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In recent years, the countries of Eastern Europe have emerged
as highly attractive destinations for foreign direct investment
(FDI). Having shed their legacy of state-controlled economic
policies and embraced market reforms, these states have managed
to attract investors from around the globe seeking to capitalise
on opportunities arising from this historic and ongoing trans-
formation. In furtherance of this trend, Eastern European states
have entered into a variety of international treaties designed to
protect foreign investment and thus to induce the further inflow
of needed capital. Investors, for their part, have frequently taken
advantage of such treaties to protect their rights, in some cases
pursuing international arbitration claims worth hundreds of mil-
lions of dollars.!

The accession of many Eastern European countries to the
European Union in recent years, however, has raised a number of
questions regarding the interaction of EU law and the obligations
that those countries have undertaken under their investment trea-
ties. Investors participating in the Eastern European market — and
those who seek to do so — must be aware of these developments
as they consider their investment strategies for the region.

Eastern Europe as a destination for FDI

The increase in FDI in Eastern Europe in recent years has
been nothing short of dramatic. With GDP figures more than
tripling over the past decade in many such countries, FDI has
consistently poured into their economies, contributing to these
states’ rapid development while providing substantial returns to
investors. For example, according to statistics from the United
Nations Committee on Trade and Development (UNCTAD),
Poland’s total FDI increased from US$11.463 billion in 1996
to US$103.616 billion in 2006.2 The trend over the decade
was similar in neighbouring states: in Hungary, the figure
increased from US$13.282 billion to US$81.76 billion; in the
Czech Republic, from US$8.572 billion to US$77.46 billion;
and in Slovakia, from US$2.046 billion to US$30.327 billion.3
UNCTAD’s 2008 World Investment Prospects Survey ranks
four Eastern European countries — Poland, the Czech Republic,
Bulgaria and Romania — among the top 30 preferred locations
for FDL.#

Protection of FDI in Eastern European countries

Among the features that make Eastern European countries such
attractive destinations for investment are those states’ numerous
bilateral investment treaties (BITs) with other states, including
many EU member states. BITs provide a number of substantive
protections to foreign investors by requiring the host state to
provide certain standards of treatment to foreign investments. For
example, most BITs prohibit the host state from discriminating
against foreign investors and in favour of domestic competitors, or
competitors from a third state. In addition, BITs often require that
if a host state expropriates an investment, it must also provide full
compensation to the affected investor. BITs also typically obligate
the host state to treat foreign investors in accordance with certain
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internationally recognised principles, such as ‘fair and equitable
treatment’ and ‘full protection and security’, and may contain pro-
visions limiting the host state’s freedom to restrict financial trans-
fers or impose ‘performance requirements’ on foreign investment.

Just as importantly, most of the Eastern European states’ BITs
contain provisions allowing investors to submit claims for host
state violations of the BIT to international arbitration. Awards
rendered in such arbitrations are binding and may require the
host state to pay substantial monetary damages to the injured
investor. The possibility of such damages awards can be useful not
only in obtaining relief for harm caused by adverse government
actions, but also in discouraging such actions at the outset, or in
negotiating mutually acceptable resolutions to disputes with the
host state.

Many Eastern European states have entered into a large
number of such BITs. For example, the Czech Republic has
entered into well over 70 BITs, with states as diverse as the
Netherlands, Pakistan and Venezuela. Similarly, Hungary has
entered into more than 50 BITs; R omania, Slovakia, Latvia, and
Lithuania, more than 40; Bulgaria, Poland, and Slovenia, more
than 30; and Estonia, nearly 20. Investors from both EU member
states and non-EU states may thus be able to benefit from BIT
protections when investing in Eastern Europe.

EU accession and its implications

In May 2004, 10 countries — including the Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia
—acceded to the EU.They were followed in January 2007 by
Bulgaria and Romania. In joining the EU, these states gained
access to the world’s largest free trade zone (by market size),
significantly expanding their market reach and growth potential,
and solidifying their integration into the Western political and
economic community. These developments have made Eastern
Europe a still more attractive investment destination.

EU accession, however, has also given rise to complications.
As a condition of joining the EU, each of these states had to
ensure that its domestic laws and regulatory systems conform to
EU legal requirements. Accordingly, each state had to undertake
a lengthy process of reform and adjustment, removing certain
regulatory restrictions, implementing others, and developing new
institutions.

Further, these states’ EU accession has raised questions regard-
ing the status of their various treaty commitments, including
their commitments under BITs entered into before and after
EU accession. To the extent that certain BIT obligations might
potentially conflict with EU legal requirements, there is a ques-
tion whether investors from other states can continue to rely on
the BITS’ protections when making investment decisions. This has
given rise to conflicting views among commentators, litigation
in the European Court of Justice, and discussion in several recent
arbitral awards.
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Conflicts between EU law and BITs with non-EU states

The perceived tensions between EU law and new EU members’
BIT obligations arise in two primary contexts: BITs with non-
EU states, and BITs with other EU member states. In the first
context, there exists the potential for direct conflict between EU
law on the one hand, and a BIT between an Eastern European
state (eg, Poland) and a non-EU country (eg, the United States)
on the other hand. Under article 307 of the EC Treaty — a pro-
vision to which all EU members are required to adhere — EU
member states must take all appropriate steps to eliminate any
incompatibility between the EC Treaty and any other agree-
ments which they may have entered into, such as BITs with other
states.>

This tension can lead to very real conflicts within the EU
system itself. For example, the European Commission has filed
cases against Austria, Sweden and Finland in the European Court
of Justice (ECJ), alleging that all three countries (who joined the
EU in 1995) failed to comply with their obligations under EU
law to take ‘all appropriate steps to eliminate the incompatibility
between their pre-accession bilateral investment agreements’
and EC law.® According to the Commission, because these
BITs do not include exceptions allowing for the possibility of
EU-wide controls on capital flows in exceptional circumstances,
Austria, Sweden and Finland’s failure to amend the BITs has left
them in breach of the EC Treaty.” An advocate general of the
European Court of Justice has issued opinions in support of the
Commission’s position.8 ‘Free transfer’ provisions are common in
modern BITs, suggesting that the same issue could well arise with
respect to those Eastern European member states who acceded in
2004 and 2007.

At the same time, the new EU member states also face pres-
sure from another direction: from investors objecting under BITs
to actions that EU law requires of the states. Indeed, various
attempts by these new member states to comply with EU law
have given rise to BIT arbitration claims by frustrated inves-
tors. For example, in response to a Commission determination
that certain long-term power purchasing agreements (PPAs)
between a Hungarian state-owned utility and foreign-owned
investors (including a US company) violated EU rules on ‘state
aid’, Hungary terminated the PPAs. In response, the foreign
firms initiated arbitration proceedings against Hungary at the
International Centre for Settlement of Investment Disputes
(ICSID).?

These arbitrations are likely to raise important questions
regarding the relationship between EU law and BITs. On the
one hand, there is an argument that Hungary’s obligations under
its BITs stand unaffected. Under article 30(4)(b) of the Vienna
Convention on the Law of Treaties, a treaty between two parties
will not be superseded by a subsequent treaty that one of the par-
ties enters into with a third party.!? Thus, to the extent that inves-
tors hail from countries that are not parties to the EC Treaty, they
may argue that article 30(4)(b) of the Vienna Convention man-
dates application of the relevant BITs. Further, another provision
of article 307 of the EC Treaty states that as a general rule the EC
Treaty itself is not intended to affect ‘rights and obligations’ from
treaties that EU member states entered into with non-EU states
prior to accession,!! and article 30(2) of the Vienna Convention
provides that when a given treaty specifically states that it is ‘not
to be considered as incompatible with, an earlier or later treaty’,
then the earlier or later treaty (here, a BIT) is to prevail. On the
other hand, there is an argument that Hungary’s EU law obliga-
tions have affected its obligations under its BITs in a way that
investors should have known and expected. Interestingly, the
Commission has sought to intervene in the dispute as an inter-

ested non-party, or amicus curiae, on the side of Hungary.!2
Some non-EU states have taken deliberate steps to try to
eliminate or reduce any tension between their BITs with the new
EU member states and EU law. For example, prior to the 2004
accessions, the United States engaged in extensive negotiations
with the Commission, with the aim of amending its BITs with
the acceding states and thereby harmonising those treaties with
EU requirements. As a result of those negotiations, the United
States, the Commission and the acceding states entered into an
‘Understanding’ regarding revision of the BITs to increase con-
formity with EU law.13 Subsequently, the United States entered
into protocols with certain of the acceding states, revising the
respective BITs. Among the specific BIT provisions adjusted
through the protocols were those concerning performance
requirements, which the new EU member states were permit-
ted to adopt in certain market sectors (such as agriculture).14 In
addition, the protocols limited the requirements of national treat-
ment and most-favoured-nation treatment as applied to future
investments in certain sectors.!> Shortly after the 2004 accessions,
Canada similarly reached an agreement with the Commission
to develop amendments to its investment treaties with new EU
member states.10

Conflicts between EU law and BITs with EU member states
The second context in which tension between Eastern European
BITs and EU law has arisen is in BITs between Eastern European
states and other EU member states. In this context, both the
Commission and some of the new EU member states have taken
an assertive stance regarding the primacy of EU law.

In 2006, European Commission officials issued an informal
note on this issue to the Economic and Financial Committee
(EFC), an entity that reviews the EU’s internal market poli-
cies. In the note, the Commission referred to the existence of
BITs between EU member states and commented that ‘[t]here
appears to be no need for agreements of this kind in the single
market and their legal character after accession is not entirely
clear. It would appear that most of their content is superseded
by Community law upon accession of the respective Member
State17 Thus, the Commission took the position that EU law
should in effect supersede the provisions of any BITs that the
newly acceded Eastern European states had previously entered
into with existing EU member states. In response, the EFC stated
in its 2006 annual report that ‘in order to avoid legal uncertainties
and unnecessary risks for member states in the unclear situation,
member states are invited to review the need for such agree-
ments; and inform the Commission about the actions taken in
this context so that progress can be reviewed by the EFC by the
end of 2007.18

Recently-acceded EU member states that find themselves
facing BIT claims from investors in other EU member states may
be tempted to invoke this notion that their intra-EU BITs have
been implicitly terminated, in order to defend against the BIT
claims. Article 59 of the Vienna Convention provides that a treaty
between two states may be terminated if the same two states
enter into a subsequent treaty covering the ‘same subject matter’
as the first treaty, and if either the states indicate their intent that
the later treaty shall govern the matter, or the provisions of the
two treaties are so incompatible that they cannot both be applied
at the same time. A state facing an investor’s BIT claim may
characterise the BIT or particular BIT provisions as encompass-
ing the ‘same subject matter’ and, therefore, as superseded by the
relevant provisions of EU law. On the other side, investors can be
expected to argue that the BIT parties have not formally termi-
nated the relevant BITs, and that the allegedly competing obliga-
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tions of the BITs and EU law are capable of being reconciled.

At least one Eastern European state has already attempted
— without success — to invoke an inconsistency between EU law
and a BIT with another EU member state as a defence to arbi-
tration claims brought by investors from the other EU member
state. In Eastern Sugar v Czech Republic, a Dutch company brought
claims against the Czech Republic based on allegedly discrimi-
natory application of agricultural quota rules, which it claimed
violated the Netherlands—Czech BIT.The Czech Republic
argued that all of its BITs with other EU member states had been
implicitly terminated when it acceded to the EU. The tribunal
in that case rejected the argument and then proceeded to find in
favour of the Dutch investor on certain of its claims.!? A tribu-
nal in a separate case brought against the Czech Republic by a
German investor, addressing a similar Czech Republic argument,
has reportedly reached a similar conclusion.20

Expansion of EU competence to investment issues
Another potential development on the horizon could have far-
reaching implications for the future of all EU member states’
BITs. For a number of years, the Commission has sought to
increase the scope of its authority over issues concerning FDI.
The proposed EU Constitution, and subsequently the Lisbon
Treaty (or Reform Treaty) — particularly article 207(1) thereof

— explicitly grant the EU ‘competence’ in that field. What is not
yet clear is whether such competence would extend merely to
investment ‘liberalisation’ — that is, admission of new investment
— or whether it would additionally cover the protection and treat-
ment of existing investment.2! If the Lisbon Treaty is ultimately
adopted, and if a broad interpretation of article 207(1) is accepted,
the Commission may move to take over the role of the various
member states in negotiating and concluding new investment
treaties, overhauling existing investment treaties, and perhaps
even defending BIT claims brought against EU member states
(as the Commission does at the WTO).The Lisbon Treaty and its
interpretation bear close watching, as they may have important
effects on the status of the various EU member states’ BITs with
one another and with non-EU states, as well as the rights of con-
cerned investors.

* % %

The accession of various Eastern European states to the EU both
presents new opportunities and raises complex questions for
investors in that region. The potential for conflict between invest-
ment treaties and EU law creates some uncertainty regarding the
strength of the protections such treaties will provide to investors.
However, given the enormous stakes involved for investors, until
the legal situation becomes much clearer, one should not expect
an imminent decline either in investment into Eastern Europe,
or in investors’ invocation of treaty rights when facing adverse
government actions.
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