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ABSTRACT

Taxation represents one of the most fundamental expressions of state sovereignty, an inalienable power
that underpins governance, welfare provision, and democratic legitimacy. In contemporary globalisation,
however, states increasingly enter into bilateral and multilateral investment treaties that empower foreign
investors to challenge domestic measures—including tax legislation—before international arbitral
tribunals. Initially conceived as a protection against direct expropriation, investor—state arbitration (ISA)
has evolved into a powerful mechanism through which investors contest a wide range of regulatory and
fiscal decisions.

The rise of ISA has thus brought the exercise of taxation—a quintessential sovereign function—into
tension with international commitments designed to protect foreign investment. This article critically
examines who truly controls cross-border tax disputes: sovereign states or international arbitral tribunals.
It contends that ISA increasingly encroaches upon tax sovereignty, despite treaty drafters’ attempts to carve
out taxation from arbitration or restrict tribunal jurisdiction. Arbitral bodies frequently interpret these
provisions narrowly, invoking doctrines such as fair and equitable treatment (FET), indirect expropriation,
and most-favoured-nation (MFN) clauses to assert jurisdiction over tax-related disputes.

Drawing on landmark cases such as Occidental v. Ecuador, Yukos v. Russia, and Vodafone v. India, the
article illustrates how tribunals shape fiscal space, constrain democratic decision-making, and influence
domestic economic policy. It explores constitutional implications, including the separation of powers,
legitimacy, and the rule of law. Through comparative analysis encompassing the United States, the
European Union, India, Latin America, and Africa, it evaluates the efficacy of emerging treaty models and
global tax reforms in safeguarding sovereignty. Ultimately, the paper proposes a framework balancing
investor protection with fiscal autonomy through clearer treaty drafting, specialized adjudicatory
mechanisms, and harmonization with global tax initiatives. Without reform, ISA risks transforming
taxation from a sovereign prerogative into an adjudicated privilege, undermining both democratic
legitimacy and the integrity of international investment law.

INTRODUCTION

Taxation is the lifeblood of the state. It finances public goods, redistributes wealth, enables economic
regulation, and reflects the social contract between government and citizens. The authority to tax is
therefore one of the most fundamental expressions of sovereignty, deeply embedded in constitutional law
and democratic legitimacy. Yet in the globalised economy, states increasingly enter into bilateral
investment treaties (BITs) and investment chapters of free trade agreements that grant foreign investors
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the right to challenge state measures— including tax policies—before international arbitral tribunals. This
creates a structural tension between two powerful legal regimes: the state’s inherent right to levy taxes and
investors’ treaty-based rights to protection under international law.

Investor—state arbitration (ISA) was originally designed to protect investors against direct expropriation
and discriminatory treatment in politically unstable environments. However, the scope of ISA has
expanded dramatically. Modern tribunals routinely entertain claims arising from fiscal and regulatory
measures, invoking broad standards such as fair and equitable treatment (FET), indirect expropriation, and
most-favoured-nation (MFN) clauses. In several cases, tribunals have reviewed, altered, or effectively
invalidated tax measures, including through multi-billion-dollar awards. As a result, domestic fiscal
policy—traditionally shielded from external interference—is increasingly subject to international
adjudication by unelected arbitrators.

This development raises profound legal and constitutional questions. Can international tribunals
reinterpret or override national tax laws enacted by democratically elected legislatures? Should treaty
standards limit a state’s ability to impose taxes for public purposes? Is the protection of foreign investment
compatible with fiscal autonomy and democratic control over public finance? The stakes are not merely
theoretical. Arbitration awards in cases such as Yukos v Russia, Occidental v Ecuador, Cairn v India, and
Rockhopper v Italy have required states to refund taxes or pay substantial compensation, constraining
policy space and influencing future tax reforms. In some instances, tribunals have applied investment
treaty protections even where treaties contain “tax carve-outs” designed to preserve sovereignty.

Despite growing literature on the legitimacy crisis of ISA and regulatory chill, the specific intersection
between investor—state arbitration and taxation remains under-examined. Existing scholarship either
assumes that tax carve-outs adequately protect sovereignty or focuses on isolated cases without developing
a systematic analytical framework. Moreover, recent developments—such as the OECD Base Erosion and
Profit Shifting (BEPS) project, the Multilateral Instrument (MLI), global minimum tax initiatives, and
post-2018 arbitral jurisprudence—have not yet been fully integrated into the debate. There is therefore a
need for a comprehensive analysis that synthesises doctrinal foundations, treaty evolution, case law,
comparative experiences, and normative implications.

Research Question

This paper answers the central question:

Who ultimately controls cross-border tax disputes—sovereign states or international arbitral
tribunals?

Thesis

This paper argues that investor—state arbitration has progressively eroded tax sovereignty by enabling
investors to challenge fiscal measures under expansive treaty standards that override domestic autonomy.
Even where treaties include tax carve-outs, their ambiguous drafting and tribunal discretion render them
ineffective. This encroachment undermines democratic legitimacy, constitutional principles, and
developmental policymaking, necessitating fundamental reform of the legal framework governing tax-
related investment disputes.

Methodology

The paper adopts a doctrinal and comparative methodology, analysing investment treaty provisions, tax
agreements, arbitral awards, and constitutional principles. Landmark cases—including Occidental,
EnCana, Yukos, Vodafone, Cairn, Rockhopper and Eco Oro—are examined to illustrate how tribunals
interpret tax measures. The study also assesses treaty evolution across jurisdictions (United States,
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European Union, India, Latin America, Asia, Africa) and evaluates emerging reforms such as BEPS, the
MLI, digital services taxes, and multilateral court proposals. The normative implications are analysed
through constitutional theory and sovereignty discourse.

Structure

The paper proceeds in seven parts. Part [ establishes the conceptual foundations of tax sovereignty and the
architecture of investor—state arbitration. Part II examines the doctrinal basis for tribunal jurisdiction over
tax measures, including FET, expropriation, MFN, and legitimate expectations. Part III traces the evolution
of treaty practice, highlighting the limits of tax carve-outs and the conflicts between BITs and double
taxation treaties. Part IV analyses landmark arbitral cases to demonstrate how tribunals have shaped fiscal
space. Part V explores the constitutional, democratic, and developmental implications of ISA’s intrusion
into tax policy. Part VI provides a comparative analysis of how different jurisdictions balance investment
protection and tax sovereignty. Part VII evaluates current reforms and proposes a new framework—
including clearer treaty drafting, specialised tax—investment tribunals, exhaustion of domestic remedies,
appellate review, transparency, and integration with global tax initiatives—to restore equilibrium between
investor rights and fiscal autonomy.

Taxation is not a mere technical function of governance; it is the expression of collective political will. If
arbitral tribunals can reinterpret or override that will, the balance of power between states and investors is
fundamentally altered. The resolution of this tension will determine not only who controls taxation, but
ultimately, who governs in the global economy.

BACKGROUND AND CONCEPTUAL FRAMEWORK

Understanding the tension between investor—state arbitration and tax sovereignty requires a detailed
conceptual foundation. This section elaborates on the legal, constitutional, economic, and institutional
dimensions of tax sovereignty, outlines the architecture and purpose of investor—state arbitration (ISA),
and explains the mechanisms through which these two domains intersect and sometimes conflict. By
exploring the doctrinal and practical underpinnings of both spheres, the section sets the stage for a
comprehensive analysis of their interaction.

Tax Sovereignty: Legal, Constitutional, and Functional Dimensions

Tax sovereignty is a cornerstone of state authority, encompassing the exclusive legal power of a state to
impose, administer, and collect taxes within its territorial jurisdiction. It is both a legal and constitutional
principle. Domestically, taxation is often vested in legislatures or parliaments, reflecting democratic
legitimacy and accountability. The maxim “no taxation without representation” codifies the intrinsic link
between fiscal authority and popular consent, ensuring that governments cannot impose levies arbitrarily
or without oversight. Constitutions frequently enshrine this principle, delineating the boundaries within
which executive authorities can act and providing judicial remedies for overreach.

Internationally, tax sovereignty extends to fiscal autonomy—the capacity of states to determine the scope,
rates, and structures of taxation without interference from external actors. It is recognized implicitly in
international law through principles of non-interference and respect for domestic jurisdiction. Scholars
have emphasised that taxation embodies both the state’s economic and political power: it finances public
goods, enables redistribution, supports social welfare systems, and underpins regulatory policies. Without
taxation, states cannot perform essential functions, including infrastructure development, public
healthcare, education, or social protection, rendering fiscal autonomy indispensable to effective
governance.

IJFMR250661637 Volume 7, Issue 6, November-December 2025 3



https://www.ijfmr.com/

m International Journal for Multidisciplinary Research (IJFMR)

ILJFMR E-ISSN: 2582-2160 e Website: www.ijfmr.com e Email: editor@ijfmr.com

Historically, taxation has also served as a key instrument of economic policy. For instance, governments
have used fiscal instruments to influence investment, production, consumption, and distribution of wealth.
Tax incentives, deductions, and exemptions can promote industrialization or strategic sectors, while
progressive taxation supports equity and redistribution. Consequently, any external constraint on tax
policy—such as investor—state arbitration—represents not merely a legal challenge but a potential threat
to governance, economic planning, and democratic accountability.
Investor—State Arbitration (ISA): Architecture and Purpose
Investor—state arbitration has emerged as a central mechanism of international investment law, providing
foreign investors with a forum to seek redress against host states without resorting to domestic courts. Its
institutional architecture primarily arises from bilateral investment treaties (BITs), free trade agreements
(FTAs) with investment chapters, and multilateral frameworks, most notably the ICSID Convention. ISA
was originally conceived to mitigate political risk, especially in jurisdictions where domestic legal systems
were perceived as weak, biased, or unpredictable. By offering neutral adjudication, it aimed to protect
investors from expropriation, discriminatory treatment, or arbitrary state action.
The purpose of ISA is inherently dual: on the one hand, it safeguards investors and fosters cross-border
capital flows by ensuring predictability, stability, and protection of property rights. On the other, it
implicitly engages with state sovereignty, as tribunals evaluate and potentially nullify government
measures that may affect the economic interests of foreign investors. Arbitral panels are typically
composed of independent experts appointed under institutional rules (ICSID, UNCITRAL, PCA) or
through party nomination, and are empowered to interpret treaty provisions, assess state conduct, and
award compensation where violations are established.
The legal architecture of ISA is both substantive and procedural. Substantive protections include standards
such as fair and equitable treatment (FET), protection against direct and indirect expropriation, and full
security and protection. Procedural constraints involve jurisdictional limitations, mandatory negotiation
or consultation phases, and treaty carve-outs, including those designed to preserve regulatory or fiscal
autonomy. This dual architecture illustrates an attempt to balance investor protection with state
sovereignty; however, this equilibrium is delicate and often contested, particularly in the context of
taxation.

Intersection of Taxation and ISA

The intersection of taxation and ISA arises when investors claim that fiscal measures violate treaty

protections. This intersection has multiple dimensions, each with significant doctrinal, economic, and

normative implications.

1. Discriminatory Tax Measures: Investors may argue that taxation disproportionately targets foreign-
owned enterprises or specific sectors, thereby breaching non-discrimination principles embedded in
many BITs. Tribunals evaluate whether differential treatment is justified under legitimate regulatory
prerogatives or public policy objectives. A narrowly targeted tax, even if lawful domestically, may
trigger claims if it disproportionately affects foreign investors.

2. Retroactive Taxes and Legitimate Expectations: Retroactive or sudden taxation can be framed as a
breach of the FET standard, particularly when investors had structured their transactions relying on
existing tax laws. In Vodafone v. India, the investor challenged retroactive capital gains taxation on the
grounds that it undermined legitimate expectations established by prior domestic law. Tribunals
consider whether reliance interests are reasonable and whether the state action is proportionate and
serves legitimate public purposes.
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3. Indirect Expropriation through Taxation: Excessive, arbitrary, or targeted tax measures may constitute
indirect expropriation if they substantially deprive investors of the economic value of their investment.
Tribunals weigh economic impact against public purpose, examining whether tax measures
fundamentally undermine investor rights. Cases such as Burlington Resources Inc. v. Ecuador illustrate
the fine balance between legitimate taxation and actionable indirect expropriation.

4. Most-Favoured-Nation (MFN) Clauses and Treaty Shopping: Investors may invoke MFN clauses to
circumvent tax carve-outs, arguing that protections granted under other treaties should apply to them.
While tribunals have occasionally accepted this approach, its validity depends on textual
interpretation, the intent of the treaty parties, and established jurisprudence. This strategy highlights
the fluid boundaries of investor rights vis-a-vis sovereign tax policy.

Normative and Practical Implications

The intersection of ISA and taxation carries profound normative and practical consequences. Normatively,

it raises questions about the legitimacy of international adjudication, the separation of powers, and

democratic control over fiscal policy. When arbitral tribunals review tax measures, they effectively
intervene in domestic economic planning, potentially reshaping budgets, social programs, and
development strategies.

Practically, inconsistent tribunal rulings create legal uncertainty. States may hesitate to implement

legitimate tax measures for fear of arbitration, leading to regulatory chill, while investors face

unpredictable interpretations of treaty protections. This uncertainty undermines both investment stability
and policy autonomy.

Moreover, the ISA—tax intersection emphasizes the need for clearly defined treaty language and procedural

safeguards. While investment protection is crucial, it cannot be absolute; states must retain sufficient

regulatory autonomy to implement fiscal policies in pursuit of public interest objectives. The tension
between ISA and taxation is therefore legal, economic, and political, shaping contemporary BIT design,
multilateral instruments, and the negotiation of tax carve-outs.

SPECIFIC INDIAN BITS AND TAX-RELATED PROVISIONS: A CRITICAL ANALYSIS

India’s approach to bilateral investment treaties (BITs) reflects a dual objective: to attract foreign
investment while maintaining sufficient fiscal and regulatory autonomy. Over the past four decades, India
has entered into over 80 BITs with countries across Europe, the Middle East, Africa, Asia, and the
Americas. These treaties not only provide foreign investors with protection from expropriation,
discrimination, and unfair treatment but also include mechanisms that have the potential to affect tax
sovereignty, particularly through investor—state dispute settlement (ISDS). The intersection of taxation
and BITs is highly relevant in the context of cross-border disputes, as arbitration tribunals can review
domestic tax measures if they are alleged to breach treaty standards such as fair and equitable treatment
(FET), indirect expropriation, and most-favoured-nation (MFN) clauses. This section provides an in-depth
examination of specific Indian BITs, their tax-related provisions, and their implications for sovereign fiscal
authority.

India—Mauritius BIT (1982, amended 2024)

The India—Mauritius BIT is historically and strategically significant due to the longstanding flow of
investment from Mauritius to India, especially in the context of the Indian capital markets. The 1982 treaty
initially served to encourage investment by offering a stable legal framework and dispute settlement rights
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to investors. However, the potential for tax avoidance through treaty shopping emerged as a pressing
concern, particularly for capital gains on the transfer of shares in Indian companies.

Principal Purpose Test (PPT) Amendment 2024 - The 2024 amendment introduced the Principal
Purpose Test (PPT), which prevents treaty benefits from being availed of in cases where obtaining such
benefits constitutes one of the principal purposes of an arrangement. This amendment is directly linked to
the OECD Base Erosion and Profit Shifting (BEPS) Action 6, aligning India’s BIT framework with
international anti-abuse standards. By codifying the PPT, India sought to close loopholes that previously
allowed investors to challenge domestic taxation through the BIT while simultaneously undermining
revenue collection.

While the PPT strengthens India’s capacity to regulate taxation and prevent abusive treaty claims, it also
introduces potential tension: investors could argue that their structuring of investments satisfies the PPT
criteria, leading to challenges in arbitrating disputes. This illustrates the delicate balance BITs must
maintain between protecting investors and upholding fiscal sovereignty. Furthermore, tribunals
interpreting PPT provisions may influence the scope of permissible tax measures, indirectly affecting
India’s policy space.

Relevance to the Topic - The India—Mauritius BIT is a paradigm example of how a treaty can both
empower and constrain sovereign taxation. Its provisions demonstrate the tension between treaty
obligations and domestic fiscal autonomy, highlighting the central research question: whether arbitral
tribunals, empowered by BITs, can override sovereign control over taxation.

India—UAE BIT (2024)

The India—United Arab Emirates BIT, ratified in 2024, represents a modern, sophisticated approach to
investment protection that explicitly attempts to balance investor rights with host state regulatory powers.
It contains provisions allowing investors to bring claims directly against India through ISDS mechanisms
while simultaneously recognizing the Right to Regulate. Article 3 affirms that states retain the ability to
enact measures in pursuit of legitimate public policy objectives, including health, safety, environment, and
taxation.

Direct ISDS Access - Unlike earlier treaties that emphasized negotiation and conciliation, the India—UAE
BIT provides investors with the right to initiate arbitration independently of domestic courts. While this
promotes investor confidence and facilitates dispute resolution, it also exposes India’s fiscal measures to
international scrutiny. For example, if an investor perceives a corporate tax adjustment or retroactive
capital gains levy as discriminatory or as violating FET standards, they may challenge the measure,
potentially leading to binding awards or settlements that influence domestic policy.

Critical Evaluation - While the Right to Regulate provision theoretically shields India from excessive
interference, it is not absolute. Tribunals may still interpret FET and expropriation clauses broadly,
potentially encroaching on tax sovereignty. The BIT exemplifies the ongoing struggle to reconcile investor
protection with fiscal autonomy, demonstrating that treaty design alone cannot fully safeguard sovereignty
without careful drafting and enforcement mechanisms.

Relevance to the Topic - The India—UAE BIT shows that even contemporary treaties with regulatory carve-
outs are subject to interpretation by arbitrators, reinforcing the paper’s argument that ISDS mechanisms
can intrude upon core state functions, such as taxation, despite explicit treaty safeguards.

India—Brazil BIT (2020)

The India—Brazil BIT is emblematic of modern South-South cooperation in investment treaties. Article
19.1 allows disputes to be referred to ad hoc arbitral tribunals or permanent institutions with mutual
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agreement. While offering flexibility, it introduces potential arbitral oversight over tax measures if
investors allege discrimination or expropriation.

The provision demonstrates a trend in modern BITs to combine traditional arbitration mechanisms with a
recognition of state discretion. However, the discretion granted to tribunals to interpret “fair treatment”
and “expropriation” could inadvertently limit India’s policy space, particularly in the event of fiscal
reforms or retroactive measures aimed at revenue optimization.

Relevance to the Topic - The India—Brazil BIT provides a concrete illustration of the practical intersection
between ISDS and sovereign taxation in the context of emerging economies. It highlights the subtle ways
treaty provisions can indirectly affect fiscal policy without explicitly prohibiting state action.
India—Kyrgyzstan BIT (2019)

The India—Kyrgyzstan BIT includes a tax compliance clause (Article 3.2(iii)), mandating investors and
their investments comply with domestic tax obligations. This clause is significant because it emphasizes
investor responsibility while simultaneously reinforcing the host state’s taxation authority.

Critical Evaluation - While the clause strengthens fiscal sovereignty by formalizing compliance
requirements, it may also create grounds for disputes if an investor perceives enforcement as arbitrary or
inconsistent with FET obligations. Thus, even clauses intended to protect tax policy can interact with
arbitration mechanisms in unpredictable ways.

Relevance to the Topic - This BIT illustrates the duality of treaty clauses: they can support sovereignty
but also create points of contention, showing that BIT provisions influence both legal and practical aspects
of fiscal governance.

India—Belarus BIT (2018)

The India—Belarus BIT limits certain disputes to domestic courts or contractual arbitration (Article 13.2).
This approach prioritizes sovereignty and limits external adjudication over state measures, including
taxation.

Critical Analysis - By restricting ISDS access, the treaty represents a strategic attempt to safeguard
domestic fiscal policy. However, its limited scope may reduce attractiveness for investors seeking robust
international protection, demonstrating the trade-off between sovereignty and investment promotion.
Relevance to the Topic - The India—Belarus BIT exemplifies how treaty design choices—narrow ISDS
scope versus open access—directly affect the balance of power between investors and the state in tax
matters.

India—UAE BIT (2024) — Right to Regulate

Beyond investor protections, Article 3 explicitly recognizes India’s regulatory rights, including fiscal
authority. This is a critical safeguard, as it provides legal grounds to defend taxation measures against
arbitration claims.

Evaluation - Despite explicit recognition, tribunals retain interpretive authority. Consequently, India may
still face challenges, particularly if investors argue that a tax measure indirectly expropriates value or
breaches legitimate expectations.

Relevance to the Topic - The Right to Regulate provision demonstrates how BITs attempt to codify
sovereign protections, yet the effectiveness of such provisions is contingent on arbitral interpretation,
highlighting the central tension between international investment law and tax sovereignty.
India—Mauritius BIT (2016 Amendment)

The 2016 protocol amending the India—Mauritius DTAA allowed India to tax capital gains arising from
shares acquired after April 1, 2017. This amendment addresses treaty shopping and strengthens fiscal aut-
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hority.

Critical Insight - While the amendment enhances India’s sovereignty, it also underscores the importance
of aligning BIT obligations with DTAAs to prevent conflicts between investor rights and fiscal policy.
Relevance to the Topic - This case demonstrates the importance of synchronizing investment treaties and
tax treaties to preserve sovereign taxation powers.

India—Netherlands BIT (2016)

This treaty includes arbitration provisions that could be invoked if investors challenge tax measures.
Although similar in scope to other modern BITs, its procedural mechanisms illustrate how treaty language
can create indirect constraints on fiscal autonomy.

India—Germany BIT (1998)

The India—Germany BIT encourages negotiation and amicable settlement (Article 9(1)). This emphasizes
diplomatic resolution over arbitration, providing flexibility for India to manage tax disputes without
ceding regulatory authority.

Critical Evaluation - While the emphasis on negotiation supports sovereignty, the absence of a robust
ISDS framework may reduce predictability for investors, illustrating the constant trade-off between
investment protection and fiscal autonomy.

Relevance to the Topic - Collectively, India’s BITs reveal a spectrum of approaches to managing investor
protection and tax sovereignty:

Investor Protections: FET, indirect expropriation, NT, and MFN clauses provide avenues for challenging
fiscal measures.

Sovereignty Safeguards: Right to regulate, tax carve-outs, compliance clauses, and restrictions on
arbitration aim to preserve India’s ability to implement tax policy.

Tension Between Objectives: Even modern treaties with regulatory carve-outs are subject to arbitral
interpretation, highlighting the persistent tension between investor rights and sovereign fiscal authority.
Analyzing these BITs critically demonstrates that while India has made strides in safeguarding tax
sovereignty through careful treaty drafting, the interplay between ISDS mechanisms and investor
protections continues to create uncertainty for domestic taxation. Each treaty, with its specific provisions,
contributes uniquely to this balance, making the study of their text and interpretation central to
understanding the limits and possibilities of sovereign taxation in a globalized investment environment.

LANDMARK CASE LAW ANALYSIS

Investor—state arbitration has evolved from a mechanism primarily designed to protect foreign investors
from outright expropriation to a powerful tool through which fiscal measures are increasingly challenged.
Landmark cases demonstrate how tribunals interpret tax measures, often extending their jurisdiction
despite the presence of treaty carve-outs. These cases reveal the tension between investor protection and
sovereign tax authority, highlighting both doctrinal ambiguities and real-world consequences.

OCCIDENTAL EXPLORATION & PRODUCTION CO. V. ECUADOR

In Occidental v. Ecuador, the company challenged Ecuador’s decision to suspend its oil production
contract and claimed that subsequent tax measures constituted indirect expropriation. Although the dispute
initially arose from contractual and operational disagreements, the arbitration tribunal considered the fiscal
dimension significant. The tribunal interpreted the treaty broadly, asserting jurisdiction over measures that
affected the economic interests of the investor, including tax-like financial obligations. This case illustrates
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how tribunals may extend their reach beyond physical expropriation, applying investment protections to
regulatory or fiscal measures and thereby constraining sovereign taxation choices.

ENCANA CORPORATION V. ECUADOR

The EnCana case similarly involved oil and gas taxation disputes. EnCana argued that certain fiscal
measures violated its legitimate expectations under the investment treaty. Although Ecuador included tax
carve-outs in its treaty framework, the tribunal interpreted these exceptions narrowly, ultimately asserting
jurisdiction to evaluate the fairness of Ecuador’s fiscal regime. This demonstrates a recurring pattern: even
explicit carve-outs fail to guarantee immunity for tax measures, as tribunals retain discretion to interpret
the scope of these exceptions.

YUKOS V. RUSSIA

Perhaps the most high-profile case in the tax-arbitration intersection is Yukos v. Russia. Following the
Russian government’s aggressive tax assessments and the dismantling of Yukos Oil Company, investors-
initiated arbitration claiming violations of BIT provisions, including expropriation and denial of fair and
equitable treatment. The tribunal awarded nearly $50 billion in damages. While the case was politically
and economically unique, it underscores how taxation, when intertwined with regulatory actions, can be
scrutinized under investment treaty standards. Yukos illustrates the profound implications for state fiscal
policy, showing that tribunals can effectively challenge a state’s approach to taxation and financial
governance.

VODAFONE V. INDIA

In the Vodafone case, India imposed a retrospective capital gains tax following the company’s acquisition
of Hutchison Essar. Although domestic courts eventually resolved the dispute, the case highlighted the
potential for investors to raise claims under investment treaties or invoke arbitration. Tribunals elsewhere
might have considered similar claims under indirect expropriation or FET standards, demonstrating that
even established tax regimes can be vulnerable to international scrutiny when treaties allow investor
protection mechanisms. Vodafone illustrates the intersection between domestic litigation, tax law, and
potential international arbitration claims.

ESER V. SPAIN

Eiser v. Spain involved a dispute over renewable energy incentives. Spain had initially provided favorable
tax and subsidy arrangements to encourage investment in renewable energy. When policy changes reduced
the benefits, investors claimed that the alterations amounted to unfair treatment and indirect expropriation
under the BIT. This case highlights a central challenge: policy shifts that adjust tax or fiscal incentives,
even for legitimate public reasons, can trigger claims under investor—state arbitration. The tribunal’s
willingness to review and potentially reverse these measures demonstrates the encroachment of ISA into
fiscal policy.

BURLINGTON RESOURCES V. ECUADOR

In Burlington v. Ecuador, the tribunal addressed a broader set of disputes, including environmental
obligations, contractual issues, and tax assessments. Burlington claimed that Ecuador’s fiscal measures
and regulatory changes violated BIT standards. The case reinforced the trend of arbitration tribunals
asserting jurisdiction over tax measures, particularly where they impact investor profits. It also illustrated
how tribunals may consider the broader context of investor expectations, integrating tax policy into their
assessment of fairness and expropriation claims.

CAIRN ENERGY V. INDIA

In this case, Cairn Energy challenged India's retrospective taxation on capital gains arising from the sale
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of its subsidiary. The Permanent Court of Arbitration ruled in favor of Cairn, stating that India's actions
violated the Fair and Equitable Treatment (FET) standard under the India-United Kingdom Bilateral
Investment Treaty (BIT). The tribunal awarded Cairn over $1.2 billion in damages. This case underscores
the potential for retrospective tax measures to be contested under ISDS provisions, even when such
measures are enacted to address tax avoidance.

HULLEY ENTERPRISES V. RUSSIA

Hulley Enterprises, a Cypriot company, initiated arbitration against Russia following the imposition of
substantial tax assessments on its investments in the Yukos Oil Company. The tribunal found that Russia's
actions amounted to indirect expropriation and awarded Hulley Enterprises approximately $6 billion in
damages. This case highlights how tax assessments, when deemed excessive or politically motivated, can
lead to significant ISDS claims.

VETERAN PETROLEUM V. RUSSIA

Veteran Petroleum, another shareholder in Yukos, filed a claim against Russia for the unlawful
expropriation of its investment through tax assessments and other measures. The tribunal awarded Veteran
Petroleum $2.5 billion, emphasizing that Russia's actions were in breach of the Energy Charter Treaty.
This case further illustrates the risks associated with tax measures that may be perceived as expropriatory
by international tribunals.

THE PV INVESTORS V. SPAIN

A group of investors in Spain's photovoltaic (solar) energy sector challenged the Spanish government's
retroactive reductions in feed-in tariffs and other incentives. The tribunal ruled that Spain's actions violated
the FET standard under the Spain-Italy BIT and awarded compensation to the investors. This case
underscores how changes in tax-related incentives, even for legitimate public reasons, can trigger ISDS
claims.

PERENCO V. ECUADOR

Perenco, a French oil company, contested Ecuador's imposition of a windfall tax on its oil profits. The
tribunal found that Ecuador's actions violated the FET standard under the Ecuador-France BIT and
awarded Perenco $400 million. This case highlights the challenges states face when implementing tax
measures that may affect foreign investments.

SMURFIT KAPPA V. VENEZUELA

Smurfit Kappa, a global paper producer, was awarded $469 million by an ICSID tribunal after Venezuela
expropriated its assets in 2018. The tribunal found that Venezuela's actions violated the FET standard
under the Netherlands-Venezuela BIT. This case illustrates how expropriation of assets, even in the context
of tax measures, can lead to substantial ISDS awards.

Emerging Patterns from Case Law

Across these cases, several themes emerge: first, tax carve-outs are inconsistently interpreted and often
ineffective at limiting tribunal jurisdiction. Second, tribunals frequently extend treaty protections to fiscal
measures, treating tax assessments as potentially expropriatory or unfair. Third, the combination of broad
treaty language and discretionary standards like FET allows arbitral panels considerable latitude. Finally,
these decisions have real-world consequences: states may delay or refrain from implementing tax reforms
due to fear of costly disputes, creating regulatory chill and undermining democratic fiscal control.
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CONSTITUTIONALO AND DEMOCRATIC CONCERNS

The intrusion of investor—state arbitration into taxation raises profound constitutional and democratic
issues. Domestic taxation is typically a legislative function, rooted in electoral legitimacy. Arbitrators, by
contrast, are unelected and operate outside national political processes. When tribunals overturn or
constrain fiscal measures, they effectively reallocate decision-making power from representative
institutions to private adjudicators. This shift challenges the principles of separation of powers,
accountability, and the rule of law.

Separation of Powers

Taxation is a core legislative function, often subject to constitutional checks, parliamentary debate, and
judicial review. ISA allows tribunals to bypass these mechanisms, imposing remedies and interpretations
that may conflict with domestic law. The resulting tension raises questions about the legitimacy of
transferring judicial authority to an international forum, particularly in matters as politically and
economically sensitive as taxation.

Democratic Legitimacy

Arbitral tribunals are not accountable to citizens. Decisions affecting public revenue and policy are made
by panels of international lawyers or economists, without democratic oversight. This arrangement can
erode public trust and political legitimacy, especially when awards require states to refund taxes or
compensate investors at the expense of domestic priorities.

Rule of Law and Predictability

While investment treaties aim to promote predictability for investors, the variability in tribunal
interpretations creates uncertainty for states. Ambiguous carve-outs and broad treaty standards mean that
governments cannot reliably anticipate which tax measures will trigger arbitration. Regulatory chill results
when policymakers avoid reforms for fear of disputes, undermining both fiscal autonomy and the rule of
law.

Sovereignty and Consent

States consent to ISA through treaties, often under pressure to attract foreign investment. While consent
legitimizes arbitration procedurally, it does not erase normative concerns. The asymmetry between states
and multinational investors can result in treaties that disproportionately constrain sovereign fiscal
decision-making, especially in developing countries with limited negotiating leverage.

Developmental Impact

Tax revenue is essential for funding education, healthcare, infrastructure, and social programs. ISA
encroachment into taxation disproportionately affects states that rely on flexible fiscal policies to promote
development. Retroactive taxes or regulatory changes designed to stabilize the economy may be subject
to arbitration, limiting policy space and potentially impeding social and economic progress.

COMPARATIVE PERSPECTIVES

The Tension Between Investor Protection and Tax Sovereignty

Cross-border investment inevitably raises the question: to what extent can states regulate, particularly
through taxation, without infringing the rights of foreign investors? Investor—State Arbitration (ISA)
provides investors a mechanism to challenge state measures, often including taxation, under BITs or I1As.
Conversely, states assert their sovereign right to levy taxes to fund public services and implement
economic policy. The tension between investor protection and tax sovereignty is therefore central to
international investment law. A comparative study across jurisdictions illustrates how treaty drafting,
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arbitration practice, and evolving jurisprudence interact to shape this balance. By examining different
models—Europe, the United States, India, Latin America, Asia, and Africa—we can identify patterns,
divergences, and emerging principles that govern cross-border taxation disputes.

European Union: Regulatory Sovereignty and Investor Protection

The European Union provides a clear example of a jurisdiction that prioritizes regulatory autonomy while
maintaining investor protections. Historically, EU member states negotiated BITs inspired by early Dutch
and French models, emphasizing broad substantive guarantees such as Fair and Equitable Treatment (FET)
and full protection and security. However, the Achmea v. Slovakia (2018) decision by the Court of Justice
of the EU significantly recalibrated this balance. The court held that intra-EU BIT arbitration violated EU
law, effectively restricting the ability of investors from EU member states to pursue ISAs.

Modern EU agreements now explicitly safeguard taxation and regulatory measures. For example, the
Germany—India BIT (1998) provides investor protections but recognizes that the imposition of taxes is a
legitimate exercise of sovereign authority. Tribunals interpreting EU-related BITs often defer to states on
taxation unless discriminatory or disproportionate. This approach underscores a principle: investors may
demand predictability, but their rights are bounded by the state’s duty to legislate in the public interest.
Additionally, the EU increasingly incorporates carve-outs for environmental, public health, and fiscal
regulation in new agreements, reflecting a broader trend toward balancing investment security with
sovereignty.

United States: Broad Investment Protection Coupled with Tax Carve-Outs

The United States pursues a model that maximizes investor protections while preserving the state’s fiscal
prerogatives. The 2004 and 2012 U.S. Model BITs explicitly carve out taxation measures from arbitration
unless they are discriminatory or confiscatory. Procedural safeguards require investors to consult
competent tax authorities before initiating arbitration, creating a buffer that respects sovereign fiscal
authority.

NAFTA Chapter 11 cases illustrate the application of these principles. In Loewen Group v. United States,
the tribunal scrutinized regulatory and quasi-tax measures, emphasizing procedural fairness and
proportionality rather than outright invalidation of fiscal decisions. Similarly, Metalclad v. Mexico
addressed environmental regulation but has analogical relevance to tax regulation: the tribunal recognized
the state’s right to regulate while examining whether measures deprived investors of reasonable
expectations. The U.S. model demonstrates that structured procedural safeguards and explicit carve-outs
can allow states to maintain tax sovereignty without undermining investor confidence.

India: From Liberal BITs to Sovereignty-Oriented Framework

India’s experience exemplifies the evolution from liberal BIT frameworks toward protection of sovereign
taxation authority. Pre-2012 BITs allowed investors to challenge domestic fiscal measures through
international arbitration. High-profile disputes, including Vodafone International Holdings B.V. v. India
and Cairn Energy PLC v. India, arose from retroactive capital gains taxation. Tribunals in these cases
examined doctrines of indirect expropriation, fair and equitable treatment, and legitimate expectations,
highlighting vulnerabilities in India’s treaty architecture.

Post-2016, India adopted a Model BIT emphasizing sovereign control:

e Narrow definitions of protected investment

e Mandatory exhaustion of domestic remedies

o Explicit exclusion of most taxation measures from ISA
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Bilateral treaties such as the India—UAE BIT (2024) and India—Brazil BIT (2020) codify these reforms.
Vodafone arbitration, for instance, concluded that retroactive tax claims did not constitute indirect
expropriation, reinforcing the principle that states may regulate taxation in the public interest. India’s
recalibration illustrates a broader Global South trend, where states reclaim policy space and ensure that
BITs respect domestic fiscal autonomy.

Latin America: The Calvo Doctrine and Sovereign Assertion

Latin American states historically follow the Calvo Doctrine, which requires investors to exhaust domestic
remedies before seeking international arbitration. Countries like Bolivia, Ecuador, and Venezuela have
even withdrawn from ICSID to protect fiscal policy. The Burlington Resources Inc. v. Ecuador case
exemplifies this approach: Ecuador’s windfall oil tax was challenged, but the tribunal considered
proportionality and public purpose, underscoring states’ fiscal prerogatives.

Other notable cases include EnCana Corp. v. Ecuador (2013) and Occidental Petroleum v. Ecuador (2012),
highlighting that windfall or retroactive taxes may be upheld when aligned with domestic legislation and
public policy. Modern Latin American treaties increasingly incorporate:

o Explicit taxation carve-outs

e Pre-arbitration consultation

e Negotiation and mediation mechanisms

These measures emphasize that fiscal sovereignty is prioritized over investor convenience, representing a
distinct regional approach compared to Europe or the U.S.

Asia: Hybrid Models and Strategic Flexibility

Asian states exhibit a heterogeneous spectrum in treaty drafting, reflecting varied economic strategies.
Japan and South Korea adopt BITs with moderate tax carve-outs while ensuring robust investor
protections. China, transitioning from a capital-importing to a capital-exporting state, evolved its treaties:
early agreements were highly investor-friendly, but later BITs, such as China—Pakistan BIT (2016) and
provisions under RCEP, explicitly safeguard taxation authority.

Singapore and Hong Kong, as investment hubs, prioritize legal clarity for investors while embedding
mechanisms that respect host-state regulatory discretion. Tribunals interpreting these treaties have
generally upheld tax measures where clearly carved out, while balancing investor expectations. This
demonstrates strategic flexibility, allowing states to attract foreign investment without undermining fiscal
sovereignty.

Africa: Emerging Sovereignty-Oriented Approaches

African states, including South Africa, Egypt, and Kenya, increasingly tailor treaties to protect tax
sovereignty. South Africa has terminated or renegotiated BITs, emphasizing domestic legislation. The
African Continental Free Trade Area (ACFTA) investment protocol harmonizes investment protection
while explicitly safeguarding taxation and regulatory discretion.

African BITs frequently include:

e Mandatory consultation with authorities

e Local court exhaustion requirements

e Administrative review prior to ISA

Such mechanisms ensure that investor claims do not override fiscal policy, reflecting a normative shift
among developing states to integrate sovereignty into treaty design. Cases like Mobil v. Nigeria highlight
tribunals’ deference to fiscal and regulatory measures where procedural requirements are observed.
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Multilateral Influences: OECD, UNCTAD, and the Multilateral Instrument

Multilateral frameworks indirectly shape BIT drafting. The OECD Model Tax Convention, UNCTAD
investment reports, and MLI under BEPS provide guidance on:

e Tax harmonization

o Dispute prevention

e Allocation of profits

These instruments encourage states to include tax carve-outs, procedural safeguards, and regulatory
exceptions. For example, the MLI allows jurisdictions to preserve taxation powers even when BITs grant
expansive investor protections. Statistical trends indicate that over 30% of post-BEPS BITs explicitly
incorporate fiscal carve-outs, reflecting a global convergence between investment protection and tax
sovereignty.

CURRENT REFORMS AND EMERGING TRENDS

Emerging treaty models and global tax reforms reflect a conscious effort by states to reconcile the
traditional objectives of investment protection with the imperatives of fiscal sovereignty in a rapidly
globalizing economy. The proliferation of bilateral investment treaties over the past five decades has
created both opportunities and constraints for states seeking to implement robust tax policies, and the
contemporary wave of reforms signals a growing recognition that the architecture of international
investment law must evolve to accommodate the changing fiscal landscape. Modern treaties increasingly
attempt to strike a balance by integrating explicit carve-outs, clarifying standards, and embedding
procedural safeguards designed to protect taxation from undue encroachment while still providing credible
assurances to foreign investors. In practice, these treaties are not simply legal instruments; they are
strategic tools that influence how states design their tax regimes, manage investment flows, and navigate
the political economy of international obligations.

One of the most notable shifts in treaty design is the articulation of explicit tax carve-outs. Where earlier
generations of treaties either ignored taxation entirely or included only vague references, contemporary
agreements often recognize the sovereign prerogative to levy taxes for legitimate public purposes,
explicitly excluding routine tax measures from the purview of investor—state dispute settlement. These
carve-outs, however, are rarely uniform and differ in scope and language across treaties. The Canada—
European Union Comprehensive Economic and Trade Agreement, for example, limits arbitration over
measures that fall within the normal exercise of taxing powers, while the revised India Model BIT provides
nuanced exemptions, allowing for disputes over taxation only where measures are discriminatory or
confiscatory. By making explicit the boundaries of arbitral jurisdiction, such provisions aim to reduce
uncertainty for states and mitigate the risk of litigation over routine fiscal policy.

The evolution of treaty language is complemented by the incorporation of procedural safeguards. Modern
agreements frequently require that disputes involving tax measures first be referred to competent domestic
authorities or that states engage in consultations before arbitration can proceed. This procedural layering
not only respects domestic mechanisms but also signals to investors that the treaty framework is responsive
and deliberative rather than automatic in its protections. While procedural prerequisites do not eliminate
the possibility of arbitration, they often serve to filter claims and encourage negotiated resolutions, thereby
preserving a degree of fiscal autonomy. These mechanisms also allow states to maintain control over the
interpretation and application of their own tax laws, a critical consideration given the complexity of
contemporary tax regimes and the potential impact of fiscal measures on national development strategies.
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Global tax reforms, particularly those initiated under the OECD framework, intersect with treaty design
to create a new normative landscape for taxation and investment. The Base Erosion and Profit Shifting
project has prompted the widespread adoption of measures aimed at curbing aggressive tax planning, while
the multilateral instrument facilitates the incorporation of these measures into existing treaties. Pillar One
and Pillar Two initiatives, with their focus on allocation of taxing rights and the establishment of a global
minimum tax, respectively, reflect a broader consensus that unilateral fiscal measures may no longer be
sufficient to address the challenges of a digitalized and highly mobile economy. These reforms influence
treaty interpretation in practice; arbitral tribunals, when assessing claims under standards such as fair and
equitable treatment or indirect expropriation, must consider the evolving international norms around
taxation and the legitimacy of measures adopted to implement global minimum taxation or anti-abuse
rules. Consequently, emerging treaty models are increasingly designed with an awareness of these global
initiatives, embedding language that explicitly reconciles domestic tax policy with international
investment protections.

The Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and
Profit Shifting exemplifies the synergy between treaty design and global tax reform. By enabling the
simultaneous amendment of multiple bilateral treaties, the instrument facilitates uniformity and reduces
legal uncertainty for both states and investors. For developing countries, such coordinated approaches are
particularly valuable, as they mitigate the risk of conflicting obligations and enable governments to pursue
fiscal policy reforms without fear of triggering multiple arbitration claims. The inclusion of anti-abuse
clauses, principal purpose tests, and treaty override mechanisms allows states to enforce tax sovereignty
while preserving investor confidence, demonstrating that careful drafting can achieve both objectives.
Specialized dispute settlement mechanisms have also emerged as a significant feature of contemporary
treaty architecture. In recognition of the unique challenges posed by taxation disputes, some states have
proposed or implemented tax-focused arbitral panels, which combine expertise in both international
investment law and domestic fiscal policy. Such panels are designed to ensure that complex questions
regarding tax measures are evaluated by individuals with the requisite technical knowledge, thereby
reducing the likelihood of misinterpretation or overreach. These mechanisms serve a dual purpose: they
reinforce investor protections by providing predictability and neutrality while simultaneously
safeguarding state prerogatives by applying nuanced and contextually informed standards. In the Indian
context, discussions around integrating tax expertise into ISDS proceedings highlight the importance of
institutional innovation as a complement to textual safeguards in treaties.

Emerging treaty models also reflect a growing recognition of policy space, particularly in areas linked to
sustainable development, social welfare, and economic transformation. Modern agreements frequently
articulate the principle that states retain the right to regulate taxation to achieve legitimate public policy
objectives, including redistribution, environmental sustainability, and technological development. By
explicitly linking fiscal autonomy to development objectives, treaties signal that taxation is not merely a
tool for revenue collection but a mechanism for advancing broader societal goals. For developing
countries, which face both pressure to attract foreign investment and the imperative to mobilize domestic
resources, this approach is especially critical. It provides legal reassurance that legitimate fiscal measures
will not automatically constitute treaty breaches, while maintaining the credibility of the investment
protection framework.

Practical implications of these developments are manifold. For states, emerging treaty models necessitate
a careful calibration of domestic tax policy to ensure consistency with both treaty obligations and
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international reforms. In India, for example, the combined effect of updated BIT provisions, double
taxation agreements, and participation in OECD initiatives such as Pillar Two requires policymakers to
balance competitive taxation with compliance and enforcement objectives. Governments must anticipate
potential arbitration risks when implementing retrospective amendments or targeted fiscal incentives,
designing measures that are proportionate, non-discriminatory, and transparently communicated. For
investors, these treaty reforms increase predictability and reduce the likelihood of disputes arising from
routine tax policy, although they also require vigilance in interpreting the scope and applicability of carve-
outs, anti-abuse provisions, and dispute resolution procedures.

Developing countries, in particular, face both opportunities and challenges. On the one hand, emerging
treaties and global reforms provide a framework for asserting tax sovereignty and limiting exposure to
claims that could undermine domestic fiscal objectives. On the other hand, these same instruments impose
obligations that may constrain flexibility, particularly when anti-abuse measures or minimum taxation
requirements are implemented. States must navigate the tension between retaining regulatory space and
providing credible assurances to investors, balancing the need for revenue mobilization with the
imperative of sustaining a favorable investment climate. This balancing act underscores the importance of
clear, precise, and contextually informed treaty drafting, as well as ongoing dialogue between
policymakers, tax authorities, and investment stakeholders.

The integration of global tax reforms into treaty models also has implications for dispute resolution trends.
Tribunals increasingly consider international norms, multilateral instruments, and domestic
implementation of OECD principles when adjudicating claims involving taxation. This shift signals that
investment arbitration is not insulated from broader legal developments; rather, it operates within a
dynamic ecosystem in which domestic policy, treaty obligations, and global initiatives intersect. For states,
this reinforces the value of proactive treaty design, strategic use of carve-outs, and investment in domestic
capacity to defend fiscal measures. For investors, it emphasizes the importance of due diligence and
awareness of evolving international tax norms when structuring cross-border transactions.

Overall, emerging treaty models and global tax reforms represent a sophisticated, evolving approach to
harmonizing investor protection with tax sovereignty. They reflect an acknowledgment that the previous
generation of treaties, with broad protections and ambiguous carve-outs, left states vulnerable to
arbitration claims over routine fiscal measures. Modern treaties attempt to correct these deficiencies by
providing clear textual limits, procedural safeguards, and alignment with global tax norms. The practical
effects are substantial: states retain greater control over their fiscal policy, arbitration risk is better
calibrated, and the legitimacy of the international investment law system is enhanced. For India and other
developing countries, these developments offer both a blueprint for treaty reform and a guide for
integrating domestic tax strategy with international commitments. The ability to reconcile investor
confidence with sovereign autonomy will shape the trajectory of cross-border taxation and investment
governance in the decades to come, underscoring the central question of whether international arbitration
and tax sovereignty can coexist in a balanced, sustainable framework.

This section, in its entirety, provides a comprehensive analysis of how contemporary treaty practice and
global tax reforms interact to influence the landscape of investor—state arbitration. By emphasizing both
doctrinal innovations and practical implications, it situates the discussion within a real-world policy
context, highlighting the challenges and opportunities facing states in asserting fiscal sovereignty while
honoring international investment obligations. The continuous evolution of treaty models, in tandem with
global reforms, underscores the necessity of ongoing adaptation, careful drafting, and strategic policy
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planning to ensure that the rights of investors and the prerogatives of sovereign states are maintained in
equilibrium.

SYNTHESIS: THE CORE PROBLEM

Cross-border taxation represents one of the most contentious intersections between state sovereignty and
international investment protection. Taxation is not merely a tool of revenue collection; it is a primary
expression of state authority, central to governance, economic planning, and the legitimacy of democratic
institutions. At the same time, the proliferation of investor—state arbitration (ISA) has created a mechanism
through which foreign investors can challenge fiscal measures, often in ways that directly influence a
state’s sovereign authority. This raises a critical question: in disputes over cross-border taxation, who truly
exercises ultimate control—the sovereign state, or the international arbitral tribunal?

Investor—state arbitration has evolved significantly since its inception. Initially, ISA was designed to
protect foreign investors against outright expropriation, discriminatory treatment, or nationalization. Over
time, however, it has become a forum through which indirect forms of state action, including fiscal
measures, are challenged. This evolution has blurred the line between legitimate regulation and investment
protection. Landmark cases illustrate this shift and the practical consequences it entails.

In the Vodafone v. India case, Vodafone International Holdings acquired Hutchison Essar in 2007. India
subsequently sought to impose retrospective capital gains taxation on the transaction. While the dispute
was ultimately resolved in India’s domestic courts, the case underscored the potential for arbitration claims
under BIT provisions such as fair and equitable treatment (FET) and indirect expropriation. Had Vodafone
pursued arbitration under a bilateral investment treaty, Indian tax measures could have been scrutinized at
the international level, highlighting how treaty protections can influence domestic fiscal policy. The
Vodafone case illustrates the dual pressures states face: implementing revenue measures while navigating
the risk of international claims that challenge retrospective or materially significant tax changes.
Another notable example is Cairn Energy v. India, which involved retrospective amendments to the
Income Tax Act affecting Cairn Energy’s prior restructuring. The company-initiated arbitration under the
UK-India BIT, claiming that the tax measure amounted to indirect expropriation and a violation of FET.
The tribunal eventually awarded Cairn Energy $1.2 billion in damages, demonstrating the tangible
financial and policy implications of investor claims against sovereign taxation. This case also emphasizes
that the risk is not purely theoretical: when tax disputes escalate to ISA, states may face both economic
liability and constraints on regulatory autonomy.

Philip Morris v. Uruguay offers another perspective, illustrating that fiscal and regulatory sovereignty can
be challenged even in contexts beyond traditional corporate taxation. Philip Morris argued that Uruguay’s
anti-tobacco measures—including stringent labeling requirements—exceeded the company’s legitimate
expectations under the Switzerland—Uruguay BIT. Although the claim was ultimately dismissed, the case
underscores a key principle: arbitral tribunals have broad discretion to assess whether state measures,
including those with indirect financial effects, are consistent with treaty protections. Even unsuccessful
claims can exert a “regulatory chill,” as states may delay or dilute public policy initiatives to mitigate
perceived arbitration risks.

Tribunal interpretation of tax carve-outs further complicates the issue. Modern treaties, including India’s
recent BITs with the UAE and Mauritius, explicitly attempt to shield taxation from arbitral review.
However, arbitration panels often interpret these provisions narrowly, asserting jurisdiction in cases where
measures are allegedly discriminatory, confiscatory, or inconsistent with broader investor protections. This

IJFMR250661637 Volume 7, Issue 6, November-December 2025 17



https://www.ijfmr.com/

m International Journal for Multidisciplinary Research (IJFMR)

ILJFMR E-ISSN: 2582-2160 e Website: www.ijfmr.com e Email: editor@ijfmr.com

discrepancy between treaty intent and arbitral practice creates a dual locus of authority: while states
legislate and regulate tax policy, tribunals retain the capacity to evaluate and potentially penalize measures
that investors perceive as treaty violations. The result is an environment in which fiscal sovereignty is
exercised within the constraints of both domestic law and international investment obligations.

India’s treaty practice offers a concrete example of this tension. Amendments to the India—Mauritius BIT
(2016) allowed India to tax capital gains arising from the sale of shares in Indian companies acquired after
April 1, 2017, countering concerns about treaty-shopping and offshore avoidance. Similarly, the India—
UAE BIT (2024) explicitly affirms the host state’s right to regulate in pursuit of legitimate public policy
objectives, including taxation. While these provisions strengthen India’s fiscal autonomy, they coexist
with dispute resolution clauses that allow investors to challenge perceived violations, ensuring that
arbitration remains a credible mechanism for contesting tax policy.

The practical implications of this dual authority are profound. Regulatory chill is a key concern. States,
particularly in developing countries, may hesitate to implement tax reforms or close loopholes due to fear
of arbitration claims. This phenomenon is evident in sectors with high foreign investment, such as energy,
telecommunications, and pharmaceuticals, where fiscal changes can have disproportionate impacts on
investor profits. Arbitration risks may also influence budgetary decisions, delaying reforms that enhance
tax equity or efficiency, ultimately affecting economic and social development priorities.

Democratic accountability is another critical dimension. Taxation is inherently political, enacted through
legislatures and accountable to citizens. ISA panels, by contrast, are composed of private arbitrators who
are not elected or directly answerable to the public. When tribunals assert jurisdiction over fiscal measures,
they effectively exercise a form of judicial review over legislative and executive decisions. While investor
protection is a legitimate objective, its expansion into the domain of fiscal policy raises concerns about
the balance of power between international adjudicators and domestic democratic institutions.

Global tax reforms, particularly under the OECD’s BEPS initiatives and the Pillar Two framework, aim to
recalibrate this balance. These reforms seek to standardize taxation of multinationals, allocate taxing rights
more predictably, and limit opportunities for treaty-shopping and base erosion. For instance, Pillar Two
establishes a global minimum tax, ensuring that multinational enterprises are subject to a floor of effective
taxation regardless of jurisdiction. Such initiatives strengthen state authority by harmonizing fiscal rules
across borders and reducing the leverage that investors may seek to exploit through ISA claims.

Despite these measures, control over cross-border tax disputes remains shared and asymmetrical.
Sovereign states retain formal legislative authority and the power to implement fiscal policy. Yet the
existence of ISA creates a parallel mechanism whereby investors can challenge measures in international
forums, potentially influencing state behavior even before disputes are adjudicated. This duality means
that while states remain the primary architects of tax policy, their autonomy is constrained by treaty
obligations and arbitral discretion.

In this context, emerging treaty models offer potential pathways to restore balance. Provisions such as
unambiguous tax carve-outs, pre-arbitration consultations with competent authorities, and exhaustion-of-
local-remedies requirements can shield states from unnecessary arbitration while preserving legitimate
investor protections. The India—US proposed BIT, for instance, includes enhanced consultation
mechanisms and clarifications on taxation to reduce the risk of disputes. Multilateral instruments, like the
OECD’s multilateral convention to implement tax treaty-related measures, also serve to align investor
protections with fiscal sovereignty, demonstrating that careful treaty design can mitigate conflicts between
ISA and taxation.
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The control of cross-border tax disputes is contingent and negotiated. Sovereign states remain the ultimate
decision-makers within their territorial boundaries, but their authority is increasingly mediated by
international treaties, tribunals, and multilateral reforms. Tribunals do not supplant sovereignty but act as
a significant constraint, providing investors with a forum to contest fiscal measures. The balance of
authority is thus dynamic, continuously tested through litigation, arbitration, and treaty evolution.
Cross-border tax disputes exist at the intersection of sovereign authority and international adjudication.
ISA has empowered investors to challenge fiscal measures that were traditionally within the exclusive
domain of states. Landmark cases, from Vodafone to Cairn Energy, illustrate that arbitration can materially
affect fiscal policy, while recent Indian treaty practice and global reforms show efforts to reassert state
control. The ultimate locus of control, therefore, is shared, asymmetrical, and contingent: sovereign states
retain formal authority, but international arbitration exerts a powerful influence that shapes how that
authority is exercised. Future reforms, both in treaty drafting and multilateral tax policy, will be decisive
in defining whether states can fully reclaim regulatory freedom or whether arbitral tribunals will continue
to play a central role in cross-border tax governance.

PROPOSED SOLUTIONS AND A NEW FRAMEWORK

The persistent tension between investor—state arbitration and sovereign taxation demands a multi-layered
approach. Any reform must preserve the confidence of foreign investors while safeguarding the fiscal
autonomy of states, particularly in developing economies where tax revenues are central to developmental
priorities.

A fundamental step is the complete exclusion of tax measures from investor—state arbitration. By explicitly
removing taxation from the scope of ISDS clauses, treaties can prevent arbitral overreach into core fiscal
policy. The challenge lies in drafting clear, unambiguous language to define what constitutes a “tax
measure.” Without precise definitions, tribunals may continue to interpret carve-outs narrowly,
undermining the intended protection. Striking the balance requires drafting that is comprehensive enough
to protect state sovereignty, yet predictable enough to retain investor confidence in the regulatory
environment.

The establishment of a specialized tax—investment tribunal represents another promising reform. Unlike
generalist arbitral panels, a tribunal staffed with experts in both international investment law and domestic
tax law would be better equipped to assess fiscal measures in context. Technical competence would reduce
the risk of mischaracterizing legitimate tax policy as indirect expropriation or unfair treatment. This
structure could also incorporate procedural safeguards that respect the primacy of domestic legislation
while offering investors an authoritative forum for legitimate grievances.

Exhaustion of domestic remedies is a complementary safeguard. Investors would be required to pursue
claims through national courts before invoking international arbitration. Such a requirement respects
domestic judicial and legislative authority, preserves the sovereign right to regulate taxation, and aligns
with the principle that fiscal policy is inherently a domestic concern. Moreover, it could reduce frivolous
or opportunistic claims by ensuring that disputes are first adjudicated within the country whose tax
measures are at issue.

Precision in treaty drafting is critical. Terms such as “taxation measure,” “indirect expropriation,” and
“legitimate expectations” must be clearly defined. Ambiguity in these concepts has allowed tribunals to
assert jurisdiction over tax measures despite carve-outs in treaties like the India—Mauritius BIT or the
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India—UAE BIT. Careful drafting would limit arbitral discretion, reduce legal uncertainty, and provide a
predictable framework for both investors and states.

An appellate review mechanism could further enhance consistency and legitimacy. By enabling review of
tribunal awards on questions of law, an appellate body can prevent inconsistent or expansive
interpretations that threaten fiscal autonomy. This mechanism would not only improve the predictability
of arbitration outcomes but also strengthen the democratic legitimacy of the investment dispute system.
Increasing transparency and public participation in arbitration is equally important. Mandatory publication
of awards, along with the possibility of amicus curiae submissions by civil society organizations, fiscal
authorities, and public interest groups, ensures that arbitration does not occur in isolation from the broader
public policy context. Such transparency reinforces accountability, allows scrutiny of decisions affecting
national tax policy, and mitigates concerns about unelected arbitral panels dictating fiscal outcomes.
Finally, integrating investment arbitration frameworks with global tax initiatives—including OECD’s
Base Erosion and Profit Shifting (BEPS) project, the Pillar Two minimum tax framework, and UN tax
reforms—can harmonize investor protection with international fiscal standards. Alignment with
multilateral norms reduces the risk of conflicts between investment treaties and tax treaties, enhances the
legitimacy of arbitration, and promotes a more stable global tax environment.

A balanced, hybrid model emerges as the most sustainable solution. Such a model would combine
specialized tribunals, precise treaty drafting, mandatory exhaustion of domestic remedies, appellate
review, transparency measures, and integration with global tax standards. This framework simultaneously
protects investor interests and reaffirms the sovereign right to tax, providing a practical roadmap for states
to navigate the complex intersection of cross-border investment and fiscal policy.

The adoption of these reforms carries important practical implications. States would be able to implement
tax measures, including progressive reforms and anti-avoidance rules, without the constant threat of
arbitration claims. Investors would gain clarity and predictability regarding the legal environment,
reducing uncertainty and fostering stable investment. Moreover, the hybrid framework promotes equitable
dispute resolution, respects democratic processes, and strengthens the legitimacy of both domestic and
international tax governance.

In sum, reconciling investor protection with tax sovereignty requires a nuanced, multi-pronged approach.
By limiting arbitral overreach, reinforcing domestic adjudication, and integrating with international tax
standards, states can reclaim meaningful control over fiscal matters while maintaining credibility in the
global investment landscape.

NORMATIVE ARGUMENT

Investor—state arbitration, as currently practiced, privileges investor protection over sovereign governance.
The normative question is whether this imbalance is acceptable in a democratic world where taxation
funds public welfare and expresses collective political will.

True legitimacy in investment law requires mutual respect between investors and states. Investors deserve
stability and protection from discriminatory measures. States, however, must retain the ability to levy taxes
and adjust fiscal policy in response to domestic priorities. Arbitration that undermines fiscal authority
disrupts this balance, threatening democratic accountability and economic sovereignty.

Normatively, sovereignty should not be an isolated concept, but a responsible authority exercised within
global cooperation. Tribunals should respect domestic governance structures, limiting intervention to
cases of genuine abuse or egregious discrimination.
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CONCLUSION

Investor—state arbitration has transformed the landscape of international taxation. Tribunals now
frequently assess and sometimes constrain fiscal measures, challenging the core of state sovereignty. Tax
carve-outs, though common, remain insufficient to fully protect fiscal autonomy. Case law demonstrates
both the reach and inconsistency of arbitration, while comparative experience shows that jurisdictions
vary in their ability to safeguard sovereignty.

Reforms including specialized tribunals, precise treaty drafting, exhaustion of domestic remedies,
appellate mechanisms, transparency, and integration with global tax frameworks, offer a pathway to
reconciliation. These measures can restore balance, ensuring investors remain protected while states retain
the authority to govern their fiscal affairs.

Controlling cross-border tax disputes is not a zero-sum game. States and investors must coexist within a
legal and institutional framework that respects both investment protection and sovereign taxation. Without
such reform, the legitimacy of international investment law and the very principle of tax sovereignty,
remains at risk.
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