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1. INTRODUCTION

A. Infrastructure sector and Institutional Investors

Institutional investors, both private and state-owned play an essential role in
providing and channelling long-term finance which is pivotal in satisfying
investment needs across all sectors in the economy and especially in real,
productive assets such as 'infrastructure’.’ When broadly defined 'Infrastructure'
would include both economic and social infrastructure. The former comprising of
(i) transport (e.g. ports, airports, roads, bridges, tunnels, parking); (ii) utilities (e.g.
energy distribution networks, storage, power generation, water, sewage, waste);
(iii) communication (e.g. fixed/mobile networks, towers, satellites); and (iv)
renewable energy (solar, wind, hydro energy) and the later comprising of schools;
hospitals and defence buildings, prisons, and stadiums. °

The OECD report on 'Infrastructure to 2030' published in 2006/2007, estimated
global infrastructure requirements in 2030 to be in the order of US$ 50 trillion’.
Future investment needs in economic infrastructure are over 4% of GDP than past
spending on a global basis. Projections are much higher for developing countries
at an average of 6%-8%." Investment in social infrastructure and for achieving
green targets or development goals (e.g. the UN Millennium Development Goals)
require additional resources, but little is known about the size.” The International
Energy Agency has estimated the adapting to and mitigating the effects of climate
change over the next 40 years to 2050 will require around USD 45 trillion or
around USD 1 trillion a year.® Such levels of investment cannot be financed by
traditional sources of public finance alone. Institutional investors such as banks,
mutual funds, private equities, hedge funds, REITs, etc. are thus called to play a
more active role in bridging the infrastructure gap and provide the capital and
long-term financing that would support this requirement.

Traditionally, the capital needs for infrastructure development were met by
combination of local public sources, multilateral agencies and foreign aid agencies
and the private sector has been a small player, with one notable exception, the
telecommunications sector.” However, the national budgets, international aid and
private local financiers do not have sufficient resources and wealth to meet the
necessary capital requirement for the aforesaid financial needs in emerging
markets. With growing demand for capital, these emerging economies are directly
or through domestic private players getting into high-value deals with institutional
investors to fill this capital deficit. Thus, governments in emerging economies have
been increasingly attracting foreign capital for infrastructure investments. This
includes through direct equity or debt funding in a State-owned infrastructure
project, Public-Private Partnership (PPP) projects, Projects privatized through
tenders and other through forms participation such investment in form of
infrastructure bond, development loans or lines of credit.

Developed States on the other hand remain a key source of such foreign
investments through various kinds of entities such as Sovereign Wealth Funds
(SWF), Sovereign Banks, Public Pension Reserve Funds and other State-owned
financial institutions (SOFI).’ In fact such State owned Enterprises collectively are
one of the most important financiers and they own or control more than 15,000
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foreign affiliates and control more than US$ 2 trillion worth of foreign assets
around the world.” With the growing interest in emerging markets and
infrastructure as a new asset class, institutional investors, especially SWFs and
SOFI, are emerging as a potentially major source of funding for infrastructure
projects in these developing countries.” Thus, either as the investor or as the
recipient, nations across the globe are witnessing an interaction of institutional
investment into the infrastructure space.

B. Corruption in the infrastructure

However, a key area of concern for institutional funding in the infrastructure sector
is the vulnerability of infrastructure sector, especially in emerging economies, to
corruption and undue influence due to the extent of public official's discretion
over the project, the large sums of money involved and the various stakeholder
involved (including elected and non-elected public officials, lobbyists, civil society
organisations, trade unions, regulators, contractors, consultants, engineers and
suppliers)." In one scenario, corruption persists between the project operators and
state authorities, in all forms and at different stages of the project, beginning at
establishment and continuing till the completion of the project. When such
corruption is later uncovered by local anti-corruption authorities and enforcement
agencies, it, in many instances leads to investigations and enquiries against project
companies involved in the development of the infrastructure. In some case
pending these inquiries and investigations or trial on charges of corruption, bank
accounts of the project operator are frozen, land and equipment is attached and
several internal documents and business data is seized."” Eventually in some cases
it leads to cancellation of contracts,” licenses,"* permissions, approvals, clearances
etc. connected with the tainted project.” Such investigations and repercussions
intensify when senior government or leadership are accused to be involved in such
corruption owing to a strong anti-corruption agenda displayed by opposition.™
This process is spread over a period of time and gradually erase all economic
benefits which could be derived from the project. In another scenario, corruption
of state authorities by local politicians or competitors leads to unfavourable
measures against the infrastructure project and project operator, including
disabling operation of project and eventual cancelation/ transfer of project to
another project operator.

Today in an infrastructure project, multiple stakeholders have an economic interest.
This would not only include the project operator or its foreign partners who are
appointed to construct and/or operate the project, but also include the
institutional investors who have either funded project operators or state
governments to meet capital needs for the project. This investment could be in
form of direct project finance, loans, debt funding or equity funding through
bonds, credit notes, debentures, shares and various other financial instruments.
Criminal sanctions against such projects and project operators owing to later
discovered corrupt scheme between them and state authorities often causes
institutional investors a loss of substantial or complete economic value of their
investment. Motivated actions of state authorities to the detriment of the
infrastructure project or project operator also has the same effect on the economic
interest of the institutional investor. In many cases the investment made by
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institutional investors, often in millions and sometimes in billions of dollars, is sunk-
cost and eventually written-off.

What legal remedies are available to institutional investors in such situations? One
clear way is to explore remedies against the project operators or competitors who
have been involved in the corrupt act. If the corruption took place between the
project operator and state authorities at the time of establishment of the project
the institutional investor may have a case for misrepresentation and fraud against
the project operator. If it occurred during the operation of the project, then the
claim could be of breach of investment contract or tort. If the loss is owing to
corruption between competitors and state authorities, a remedy in tort would lie
against the competitor. However, every case of corruption needs two to do the
tango. The project operators being on the supply-side of corruption and the state
authorities being on the demand-side. This paper focuses on the remedies an
institutional investor has against the demand-side of corruption i.e. the host-state
having international responsibility for actions and omissions committed by corrupt
state authorities.

Section 2, discuss the growing trend of anti-corruption in international law and
identifies investment arbitration as an appropriate remedy for institutional
investors to affix state liability for corruption in the infrastructure sector. Section 3,
discuss the importance for institutional investors to be third party to corruption, be
able to assail treaty protection and have recourse to investment arbitration. Section
4, examines the case for liability of a host-state for corruption of state authorities
under the International Investment Agreements (ll1A). Section 5, discusses the
standard of proof of corruption that an institutional investor would have to meet to
establish its claim for corruption against the host-state. Section 6, discuss the
measure of compensation due to institutional investors for losses suffered on
account of corruption by state authorities. Section 7, concludes by highlighting the
need to shift the jurisprudential focus in investment arbitration from supply-side of
corruption to demand-side of corruption and role institutional investors can play in
causing the same.

2. USING INVESTMENT ARBITRATION TO AFFIX STATE LIABILITY FOR
CORRUPTION

A. Internationalisation of anti-corruption norms

All systems of law, including the international law, contain concepts designed to
avoid misuse of the law."” States are increasingly entering treaties where they agree
to certain standards of conduct with regards individuals (individually or
collectively) and breach of those standards entails responsibility on the
international plane. Internationalization of anti-corruption norms, which started in
the 1970s but accelerated in the 1990s gave birth to several international
agreements which were adopted primarily to criminalize corruption and come to
an international consensus in dealing with administrative and civil law aspects
relating to the fight against corruption.’® These strings of conventions finally
culminated into the widely ratified United Nations Convention Against Corruption,
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2003 ("UNCAC")”. While it is often criticized for its non-mandatory, qualified, and
vague provisions,” UNCAC did mobilize global consensus that 'the prevention and
eradication of corruption is a responsibility of all States'.21 Arts.15, 16, 18

and *'of the UNCAC form a widely accepted definition of corruption. These articles
identify the bribery of national public officials (Art. 15), the bribery of foreign
public officials and officials of public international organizations (Art. 16), trading in
influence (Art. 18) and bribery in the private sector (Art. 21), as corruption.
Manifestations of the fight against corruption are found also in the Vienna
Convention of the Law of Treaties and in the ICSID Convention. In effect, Article 50
of the VCLT allows a State whose consent has been obtained through corruption to
invalidate a treaty and Article 52(1)(c) of the ICSID Convention provides for the
annulment of an award if there was corruption on the part of a member of an
ICSID tribunal. As the anti-corruption movement has gained global prominence,
there has also been greater consideration of the role of international courts and
tribunals in combating corruption.” This is clearly reflected in international
commercial arbitration awards. Contracts which have as their object the corruption
of civil servants have been denied effect by Courts in several countries® and
arbitral tribunals. *

Judge Lagergen's award in ICC Case No. 1110% is first such well-known award,
where he found that the agreement on which the claims before him were based
'‘contemplated the bribing of Argentinian officials'. He relied on 'the general
principles denying arbitrators the power to entertain disputes of this nature' and
concluded that parties to such contracts 'have forfeited the right to ask for
assistance of the machinery of justice (national courts or arbitral tribunals) in
settling their disputes.” Today, corruption as an issue has even reached the
International Court of Justice. The crux of the Equatorial Guinea v France is claim
of sovereign immunity by Equatorial Guinea for its Vice President who is being
prosecuted in France for his corruption and abuse of wealth in Equatorial Guinea.
Even the jurisdiction of the court is based on the 2000 United Nations Convention
against Transnational Organized Crime. In December 2016, the ICJ has granted
some interim reliefs in favour of Equatorial Guinea but what will be more
interesting is if and how the Court will deal with the interaction of sovereign
immunity with acts of corruption. International anti-corruption norms have also
been in the focus of human rights authors and practitioners in the last decade.”
There is abundant literature by international human rights authors suggesting that
corruption may violate a State's obligations under ICCPR and ICESCR, inter alia (1)
to protect the right to equality and non-discrimination, (2) to protect right to
equality before courts and tribunals and right to fair trail, (3) to take steps... to the
maximum of its available resources, with a view to achieving progressively the full
realization of the rights recognized in the ICESCR.” Also, human rights monitoring
bodies have in their reports identified instances of corruption and examined their
interaction with human rights

obligations.™

B. Investment arbitration and state liability for corruption by state authorities

Investment arbitration is not naturally designed to interface with a national or
transnational criminal law regime.’' Bilateral investment treaties and multilateral
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investment treaties do not expressly provide obligations for either the investor or
the host-state with regard to corruption, bribery and money laundering.” It is thus
a matter of significant debate in academia as to whether there exists any duty upon
arbitrators to investigate allegations of corruption and/or report any findings of
corruption to the relevant authorities.” While some scholars recognize that state
responsibility can assist in the speedy criminal prosecution of corrupt public
officials by imposing real consequences for the failure of a State to take corruption
seriously™, relatively little attention has been paid to the international law on state
responsibility, particularly the degree to which host-states can be held responsible
for the corrupt acts of their public officials.” In spite of this discouraging aperture
in academia, the tribunal in F-W Qil Interest v Trinidad and Tobago * has
emphasized the very serious implications of State corruption and noted that:

“...this Tribunal (as, we assume, any ICSID Tribunal) is bound to take the most
serious view of allegations of State corruption - if backed by proper evidence [...] if
allegations of corruption had been made and had proved to be well founded, it
would have had a most substantial effect on the view of the case taken by the
Tribunal, and most particularly so if and when it came to the point at which the
actions or omissions of the State came to be measured against the standard of
treatment for foreign investment laid down in the BIT.”

In that case, the investor claimed that the wrongful conduct it faced on part of the
State was in retaliation for its refusal to pay US$ 1.5 million bribe in connection with
an oil and gas contract.”’ Similarly in EDF (Services) Limited v Romania® the

investor alleged corruption as the basis of its claim of investment treaty protection
as the then- Prime Minister of Romania was alleged to have solicited a US$ 2.5
million bribe from the investor at a point after the investment. In Jan Oostergetel
and Theodora Laurentius v The Slovak Republic” the investors claimed to be
victims of corrupt practices in the host-state, including actions taken by a Bratislava
court and the local tax office, that resulted in its subsidiaries bankruptcy. In
Methanex Corporation v United States™ the investor alleged corruption as the basis
of decision taken by Governor Davis of State of California to ban MBTE, which
affected its business to produce, transport and market methanol. In Rumeli
Telekom AS & Telsim Mobil Telekomikasyon Hizmetleri AS v Republic of
Kazakhastan®' the investor as part of its claim of denial of justice alleged systematic
corruption of the judiciary in Kazakhstan and solicitation of bribe by a Khazakh
judge, who purportedly offered to issue a decision in favour of the investor in
return.” In RSM Production Corporation v Grenada investor alleged that the
Grenada denied its application for an exploration license and terminated an earlier
agreement because another corporate entity paid or was to pay an alleged bribe
to the then Attorney General of Grenada. ® In ECE Projektmanagement v Czech
Republic the investor based its claim for breach of fair and equitable treatment and
expropriation on the allegation of preferential treatment accorded to the rival
owing to corrupt scheme of administrative officers of Czech Republic.*

While in none of the above cases the investor has been successful in establishing

corruption, they do evince the utility of investment arbitration to affix state liability
for the corrupt act of its state authorities. Thus, investment arbitration seems to be
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a forum beginning to be used to affix state liability for corruption. There is a clear
consensus in jurisprudence on its availability as an international dispute
mechanism to bring claims against the demand-side of corruption being host-
state liable for corruption of state authorities.

3. REQUIREMENT TO BE THIRD-PARTY TO THE CORRUPTION

A. Jurisdiction and admissibility objection premised on corruption

Today many host-states have raised corruption by investors as a defence to claims
under investment arbitration either as a defence to the jurisdiction of the tribunal
and with regards to admissibility of the claim.” World Duty Free v Kenya® is one of
the first such cases where an investment arbitration tribunal concluded not to have
jurisdiction in cases where the underlying contract was obtained by corruption and
stated that '...claims based on contracts of corruption or on contracts obtained by
corruption cannot be upheld by this Arbitral Tribunal.' ¥ The tribunal in Metal-Tech
v. Uzbekistan decided that it lacked jurisdiction as the investment was procured by
corruption and therefore there was no investment in accordance with the law as
required by the underlying treaty and no consent according to the treaty and the
ICSID Convention. Since then a number of investment tribunal have treated
corruption on the part of an investor in procuring its investment as a jurisdictional
impediment, contingent upon treaty specifications.” Even where there is no
explicit legality clause in the underlying investment treaty, it has been debated
whether all treaties contain an implicit legality condition that could serve as a bar
to jurisdiction. These debates suggest that the notion of 'investment' under the
ICSID Convention or the applicable treaty is interpreted as covering only those
investments made in good faith and in accordance with host-state law barring
recourse to investment arbitration to investment established through corruption.

Some tribunals have also found corruption to constitute under certain
circumstances a breach of the principle of good faith, an abuse of right or an
abuse of process.” They have underlined the fundamental nature and the long-
standing recognition of the principle of good faith as a matter of domestic and
international law, including investment law.” Thus, serious cases of fraudulent
conduct, such as corruption, have been held to be contrary to international or
transnational public policy’’ and arbitral awards have condemned such corruption
invalidating corrupt contracts as contrary to bonos mores.” These decisions
suggest that a claim arising from an investment tainted by illegality may be
declared inadmissible on the basis of transnational public policy.

The tribunal in Phoenix v. Czech Republic ** insisted on the duty of arbitral tribunals
not to protect an abuse of the system of international investment protection under
the ICSID Convention or bilateral investment treaties. Similarly, the tribunal in
Europe Cement v. Turkey ** stated that 'conduct that involves fraud and an abuse of
process deserves condemnation'. In David Minnotte and Robert Lewis v. Republic
of Poland **, the tribunal held that, notwithstanding the absence of an express
legality requirement in the BIT, 'it is now generally accepted that
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investments made on the basis of fraudulent conduct cannot benefit from BIT
protection'.” The tribunal in Hamester v. Ghana held that 'an investment will not be
protected if it has been created in violation of national or international principles
of good faith; by way of corruption, fraud, or deceitful conduct; or if its creation
itself constitutes a misuse of the system of international investment protection
under the ICSID Convention. It will also not be protected if it is made in violation of
the host State's law'.” The tribunal further noted that 'these are general principles
that exist independently of specific language to this effect in the [tlreaty'.”® A
confidential arbitral award in the case of Spentex v. Uzbekistan saw claims under
the Netherlands-Uzbekistan BIT dismissed due to “red flags” of corruption

surrounding the claimant's investment.”

However, one commentator suggests that doctrines of recognition, acquiescence,
and/or estoppel under international law, preclude a state from contradicting or
objecting to a factual or legal state of affairs, which it had earlier accepted as
legitimate including corruption. ¢ He argues against host states benefitting from
the inconsistency of raising investor corruption as an absolute defence to liability,
when they had earlier consented to the investor's corrupt act.®’ He contends that
host-state participation in investor corruption (through state authorities solicitation
and acceptance of bribes) can, in appropriate 'circumstances’, give rise to a
binding recognition of the legitimacy of the investment for investment protection
purposes and principles of recognition, acquiescence and estoppel prevent the
host state from raising investor corruption as a jurisdiction or merits- based
defence against a treaty claim. Being founded on actual or apparent State
consent, the 'circumstances' in which he seek to apply this rejoinder are narrowly
circumscribed to host-states which unreservedly participate in or knowingly turn a
blind eye to investor corruption.” He basis his argument on inter alia arbitral
authority that supports the view that a host-state which overlooks or tolerates
violations of its own law in the making of an investment, can be estopped or
otherwise prevented from raising the illegality of the investment as a means to
deny the tribunal's jurisdiction or defeat the investor's claim on the merits. One
such case is Fraport v Philippines where it ruled that '[p]rinciples of fairness should
require a tribunal to hold a government estopped from raising violations of its own
law as a jurisdictional defense when it knowingly overlooked them and endorsed
an investment which was not in compliance with its law.””” Another example is the
Tribunal in Ron Fuchs v. The Republic of Georgia“ which notes 'a host-state cannot
avoid jurisdiction under the BIT by invoking its own failure to comply with its
domestic law'. Other cases which apply similar reasoning include Tokios Tokeles v.
Ukraine®, Técnicas Medioambientales Tecmed, S.A. v. The United Mexican States ,
*Desert Line v Yemen® and Railroad Development Corp. v. Republic of Guatemala,
* Thus, while some awards and commentators insist that corruption on part of the
investor is an absolute bar to either the jurisdiction of the tribunal to hear the
claims or admissibility of the claims, there are arguments to suggest otherwise.
However, at the time of finalising this article no investment award was found
endorsing such rejoinders.

B. Institutional Investors as third parties to the corruption

There is thus a growing consensus of refusing investment protection to investors
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tainted by corruption in investment arbitration decisions and this approach is also
largely supported by academia. One can thus conclude that today if an investor
making recourse to investment arbitration is found to be involved in serious
fraudulent conduct such as corruption, it is more likely than not that its claims
would be defeated by the host-state brining preliminary objection against the
claim on the basis of corruption. As the aforesaid would hold true even for
institutional investors seeking recourse of investment arbitration to affix state
liability for corruption, it is of upmost importance for an institutional investor to
come to investment arbitration with clean hands, without any taint of corruption
and as a third-party to the corruption, if it has to succeed in its quest to affix state
liability for the corruption. Institutional Investors who themselves are involved in
the corruption directly or indirectly of course will not receive protection under IIA
and will have no recourse to investment arbitration.”’

Further besides the institutional investors who directly participate in the
corruption, tribunals have held that even those who unreasonably fail to perceive
corruption or knew or should have known of the corruption, may not be regarded
as third parties to the corruption. However, they consider failure must be a
'conscious disregard' or 'deliberate ignorance' of the corruption 'as opposed to
just failing to take due care'.”” There are a few cases under investment arbitration
which support this conclusion. In Minnotte v. Poland”', the respondent had failed to
provide evidence of deliberate fraud on the part of the investor. Therefore, the
tribunal assessed whether its jurisdiction was vitiated by reason of the alleged
negligent failure of the investor to investigate the factual circumstances
surrounding the making of their investment. At jurisdiction stage, the tribunal
rejected the proposition that principles of international law, such as ex turpi causa
non oritur action (from a dishonourable cause an action does not arise), barred
jurisdiction in the event of a negligent failure to make inquiries which might (or
might not) have unearthed evidence of fraud. However, on the merits, the Minnotte
tribunal contemplated the possibility that a claim may be vitiated where the
claimant unreasonably failed to perceive evidence of serious misconduct or crime
by a third party:

There may be circumstances in which the deliberate closing of eyes to evidence of
serious misconduct or crime, or an unreasonable failure to perceive such evidence,
would indeed vitiate a claim.”

In the Churchill v Indonesia the tribunal interpreted the paragraph in Minnotte
quoted above and noted that it

...addresses the so-called "head-in-the-sand problem”, also sometimes referred to
as "Nelsonian knowledge”, where a claimant knew or should have known of third-
party wrongdoing in connection with an investment and still chose to do nothing
(as opposed to just failing to take due care). Considering the specific
circumstances of the present case, the Tribunal will assess the standard of wilful
blindness - also referred to as “conscious disregard” or “deliberate ignorance” - by
focusing on the level of institutional control and oversight deployed by the
Claimants...”
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In Anderson v. Costa Rica, the tribunal denied jurisdiction for lack of an investment,
since the assets acquired by the claimant had been secured by a third party that
had engaged in 'aggravated fraud and illegal financial intermediation' and noted
that 'prudent investment practice requires that any investor exercise due diligence
before committing funds to any particular investment proposal'.”

Thus, in each case before an institutional investor seek to affix state liability for
corruption as a third party to the corruption, a tribunal may, at the request of the
host-state, conduct an analysis of the due diligence conducted by the institutional
investor on the infrastructure project and project operator at the time of making
the investment or during its subsistence. The depth of the due diligence which
would help institutional investors as third parties will depend on the particular
circumstances of each case. However, an institutional investor will be required to
have satisfied itself of non-existence of corruption keeping in mind the general
business environment in the host-state, including ensuring that a proposed
investment complies with local laws as well as investigating the reliability of a
project operators and state authorities' representations before deciding to invest.
However, once this threshold is met, an institutional investor will necessarily be
regarded as a third party to the corruption and would have recourse to investment
arbitration to affix liability on the State for the corruption.

4. BASIS OF LIABILITY OF HOST-STATE FOR CORRUPTION BY STATE
AUTHORITIES

The expansion of trade and investment has directed the focus of international law
to protection of economic interests of foreign national abroad, from the nineteenth
century.” Even the International Law Commission (ILC) on the topic of State
responsibility originally focused on the responsibility of States for injuries caused
to aliens,”® despite the more general mandate given to the ILC by the United
Nations General Assembly.” Much attention in the first years of the work of the ILC
was thus devoted to classifying the various categories of injury caused to aliens,
and the ensuing obligation to provide reparation.” In doing so, the ILC at that time
had included in certain of its draft articles substantive rules in relation to the
treatment of aliens, such as the 'duty of protection' of States and rules relating to
expropriation and nationalization.” Thus, originally there was a double focus on
the responsibility of States for injuries caused to aliens and on the primary rules *
in this respect. However, its concluded for, the 2001 Articles of State Responsibility
for Internationally Wrongful Act ('ASRIWA") only focus on the secondary norms
governing State responsibility and do not seek to define the contents of the
primary obligations of States.” Thus, the ASRIWA, as it stands is of no assistance in
determining if international law contains rules which could be breached by
corruption of state authorities giving rise to a claim for state responsibility. The
development of lIA is primarily a response to these uncertainties and inadequacies
of customary international law of state responsibility for injuries to aliens and their
property.” Today lIA are the primary international law instruments governing the
protection of foreign investment.” They most often combine similar and
sometimes identical treaty-based standards of promotion and protection of
foreign investments.* This section discusses prevalence of primary rules under 1A
which can be the basis for affixing state liability for corruption. In

Insight | Corruption in the Infrastructure sector

LAWYERS OF TOMORROW




most cases corruption by state authorities will breach multiple of these rules and
there will be an overlap in liability.

A. Arbitrariness

Most IIAs provide for fair and equitable treatment (FET) of foreign investments.”
This standard can be viewed as reflecting elements of the rule of law and as
serving to restrain abuses of governmental power.” However, it is widely
recognized that '[i]t is difficult to reduce the words 'fair and equitable treatment' to
a precise statement of a legal obligation,' and international arbitral tribunals have
generally 'proved unwilling to provide a specific definition of the content of this
provision."® Despite this, a number of factors have been repeatedly identified as
requirement to refrain from arbitrariness in decision making as forming part of the
FET standard.” Contrary to the debate on the subject in academia, there appears
to be relatively little objection among arbitral tribunals to the notion that a state's
obligation to refrain from arbitrary conduct is included in its obligation to provide
fair and equitable treatment.” It is also generally accepted that International
Minimum Standard (IMS) of treatment exists in customary international law.”

They serve a key role in promoting and protecting foreign investment by assessing
government conduct based on internationally accepted standards of good
governance.” In spite of its content itself remaining contentious, a number of
scholars consider the prohibition of arbitrariness as an obligation under IMS and
customary international law.” For them the prohibition of arbitrary conduct is a

general principle of law, indirectly incorporated into the corpus of international
law” and grounded on the principle of abuse of rights and the requirement of
good faith™ They explain that an abuse of rights may occur when a state exercises
rights for a purpose other than that for which the right exists.” Thus both FET and
IMS overlap significantly with respect to issues such as arbitrary treatment and
unanimously require states to refrain from arbitrariness.”

The fact that notions of arbitrariness varies across domestic administrative systems
complicates the formulation of an international principle” Being a multifaceted
term it has different meanings depending on the context surrounding it.” In legal
terms, Black's Law Dictionary defines 'arbitrary' as a conduct 'founded on
prejudice or preference rather than on reason or fact.”” This definition has been
adopted by several investor-State arbitration tribunals.'” According to UNCTAD
‘arbitrary' means 'derived from mere opinion’, 'capricious', unrestrained’,
'despotic' and arbitrary conduct has been described as 'founded on prejudice or
preference rather than on reason or fact'. It explains that arbitrariness in decision-
making has to do with the motivations and objectives behind the conduct
concerned.” In ELSI Case, the ICJ explained that illegality under local law was not
sufficient to make the mayor's conduct 'arbitrary' under international law. It noted
that '[a]rbitrariness is not so much something opposed to a rule of law, as
something opposed to the rule of law'. In Azurix, the tribunal stated that 'in its
ordinary meaning, 'arbitrary’ means 'derived from mere opinion,' 'capricious,'
'unrestrained,' 'despotic.'” As was the case in Lauder where the Tribunal found a
measure as arbitrary when it was motivated by inappropriate considerations.'” In
Siemens, a measure was found arbitrary when it was not based on reason.'
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The threshold of severity applied by tribunals in order to establish a finding of
arbitrariness has been consistently high. In the Neer Case, the Mexico-US General
Claims Commission referred to the standard as 'an insufficiency of governmental
action so far short of international standards that every reasonable and impartial
man would readily recognize its insufficiency.'105 In the ELSI Case, the ICJ opined
that a finding of arbitrariness “shocks, or at least surprises, a sense of juridical
propriety.”'” These decisions have been criticized by some writers not only for the
vagueness of the standard it enunciates,' but also for its lack of relevance as a
precedent in the context of the FET standard.' Yet, it remains that this definition
has been endorsed by numerous investor-State tribunals.'” In the Tecmed case,
the tribunal applies the ELSI definition's standard in conjunction with the
reasonable-person standard in Neer in finding that state action may be
characterized as arbitrary if it presents 'insufficiencies that would be recognized '. .
. by any reasonable and impartial man,' or, although not in violation of specific
regulations, as being contrary to the law because '. . . (it) shocks, or at least
surprises, a sense of juridical propriety'."” Similar wording has been used by other
tribunals, including S.D. Myers v Canada referring to treatment that 'rises to the
level that is unacceptable from the international perspective’"', Waste

Management v Mexico speaking of 'wholly arbitrary' conduct'"* and Thunderbird v
Mexico requiring proof of 'manifest arbitrariness falling below international
standards'' " The tribunal in Glamis Gold, Ltd. v. United States'" reiterated the
requirement of 'something greater than mere arbitrariness, something that is
surprising, shocking, or exhibits a manifest lack of reasoning also setting the
threshold of liability at 'manifest arbitrariness.””” In the Sempra Energy International

v Argentine Republic and Enron Corp. and Ponderosa Assets, L. P. v. Argentine
Republic, the tribunals specified that 'a finding of arbitrariness requires that some
important measure of impropriety be manifest.""* The tribunal in Cargill, Inc. v.
Mexico also imposed a high threshold of liability and explain that 'arbitrariness
may lead to a violation of a State's duties [...] only when the State's actions move
beyond a merely inconsistent or questionable application of administrative or
legal policy or procedure to the point where the action [...] grossly subverts a
domestic law or policy for an ulterior motive’"”’

In cases of corruption in the infrastructure sector, inappropriate considerations
such as bribes and favours are used to influence State authorities to take certain
arbitrary actions. These include granting projects, licenses and clearances to the
project companies by preference rather than on reason or fact. There can be no
doubt that such arbitrary actions would often meet the threshold of 'manifest
arbitrariness' and in most cases, would be achieved by 'gross subversion of
domestic law for ulterior motive'. When such arbitrary actions, eventually lead to
damages to institutional investors in form of cancelation or suspension of projects,
a case for liability for the State will arise under lIA. Thus, institutional investors can
affix state liability for corruption by using its protection against arbitrary actions
under investment treaty regime as a primary norm of international law.

B. Coercion and Bad Faith

It transpires from arbitral practice that according to the 'fair and equitable
treatment' standard, the host must grant the investor freedom from coercion or
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harassment by its own regulatory authorities.”® In Waste Management v Mexico'"’
y g y g

the Tribunal reasoned that FET requirement would be breached in case of
deliberate conduct comprising conscious combination of the agencies of the State
in order to frustrate the investment through improper means. In Vivendi v
Argentina the Tribunal noted that politically motivated harassment may amount to
a breach of fair and equitable treatment where regulatory powers are used for an
improper purpose.'” In Desert Line Projects LLC v. Yemen, the tribunal found a
breach of fair and equitable treatment where the investor was coerced into a
settlement agreement.'”' Scholars too agree that bad faith, coercion, threats, public
denunciation and harassment of an investment by a host state are in most
situations likely to result in a breach of fair and equitable treatment.'”

A few cases have dealt with allegations of bribery and corruption as violations of
the FET, falling within the scope of bad faith conduct on the States' part. In EDF v
Romania'” the investor, operating State-owned airport premises on long-term
lease conditions, was denied renewal of its lease agreement. The investor alleged
that on several occasions its representatives were solicited to pay bribes by
persons who claimed they were acting on behalf of the Romanian government. As
the investor refused to pay bribes, the government retaliated by refusing lease
renewal and thus deprived the company of its business in Romania. The Tribunal
was not persuaded by the evidence adduced by the investor and could not agree
that the corruption allegations were substantiated. However, what may be inferred
from the dicta of the Tribunal and is important for this study, is that corruption
solicitation does breach the FET, such conduct would qualify as bad faith,'* and
that the breach cannot be established until the person requesting the bribe is
proved to be acting on behalf of the government.'” In Jan Oostergetel Case the
investor acquired shares in a privatized company in the Slovak Republic. As the
company had increasing debts and liabilities, some of its creditors, including the
tax authorities, applied for bankruptcy proceedings. The company was found
insolvent, and its property was distributed to creditors in accordance with a
realization plan. The investor alleged that their business had been ruined by the
Slovak financial mafia and particularly local competitors who wanted to acquire
unlawfully the assets of the claimant's company. For this purpose, they instituted
the bankruptcy proceedings, bribed the Slovak authorities, including the judiciary,
and finally obtained the assets upon the company's dissolution. The Tribunal in its
dicta noted that, if it had been proven, corruption would have been bad faith to
the effect of a breach of the FET."*

In both situations, the investor faced an unfavorable attitude due to (a)
unwillingness to bribe the corrupt governmental officials, or (b) actions of corrupt
government officials who are bribed and instructed to harm the investor under the
influence of third parties. Such acts clearly qualify as bad faith on the State's part.
Thus, institutional investors or their investments, facing losses stemming from such
unfavorable attitude of host-states owing to corruption by competitor or
politicians, can claim for breach of fair and equitable treatment standard under an
lA.

C. Legitimate Expectations
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While there has been a serious debate in academia on protection of legitimate
expectations of an investor as a part for the fair and equitable treatment standard
under investment treaties,'” tribunals have identified the protection of legitimate
expectations as a key/dominant element of fair and equitable treatment
standard.”” In fact, references to legitimate expectations have become ubiquitous
in lIA claims and award. ' While there is no agreement on the nature of
expectations of an investor are protected, many awards hold this to include
expectations arising from the foreign investor's reliance on specific host state
conduct, usually oral or written representations or commitments made by the host
state relating to an investment, relied typically by making an initial investment or
the expansion of an existing one." This understanding of 'legitimate expectation'
is closely related to the principle of estoppel and state responsibility under public
international law for unilateral acts”' and arise as a result of specific state conduct
directed at the investor in the form of oral or written representations, undertakings
or commitments, various types of administrative acts such as licenses or permits or
providing an official opinion or view, upon which the investor relies on.'* The
NAFTA tribunal in Thunderbird v Mexico describes the elements of legitimate
expectations as situation where a States conduct creates reasonable and justifiable
expectations on the part of an investor (or investment) to act in reliance on said
conduct, such that a failure by the State to honour those expectations could cause
the investor (or investment) to suffer damage.'”. The Tribunal in SPP v Egypt'™*
held that acts of Egyptian officials cloaked with the mantle of Governmental
authority and communicated as such to foreign investors, whether legal under
Egyptian law or not, created expectations are protected by established principles

of international law."” Similarly, in MTD v Chile, the tribunal found that Chile by
authorizing a development project under a foreign investment contract for a
project which was refused to proceed on the basis that it ran afoul of
predetermined urban development policies'* acted contrary to the investor's

. . 137
'basic assumptions.'

Corruption in infrastructure projects by State officers on several occasions leads to
breach of legitimate expectation of institutional investors. In all cases where
institutional investors make the decision to invest based on government approvals
and licenses of a project obtained through corruption, it places reliance on the
validity on such approvals and licenses. When eventually the approvals and
licenses run fowl on account of corruption, host-states representations with
regards the legitimacy of such projects to the institutional investor through such
approvals and licenses prove false. Such situations would squarely fall within the
ambit of breach legitimate expectations giving rise to liability of the host-state.

However it may be noted that tribunals have taken into account the host-state's
circumstances when considering if there has been a failure to protect legitimate
expectations'” The Tribunal in Bayindir v Pakistan, explained that in analysing
reasonableness of expectations of the investors 'all circumstances, including not
only the facts surrounding the investment, but also the political, socioeconomic,
cultural and historical conditions prevailing in the host State'."” The approach in
Bayindir is consistent with Generation Ukraine v. Ukraine,"* Parkerings v.
Lithuania,"" Duke v. Ecuador," and Biwater v. Tanzania."” Thus, while institutional

investors may have a case for breach of legitimate expectation when its revealed
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that approval and licenses granted to a project were obtained by corruption, it
may be subject to the general perception of prevalence of corruption in a given
host-states. One could argue that some host-states like Yemen and South Sudan,
which are ranked at 170 and 175 in the Corruption Perception Index by
Transparency International'* or Syria and Somalia, who are amongst the 15 UN
members who have not ratified the UNCAC and are ranked 173 and 176 (last) in
the Corruption Perception Index by Transparency International™, may not give rise
to legitimate expectations of government approvals and licenses being free from
corruption. However, today almost 182 parties to the UNCAC have acknowledge
that prevention and eradication of corruption is a responsibility of all States'* and
this global sentiment against corruption should definitely be considered in
determining the veracity of investors' expectations of propriety on part of state
authorities.

D. Indirect Expropriation

Expropriation can occur in myriad ways but primarily it can be classified in two
ways: (i) forms of expropriation in which the state openly and deliberately seizes
property, and/or transfers title to private property to itself or a state-mandated
third party;'* and (ii) forms of expropriation in which a government measure,
although not on its face effecting a transfer of property, results in the foreign
investor being deprived of its property or its benefits.'” The former is often
referred to as 'direct' expropriation and the latter as 'indirect' expropriation to
identify the latter.'”” The tribunal in Starrett Housing Corporation v. Iran explains
indirect expropriation as 'measures taken by a state [which] interferes with

property rights to such an extent that these rights are rendered so useless that they
must be deemed to have been expropriated, even though the state does not
purport to have expropriated them and the legal title to the property formally
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remains with the original owner." ™ The tribunal in Tippetts, Abbett, McCarthy,
Stratton and TAMS-AFFA Consulting Engineers of Iran v. Iran explain this form of
expropriation as 'a deprivation or taking of property may occur under international
law through interference by a state in the use of that property or with the
enjoyment of its benefits, even where legal title to the property is not affected.”
There also seems to be a general consensus amongst several tribunals that for
indirect expropriation to occur the deprivation of economic use and enjoyment
shall be substantial or such as if rights related to investment had ceased to exists."
One form of indirect expropriation discussed by several scholars' is 'constructive
expropriation' or 'de facto expropriation' or most commonly 'creeping
expropriation".” According to some scholars the term creeping expropriation
refers to a series of separate government measures'” that, although not
expropriatory when considered as separate and distinct measures, are
expropriatory when considered cumulatively.”* UNCTAD's paper on Taking of
Property defines creeping expropriation as 'the slow and incremental
encroachment on one or more of the ownership rights of a foreign investor that
diminishes the value of its investment'.”’ Reinisch finds that creeping expropriation
'may occur in the absence of a single decisive act that implies a taking of property.
It could result from a series of acts and/or omissions that, in sum, resultin a
deprivation of property rights. [...]
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The focus is on the cumulative effect of various acts and omissions, which may
sometimes allow their characterization as an expropriation only in retrospect.’*
Though writings may use different language when describing the composite act
constituting creeping expropriation, some scholars argue that they generally refer
to the composite act as understood as per Article 15" of the ASRIWA." Thus
different definitions of creeping expropriation by various authors point to the
following constitutive elements of creeping expropriation: (i) a composite act with
a distinctive temporal element, (ii) the attribution of each act (constituting a
composite act) to the State, and (iii) the substantial deprivation which proves that
the sequence combination of different but attributable acts effectively deprived
the investor of its investment.' Tribunal too have discussed creeping
expropriation time and again.'” In the Generation Ukraine the arbitral tribunal
rejected the plea based on the creeping expropriation after having concluded that
'[c]lreeping expropriation is a form of indirect expropriation with a distinctive
temporal quality in the sense that it encapsulates the situation whereby a series of
acts attributable to the state over a period of time culminate in the expropriatory
taking of such property.' In BiWater v. Tanzania,'® the Tribunal found examining the
cumulative effect of different acts attributable to Tanzania 'akin to the accumulation
effect that is well-recognised in the specific context of creeping expropriation.”**
For the tribunal in Siemens v Argentina '[bly definition, creeping expropriation
refers to a process, to steps that eventually have the effect of an expropriation. If
the process stops before it reaches that point, then expropriation would not occur.
This does not necessarily mean that no adverse effects would have occurred.
Obviously, each step must have an adverse effect but by itself may not be
significant or considered an illegal act. The last step in a creeping expropriation
that tilts the balance is similar to the straw that breaks the camel's back. The
preceding straws may not have had a perceptible effect but are part of the process
that led to the break.' ' Thus, creeping expropriation is a form of indirect
expropriation which comprises of several acts that have an adverse effect on the
investment which eventually have the effect of depriving the institutional investor
of the economic use and enjoyment of its investment while keeping the title of
investment unaffected. In such form of expropriation, it is not required for each
adverse act to be anillegal act.

Institutional Investors on several occasions face a complete deprivation of their
investments owing to series of measure taken by corrupt state authorities followed
by State measure taken to counter corruption. Other times state-authorities
through their bad faith and coercive actions stemming from corrupt schemes
between themselves and politicians or competitors to destroys the entire
infrastructure project. It is submitted these forms of deprivation of institutional
investor's investment is akin to creeping expropriation. Take for example a project
for development of a business hub for which public tenders are invited by a State
'X'. Project Company "Y' successfully participates in the tender and obtains a
contract to develop and operate the business hub (Project). However, Y's success
in the tender is simply owing to the corrupt scheme with officers of X. After
obtaining the Project, Y approaches Institutional Investors 'Z' to fund the Project.
After conducting requisite diligence on the Project Z investment 100 Million into
the project. For three years the corrupt scheme between Y and officers of X
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persists during which Y receives ownership of a sizeable plot of land, licenses, and
approvals to operate the Project. In the fourth year, criminal investigation agency of
X initiates an investigation against Y accusing it for obtaining the tender by a
corrupt scheme with officers of X. In the fifth year, after complying with necessary
legal requirements X issues a decree cancelling the Project. In such a situation,
there are a series of act which are attributable to the host-state. First being grant of
the Project, second being grant of land, licenses and approvals during the
operation of the Project and third being a decree cancelling the Project. As
discussed above the first and seconds acts could arguably violate obligations on
host-state to refrain from arbitress and to protect legitimate expectations of
investors. It is submitted that while the third and final act attributable to the State is
a legal act, being the decree to cancel the Project, international law will look at the
composite effect of all three acts attributable to the host-state to determine if there
is an expropriation of Z's investment owing to corruption by X's officers. As the
cumulative effect of these three acts would deprive Z of the economic interest and
enjoyment of its investment, for no fault of Z, they would be looked at as indirect
creeping expropriation requiring compensation from X to Z. This is because the
principle of respect for property rights of aliens, forms part of generally accepted
international law'® and by acting in a corrupt manner X's officers undeniable
disrespect property rights of Z in the Project. A case which supports this argument
is Siag & Vecchi v Egypt'’ which dealt with Egypt's confiscation of a hotel site
because the investors had received some financing from an Israeli company for the
project. While the tribunal agreed that confiscation was in and of itself is not an
illegitimate act but as Egypt had failed to meet the requirements under the
ltaly-Egypt BIT the tribunal found it to be unlawful expropriation which was
compensable as per principles of international law.

While under customary international law, a State may forfeit property to enforce its
laws, without compensation, it does not incur responsibility only subject to an
analysis of proportionality and reasonableness.' This requirement for
reasonableness and proportionality is also subscribed by the European Court of
Human Rights in the case of James and Others v UK where it calls for reasonable
relationship of proportionality between expropriation and the aim sought to be
realised. For it 'the requisite balance will not be found if the person concerned has
had to bear 'an individual and excessive burden'[...]." It considers that 'a measure
must be both appropriate for achieving its aim and not disproportionate
thereto'."”' When X indirectly expropriates investment of Z for punishing acts of
corruption of its own officers, Z faces a severe burden for no fault of his own.
Compensation should thus be due as a balancing act, to remove any
disproportionate burden on Z of X's own officers' corruption. In Judge Rosalyn
Higgins words, the decision lies in deciding 'whether such losses shall be borne by
the individuals on whom they happen to fall (in which case [...] no compensation is
due) or whether they shall be socialized, i.e., borne by the common treasury...”
As Z faces loses owing to no fault of his, it only seems reasonable that the impact
of corruption on its investment should be compensated by the host-state.

Lastly, it is submitted that such compensation will be due to Z even if X's domestic
law provides for no compensation to its owns nationals in similar situations. This is
because, unlike nationals, investors generally play no part in the election or
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designation of its authors nor have been consulted on its adoption.' " Thus,
different considerations may apply to nationals and non-nationals and there may
well be legitimate reason for requiring nationals to bear a greater burden in the
public interest than non-nationals. " This view is supported by tribunals in Tecmed
v Mexico'” and Azurix v Argentina'”’. The tribunal in Quasar de Valores v Russian
Federation'” justifies compensation to investors even in cases of expropriation of
foreign assets for bona fide public interest on the basis that such exportation is
only for '...the accomplishment of regulatory objectives for the benefit of a
national community of which the investor in not a member.' Thus, as Z neither play
any part in election of the authors of corruption and nor benefited from the
community interest which X's national benefit from the cancelation and
confiscation of the Project, it should have a claim compensation despite their
being no equivalent provisions under domestic law.

Thus, in situations where a State cancels licenses or confiscates projects in the
infrastructure sector owing to corruption of its own officers in pursuance of its laws,
in a non-discriminatory way and complying with due process requirement, it must
compensate innocent institutional investors as a balancing act to remove the
disproportionate burden on them and to compensate for the unlawful acts of its
officers that cause the impairment to the investment. This is especially in light of
the fact that the confiscation/ cancellation is only occasioned owing to the corrupt
conduct of its own official. Such an approach is in line with the global sentiment of
focusing the consequences of corruption both on the demand and supply sides. If
States are permitted to cancel/confiscate projects tainted with corruption without
any consequences on itself, it would be counter-productive to the global fight
against corruption which is evidenced in the preamble of UNCAC."” In fact, the
requirement of compensation for indirectly expropriated investment of an
innocent institutional investor is supported by Article 34 of the UNCAC which
states that:

"With due regard to the rights of third parties acquired in good faith, each State
Party shall take measures, in accordance with the fundamental principles of its
domestic law, to address the consequences of corruption. In this context, State
Parties may consider a relevant factor in legal proceedings to annul or rescind a
contract, withdraw a concession or other similar instrument or take any other
remedial action.”

The essential elements to be taken from this provision is that while the
consequences of corruption may lead to the annulment or rescission of a contract
or the withdrawal of a concession, rights of third parties acquired in good faith
must be protected and given due regard. Thus, the question is nuanced when the
institutional investor's grievance is based on corruption as a third party to the
corruption. Once the institutional investor can establish that it is a “third party” that
acquired rights “in good faith” it would have certain protections recognised by
international law which should include compensation for investments indirectly
expropriated owing to confiscation / cancelation of infrastructure projects on
account of corruption of State officials. Similarly, when the indirect creeping
expropriation occurs owing to bad-faith and coercive acts of state-authorities it
would too be compensable.
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5. STANDARD OF PROOF OF CORRUPTION FOR AFFIXING STATE LIABILITY

It is undisputable that in cases where institutional investors assail to investment
arbitration seeking to affix state liability for corruption, the burden of proving
corruption will lie on them. Following the maxim onus probandi incumbit actori (or
actori incumbit probation), the prevailing principle in international dispute
resolution is that each party has the burden of proving the facts on which it relies.
" The procedural rules applied by international courts and tribunals recognize this
rule widely, and tribunals have consistently confirmed this in the case law." Thus,
the important question which needs consideration to affix state liability for
corruption in infrastructure projects using investment arbitration is not the burden
of proof but the standard of proof of corruption an institutional investor will have
to meet before the tribunal can reach a positive finding on the fact of corruption.

It is widely acknowledged that an allegation of corruption is a very challenging one
to prove owing to the difficulty of procuring direct evidence establishing its
existence. Despite this a number of commercial arbitration awards issued under
the International Chamber of Commerce (ICC) rules have proposed a standard of
proof higher than the balance of probabilities, to prove allegations of. ™' If one was
to examine the majority award in EDF v Romania, it may appear that the same high
threshold for proof of corruption exists even in investment arbitration. In that case
the Tribunal set a relatively high threshold for proof of corruption, stating that there
was general consensus among international tribunals and commentators
regarding the need for a high standard of proof of corruption.'® However, this
statement may not be entirely correct. In fact, some commentators have critiqued
the Tribunal in EDF as having imposed too high a standard of proof on the
Claimant and argue given that corruption is difficult to prove, tribunals should not
react by imposing an even higher burden of proof than usual. Some refer to the
tribunal's approach to the standard of proof has also been characterized as an
‘eyes shut' approach to proof of corruption ' A careful analysis of case law
establishes, contrary to the Tribunal's finding in EDF, that the standard of proof for
allegations of corruption in investment treaty cases remains contested, with some
arguing for tribunals to apply the general principle of balance of probabilities'™
and others supporting the implementation of a higher standard.'® This is primarily
because in admitting evidence as to alleged corruption, tribunals have
considerable discretion as to the admissibility and weight of evidence under
regularly applicable procedural rules."™ As a result, there has been no consistently
applied standard of proof by tribunals in the investment arbitration context with
regards to allegations of corruption. In fact, tribunals seem to sidestep formal
discussions of the applicable standard of proof and instead concentrate on the
evidence at hand and the probative value of such evidence in accordance with the
flexibility and authority afforded to them.'” It appears that once a tribunal finds that
evidence is sufficient to establish corruption in a given fact-scenario the institution
investor will be deemed to have satisfied the standard of proof for corruption and
the burden of disproving existence of corruption would shift of the host-state.
Scholars, particularly those focused on improving the effectiveness of arbitration in
combating corruption, too have argued the importance of such burden-shifting
advocating the greater utilization of a number of solutions to perennial evidentiary
problems in corruption.” Also apart from identifying
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appropriate instances where the burden of proof should be shifted they suggest a
number of techniques through which burden-shifting can be achieved including (i)
reliance on circumstantial evidence; (ii) drawing on factual findings in domestic
proceedings and (iii) drawing adverse inferences. In cases where institutional
investors seek to affix state liability for corruption the focus should be on
employing the aforesaid which could help them meet the standard of proof of
corruption and shift the burden of the host-state to disprove corruption.

A. Reliance on Circumstantial Evidence

Circumstantial evidence, particularly when direct evidence of corruption is
unavailable, is widely, albeit cautiously, accepted as a tool to evaluate allegations
of corruption by international tribunals."” The Methanex v. United States award is
instructive in this regard, as its endorsement of the 'connect the dots'
methodology to reach a conclusion based on proven facts and discusses the
applicability of circumstantial evidence in investment arbitration case law.'” Thus,
in reaching a conclusion of allegations of corruption tribunals consider a number
of factors including the inherent likelihood (or not) of corruption in the
circumstances and link between the advantage bestowed and the improper
advantage allegedly obtained,"”" which are not direct but circumstantial evidences
of corruption. In Metal- Tech, for example, the tribunal recognized the international
community's establishment of lists of indicators of corruption (or 'red flag') and
considered red flags including an advisor's lack of experience in the sector
involved and any close personal relationship the advisor may have with the
government that could improperly influence the latter's decision, to reach its
finding on existence of corruption.'” These 'red flags' can be conceived as
potential forms of circumstantial evidence that, once established, can lead to a
shifting of the burden of proof, requiring the rebuttal of allegations by evidence to
the contrary, failing which certain inferences and conclusions might be drawn.

In establishing it claim for State liability arising from corruption of its officers,
especially in cases where the alleged breach is of a primary obligation to refrain
from acting bad-faith or coercion, institutional investors often will find it difficult to
adduce direct evidence of demand of bribes by State officers or payment of bribes
by competitors. However, convincing evidence of bad-faith and coercive action
itself could play a crucial role as circumstantial evidence in satisfying the standard
of proof of corruption and shifting the burden to disprove corruption on the host-
state.

B. Factual findings in domestic proceedings

While tribunals have explored the question of the extent to which evidence
obtained during anti-corruption investigations could be used as evidence or
ordered for disclosure in an investment arbitration and whether evidence obtained
during investment arbitration proceedings could be disclosed to host State
investigating authorities, they have adopted varying approaches to conclusions
reached by local investigation authorities on the case in hand before it. In TSA
Spectrum v. Argentine, the arbitral tribunal came to its own conclusion that
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corruption was not established on the facts available, even though criminal
investigations had been started in Argentina in connection with the concession
and to which there had not yet been an outcome."” However, in Niko Resources v
Bangladesh the tribunal accepted and indeed solicited information from various
domestic proceedings and investigations and concluded that the investors' guilty
plea before Canadian courts was evidence enough that it had committed acts of
corruption.” Similarly, in Africa Holding Co. v Democratic Republic of Congo'”,
the tribunal agreed to take into account evidence from domestic criminal
proceedings.'” Likewise, in the Fraport v Philippines concurrent to the arbitration,
a law enforcement agency within the host State undertook an investigation as to
whether the investor had breached the host State criminal law. To assist with its
analysis as to whether or not the investment had been made 'in accordance with'
host State laws, the Tribunal ordered that the host-state disclose the entire case file
of that law enforcement agency in order to assist with the Tribunal's jurisdictional
analysis and then analysed that case file as compared to documents produced
during the arbitral proceedings.'”” In EDF v Romania too, the Tribunal compared
an initial interview of one of the investor's witnesses by the Romanian Anti-
Corruption Agency, during which he denied having any knowledge of the identity
of who had solicited a bribe, to the evidence given by that same witness during
the arbitration proceedings during which that witness made specific allegations
that a certain government official had solicited a bribe from him."”

When an institutional investor faces damages owing to corruption in the
infrastructure sector it is often caused, as discussed above, owing to a State's own
finding of corruption leading to cancelation of projects and confiscation of land
and licenses. In such situations, it would only be prudent for institutional investors
to rely on records in domestic proceedings with regards corruption of State
officials. A State after taking positive steps on basis of these proceedings, will find
it difficult to deny existence of corruption. Such evidence would undoubtedly
satisfy the standard of proof for corruption and shift the burden of the State to
establish why liability should not be affixed.

C. Drawing adverse inferences

According to the tribunal in Rompetrol Group N.V. v Romania '[w]hether a
proposition has in fact been proved by the party which bears the burden of
proving it depends not just on its own evidence but on the overall assessment of
the accumulated evidence put forward by one or both parties, for the proposition
or againstit."” This is because investment arbitration decisions concerning
investor wrongdoing seem to draw conclusions on the basis of inference, either
because a party did not produce evidence when asked to do so by the tribunal or
because that party should have had within its possession exonerative evidence but
did not produce it.”” The Metal-Tech tribunal considered that adverse inferences
can indeed be drawn in appropriate instances to prove corruption and states that
'the Tribunal may draw appropriate inferences from a party's non- production of
evidence ordered to be provided.”

Thus, institutional investors alleging corruption should take advantage of the
various mechanisms at their disposal to substantiate corruption allegations and
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overcome evidentiary obstacles. This would include requests for production of
documents™ from domestic proceedings and administrative decision making in
connection with the projects; inspection of originals®” and requests for
examination of witnesses including officers accused and subordinates™. If these
requests go unheeded, they may also request the tribunal to draw adverse
inferences.”” This will help institutional investors fortify its case for corruption and
establish a case of state liability.

6. MEASURE OF COMPENSATION FOR LOSSES OWING TO HOST-STATE CORRUPTION

Borzu Sabahi in his book Compensation and Restitution in Investor-State
Arbitration: Principles and Practice concludes that since the nineteenth and early
twentieth century arbitration cases involving protection of foreign nationals,
monetary compensation was the preferred remedy.”” One example he notes is the
Lusitania Cases.” which grew out of the sinking of the British ocean liner

Lusitania, torpedoed by a German submarine off the coast of Ireland on 7 May
1915, during the period of American neutrality. Of the 197 American citizens
aboard the Lusitania at that time, 69 were saved and 128 lost. The Government of
Germany assumed liability for the losses of the American nationals through its note
of 4 February 1916. A three-person commission presided over by umpire Parker
rendered a decision on the reparation due by Germany to the United States by
virtue of the losses suffered by American citizens. The tribunal deemed the
principle of monetary compensation the cornerstone of the international law of
reparation and noted:

“It is a general rule of both the civil and the common law that every invasion of
private right imports an injury and that for every such injury the law gives a remedy.
Speaking generally, that remedy must be commensurate with the injury received. It
is variously expressed as 'compensation’, 'reparation’, 'indemnity’, 'recompense’,
and is measured by pecuniary standards, because, says Grotius, 'money is the
common measure of valuable things”

It is thus not surprising that compensation is the most common type of remedy
sought and awarded in investor state arbitration cases.” With regards the measure
of compensation, Sabahi notes that in historically tribunals have awarded full
compensation and have required payment of money for both the actual material
damage (damnum emergens) and for lost profits (lucrum cessans).””” He traces the
source of this measure to Roman and civil law.”® He supports his conclusion by
citing various authorities including Edwin Borchard's seminal work in Diplomatic
Protection of Citizens Abroad which notes that 'international law ... has provided
no fixed measure by which damages may be assessed, but in this respect, has
followed the Roman and the civil law in vesting wide discretionary powers in the
judge or arbitrator.”" He submits that considering that the great majority of the
international disputes that were, in fact, litigated at the time involved economic or
other injury to foreign nationals or their property, this approach represented a
jurisprudence constant.””” This measure for compensation for injuries to foreign
nationals, prevalent since the nineteenth century is in line with ASRIWA under
which breach of a legal obligation which
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triggers duties by the violator to inter alia compensate for damages caused which
cover any financially assessable damage including loss of profits insofar as it is
established. *” Further, the ASRIWA commentaries to articles on kinds of reparation
under international law (restitution,””* compensation,”’” and interest*) refer to
individual-state disputes on a par with inter-state disputes. The article thus adopts
this measure of compensation under international law and submits that in cases
where bases of liability of host-state is breach of IlAs owing to corruption of State
authorities the compensation due to institutional investors will include payment of
money for both the actual material damage and lost profits.

As seen in Section 4, in cases of corruption by state authorities it is likely that there
will multiple violations of IIA arising from the same set of governmental acts. This
phenomenon reflects the level of convergence (and overlap) between and among
various bases of liability.”” Multiple violations, however, will not entitle institutional
investors to multiple sets of compensation. The rule against double recovery
prevents this.””® Thus, once liability is affixed for corruption the host-state will be
liable to make full compensation of the losses which will be a collective measured
for all bases of liability of the host-state.

7. CONCLUSION

While governmental corruption is sometimes known as passive’"’ this does not
imply that the state authority is a passive victim of the briber. In fact, most times it is
the state authorities who plays a more active and demanding role than the briber.
However, notwithstanding the acknowledgement state responsibility to eradicate
corruption under the UNCAC by its 176 members, many States have seemingly
viewed their international anti-corruption obligations as largely limited to
addressing the supply-side of bribery transactions, i.e. on the bribe givers.” even
with the increase in mutual legal assistance and civil society pressure that has been
wisely suggested by some, States lack the political will to assist in the investigation
and prosecution of their own officials and authorities.””’ One clear reason is that
States do not regularly face real consequences when they do not cooperate in the
battle against corruption.”” Thus while States have focused attention on disrupting
and prosecuting bribe payers, they have largely ignored or been reluctant to
robustly address the demand side of bribery, that is, the corrupt state authorities
who solicit or demand bribes™ The same holds true for corruption related cases in
investment arbitration where the majority discourse is towards examining
corruption as a preliminary defence to the claimant's case without focusing on the
consequences of corruption on the host-state.

Today there is, growing literature seeking to direct attention to the demand-side
aspects of global corruption.” However research into legal remedies aimed at the
demand-side of corruption has largely focused at the level of the individual
corrupt foreign official i.e. (i) strengthening transparency and reporting regimes,”
(ii) augmenting forfeiture mechanisms and (iii) in some rare case utilizing other
available extraterritorial criminal laws (like anti-money laundering laws) in order to
hold corrupt foreign officials accountable for bribe solicitation and extortion under
domestic laws.” This article attempts to change focus of legal remedies against
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the demand-side of bribery to host-states, and explores how investment arbitration
can be useful to hold States accountable under international law for corruption of
state authorities in the infrastructure sector.

One cannot deny the ever-growing need of institutional funding to meet the
capital requirement in emerging economies for infrastructure development and
the serious impact of corruption in the infrastructure sector has on institutional
investors. lIA are designed to protect investors and their investments and the need
of the hour is to protect institutional investors from this adverse impact of
corruption. As discussed above, corruption of state authorities violates some basic
primary obligation of the host-state under the investment treaty regime including
obligation not to impair investments through arbitrariness in state actions, bad-
faith or coercive actions, breach of legitimate expectations of the investor and
indirect expropriation. A State undeniably entails international liability for breach
of these primary obligations and investment tribunals have the jurisdiction to affix
such liability.

While it may not be the role of investment tribunals to act as international courts
acting to enforce the rule of law, by affixing State liability for losses suffered by
innocent third parties owing to corruption of state authorities investment tribunals
will implicitly perform such a role while maintaining its function of adjudication of
investment disputes. Adjudication of claims by innocent third parties against host-
states for corruption of state authorities will not only help in recovering the losses
caused by corruption but also change the focus of international investment law on
the demand-side of corruption. If States are held liable by international tribunals
for corruption of state authorities, it can provide the necessary push to create
political will in State to bring their focus on the demand-side of its international
anti-corruption law. Thus, by affixing State liability for corruption investment
arbitration can play a dual of role of providing restorative and retributive justice for
State corruption, through international law.
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