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These remarks were delivered at the 12th Investment Treaty Arbitration Conference organised by the Ministry of Finance
of the Czech Republic on 20 October 2022.

Following the 2022 Russian invasion of Ukraine, the effect of sanctions on arbitration has become an increasingly important topic.
Within weeks of the invasion, the European Union, United States, United Kingdom, Japan and other states imposed sweeping
sanctions to support peace and the territorial integrity of Ukraine, quickly making Russia the most sanctioned state in the world.

Until recently, Russia imported 85% of its legal services from the G7 countries, with the UK accounting for 59% of that figure. The
sanctions had a quick and profound effect on this and also on investment treaty arbitration. Many Western law firms promptly
dropped all or most of their Russian clients and closed their Russian offices, arbitral institutions had to suspend proceedings
involving sanctioned entities, and banks stopped processing payments.

European Union sanctions - from a blanked prohibition to carve-outs for contentious matters

On 15 March 2022, the European Union prohibited directly or indirectly engaging in any transactions with a number of entities
controlled by the Russian state. In practice that meant that the arbitration institutions were obliged to suspend proceedings involving
sanctioned parties.

That raised concerns related to the relationship between sanctions, the rule of law and fair trial, in particular Article 6 of the
European Convention on Human Rights, which states that 'everyone is entitled to a fair and public hearing within a reasonable time
by an independent and impartial tribunal established by law.'

Almost five months later, in July 2022, a new EU Regulation introduced an exemption to the general prohibition, which allows
sanctioned entities to enter into:

transactions which are strictly necessary to ensure access to judicial, administrative or arbitral proceedings in a Member State, as
well as for the recognition or enforcement of a judgment or an arbitration award rendered in a Member State and if such
transactions are consistent with the objectives of this Regulation and Regulation (EU) No 269/2014.

That made it possible for law firms and arbitral institutions to handle cases involving sanctioned entities.

On 6 October 2022, the EU extended the existing prohibition on the provision of services to the Russian Federation to legal
advisory services. Special guidance issued by the European Commission explained that the term 'legal advisory services' means:

the provision of legal advice to customers in non-contentious matters, including commercial transactions, involving the application or
interpretation of law; participation with or on behalf of clients in commercial transactions, negotiations and other dealings with third
parties; and preparation, execution and verification of legal documents.

'‘Legal advisory services' does not include any representation, advice, preparation of documents or verification of documents in the
context of legal representation services, namely in matters or proceedings before administrative agencies, courts or other duly
constituted official tribunals, or in arbitral or mediation proceedings.

In other words, legal advice on transactional matters is prohibited but it is generally allowed on contentious matters. The United
Kingdom is now preparing similar regulations in response to the invasion, sham referendums and illegal annexation of Ukrainian
territory. The measures will bolster the existing sanctions on the provision of accounting and business consulting services, rendered
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directly or indirectly to 'persons connected to Russia’', which came into force in July 2022. The proposals to ban Russia-related
parties from using UK courts to 'effectively conduct a form of lawfare against Ukraine' have been discussed but not adopted by the
UK Parliament.

The legal nature of sanctions and their effect on arbitration

From the legal perspective, sanctions are mandatory rules of law, typically originating in domestic legal systems, although some
sanctions are imposed by intergovernmental organisations (most importantly the UN Security Council) or regional organisations
such as the European Union. While it is not controversial that sanctions imposed in domestic law apply to arbitral institutions
established as domestic legal entities (LCIA, ICC, etc), the question becomes more complicated when it comes to institutions, which
are intergovernmental organisations (ICSID, PCA).

As a matter of public international and domestic law, intergovernmental organisations benefit from jurisdictional and enforcement
immunities as well as extraterritorial status. So in theory, questions may arise about whether they are bound to comply with
sanctions introduced either by states unilaterally or by regional organisations.

Domestic law enforcement or judiciary bodies typically have no power to regulate or adjudicate disputes involving intergovernmental
organisations without their consent. However, intergovernmental organisations may prefer not to violate the domestic law of the
host state. In addition, sanctions may cause various practical problems beyond the control of intergovernmental organisations.

As empirical studies demonstrate, as a result of sanctions, arbitral institutions may refuse to administer cases, arbitral institutions or
their banks may refuse to accept payments from sanctioned entities or individuals. Arbitrators may refuse to accept appointments or
to continue to act in pending proceedings. Tribunals may also reject claims or reduce quantum when because of sanctions.

At the enforcement stage, debtors may be precluded from making payments to sanctioned award creditors, which raises the
question of interest payments and whether these should be suspended. Sanctioned award debtors may be precluded from paying
with their frozen funds.

Arbitral institutions need to apply for special permissions or licences from competent authorities to be able to work with sanctioned
entities and individuals. For example, my understanding is that ICSID has a licence from the US Office of Foreign Assets Control
(OFAC) to enter into transactions with Venezuela. Just a few days ago, the UK's Office of Financial Sanctions Implementation
allowed sanctioned persons from Russia and Belarus to pay LCIA for international arbitration proceedings in London.

In November 2022, the ECJ ruled in the context of sanctions again Iran that a private creditor had to refer to the competent national
authority to obtain an interim measure on frozen funds. In practice, such authorisation will be difficult to obtain.

Future trends: delocalised investment treaty arbitration?

A pre-2022 invasion study conducted by the Russian Arbitration Association surveyed arbitration users from Russia, Belarus,
China, Cuba, Iran, Venezuela and other countries trying to understand what effect sanctions have on arbitration. One of the main
survey findings was that arbitration users try to 'delocalize’ arbitration.

Instead of institutional arbitration, they opt for ad hoc arbitration, instead of payments in US dollars and euros, they opt for 'neutral
currencies' and even start using lex mercatoria as substantive law to avoid the nexus to national legal regimes. In addition, the role
of non-Western arbitral institutions such as SIAC and HKIAC has been growing as well as the role of these common law Asian
jurisdictions as seats of arbitration.

One would imagine that such trends will affect both commercial and investment treaty arbitration. Parties from sanctioned
jurisdictions will be more likely to choose ad hoc UNCITRAL Arbitration Rules with a seat in a jurisdiction, which has not imposed
sanctions. It will also affect the choice of arbitrators and law firms, available to sanctioned entities and individuals.

On the other hand, restricting the provision of legal advice on transactional legal work but allowing representation in contentious
matters is likely to become a standard approach in more jurisdictions to ensure access to a fair trial by sanctioned parties.

However, it will take more than such legal amendments for cautious Western law firms to resume representation of Russian clients,
which could be riddled not only with moral issues but also with complex matters of interpretation of domestic and regional sanctions
regimes.

Author:


https://hansard.parliament.uk/Commons/2022-09-22/debates/675E539A-93EB-4BF9-A1A0-7B814992AADB/Sanctions
https://arbitration.ru/upload/medialibrary/319/rwbwb3rdjvkywize5jo5e6nu12t8c6it/RAA-2022-Study-on-sanctions_eng.pdf
https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/1111562/17102022_INT-2022-1552576_LCIA_Fees_GL__FINAL_VERSION_.pdf
https://arbitration.ru/upload/medialibrary/319/rwbwb3rdjvkywize5jo5e6nu12t8c6it/RAA-2022-Study-on-sanctions_eng.pdf

Professor Yarik Kryvoi
Senior Fellow in International Economic Law and Director of the Investment Treaty Forum, BIICL

This blog was originally published here.

URL: https://www.biicl.org/blog/46/the-effect-of-sanctions-on-investment-arbitration

© 2024 BIICL | A company limited by guarantee | Registered in England No. 615025 | Registered Charity No. 209425


https://www.biicl.org/people/yarik-kryvoi
http://kryvoi.net/blog/the-effect-of-sanctions-on-investment-arbitration/

