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Introduction

Central Europe presents an excellent case for analyzing the policy issues of investor-state
arbitration (ISA). While almost all Central European member states of the European Union
are part of the standard investment protection system, the region has seen most of the cases
launched against EU defendants (by EU and non-EU claimants). Central European countries
have been regarded as transitional economies (they joined the club of market economies
a quarter century ago) and, after the privatization wave of the 1990s, the region has been
characterized by the state’s strong market presence and various (sometimes haphazard) state
interventions in the competitive process.

The accession of Central European countries to the European Union (which occurred in
three waves: in 2004, 2007 and 2013) brought to light the problem of “intra-EU bilateral
investment treaties (BITs)” (that is, the EU-law compatibility of BITs among member states).
Older member states refrained from concluding BITs among themselves and from applying
the few they executed. However, in the last two decades, Central European countries (not part
of the European Union at that time) entered into numerous BITs with older member states.
With the enlargement of the European Union, these became intra-EU treaties, subjecting
new member states to contradictory obligations. In a remarkable matter (Micula v Romania),!
the tribunal enjoined Romania to pay compensation for revoking certain tax benefits for their
incompatibility with EU state aid law, while, soon after, the European Commission ordered
(in a formal decision) Romania to recover the compensation, since it qualified as illegal state
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aid (the compensation for the revocation of illegal state aid stepped into the latter’s place and
equally qualified as illegal state aid). As a result of these clashes between BITs and EU law,
the Commission launched infringement proceedings with the purpose of wiping out intra-EU
BITs and putting an end to this headache-producing dilemma.?

The purpose of this paper is to present Central European member states’ experiences with
investment arbitration, examining the legal questions peculiar to the region. First, it explores
the treaty and policy landscape. Second, it analyzes the problem of intra-EU BITs. Third, it
provides a selection of Central European non-expropriation cases. In these procedures, arbitral
tribunals judged measures that are part of the core of national regulatory sovereignty (such as
national privatizations, regulation of prices and curbing of monopolies), the fairness of national
court or administrative proceedings and the exercise of contractual rights. The paper ends with
the author’s conclusions.

The Treaty and Policy Landscape in Central Europe: Conformism
and Mavericks

The Central European picture on BITs and investor-state dispute settlement is fairly uniform.
All member states of the region that joined the European Union in 2004 or afterwards (in 2007
and 2013), with the exception of Poland, are parties to the International Centre for Settlement of
Investment Disputes (ICSID) 1965 Washington Convention (ICSID Convention).* However,
non-ICSID (typically ad hoc) arbitration is still widely used. Most Central European member
states joined the ICSID Convention in the early 1990s (Estonia and Lithuania: 1992; Czech
Republic: 1993; Slovak Republic and Slovenia: 1994);* Romania and Hungary joined the ICSID
Convention earlier, during the socialist era (in 1975 and 1987, respectively), Latvia and Croatia
in the late 1990s (1997 and 1998), while Bulgaria joined in 2001.

Due to the region’s relative uniformity, the analysis of the treaty and policy landscape is fairly
asymmetric, as two countries merit closer scrutiny: Poland and Hungary.

Poland has been averse to joining the ICSID Convention; anecdotal evidence suggests that the
main reason has been that the ICSID tribunals’awards are final and conclusive and enforceable
in the signatory states without any possibility to reject recognition and enforcement with
reference, for example, to public policy.® Awards rendered in investor-state arbitral proceedings
are recognized and enforced in Poland under the 1958 New York Convention, which does
allow the rejection of recognition and enforcement with reference to local public policy.®

Apparently, the lack of further review did not deter other Central European member states
from joining the ICSID Convention.

Hungary, while part of the standard international regime, tried to remove the roadblocks
to international investment arbitration through the introduction of a set of idiosyncratic
national rules that excluded the possibility to use arbitration in cases concerning (Hungarian)
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national assets. Although the rules enacted in 2011 and 2012 passed the test of the Hungarian
Constitutional Court (CC),” they proved to be unsustainable from a business perspective and
were, for the most part, repealed in 2015.

'The Hungarian regime rested on two pillars: entities in charge of national assets were prohibited
from stipulating arbitration (either foreign or Hungarian);® and disputes concerning national
assets were pronounced non-arbitrable.’

These provisions were challenged before the CC. However, the CC held that the provisions
in question either did not infringe treaty law or the tension could be lifted by Hungary, for
example, through making a reservation or denouncing the relevant convention. Although
acknowledging that the Parliament needed to take the necessary measures, it failed to adopt
any disposition calling on the Parliament to do so.

As to the domain of investment protection, the CC established, as a constitutional requirement,
that the new provisions may not affect existing BITs, and it was the government’s duty to
ensure the harmony between the provisions concerned and future BITs.” The rules covered
investor-state disputes, including cases in which the foreign state acted as a private investor,
but did not cover genuine inter-state disputes.!’ The CC also found that the new provisions
did not infringe the ICSID Convention either, since Hungary had various methods to bring
Hungarian law in line with the ICSID Convention."?

'The conformity of the above provisions with the 1961 Geneva Convention'® was more difficult
to demonstrate. The CC held that in the event article II(1) of the 1961 Geneva Convention
does authorize public entities to enter into arbitration agreements (that is, the court,
notwithstanding the clear treaty language, did not take the existence of such a right as granted),
the convention ensures the possibility for Hungary to opt out.' The mechanism suggested by
the court was rather odd: although such a reservation limiting the right to arbitration was
time-barred (article II(2) provides that such a reservation can be made only “[o]n signing,
ratifying or acceding to” the convention), Hungary could denounce the convention on the
basis of article X(9) and then re-enter it, this time with the reservation permitted by article
II(2).”* Such a denunciation would take effect 12 months after the secretary-general received
the notification of denunciation.

Contrary to constitutional scrutiny, these provisions did not stand the proof of business reality:
in fact, they failed very early, suggesting that arbitration is not only a “take it or /eave i#” but
even a “take it or Jeave” rule of international economic relations. The reason why they were
tried and found wanting was not legal — it was business. Hungary concluded an inter-state
agreement with Russia on the expansion of the nuclear energy plant in Paks (the country’s only
nuclear plant); Russia was not only a contractor, constructing new establishments, but also a
creditor financing the project. Although the agreement concerned national assets, it stipulated
arbitration. After the incompatibility of these measures was raised in the parliamentary
debate,'® the issue was addressed in the law. However, the result appears to be saliently
controversial. While the statutory language of the adopted provisions is fairly clear in that the
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earlier prohibition is abolished, the explanatory memorandum attached to these (which, as
a matter of practice, is regarded as an authoritative guidance of interpretation by the courts)
alleges that the amendment does not signify a backing down: “the provision has no new norm-
content,” the memorandom stated, and its only purpose is to make clear that international
treaties have precedence over national rules.”

Intra-EU BITs and EU Law

'The last waves of enlargement, for historical reasons, revealed new dimensions of intra-EU
investor-state dispute settlement. Although intra-EU BITs are not problems related specifically
to Central European member states, it was the accession of these countries that brought them
to light.

There appears to have been a general agreement among founding member states not to apply
pre-existing BITs;'® after the foundation of the European Economic Community (EEC),
apart from some exceptions, member states refrained from concluding BITs with sister states.
Although Germany entered into such an agreement with Portugal in 1980 and Greece in 1981,
these treaties have not been applied since the accession of Greece in 1981 and of Portugal in

1985. Hence, the problem of intra-EU BITs had long remained theoretical.

During the half century between the foundation of the EEC and the enlargements in 2004,
2007 and 2013, Central European countries concluded numerous BITs with the then members
of the European Union. After the accession, these agreements became intra-EU treaties’ and
put a new subject on the table of international legal scholarship.

Intra-EU BITs lie at the heart of investor-state disputes involving Central European states:
approximately two-thirds of the cases in the region are intra-EU matters.?® This means that
terminating intra-EU BITs (as demanded by the Commission and advocated by, among
others, the Czech Republic and Slovakia?') would do away with the overwhelming majority of
investment arbitration cases in the region.

The relationship between BITs and EU law in intra-EU matters may boil down to two inter-
related questions: the general compatibility of intra-EU BITs with EU law (that is, can BITs
be maintained among EU member states at all?) and the liability of member states for the
commands of EU law.?

General Compatibility of Intra-EU BITs with EU Law

The general compatibility of intra-EU BITs with EU law has generated a heated debate and a
good deal of uncertainty in Europe. As a rule of thumb, EU law does not tolerate bilateralism in
intra-EU matters (provided they come under its purview) and overrules agreements concluded
by two or more member states.”® The crucial question is, however, whether BITs address the
same subject matter as EU law.?*
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While old member states appear to champion intra-EU BITs,” reasoning that the protection
afforded by these treaties is both legitimate and necessary, new member states, understandably,
tend to reject the validity of these instruments.

While it became customary for respondent states to raise the objection of “intra-EU matter”
(as regards jurisdiction), this argument has been consistently rejected by arbitral tribunals.?
On the other hand, the European Commission has been clearly rejecting the validity of intra-
EU BITs (in a few arbitral proceedings, as amicus curiae, it consistently argued that EU law
overruled BITs in European “domestic” matters. As well, on June 18, 2015, it launched a
tew “pilot” infringement proceedings against five member states (Austria, the Netherlands,
Romania, Slovakia and Sweden) to have intra-EU BITs abolished and started a consultation
with the rest of the member states to have intra-EU BITs terminated (aside from Ireland and
Italy, which had already terminated all their intra-EU BITs).?

Under public international law, the issue of compatibility centres around the question of
subject matter: do the subject matters of intra-EU BITs and of EU law overlap? If they do, for
various reasons, EU law would probably have precedence over intra-EU BITs. If the subject
matter of investment treaties does not come under the scope of EU law, obviously no conflict
emerges. According to article 59 of the Vienna Convention on the Law of Treaties, an earlier
treaty is considered to be terminated if the parties conclude a later treaty covering the same
subject matter and the provisions of the two instruments are irreconcilable (or the parties’
intent to terminate the earlier agreement is ascertainable).?® Accordingly, the first question to
be answered is whether BITs and EU law have the same subject matter.

One arrives at the same conclusion under article 30, which deals with successive treaties and
follows the principle that later treaties abrogate earlier treaties (lex posterior derogat legi priori),
provided they have the same subject matter.”” In the event that “all the parties to the earlier
treaty are parties also to the later treaty” (as in the event of intra-EU BITs) and the later treaty
does not specify otherwise and article 59 does not apply, “the earlier treaty applies only to the

extent that its provisions are compatible with those of the later treaty.”

Seemingly, under EU law the exclusionary effect may be triggered by a mere conflict, that is,
EU law excludes conflicting national law even if the subject matters do not overlap. However,
the question of scope may still be relevant, since a conflict may emerge only if both regimes
apply in a given matter.» While article 351 TFEU addresses the question of treaties concluded

with third countries before accession,®

it is hard to find a specific provision on intra-EU
treaties. Nonetheless, the jurisprudence of the CJEU makes it clear that, in matters where it
applies, EU law has supremacy over pre-existing inter-member-state treaties and, hence, the
latter cannot be maintained if they conflict with EU law. Intra-EU BITs may infringe EU law
in numerous regards: they may entail discrimination between EU investors on the basis of
nationality, violating article 18 TFEU; they may encroach on the exclusive jurisdiction of the

CJEU, violating articles 267 and 344 TFEU; they may counter the principle of mutual trust

and sincere cooperation between EU member states, as embedded in article 4(3) Treaty on
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European Union (TEU); or they may create opportunities for forum shopping.** However, all
these allegations lead us back to our starting question: does EU law’s scope extend to investment
protection cases, or, to put it inversely, do these cases come under EU law’s subject matter? The
prohibition of discrimination on the basis of nationality (article 18 TFEU) operates only “[w]

% arbitral proceedings may encroach on the

ithin the scope of application of the Treaties™
CJEU’s exclusive jurisdiction only if the CJEU does have jurisdiction to judge expropriation

and other claims related to the nullification of benefits.

While it is easy to see that intra-EU BITs are, by their very nature, discriminatory, since they
confer benefits (substantive standards and an effective dispute settlement mechanism) on the
investors of a particular member state but not on all of them, it is more difficult to establish
that the subject matters of the BI'Ts and EU law completely overlap. It is also difficult to prove
that the CJEU has the power to award compensation in cases where national governments
expropriate investors’ assets.

It is worthy of note that the CJEU did exempt double taxation treaties from the rigor of
the prohibition of discrimination,® and there are close parallels between intra-EU BITs and
intra-EU double taxation treaties. In both cases, the alleged discrimination occurs between the
nationals of two other member states (and not between a foreigner and a national), both intra-
EU BITs and intra-EU double taxation treaties are extremely good for the internal market,
both do something EU law has no competence to do and the application of the principle of
non-discrimination to both would ruin these schemes, which are otherwise very beneficial to
free movement.

The most important benefit of BITs is the existence of the rules on the protection of the
investment (property), such as expropriation and other “treatment” standards (for example,
fair and equitable treatment) and the very effective dispute settlement mechanism.** While
it could be argued that notwithstanding its enormous practical significance, procedure is
accessory to substantive protection, these substantive standards are, however, not reproduced in
EU law. Although the respect of fundamental (human) rights is one of the cornerstones of the
European Union (it is a precondition of membership®” and is listed among the core values of the
European Union),* EU law contains no generally applicable effective mechanism to compel
member states to respect fundamental rights and freedoms, including expropriation claims.*
While the Charter of Fundamental Rights (the EU federal “bill of rights”), among others,
does provide for the protection of property,® it is, in principle, applicable to the institutions
and bodies of the European Union and applies to member states only when and to the extent
they are implementing EU law.*! Likewise, the general principles of law recognized by the
CJEU (such principles being the precursors of the Charter) established requirements that were
applicable to EU actors but not to member states.* The rationale behind this approach is that
the Charter was not meant to control member states but to limit the power of the “federal”
government; as, in a democratic society, no public authority may exist without human rights
limits, the CJEU established very early that the European Union has to respect human rights
even if those rights are not explicitly provided for in EU law. This culminated in the Charter,



Central European Perspectives on Investor-State Arbitration | 313

which, likewise, was not meant to be a general human rights “watchdog”but a clog on the EU’s
« » 43
tederal” government.

Although the CJEU has interpreted the term “implementing Union law” fairly widely,* the core
principle of the EU constitutional architecture was not called into question. It is worth referring
to the CJEU’s judgment in Siragusa,” where the court encountered a genuine investment
protection case: Siragusa made alterations to his property in a landscape conservation area and
was ordered to restore the site to its former state; he argued that the acts of Italy impaired his
right to property enshrined in article 17 of the Charter. It is easy to parallel this fact pattern
with the archetype of investor protection cases.

The CJEU came to the conclusion that the Italian authorities were not implementing EU
law* and confirmed that the purpose of the Charter is to ensure the protection of fundamental
rights in the sphere of EU activity (that is, it is not meant to shelter fundamental rights from
member states in general).¥

Taking the above constitutional architecture into account, it is easily understandable that
investors are hesitant to accept the argument that intra-EU BITs are superseded by EU
law, where, as far as member state action is concerned, EU law provides for no substantive
protection of property, and that they perceive the revocation of the BITs as an impairment
of their legitimate expectations. In this sense, intra-EU BITs are an element of the European
Union’s big human rights question; thus, the predicament should be solved as part of that.

An alternative way of making intra-EU BITs redundant would be the creation of an EU-
wide investment protection system.*® Such a regional duplicate could indeed do away with the
problem, but it would also confirm that fundamental rights are not protected effectively in the
European Union and may also interfere with the endeavours to find the proper arrangement
for protecting human rights against member states.

The debate is expected to be put to rest (at least as far as EU law is concerned), as on March
3, 2016, the German Federal Supreme Court (Bundesgerichtshof) submitted a preliminary
question to the CJEU concerning the general compatibility of intra-EU BITs with EU law.*

Can State Acts Mandated by EU Law Violate BI'Ts?

A large number of intra-EU investment disputes emerged from cases in which EU law (in
particular, state aid law) nullified benefits granted before accession. The claimed benefits were
lawfully promised but became unlawful subsequently, when the accession entered into force.
In these cases, the state entered into an agreement with an investor (or created a legitimate
expectation), and at or after the accession it was established that this arrangement contained
illegal state aid and had to be abolished. This appears to be a temporary issue, as in the event
benefits are promised and nullified after the accession, it can easily be argued that the investor
should have been aware of the illegality or at least the riskiness of the benefit.”
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It is worthy of note that cases involving an EU member state and a third country are governed
by article 351 TFEU, which provides that rights and obligations arising from treaties with third
countries that precede accession “shall not be affected by the provisions of the Treaties.”! In
Commission v Slovak Republic,’® the CJEU held that benefits protected by Slovakia’s BITs and
the Energy Charter Treaty (ECT)* antedating accession persist under article 351 TFEU.>*

In a federal state, the above scenario would entail no problem of interpretation: as a rule
of thumb, the power to enter into BITs is vested in the federal government, which cannot
refer to internal legal inconsistencies to escape liability. However, in these cases, the BIT was
concluded by the member state, while the withdrawal of the benefit was mandated by the
European Union.

This raises, for one thing, questions of supremacy:* obviously, no problem emerges if EU
law enters into force with immediate effect and prevails over benefits legally protected by
BITs. If BITs are not outright abolished (and, hence, the benefits concerned are not nullified),
the question to be answered is whether the “defense of superior orders” provides immunity
to member states, as the incriminated decision was made by the EU and not the national
government.

Furthermore, the global picture is even more intricate, as arbitral awards may have to be
recognized and enforced, and this may occur either in the European Union (where courts are
bound by EU law) or outside the European Union. Notably, the ICSID Convention does not
enable national courts to reject the recognition and enforcement of investment awards with
reference to public policy. In fact, courts of the place of enforcement have, in essence, no review
powers over such awards. Hence, arguably, arbitral tribunals may disregard EU law and still
adopt an enforceable award.

'The Commission has championed the theory that, due to EU law’s supremacy, benefits nullified
on the basis of EU state aid law may give rise to no valid claims. On the other hand, tribunals
have consistently rejected judging the question on the basis of EU law’s supremacy, although
they adopted diverging approaches regarding the “defense of superior orders.”

In Electrabel SA v Hungary,® the tribunal, in essence, came to the conclusion that the
termination, through a national legislative act, of the investor’s long-term power purchase
agreements with MVM (the Hungarian national electricity giant)*” was not attributable to
Hungary, since this was mandated by the Commission’s formal decision.’® Hence, Hungary
was not the proper respondent to be sued to the extent its acts were determined by the
Commission’s state aid decision (“defense of superior orders”). The award suggests that the
EU should have been sued instead. However, the tribunal did investigate (although done to
implement the Commission decision) those acts as to which Hungary had a certain leeway;
these were regarded as Hungary’s own acts.

The claimant’s expropriation claim was summarily rejected: the power purchase agreement
itself was not considered to be a protectable investment, and its termination did not deprive
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the claimant’s investment in the power plant of its value.59 Hence, the case centred around the
ECT’s “treatment” provisions.

'The tribunal established that the relationship between the ECT and EU law is somewhat
special, hence, “the ECT should be interpreted, if possible, in harmony with EU law.” As
well, the tribunal came to the conclusion that “there can be no practical contradiction between
the ECT and EU law in regard to the [Commission’s] Final Decision” — “the ECT does not
protect the claimant, as against the Respondent, from the enforcement by the Respondent of
a binding decision of the European Commission under EU law.”! However, the European

Union itself is not shielded from liability under the ECT.®2

Nonetheless, the tribunal also established that the immunity Hungary enjoyed as a result of
the Commission’s state aid decision ranges only to the point where it has no autonomy of
action.® Once a particular detail is left to the discretion of the member state or is not spelled
out by the Commission’s decision, the member state’s individual liability emerges and the
tribunal will scrutinize this under the applicable standards.**

Contrary to the above, in EDF International SA v Hungary,* which was launched by another
investor but based on the same fact pattern as Electrabel, the tribunal decided for the claimant
(in an ad hoc arbitral proceeding conducted under the United Nations Commission on

International Trade Law [UNCITRAL] rules).®® Unfortunately, the award is not publicly

available, so the tribunal’s arguments cannot be reconstructed.

In Micula v Romania,* the tribunal condemned Romania for withdrawing certain benefits,
although this was mandated by EU state aid law. This case presents the clash between BITs
and EU law spectacularly, demonstrating the vicious circle®® encapsulated in this issue: after
Romania provided compensation to the claimants (as ordered by the tribunal), the Commission
established that the compensation qualified as state aid (stepping into the place of the illegal
subsidy it was meant to make up for) and ordered Romania to recover the original financial

benefit provided.

The dispute emerged in the context of Romania’s introduction and subsequent revocation
(during the accession negotiations) of certain economic incentives for companies operating in
underdeveloped regions.®” The tribunal established that there was no real conflict between the
BIT and EU law, since at the relevant moment Romania was in the negotiation stage and not
subject to EU law.”

The tribunal held that notwithstanding the fact that Romania’s conduct was, for the most
part, reasonable and “appropriately and narrowly tailored in pursuit of a rational policy” (i.e.,
EU accession), it did undermine the investors’ “legitimate expectations with respect to the
continued availability of the incentives” and, hence, qualified as unfair or inequitable and was
not sufficiently transparent.”” Romania, with the support of the Commission, sought ICSID
annulment of the award, but its plea was rejected.”



316 | Csongor Istvan Nagy

The disagreement between the decisional practice of arbitral tribunals and the Commission’s
stance brings about a vicious circle. In Micula, after the tribunal rejected the “defense of
superior orders” and ordered Romania to pay compensation, the Commission established that
the compensation paid for the termination was the equivalent of the illegal state aid it was to
make up for.”® Hence, the beneficiaries were ordered to return the financial benefits received.”
As the claimants (beneficiaries) appealed to the General Court,” it was hoped that the EU
judiciary would soon put an end to this headache-producing controversy. However, recently,

the applicants withdrew the claim and, hence, the court removed the case from the register.

Nonetheless, it is dubious whether the Commission’s efforts are capable of providing watertight
protection to member states against their monetary liability for acts adopted in defiance of
investment law. Outside the realm of the ICSID Convention (in cases conducted, for instance,
under the Arbitration Rules of the Stockholm Chamber of Commerce (SCC), the International
Chamber of Commerce Arbitration Rules or UNCITRAL), public policy may serve as a valid
defence for the state under the 1958 New York Convention, bilateral agreements or domestic
law. However, articles 53 and 54 of the ICSID Convention exclude the review of ICSID
awards (which are not subject to any appeal and any public policy review).” Accordingly,
at least under the ICSID Convention, recognition and enforcement cannot be rejected with

reference to public policy.””

Although, in Eco Swiss China Time Ltd v Benetton International NV,"® the CJEU held that
national courts have to enforce EU public policy in procedures for the annulment of arbitral
awards, it also made it clear that this obligation persists only if national law does require the
court “to grant an application for annulment founded on failure to observe national rules
of public policy.”” To put it otherwise, it is a precondition that national law provide for the
possibility of public policy review.®* The ICSID Convention does not provide for such a
possibility.

Notwithstanding the above, the enforceability of arbitral awards falling foul of EU state aid law
has given rise to diverging interpretations. The Commission, at numerous occasions, advanced
(as amicus curiae) that an award going counter to EU law would not be enforceable in the
European Union.®! This position did have an impact on national judicial practice. On January
26, 2016, the Court of First Instance of Brussels pronounced an arbitral award unenforceable
with reference to the violation of EU state aid law.*> However, it should not be ignored that the
ICSID Convention creates a global system and the judgment creditor, as a matter of course,
may seek enforcement outside the European Union, where the Commission’s arguments may
have less persuasive authority. This took place in Micula, in which, in April 2015, the ICSID
award was converted into a judgment.® Currently, the appeal is pending before the US Court

t.84

of Appeals for the Second Circui
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“Treatment” Matters and Regulatory Autonomy

Genuine expropriation claims against Central European countries have been relatively rare.
Most cases have been primarily based on the BITs “treatment” provisions. These cases centred
around state intervention into the market (for example, price regulation), the fairness of national
(administrative or judicial) procedures, public tenders or contractual disputes. While tribunals
have been fairly deferential, they have not been reluctant to review national administrative and
judicial procedures and civil law disputes.

An allegedly common feature of the Central European region is the state’s strong market
role, which may appear in the form of intensive state intervention in the operation of the
market and intrusive trade regulation. This allegedly intensive state intervention (although it
does not qualify as direct or indirect expropriation) occasionally gave rise to claims on the basis
of the BITs “treatment” provisions.

In AES Summit Generation Limited, AES-Tisza Erémii Kft v Hungary,® the dispute arose from
Hungary’s reintroducing regulated prices. AES Summit purchased AES-Tisza (at that time
Tiszai Er6mi Részvénytarsasig) in 1996 and agreed to complete a retrofit of the power plant’s
existing units and to construct a new power plant. MVM, Hungary’s electricity monopoly,
entered into power purchase contracts that set the price according to a contractual formula.
After the prices charged by AES-Tisza to MVM entailed a general outcry, Hungary introduced
regulated prices.

The claimants’ expropriation claims were summarily rejected: although the regulated prices
decreased profitability, they did not deprive the investment of its value.¥” The price regulation
was also tested under the treatment standards (fair and equitable treatment, unreasonableness
and discrimination). However, the tribunal was fairly deferential and rejected the claims. The
claimants’reference to the frustration of legitimate expectations was rejected because Hungary
made no specific promise not to regulate prices.*® Interestingly, at the relevant time, Hungary
was, in the form of MVM, the dominant buyer of electricity, and although the legislative act
(decree) was of general application, it affected (also) the contractual relationship between MVM
and AES-Tisza. As to due process, arbitrariness and transparency, the tribunal established
that not all imperfections amount to a failure to provide fair and equitable treatment.® The
tribunal concluded that Hungary’s “process of introducing the Price Decrees, while sub-
optional, did not fall outside the acceptable range of legislative and regulatory behavior.”*® The
tribunal, using a fairly deferential standard, also dismissed the claim that Hungary impaired
the investment by unreasonable and discriminatory measures.” The tribunal afforded Hungary
a very wide margin of appreciation as to whether the measure served a legitimate end.” The
tribunal accepted Hungary’s argument that power plants (including AES-Tisza) were afforded
excessively high profits under the power purchase agreements, entailing higher burdens for
consumers.” Hence, regulation of the prices served a legitimate end” and was reasonable,
proportionate and consistent with the public policy pursued;” it ensured the claimants a
reasonable return® and was not discriminatory.”
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In Electrabel SA v Hungary,”® the tribunal considered that the claimant could not legitimately
expect Hungary not to introduce regulated prices” and rejected the claimant’s allegations that
the introduction of price regulation was backed by populist politics: according to the tribunal,
political rhetoric is part of the democratic process and does not overshadow rational policy
considerations.'®

In United Utilities (Tallinn) BV v Estonia," the dispute resulted from the Estonian competition
authority’s refusal to approve the price hikes proposed by Tallinna Vesi (a water supply
company operating in Tallinn). Tallinna Vesi and the city of Tallinn entered into a contract
that determined the prices, connecting tariff hikes to the change in the consumer price index.
'The Public Water Supply and Sewerage Act (enacted subsequent to the conclusion of the
contract) subjected tariff changes to the competition authority’s approval and followed the
“justified costs plus reasonable margin” test. Relying on this test, the competition authority
disapproved the tariff hikes proposed by Tallinna Vesi, which commenced arbitration claiming
compensation for the enterprise’s losses. The case is pending before the ICSID.

A considerable part of the investor-state disputes launched against Central European countries
concerns national legal proceedings, regulated tenders and civil law matters.

In Nordzucker AG v Poland,'® the tribunal rejected the claimant’s complaints, which were
submitted because of Poland’s rejection of extending privatization and of alienating further
shares in a partially privatized enterprise. The dispute arose from Poland’s decision to stop the
privatization of the sugar industry. Poland allegedly stepped back from the sale of two state-
owned Polish sugar plants during the privatization of the Polish sugar sector. The investor
acquired sugar plants accounting for eight percent of the Polish sugar market. It argued that
it had legitimate expectations to acquire further sugar plants. These further acquisitions would
have increased the investor’s market share to 20 percent. The arbitral tribunal rejected the
claims, establishing that the claimant had no legitimate expectation to acquire further sugar
plants, Poland negotiated in good faith and its decisions were not arbitrary.

In Binder v Czech Republic,'” the tribunal was called upon to review the fairness of the
investigations and procedures carried out by the Czech customs authorities. The claimant was
the customs guarantor for the debts of a company, which failed to pay its customs debts, and
this allegedly made the claimant’s company bankrupt.

Dan Cake (Portugal) SA v Hungary' is one of the very rare cases where a state was condemned
for a judicial error. The Hungarian bankruptcy court opened a bankruptcy proceeding against
the claimant’s subsidiary in Hungary, Danesita. With the help of its parent company, Danesita
reached agreements with various creditors and requested that the court convene a “composition
hearing” to enter into a compromise with the creditors. However, the court rejected the
request for a hearing.!® Shortly thereafter, the sale of Danesita’s factory was announced by
the liquidator. The tribunal established that the rejection to convene a hearing amounted to

6

a “flagrant violation” of Hungarian law;'® and although “[i]t is impossible...to determine

whether a composition agreement would have been reached if a composition hearing had been



Central European Perspectives on Investor-State Arbitration | 319

convened,” this deprived the claimant of the fair and equitable treatment (in the form of denial
).107

of justice
In Nykomb v Latvia,"® the investor’s subsidiary, Windau, constructed a power plant and
entered into a power purchase agreement with Latvenergo (the single buyer of electric power
in Latvia). The price was regulated by Latvian law, which provided for a double tariff for a
period of eight years as from the plant being put into operation. Subsequently, the law was
amended and provided for a 0.75 tariff. After Latvenergo refused to pay the double tariff,
Nykomb launched arbitral proceedings with reference to the ECT’s treatment provisions (fair
and equitable treatment, prohibition of arbitrary and discriminatory measures, etc.).

The tribunal established that Windau had both a statutory and a contractual right to the
double tariff (i.e., the power purchase contract not only referred to the tarift set by the law but
also incorporated these tariffs, creating an independent contractual basis). While the statutory
right was revoked by Latvia, Latvenergo could have (and should have) honoured its contractual
obligation to pay the double tariff. Although this facet of the case appeared to be a genuine
contractual dispute, the tribunal condemned Latvia, attributing Latvenergo’s breach of contract
to the Latvian state.’” The tribunal established that, for a period of eight years, Latvenergo was
obliged to pay a double tariff, and the failure to pay a double tariff was attributable to Latvia.''®
It was also established that the non-payment was discriminatory, as Latvenergo did pay a
double tarift to two other Latvian power plants.

In Vigotop Ltd v Hungary,""" the claimant envisaged constructing a casino (King City), and, for
this purpose, concluded a concession agreement with Hungary. The annex of this agreement
listed numerous locations and provided that the casino could be constructed at any of them.
Before the publication of the call for tenders, the claimant concluded a land swap agreement
to acquire title over a plot near Sukoré (one of the plots subsequently listed in the tender).
The claimant’s project company was announced as the tender’s winner."'? Two hours after
the concession contract was signed, the ministry of finance issued a press release stating that
negotiations would be started as to the Sukoré land swap “with the aim of restoration of the
original — pre-land-swap condition.”® In the end, the Hungarian court established that the
acquisition of the Sukoré site was illegal and ordered the restoration of the initial status.!*
Although the claimant could have chosen any of the plots listed in the concession agreement’s
annex (which listed 133 locations),'® it insisted on constructing the casino on the Sukor6 site
and secured no other site for the purpose of the concession contract. As a corollary, Hungary
terminated the concession agreement and demanded the payment of a penalty as stipulated
in the contract. The legal dispute concerning the termination was pending at the time of the

ICSID proceeding.

The matter’s pivotal legal question was whether Hungary’s termination of the concession
contract came under the scope of the applicable BIT. Namely, Hungary’s termination of the
contract was a private act, giving rise to a purely contractual dispute.'* However, the tribunal
did not shy away from adjudicating the commercial dispute. It examined whether Hungary had
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public policy reasons (contrary to purely contractual ones) to terminate the contract, whether
the termination had a contractual basis and whether it was legitimate (i.e., whether Hungary
acted in good faith). Although Hungary was afforded some deference, the tribunal’s analysis
suggests that it was willing to scrutinize the private law issues in parallel to and independently
of any national court judgment.'” Finally, the tribunal found that Hungary had a solid
contractual ground to terminate the concession agreement and exercised its right in good
faith. The claimant failed to secure a suitable plot for the purpose of the concession contract.!®

Summary and Conclusions

Central European member states follow a relatively uniform approach to ISA. All of them
entered into numerous standard BITs with various EU and non-EU countries, and, with
the exception of Poland, all of them are parties to the ICSID Convention. This uniformity
suggests that BI'Ts and ISA have had no alternative in the region. Although Hungary recently
introduced a set of anti-arbitration provisions, which also concerned investor-state disputes,
it later felt compelled to revoke these due to economic considerations. Hungary’s attempt to
defy the settled pattern of investor-state dispute resolution demonstrates how difficult (or even
impossible) it is to square unilateralism with the current framework of international economic
relations.

The accession of Central European countries to the European Union brought to light the
problem of intra-EU BITs. While investment tribunals have consistently followed the
approach that EU law does not overrule intra-EU BITs, the European Commission launched
infringement proceedings with the aim of uprooting bilateral investment protection from
European “domestic” matters. As investment arbitration is a global regime, the Commission’s
approach may be feasible only if it is reflected outside the European Union as well, especially in
the judicial practice of recognition and enforcement. However, as the ICSID Convention does
not allow for public policy review, it is expected that European regionalism, without specific
action, may not triumph over investment arbitration’s globalism.

Although intra-EU BITs may at first glance appear to be only a technical issue, in fact they
go to the heart of European integration. It is submitted that the cause of the controversy is
the lack of an effective EU mechanism for the protection of human rights, including the right
to property. While the effective protection of investments is at the core of BITs, this is not
reproduced in EU law, at least not on the level guaranteed in BITs. Taking this into account,
it is difficult to argue that, as a matter of practice, the subject matters of BITs and EU law
considerably overlap. It is submitted that the problem of intra-EU BITs could be satisfactorily
solved only as part of the European Union’s general human rights question.

Most of the claims submitted against Central European member states have centred around
“treatment” issues. Genuine expropriation claims have been rare. Most matters have involved
state intervention into the competitive process, fair trial (due process) grievances and contractual
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disputes. While tribunals have been fairly deferential, they have been consistently willing to
engage in reviewing the above measures.

The arbitral practice may suggest that the arbitral tribunals’ extraordinarily wide powers are
not necessarily backed by an ossified decisional practice. Arguably, the extremely high stakes
involved in investment arbitration would call for a consistent and predictable system based
on transparency and institutional legitimacy, while the contradictory decisional practice of
arbitral tribunals may undermine the system’s reputation. For instance, as regards member
states’ liability for acts mandated by EU law, in Electrabel SA v Hungary, the tribunal essentially
accepted the “defense of superior orders,”" while in EDF International SA v Hungary, which
was based on the same state aid saga, this defence was rejected.

As to whether the jurisdiction of investment arbitration extends to purely contractual claims,
Central European experiences show a similar inconsistency. It has been a long-standing,
settled practice in investment arbitration that “[a] treaty cause of action is not the same as a
contractual cause of action; it requires a clear showing of conduct which is in the circumstances
contrary to the relevant treaty standard,”? and it is “the exercise of its sovereign authority
(puissance publique)” and not contractual rights that is subject to the jurisdiction of investment
arbitration.”' On the other hand, the Vigozop tribunal had no scruples about scrutinizing
whether Hungary’s use of its contractual rights was justified by the contract or not. While
such contradictions are inherent in schemes based on ad hoc bodies and proceedings, they may
obviously undermine the system’s credibility and legitimacy.
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