted back to present value.  LIAMCO also requested reimbursement for Concession agreement 17 (an undeveloped oil field) currently unprofitable.   LIAMCO appears to have valued concession 17 as a real option unexercised as of the date of nationalization.  

Libya declined to participate in the arbitration proceedings, which caused the Tribunal to consider only LIAMCO’s proposals. After rejecting LIAMCO’s first two proposals the Tribunal used LIAMCO’s third proposal to value the concessions.
  The Tribunal agreed with LIAMCO’s value determination regarding the physical assets.  LIAMCO’s request $186 million for Concession 20 was rejected by the Tribunal and $56,895,645 was awarded. The Tribunal used the same discounted cash flow method utilized by LIAMCO in ascertaining the value of the concession.   The difference in figures resulted because the Tribunal accounted for the changes in royalty and tax changes imposed by Libya immediately prior to the expropriation whereas LIAMCO had not. The rational underlying the decision to incorporate the royalty and tax changes was simple; LIAMCO would have had to pay the increases absent the expropriation, therefore they should be included in the compensation valuation.
  The arbitrator then took the $56 million and added an additional ten million to “compensate LIAMCO for the great expense and risks attendant upon the initial development of the project.”
 

The Tribunal rejected Concession 17’s valuation based on the fact the field had never been economically successful since oil had not been extracted from the field. Thus, the arbitrators decided any award based on the field’s future profits would be unsubstantiated.  Instead, LIAMCO received compensation based on the value of the field equipment.
  The Tribunal’s decision to ignore the value of concession 17 suggests the arbitrators were unaware of the value of a real option. A more valid approach would have been to utilize the Black-Scholes Option Pricing Model to determine the value of concession 17. 

Metalclad Corp. v. United Mexican States

Metalclad, a U.S. company filed suit alleging Mexican officials had repeatedly interfered with its attempts to establish a hazardous waste landfill.  Metalclad argued local Mexican officials ignored the fact Metalclad had obtained the permits required operate a company in the area.  Requesting arbitration Metalclad argued creeping or constructive expropriation had taken place and it was entitled to just compensation pursuant to NAFTA terms. 
  


During arbitration, Metalclad offered two options to determine the value of the company.  First, Metalclad suggested using the discounted cash flow method, which would total $90 million.  The second method simply called for a valuing the initial investment in Mexico, $20-$25 million.
  In addition to either proposal, Metalclad requested an additional $20-$25 million to compensate for the “negative impact the circumstances . . .had on its other business operations.”
  From the arbitration decision, it appears Metalclad argued negative circumstances were linked to its diminished stock price.  


The Mexican government argued Metalclad could not be considered a going concern since the landfill had never opened rendering the discounted cash flow method an inappropriate valuation method.  Instead Mexico suggested computing fair market value using “market capitalization”, which would show a loss to Metalclad of $13-$15 million.  If the Tribunal rejected the first option, Mexico argued a “direct investment value approach” ought to be utilized to value Metalclad.  This valuation method would result in an award of $3-$4 million to the company.
  


The arbitration panel rejected the discounted cash flow method because the landfill could not be considered a going concern due to the fact it never been operational.  Instead the Tribunal determined the appropriate method to value Metalclad was the net investment value.  Since Metalclad submitted tax filings, independent audits, and other assorted documents, the Tribunal went with the $20-$25 million figure to begin with.  However, the arbitrators reduced the amount based on the fact Metalclad’s calculations included figures dating back to the time when the Mexican company, COTERIN actually owned the rights to develop the land.
  The Tribunal declined to include the amounts COTERIN spent to develop the land in 1991 and 1992.  Further reductions resulted from Metalclad’s “bundling” of other business projects to the value of the hazardous waste landfill. This reduced the sum awarded to Metalclad to $16, 685,000.
  

Metalclad’s request for the additional $20-$25 million was declined on the basis that the “causal relationship between Mexico’s actions and the reduction in value of Metalclad’s other business operations are too remote and uncertain to support this claim.”
  Both sides received rejections on requests for legal fees and advance payments to ICSID as well. 

Conclusion & Recommendations


The expropriations standards currently upheld are all similar in nature with varying degrees of what “adequate” or “just” actually means, with the exception of the Calvo Clause, which encompasses a significantly different standard.   As for the valuation methods employed by international tribunals most are valid overall with some questionable decisions made at times.  The consistent rejection of valuing a company based on its book value is a positive sign that the legal profession is becoming informed about the economics underlying legal actions.  


POLUTS ought to include a detailed expropriation clause in the contract that provides for binding international arbitration in the event of having its operations nationalized.  Without such a clause, POLUTS may be unable to recover any loss resulting from an expropriation.  Furthermore, POLUTS best option to obtain fair and adequate compensation is to include within the expropriation provision a clause requiring arbitration to be handled under the International Convention for the Settlement of Investment Disputes (ICSID).   
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