
“How to structure your foreign investments 
to minimize expropriation and political risk” 

Pretext 

This article analysis when claims of expropriation can be made against a state based on 
international law and international treaties. 

This article proposes some mechanisms that a foreign investor can use to protect itself. 
Introduction 

Traditionally, one of the fundamental guarantees of international investment Agreements 
(IIA) is protection of foreign investors from unlawful and uncompensated expropriation of 
their property.1  Expropriation is the most severe form of interference with property. 

Over the years tribunals have disagreed on the issue whether and when regulations 
deprives an investor of its property that amounts to an indirect expropriation. The reason 
for this is as a result of significant tension between the state-investor dispute settlement 
framework and the state’s power to regulate.2 For example, many countries have made 
regulations curtailing fossil fuel investment amongst many other initiatives necessary to 
meet those commitments. However, implementing these can have a significant impact for 
the state. Germany for instance had to pay a total of 2.4 billion pounds in settlement to 
vattenfall after it passed a legislation to shut down all of its nuclear plants in response to 
fukushima crisis which prompted vattenfall to bring a suit against her.3 

International law and many investment treaties have recognized, not only tangible property 
but contractual right (as a form of intangible property with economic value) can be 
expropriated by host state. 

Expropriation can take various forms; 

There is direct expropriation which is a direct or outright confiscation of an assets or a 
company by government. There is also indirect expropriation which take several forms for 
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example increasing taxes and royalties, adjusting management rights in respect of an 
investment or project, customs regulations, etc. Such measures have been considered 
tantamount to expropriation by the tribunal to the extent that an investors is  effectively 
substantially deprived of the benefits of that investment or project and last for a significant 
period of time.4 

 

A. Formula for determining whether a Government action constitutes expropriation 

In making an assessment whether a contractual right or investment is protected from 
expropriation, a careful scrutiny of the language and definition contained in the investment 
treaty or agreement is required and also whether the right in question is inclined to 
economic exploitation unfettered of the remainder of the business.5 

Before an action for expropriation can be brought against the host state, the act 
tantamount to expropriation must be attributable to the host state and must occur as a 
result of exercise of the state’s sovereign authority. In Azurix6 the tribunal held that there 
must be a contractual relationship between investors and state, the state body, the state 
owned entity, private owned entity that under certain circumstances acts as the state’s arm 
in a business transactions. 

Tribunal have generally used numerous different formula and tools to determine whether a 
state’s action constitutes expropriation. These can be divided into 2; 

a. The sole effect doctrine 
According to the sole effect doctrine7, the nature of the conduct of the state will be 
determined by the effect it has on the investor. For example, in Siemens v. 
Argentina,8 the tribunal found support in the applicable bilateral investment treaty 
(BIT) for its finding that what mattered for the existence of an expropriation was the 
effect of the measure and not the government’s intention as regards investment or 
project. 
Also, in Vivendi 19 it was held by the tribunal that according to the sole effects 
doctrine, the state’s disclaimers as to its purpose or intent in good faith when taking 
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a measure will not legitimize its conduct as regulatory unless differently provided in 
the applicable investment treaty (Siemens)10. 

b. Police power doctrine  
Many tribunals have refrained from using the sole effect test and instead have relied 
more upon the ‘Police doctrine’11 to determine whether the state’s action 
constitutes expropriation. Under this doctrine, the tribunal reviews the alleged 
purpose of the state’s action as well as the effect of the measure to determine 
whether the state have exercised a valid police power. 
If the measure is rational, proportional and non-discriminatory, the state will not be 
liable for expropriation, even if the investor’s property is substantially affected or 
disadvantaged. See Suez12. 
This doctrine is mostly applied by the tribunals in cases in which the government’s 
action does not seemingly involve one particular piece of property but rather a 
measure of general application which incidentally have an effect on the investor’s 
property.13   
 

B. Using Contractual tools to protect Foreign Investment 
i. Stabilization Clause 

In principle, the goal of both parties to an agreement is to create a legal framework that 
will last the whole life of the project. 

The key concern of an investor is consistently to safeguard the stability of the 
agreement. Investors should ensure they negotiate stabilization clause, sometimes 
called inviolability clause, which often provide that changes in the law of the host state 
will not apply to the investment contract.14 

Stabilization clause come in handy especially when investing in states whose political 
and legal regime have been vulnerable to frequent changes and volatility in the past. 
These clauses can however be limited in scope to specific areas e.g. tax law, and it may 
also come in the form of freezing clause. These will be incorporated into the agreement, 
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as the applicable law, as a result, it seeks to freeze the law of the host state as it applies 
to the assets or investments, and such will remain valid when the contract enters into 
force or the entire life of the contract.15  

Some states have introduced specific legislation which authorizes the executive branch 
to conclude a special contract stabilizing the actual agreement (Legal Stability 
Agreement  (LSA))16 

For example, in the oil and gas industry, this clause can come in a conventional sense 
whereby, the National oil company being the investor’s contractual partner, will pay the 
tax for the foreign investor presently and in the future in the event of changes to the 
host country’s tax law. 

ii. Renegotiation/adaptation Clauses 

Renegotiation /adaptation mechanism is more focused on economic equilibrium rather 
than on legal stability.17  

It is not uncommon for parties to agree to renegotiation clause in their agreement. By so 
doing, parties shall enter into negotiations in good faith, so as to maintain the economic 
equilibrium of the agreement. 

This clause will come in handy especially in recent times where there have been a 
disruption in supply chain resulting in many companies unable to fulfill contractual 
obligations. Some companies have been able to renegotiate their contracts and some 
kind of agreement on differing performance and payments. This type of clause was 
adopted in 1994 in the Model exploration and ‘production sharing Agreement’ of 
Sheikdom of Qatar18. 

It is however advisable for parties to spell out clearly in their agreements circumstances 
that will trigger the right to renegotiate and the actual process of appropriate 
renegotiation. Furthermore, countries like Spain, Italy, Germany, France, England, China, 
etc., have provisions in their laws which provide that where such agreements contain a 
renegotiation clause, such a clause shall prevail over legal remedies. While in the USA on 
the other hand, there is no such provision; therefore, parties may choose to engage in 
negotiations to modify or amend the agreement. 

 

iii. Using International Law and International Arbitration 
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Arguably, one of the most sensitive legal issues for both the host state and investor is 
determination of the law applicable to the contract and dispute resolution. 

The host state on one hand views both areas from the standpoint of protecting its 
national sovereignty. While the investor’s most important consideration on the other 
hand, will be the choice of legal paradigm that provides secured and predictable legal 
environment and a dispute resolution forum free from bias or political influence against 
investor.  

Investors should be able to protect their interests better by including international law 
as a governing law for their agreement for example the commonly used fora include the 
London Chambers of International  Arbitration or International Centre for the settlement 
of Investments Disputes (ICSID) . 

The implication of adding international law as the governing law is that the agreement 
will be governed by the local law of the state except to the extent that it is inconsistent 
with the international law. By so doing, the investor will be able to receive the 
protection and benefits of international law against expropriation. 

 

iv. Using Bilateral International Treaty (BIT)  

Basically, BIT provides guarantees for the investors for one of the contracting states 
investing in the other. Some countries such as Germany, China & Switzerland have 
concluded over 100 BITS with other countries. Investors should try as much as possible 
to structure their investments in ways for them to receive the benefits and protections 
of an appropriate BIT.  

Typically, BIT comprises of guarantees of fair and equitable treatment (FET), guarantee 
of national treatment and guarantee of most favored nation treatment, guarantees 
against expropriation, free transfer of payments, etc.19   

It sometimes happens that investor’s home state does not have or enjoy a BIT with the 
host state. If this is the case, it is possible for investor to still structure their investment 
and receive the benefit of the protection provided by a BIT20.  This is achievable by the 
investor using a company incorporated in a jurisdiction which enjoys an apt and 
exhaustive BIT with the host state. 

It is prudent to analyze the relevant BIT comprehensively to ensure that it covers 
investment structured around it as well as an analysis of the provisions to find the best 
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way to guarantee protection of an investment from home jurisdiction through to the BIT 
host jurisdiction. Such well detailed analysis must be carried out in conjunction with the 
appropriate tax planning. 

 

v. Double Tax Treaties (DTT’s) 

Just like BITs, structuring investments through an appropriate DTT is as well important 
and it plays a significant role in stabilizing the agreement. 

Double taxation treaties are agreements between 2 states which are designed to: 

      protect against the risk of double taxation where the same income is taxable in 2 states  
and, 

provide certainty of treatment for cross-border trade and investment. 

If it happens that investor’s home state does not have a DTT with the host state or 
similar taxation arrangement with the investors home state, they can involve the 
cooperation of a company in the jurisdiction which enjoys DTT with the host state or 
similar taxation arrangement with the investors home state. 

Against this background, investor may be able to receive favorable tax treatment of 
income from the host state and also lessening the ability of the host government agency 
to interfere with their income. 

Saudi Arabia for example have DTT’s with several countries (e.g. Russia,  Cyprus, Mexico, 
Bulgaria, etc.). 

vi. Currency and Foreign Exchange 

An investor should strive to structure their investment agreement to include a waiver of 
currency restrictions which may affect their ability to undertake their obligations and 
enjoy the benefit of its assets or investment. 

Or they can enter into a forward contract with host state to preserve currency rates at 
the time they entered into contract. 

vii. Customs, Imports and Exports  

Where investments involve importation and exportation of equipment or products used 
for the project or investment, it is advisable for the investor to strive to include provision 
in the investment agreement that allows for easy importation and exportation of these. 

These provisions are for the most part handy where equipment would need to be 
removed and repaired abroad in the event of malfunction. 



 

USING COMMERCIAL TOOLS TO STABILIZE AN INVESTMENT 

i. Export Credit Agencies (ECA) 

Where foreign investment involves procurement of equipment to carry out project, ECA 
come in handing and very useful. 

ECAs’ are private or government backed institutions that finance domestic companies 
export and investment abroad. They issue loans, guarantees and insurance to help 
mitigate the risk of non-payment. 

It work thus, for example an investor wants to purchase turnkey equipment from a 
turnkey contractor for its project. The relevant ECA to provide funding will be the credit 
agency associated with the country in which the turnkey contractor is located and in 
return for providing funding, the investor pays a premium to the ECA. 

There is also  credit enhancement provided by multilateral organizations such as 
multilateral investment guarantees agreement (MIGA) of the World Bank and other 
Multilateral development banks( MDB). It functions as ECA but it’s mechanism is slightly 
different. 

 

ii. Using a ‘Put Option’ 

Many countries around the world require that foreign investments be structured in ways 
to enable cooperation with the local partner or joint venture. 

This requirement often comes with some kind of “carry’ “of subsidy of the local partner’ 
interest in the underlying investment or project.21 Depending on the project or partner, 
it may be pertinent to include a ‘put option’ to those local partners by the foreign 
investor, whereby, within a specific time frame, specified acts or omissions of the local 
partner will result in expropriation or an act tantamount to expropriation being taken 
against investment. 

The ‘put option’ will let the foreign investor to put their investment to the local partner 
in situation or occurrence where it is triggered at a previously agreed price.22 

While the “put” have the ability to align the investors and the local partner’s interest, 
they are typically limited in scope. Put options are available mechanism on a vast range 
of assets including commodities, stocks, indexes and currencies. 
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Shared Revenue Payment Mechanism 

Under this mechanism, the investor is required to pay the host government a portion of 
its profits in excess of the prescribed threshold (usually based on an agreed rate of 
returns for example). In period where investor’s profit result in an internal rate of return 
(IRR) or rate of return (ROR) exceeds the threshold, each additional cash of profit 
beyond this threshold, is then shared equally with the host state govt.  

However, when this mechanism is used, it is prudent to include an accounting procedure 
in the investment agreement to ensure the IRR threshold is calculated on an agreed and 
clear basis or where an agreed accounting procedure already exist in the agreement, it 
may only need to be amended to provide clarity.23 

This mechanism is increasingly becoming a stabilization tool because on one hand and it 
has the tendency of allowing the state government to share in the upside of the project 
beyond the previously agreed IRR, on the other hand. If well designed, it allows the 
investor to make a robust ROR upon being triggered. 

Commodity Hedging/Forward Contract 

Although, investment related risk cannot be completely eliminated, its impact can 
however be mitigated or transferred. Hedging is a mechanism for reducing risk 
vulnerability by taking a counterpoising position in a closely related product or 
security.24 

Commodity hedging strategy (although a longer term strategy and not immediate), if 
implemented properly, offers the following benefits; 

 Minimal equity value remains protected 
 Locks in price of the commodity today even though, it will be sold or bought in 

physical form in the future. In other words, it helps manage liquidity. 
 Attain pricing above the conventional speculation used by the rating agencies as 

well as banks in their evaluations 
 Equity appreciation available from price increase on unhedged volume or 

investment. 
 Use of future market (where applicable) lets an investor back in production 

margins and use assets for financing, thereupon, improving the projects debt 
service coverage quota or rate and, 

 Provide more budget certainty. 
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CONCLUSION 

Basically, actions or laws made by the host state which has legitimate public purpose is 
not tantamount to expropriation under international law. 

While these mechanisms are clearly helpful, they are non-exhaustive and it remains to 
be seen where all of them have been included in a single investment agreement. 

It is important for the investor to make, structure and tailor the best mix of these 
mechanisms on a project-by-project basis, in order to be best protected from political 
risk or expropriation. 

Conclusively, investors should structure agreement with enough flexibility using 
commercial and legal mechanisms, in order to significantly minimize the chances that it 
will become cheaper for host govt. to breach the contract than to comply with it over 
the project life. 

 


