«"GAR

DAMAGES IN
INTERNATIONAL
ARBITRATIONS GUIDE

FIFTH EDITION

Editor
John A Trenor




Damages in International
Arbitration Guide

Fifth Edition

Editor

John A Trenor

Reproduced with permission from Law Business Research Ltd
This article was first published in December 2022
For further information please contact insight(dglobalarbitrationreview.com

Disclaimer:
An extract from the fourth edition of GAR’s The Guide to Damages in International Arbitration - Fifth Edition.
The whole publication is available at https:/globalarbitrationreview.com/guide/the-guide-damages-in-international-
arbitration/5th-edition

Reproduced with permission from Law Business Research Ltd This article was first published in December 2022 © Law

The views expressed herein are those of the author(s) and not necessarily the views of FTI Consulting,
its management, its subsidiaries, its affiliates, or its other professionals.

© Law Business Research 2022



Published in the United Kingdom by Law Business Research Ltd
Holborn Gate, 330 High Holborn, London, WC1V 7QT, UK
© 2022 Law Business Research Ltd

www.globalarbitrationreview.com
No photocopying: copyright licences do not apply.

The information provided in this publication is general and may not apply in a specific situation,
nor does it necessarily represent the views of authors’ firms or their clients. Legal advice should
always be sought before taking any legal action based on the information provided. The publishers
accept no responsibility for any acts or omissions contained herein. Although the information
provided was accurate as at November 2022, be advised that this is a developing area.

Enquiries concerning reproduction should be sent to insight@globalarbitrationreview.com;
enquiries concerning editorial content should be directed to the publisher:
david.samuels@lbresearch.com

ISBN 978-1-83862-908-3

Printed in Great Britain by

Encompass Print Solutions, Derbyshire
Tel: 0844 2480 112

© Law Business Research 2022



Acknowledgements

The publisher acknowledges and thanks the following for their learned
assistance throughout the preparation of this book:

A&M GmbH Wirtschaftsprufungsgesellschaft
Accuracy
AlixPartners UK LLP
BDO LLP
CET Group of Companies
Charles River Associates
Frontier Economics Limited
FTI Consulting LLP
HKA
Homburger AG
Intensity, LLC
King & Spalding LLP
London Business School
McDermott Will & Emery UK LLP

NERA Economic Consulting

© Law Business Research 2022



Acknowledgements

Paul Hastings LLP

Secretariat

The Brattle Group

Three Crowns LLP

Victoria University of Wellington Faculty of Law

Vinson & Elkins RLLP

White & Case LLP

Wilmer Cutler Pickering Hale and Dorr LLP

Woss & Partners

© Law Business Research 2022



Contents

John A Trenor

PART I: LEGAL PRINCIPLES APPLICABLE TO THE AWARD OF DAMAGES

1 Compensatory Damages Principles in Civil and
Common Law Jurisdictions: Requirements, Underlying
Principlesand Limits................................................ 7
Clare Connellan, Elizabeth Oger-Gross and Angélica André

2 Non-Compensatory Damages in Civil and Common Law
Jurisdictions: Requirements and Underlying Principles ............. 30
Reza Mohtashami KC, Romilly Holland and Farouk El-Hosseny

3 Damages Principles under the Convention on Contracts
for the International Sale of Goods...................................... .. 55

Petra Butler

4 Contractual Limitationson Damages .................................... 101
Gabrielle Nater-Bass and Stefanie Pfisterer

5 Overview of Principles Reducing Damages ............................ 117
Craig Miles and David Weiss

6 Full Compensation, Full Reparation and the But-For Premise.... 134
Herfried Woss and Adriana San Roman

© Law Business Research 2022



Vi

Contents

PART Il: PROCEDURAL ISSUES AND THE USE OF DAMAGES EXPERTS

7 Procedural IsSUes. ... 147
Louise Woods, Ciara Ros and Elena Guillet

8 The Function and Role of Damages Experts ........................... 162
Anthony Theau-Laurent, Edmond Richards and Louis Osman

9 Strategic Issues in Employing and Deploying Damages Experts.. 174
John A Trenor

PART Ill: APPROACHES AND METHODS FOR THE ASSESSMENT
AND QUANTIFICATION OF DAMAGES

10 Overview of Damages and Accounting Basics.......................... 203
Gervase MacGregor and Susan Blower

11 Assessing Damages for Breach of Contract............................ 216
Karthik Balisagar and Tim Battrick

12 The Applicable Valuation Approach ...................................... 226
Roula Harfouche and Joseph Kirby

13 Income Approach and the Discounted Cash Flow Methodology.. 239
Alexander Demuth

14 Best Practices and Issues that Arise in DCF Models ................. 270
Gervase MacGregor and Michael Smith

15 Determining the Weighted Average Cost of Capital................... 289
Charles Jonscher

16 Assessing ‘Modern' DCF Valuation ....................................... 302
Stuart Amor, Jose Alzate and Thomas Maassen

17 Market or Comparables Approach...................................... .. 317
Richard Hern, Zuzana Janeckova and Yue Yin

© Law Business Research 2022



Contents
18 Accounting-Based Valuation Approach.................................. 333
M Alexis Maniatis, Fabricio Nunez, Ilinca Popescu and Jack Stirzaker

19 Country Risk ... . 353
Tiago Duarte-Silva

20 Taxation and Currency Issues in Damages Awards................... 366
James Nicholson and Toni Dyson

21 Pre-Award Interest ... 384
James Dow
22 COSES . 401

Joseph R Profaizer, Igor V Timofeyev and Adam J Weiss

23 The Use of Econometric and Statistical Analysis
in Damages Assessments...................... 425
Jennifer Vanderhart, Steven Schwartz, Richard Brady
and Aminta Raffalovich

PART IV: DAMAGES ISSUES IN SPECIFIC INDUSTRIES OR THAT CUT
ACROSS INDUSTRIES

24 Quantum in Oil and Gas and Mining Disputes ......................... 441
Darrell Chodorow, Florin Dorobantu and Fernando Banez

25 Damages in Gas and Electricity Arbitrations........................... 463
Wynne Jones, Christoph Riechmann, Matthew Roberts
and Stefan Lochner

26 Damages in Construction Arbitrations .................................. 477
Conrad Bromley and Terry Hawkins

27 Damages in Life Sciences Arbitrations................................ .. 490
Gregory K Bell, Andrew Tepperman and Justin K Ho

28 M&A and Shareholder Arbitrations..................................... .. 504
Kai F Schumacher, Michael Wabnitz and Greig Taylor

© Law Business Research 2022

Vii



Viii

Contents

29 Damages in Intellectual Property Arbitrations...................... .. 519
Trevor Cook

30 Damages Relating to Environmental, Social
and Governance Issues............................ 533
Colin Johnson, Jana Lefranc and Joseph Kirby

About the Authors ... 547
Contributors’ Contact Details.................. ... . ... ... ... 581
INAEX. . 587

© Law Business Research 2022



Preface

This fifth edition of Global Arbitration Review’s Damages in International
Arbitration Guide builds on the successful reception of the earlier editions. As
explained in the Introduction, this book is designed to help all participants in the
international arbitration community understand damages issues more clearly and
to communicate those issues more effectively to tribunals to further the common
objective of assisting arbitrators in rendering more accurate and well-reasoned
awards on damages.

'The book is a work in progress, with new and updated material being added
to each successive edition. In particular, this fifth edition incorporates updated
chapters from various authors and contributions from new authors. This edition
seeks to improve the presentation of the substance through the use of visuals such
as charts, graphs, tables and diagrams; worked-out examples and case studies to
explain how the principles discussed apply in practice; and flow charts and check-
lists setting out the steps in the analyses or the quantitative models. The authors
have also been encouraged to make available online additional resources, such as
spreadsheets, detailed calculations, additional worked examples or case studies,
and other materials.

We hope this revised edition advances the objective of the earlier editions
to make the subject of damages in international arbitration more understand-
able and less intimidating for arbitrators and other participants in the field,
and to help participants present these issues more effectively to tribunals. We
continue to welcome comments from readers on how the next edition might be
turther improved.

John A Trenor

Wilmer Cutler Pickering Hale and Dorr LLP
November 2022
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Introduction

John A Trenor!

There are three types of arbitrators: those who understand numbers and those who don’t.

'This old joke, adapted to the international arbitration community and repeated at
conferences, typically receives nervous laughter from parties, counsel and experts
who may have experienced innumeracy at first hand on the part of a tribunal. Yet
this innumeracy is by no means limited to those who serve as arbitrators; the joke
could equally be applied to those who appear as counsel and to other participants
in the international arbitration community.

This book is aimed at everyone who gets the joke, whether they profess
to understand numbers or not. The objective of the Damages in International
Arbitration Guide is to help all participants in the international arbitration
community — from the arbitrators to the parties to counsel and experts — under-
stand damages issues more clearly and communicate those issues more effectively
to tribunals to further the common objective of assisting arbitrators in rendering
more accurate and well-reasoned awards on damages.

In the vast majority of international arbitrations, one or more parties seek
damages. As such, damages are a critical component of most cases. A tribunal
that misunderstands the relevant damages issues does not render justice to the
parties. An award that effectively resolves the scope of liability but misunder-
stands, misapplies or miscalculates damages does not put the aggrieved party back
in the position it would have been in if the wrongful act had not occurred. An

award that seemingly takes a Solomonic approach by ‘splitting the baby’ or does

1 John A Trenor is a partner at Wilmer Cutler Pickering Hale and Dorr LLP.
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Introduction

not adequately explain the decision on damages does not typically satisty either
party and does not contribute to a favourable reputation for the arbitrators who
issued the award.

Parties, and their counsel and experts, express frustration with awards that
offer little reasoning on damages or, worse yet, faulty reasoning or errors in prin-
ciple or calculation. Arbitrators express frustration with counsel and experts who
struggle to communicate often complex damages issues clearly and effectively.
Counsel and experts express frustration with each other on how best to present
damages cases to tribunals that may lack quantitative backgrounds.

'The idea for this book arose from discussions among members of the Global
Arbitration Review editorial board, who have heard these frustrations being
voiced and identified a void in the market for a guide to damages in interna-
tional arbitration. This book draws on the insights of leading lawyers, experts and
academics in the field to produce a work that will be a valuable desk-top reference
tool for arbitrators, parties, and their advisers and counsel, when approaching
damages issues in international arbitration.

'This book is not intended to provide a comprehensive answer to every ques-
tion. Frequently, the answer depends on the context — on the contract or treaty
language, the applicable law, the arbitration agreement or rules, the facts of the
case, etc. Indeed, on some issues addressed in this book, the authors (and the
editor) no doubt disagree. Participation in this book is not meant to convey
endorsement of the views expressed by others. However, the objective of this
book, and indeed the objective of resolving disputes between parties regarding
damages, is to understand better why they disagree. Is the disagreement based on
differing views on what the contract, treaty or applicable law requires? Is it based
on differing assumptions of the parties and their experts? Is it based on differing
views of the appropriate methodology to assess and quantify damages? Or is it
based on different quantitative models?

'The aim of this book is to make the subject of damages in international
arbitration more understandable and less intimidating for arbitrators and other
participants in the field, and to help participants present these issues more effec-
tively to tribunals. The chapters address key issues regarding various aspects of
damages, identify areas of general agreement and disagreement, provide checklists
and tips, and describe effective approaches to presenting and resolving damages
issues. With a firm understanding of the underlying issues and the reason why the
parties disagree, the arbitrators can make informed judgements on how to resolve
those differences.

© Law Business Research 2022
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'The book is divided into four parts.

Part I addresses various legal principles applicable to the award of damages.
The chapters in this part include overviews of the civil and common law
approaches to both compensatory and non-compensatory damages, and cover
damages principles under the Convention on Contracts for the International Sale
of Goods, contractual limitations on damages, principles for reducing damages,
such as mitigation, and damages principles in investment arbitration. The authors
of these chapters are counsel from leading international arbitration firms and
legal academics.

Part II addresses various procedural issues regarding damages and the use
of damages experts, including bifurcation, evidentiary issues such as document
disclosure, and techniques and approaches to maximise the effectiveness of expert
assistance on damages. The authors of these chapters are also counsel from leading
international arbitration firms.

Part III addresses various approaches and methods for the assessment and
quantification of damages. It includes an overview of damages and accounting
basics, quantifying damages for breach of contract, the income approach
(discounted cash flow methodology) and determining the weighted average cost
of capital, the market approach (comparables), the asset-based approach, taxa-
tion and currency issues, interest, costs, and the use of econometric and statistical
analysis. The authors of these chapters are experts from leading expert practices,
and economic and financial academics.

Part IV addresses damages issues specific to certain industries or those that
cut across multiple industries. These chapters include overviews of damages issues
in energy and natural resources arbitrations, construction arbitrations, life sciences
arbitrations, mergers and acquisitions and shareholder arbitrations and intel-
lectual property arbitrations. The authors are again experts from leading expert
practices and counsel from leading international arbitration firms.

In addition to the hard copy version of this book, the content is also
available on the Global Arbitration Review website, with additional online
materials identified by the authors. Online access is available to subscribers at
www.globalarbitrationreview.com/insight/guides.

Many individuals have contributed to making this book a success and deserve
thanks. First and foremost, the authors of the chapters have shared in the vision
of helping participants in the international arbitration community understand
damages issues better. Their valuable contributions help to achieve this goal.

'The professional team at Global Arbitration Review and its publisher, Law
Business Research, have worked tirelessly at all stages of the process, from concep-
tion of the idea, through the editorial process, to publication.
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'This book would also not have been possible without the ideas and support
of numerous current and former colleagues at Wilmer Cutler Pickering Hale
and Dorr LLP.

Global Arbitration Review’s Damages in International Arbitration Guide will
continue to be updated in future editions. Contributing authors will be encour-
aged to update existing chapters and new authors will be invited to contribute
additional chapters. If readers wish to see further topics included or existing topics
addressed in more detail, please bring them to my attention or to the attention of
Global Arbitration Review. We also welcome comments from readers on how the
next edition might be improved.

I share the hope of Global Arbitration Review that this book and future
editions will form a valuable contribution to the field of international arbitra-
tion and that, in the future, the joke that there are three types of arbitrators (or
counsel, or others) — those who understand numbers and those who dont — no

longer resonates.
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CHAPTER 20

Taxation and Currency Issues
in Damages Awards

James Nicholson and Toni Dyson'

Introduction

'This chapter describes some of the issues that can contribute to the distortion
of the value of awards received by claimants arising from the treatment of taxes
and currency, and explores some possible approaches to reducing or eliminating
potential distortions from an economic point of view.

Taxes, and particularly taxes on profits, are a fact of corporate life in the
majority of jurisdictions. As a result, the treatment of tax in the calculation of
awards of compensation made by tribunals in international commercial and
investment treaty arbitration can have a significant effect on the value of an award
to a recipient. Overcompensation and under-compensation are possible if taxes
are not considered appropriately, or at all.

'The treatment of taxation in relation to awards of damages, depending on the
circumstances, may be a question of the law of damages before it is a question of
the assessment of economic loss. In the taxation part of this chapter, we focus on
questions of economic loss arising in this context. These issues can be complex,
given the nature of the calculation of an award, its timing and the international
context in which many claims are made. Perhaps partly as a result, this area has
often been given limited attention by tribunals and parties to disputes.

Similarly, the treatment of currencies in the calculation of awards of damages
can have a very significant effect on the value of damages received by a claimant,

again potentially giving rise to overcompensation and under-compensation.

1 James Nicholson and Toni Dyson are senior managing directors at FTI Consulting LLP.
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Calculating damages in international arbitration

Famously, the calculation of an award of monetary damages in bilateral investment
treaty (BIT) arbitrations is based on the principle established by the Permanent
Court of International Justice (predecessor to the International Court of Justice)
in the Chorzéw Factory case of 1928: ‘reparation must, as far as possible, wipe out
all the consequences of the illegal act and re-establish the situation which would,
in all probability, have existed if that act had not been committed’.? The ex ante
position should be restored. A substantially similar principle generally applies in
international commercial arbitration: that the claimant should be restored to the
position it would have enjoyed but for the breaches found by the tribunal. We
shall call this the ‘principle of full compensation’.

'The principle of full compensation implies that any award should restore the
claimant to the same position that it would have enjoyed but for its injuries, taking
account of all relevant factors, including applicable taxation and relevant currency
movements, both in considering the financial position the claimant would have
been in but for the breach or breaches, and the financial position in which it actu-

ally finds itself.

Tax treatment of arbitration awards

Why does tax matter?

Taxation of corporate profits is well established in most jurisdictions.? These taxes
would often have applied to any additional profits a claimant would have made
but for its injuries, and also often apply to any award received by a claimant.

The treatment of taxation by tribunals in setting awards can make an impor-
tant difference to the net proceeds of an award to a claimant and, therefore,
whether the principle of full compensation has been met. Put simply, if an award
itself is subject to tax and the value of the award has been calculated by reference
to profits lost on a post-tax basis, under-compensation of a claimant is likely to
arise. In these circumstances, the principle of full compensation might imply, at
its most straightforward, that it would be necessary for the claim to include a

gross-up for tax payable on the award.

2 Factory at Chorzéw (Germany v. Poland), Merits, 1928 PCIJ (Ser. A) No. 17
(13 September) at [125].

3 Although individuals are often parties to international arbitration, we focus on the situation
of corporations.
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However, the question of tax is often largely and sometimes entirely disre-
garded by the parties to a dispute. The sources of this neglect are understandable:
* damages calculations are often already complex, time-consuming and expen-

sive for the parties to prepare, before consideration of tax issues;

* taxis itself a complex area often requiring evidence from additional experts if
it is to be examined in detail; and

*  because the amount of taxes that would have been, or will be, paid in certain
situations can depend on the performance in the future or hypothetical posi-
tion of both the legal entity and its corporate group, treatment of tax issues
may require an even broader scope for analysis and estimation than that

required for other aspects of loss assessment.

Moreover, to assess the extent of taxes that a claimant will pay on any award, it
is often necessary to make estimations concerning the future actual performance
of the claimant (because, for example, a loss-making company may pay no taxes
on an award, whereas the same company, if profitable, would pay taxes). When an
estimation is compared with the future actual performance of a business it may
result in dissatisfaction for one of the parties affected by an award of damages.
Below, we discuss some of the conceptual issues involved in considering the
tax implications of damages awards, before giving an overview of tax issues in

selected jurisdictions.

Issues raised by tax analysis

To illustrate the issues at hand, consider a relatively straightforward case in

which a claimant is seeking compensation only for trading losses suftered in its

home jurisdiction.
To analyse fully the tax treatment of the hypothetical lost profits, the following
would need to be taken into account:

*  Over which periods would the lost profits have arisen?

*  What is the applicable corporation tax rate in each period?

*  What is the basis of the calculation of taxable profits in each period
(e.g., taking account of allowances, depreciation of assets for tax purposes and
other factors)?

* To what extent are other losses available for offset either within the period,

brought forward from earlier periods or surrendered from affiliates?

368
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Taxation and Currency Issues in Damages Awards

A similar analysis would be required in relation to the award claimed in compen-

sation for the lost profits, which would need to take the following into account:

*  On what basis will the award be subject to tax? Does it follow the taxation of
the lost profits or is it treated as a separate source of income or gains subject
to different rules?

* Inwhich period would it be subject to tax? At the time of the claim, both the
timing of any future award payment and the tax position of the claimant in
the tax periods in which the award may be received are likely to be uncertain.

Further considerations come into play when the injury causes loss to an asset.
Depending on the applicable jurisdiction, damage to an asset may result in a
deemed disposal or part disposal of the asset for tax purposes, and any compensa-
tion for such a loss may be treated as proceeds of such a disposal. This may apply
when the asset is tangible property, or intangible property such as a brand, which
may be a recognised asset on the claimant’s balance sheet. The capital gain or
loss will be calculated according to applicable tax principles, deducting allowable
costs (of acquisition, etc.) from the proceeds of disposal. This calculation may
not be consistent with the method used to calculate the award, which may be
by reference to loss of revenue, and this would need to be considered to ensure
appropriate post-tax compensation.

Further refinement would be needed if a claimant is seeking compensation
for profits that would have been generated partly or entirely in jurisdictions other
than its home jurisdiction. This is very often the situation in BIT cases and for
those commercial cases in which a parent company is claiming for losses suftered
by its foreign subsidiaries.

Although international law may apply to the arbitration process, tax law is not
international. Each jurisdiction has sovereign power to determine the taxation of
companies resident or active in that jurisdiction. The exercise of this sovereignty
can result in conflict with other jurisdictions or supranational bodies, as demon-
strated by the intervention of the European Union in Apple’s tax arrangements in
Ireland, agreed by the Irish fiscal authority but attacked under EU State Aid prin-
ciples. The diversity of approach to taxation generally is illustrated by the table

© Law Business Research 2022
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Taxation and Currency Issues in Damages Awards

below, which summarises headline corporation tax rates by country.* The method
of identification of the profits subject to tax, taking account of reliefs, exemptions,

losses and affiliated company tax positions, also varies.

Corporation tax rates in selected jurisdictions (2022) (excludes local tax charges)

China 25%
France 25%
Germany 15%
Hong Kong 16.5%
Ireland 12.5%
Singapore 17%
Switzerland 8.5%
United Arab Emirates 0%*
United Kingdom 19%7t
United States 21%
Venezuela 34%

* UAE has introduced a corporation tax regime at 9%, starting from June 2023
T UK is due to raise the headline rate of corporation tax to 25% from April 2023

In cross-border cases, therefore, it is necessary to consider whether there is
symmetry of taxation between the lost profits on one hand (hypothetically subject
to tax in the home jurisdiction of the injured company) and the award on the
other hand (potentially taxable as income or capital gains when received by the
injured company or an affiliate in another jurisdiction).

This situation also raises the question, in relation to commercial cases, of
equity between jurisdictions, as well as between claimant and defendant; when
tax is lost in one jurisdiction as a result of an injury inflicted on one company and
paid in another jurisdiction as a result of compensation paid to a parent or affiliate
in that other jurisdiction, some form of settlement might be expected between

tax authorities in different jurisdictions. However, there is no mechanism in the

4 See Organisation for Economic Co-operation and Development, Tax Database
(https://www.oecd.org/tax (last accessed 28 September 2022)); Trading Economics
(www.tradingeconomics.com (last accessed 28 September 2022)); and KPMG corporate tax
rates table (https://home.kpmg/sg/en/home/services/tax/tax-tools-and-resources/
tax-rates-online/corporate-tax-rates-table.html (last accessed 28 September 2022)).
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established tax treaty system for tax fortuitously received in one jurisdiction to
be reimbursed to another, so this type of process is not yet formally possible, in
commercial cases at least.’

There is also the possibility of a claimant receiving an award calculated on
a pre-tax basis, which is then not subject to tax; for example, if circumstances
change or an alternative tax return position is taken. Such over-recovery would

also be a violation of the principle of full compensation.

Perspectives from United Kingdom, United States and France

As the brief survey above indicates, the issues involved are complex, and a detailed
analysis of tax issues risks creating a separate arbitration within the arbitration,
requiring further evidence of fact and evidence from tax experts, among other
things. We have never sensed an appetite from parties or tribunals for such a
detailed investigation, which is understandable given the potential for excessive
technical detail, creative assumptions and uncertainty of tax outcomes outside the
control of the tribunal.

Before we discuss the steps that parties and tribunals can take towards imple-
menting the principle of full compensation as far as taxation is concerned, we
explore certain perspectives arising in the United Kingdom, the United States
and France.

UK perspective

'The case of British Transport Commission v. Gourley® confirmed a general principle
of compensation consistent with the principle of full compensation. However, the
degree of approximation with which this principle is applied to the treatment of
taxation on damages is variable.

'The UK corporation tax treatment of an award of compensation is deter-
mined by the nature of the loss to which the award refers. When corporate trading
activity has been damaged, and the award is calculated by reference to the loss of
trading profits, it will be treated as taxable trading income. The timing of taxation
of an award is likely to follow the period in which the award is recognised in the
recipient’s accounts.

5  Although see below for the tax treatment in France (and potentially other jurisdictions)
of compensation for expropriations, as may be awarded under a bilateral investment treaty
and otherwise.

6 [1955] UKHL 4, 3 AlLER 796.
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When compensation is claimed for damages other than loss of trade profits,
it is necessary to determine whether the claim is in respect of a capital or revenue
loss, and for capital losses, whether the loss relates to an underlying asset treated as
chargeable for corporation tax purposes. A significant body of case law addresses
the capital or revenue distinction, and UK statute defines chargeable assets. The
area is complex and the facts will determine the UK tax treatment.

When compensation is claimed for permanent damage or deprivation of use
of a fixed capital asset, it is possible that an award will be treated as a capital
receipt. The tax treatment of the award will then be determined by whether the
damage can be related to underlying property that is a chargeable asset for the
purposes of calculating corporation tax on disposal (e.g., plant and machinery).
In such cases, an award may be considered a deemed disposal or part-disposal of
the asset, and a capital gain or loss would then arise for corporation tax purposes.
It was established in the case of Zim Properties” that the right to take court action
in pursuit of compensation or damages is of itself an asset for capital gains tax
purposes. This case concerned damages for professional negligence and, under
current UK practice, a punitive tax cost can arise.

Intangible assets such as goodwill were also historically treated as chargeable
assets for corporation tax purposes; however, specific rules now apply to intangi-
bles acquired (from third parties) or created after April 2002, such that gains or
losses on disposal will be treated as revenue income or loss.®

A capital receipt not related to an underlying chargeable asset will not be
subject to corporation tax under general principles. However, the basis on which
receipts are characterised as non-taxable capital is dependent on the under-
lying facts, subject to a wide range of case law precedent and, therefore, not
clearly defined.

A UK-based claimant, therefore, would need to identify the nature of the lost
profits (whether capital or revenue) to analyse the tax treatment of the amount
claimed. To restore the ex ante position, the calculation of the amount of the award
should take account of the tax treatment of both the loss and the award itself.

7 Zim Properties Ltd v. Proctor, 58 TC 371.
8  The taxation treatment of intangible assets, including goodwill, is now dealt with by the
Corporation Taxes Act 2009, Part 8: Intangible Fixed Assets.
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US and French perspectives

US courts have approached the issue of taxation of arbitration awards in the context
of employment tribunal cases adopting a ‘make whole’ purpose that is broadly
consistent with the principle of full compensation.” These anti-discrimination
cases are not directly relevant to the discussion relating to international commer-
cial and investment treaty awards, but some insightful guidance emerges, such as
the tribunal’s emphasis on the significance of the particular facts of each case and
placing the burden of proof on the claimant to establish any adverse tax conse-
quences to be taken into account.

Turning to investment treaty cases involving US-based claimants, the award
in the case of Chevron and Texaco v. Ecuador' included lengthy analysis of the
tax consequences in Ecuador of profits lost. After the Republic of Ecuador agreed
that no further tax, penalties or interest would be payable on the award, the award
was calculated net of tax. In Corn Products v. Mexico,'! the net-of-tax award was
made to a US parent rather than to the Mexican subsidiary, to ensure no additional
taxes were payable in Mexico. It is not clear whether US taxes would ultimately
have been payable by the claimants in these cases or whether this was relevant in
the calculation of the award. If the awards were subject to tax in the United States,
the ex ante position may not have been restored unless the profits lost in Mexico
would also ultimately have been subject to US tax.

A final point of fairness arises in the context of investment treaty awards
(analogous to the point above relating to jurisdictional fairness in commercial
cases). In the case of the expropriation of a company by a government, the value
taken by the expropriating government is as a first approximation of the after-tax
value of the relevant entity. If an award against a government based on the pre-tax
value of the entity is paid to the parent company, as is often the case for BIT
awards (on the grounds that the award will be taxed in the parent company’s
jurisdiction), then the losing government will pay an award greater than the value
taken. The excess between the value taken and the amount paid would then effec-
tively be a tax windfall for the government of the parent company’s jurisdiction.

9 Eshelman v. Agere Systems Inc.

10 Chevron Corporation (USA) and Texaco Petroleum Company (USA) v. Republic of Ecuador
(March 2010), PCA Case No. 2009-23, cited in Nhu-Hoang Tran Thang, ‘Tax Gross-Up Claims
in Investment Treaty Arbitration’ (February 2011).

11 Corn Products International Inc v. United Mexican States (March 2010), ICSID
Case ARB(AF)/04/1, cited in Nhu-Hoang Tran Thang (op. cit. footnote 9).
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It is perhaps to guard against such an outcome that the French General Tax
Code stipulates that the French state will levy no taxes on awards paid in relation

to expropriation or similar measures by a foreign government.'?

Calculating tax impact in practice

One approach often used by a claimant is to quantify its claim before deducting
any corporation taxes the affected entity would have paid, on the grounds that
any award will itself be taxed, leaving the claimant’s net position in line with the
principle of full compensation. This approach is appropriate if the taxation of
the lost profits would have been broadly in line with taxation of the award, both
by reference to the method of calculation and marginal tax rate for the periods
in question.

An alternative approach that is also often used is for a claimant to state
its claim after deducting the taxes the entity would have paid, and to leave it
to the tribunal to award the amount that would constitute full compensation
post-tax. This approach essentially defers the question of taxation to the hearing
or post-hearing stage. Such an approach would be appropriate if it is clear that the
award itself would not be subject to tax. However, when the tax treatment of the
award is not addressed at all, the claimant would be at risk of under-compensation.

As the great John Maynard Keynes' was reported (after his death) to have
said: It is better to be roughly right than precisely wrong.” In view of the limi-
tations of the above approaches, it may improve the appropriateness of a given
award at an acceptable cost to pursue the issue of taxation slightly further, to move
in the direction of the ‘right’ award, than to leave this undone.

Given the complexities involved in assessing taxes, even at a relatively simpli-
fied level, it is likely to be useful to secure the input of individuals with hands-on
experience of tax assessment in the relevant jurisdictions, to validate the approach
being undertaken. This input may come from the parties’ own finance teams or
existing external taxation advisers. Several consulting firms active in the assess-
ment of losses in international arbitration, including the authors’ own firm, have

tax groups that also offer expertise in this area.

12 Article 238 bis C.
13 John Maynard Keynes (1883-1946) is regarded as the founder of modern macroeconomics.
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Arbitration awards and currency

Why does currency matter?

Issues of currency arise very frequently in assessing losses in international arbitra-
tion. The critical issue is not so much the currency in which any award is to be
paid — unless the currency is truly exotic (unlikely) or subject to exchange controls
(at least sometimes explicitly ruled out),'* a payment in one currency can today be
quickly and very cheaply exchanged into another currency if the recipient wishes.
'The critical issues instead, are the currency in which the award is to be calculated
and the dates on which any amounts in other currencies are to be translated into
the award currency.

The following example (which mirrors several of the authors’ recent cases)
illustrates the effect this can have. Consider a loss suffered most immediately in a
local currency, of 100 million currency units, and an award five years later. During
the intervening period, local currency interest rates have been at 10 per cent, euro

interest rates at 5 per cent and the exchange rate has depreciated from 10 to

20 local currency units to the euro, all as shown in the table below.

Loss calculated in local currency Loss calculated in euros
Local Exchange Eurovalue Local Exchange Euro value
currency rate currency rate
value value
Loss at date 100 million 10 10 million 100 million 10 10 million
of breach
Interest rate 10% 5%
Years to 5 5
payment
of award
Award 161 million 20 8.1 million 12.8 million
including
interest

Assume further that it is no contention between the parties that the award is to

be paid in euros.

14 Sergey Ripinsky and Kevin Williams, in their book Damages in International Investment
Law (British Institute of International and Comparative Law, 2008), cite the tribunal
in Vivendi v. Argentina (ICSID Case No. ARB/97/3), and the Iran-US Claims Tribunal, both
of which state that it is the ‘frequent’ or ‘usual’ practice of tribunals to provide for payment
of damages in a convertible currency (footnote 2 to Chapter 10).
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Straightforwardly, the euro value of the loss at the date of breach was
€10 million. The respondent argues that the award is to be paid at the euro equiv-
alent of the loss after it has been assessed in local currency and brought forward
at the applicable rate of interest. Using this approach, the value of the award when
paid is €8.1 million, as shown above (this is lower than the €10 million value of
the loss at the date of breach, because the effect of the weakening of the local
currency exchange rate more than offsets the relatively high interest rate).

'The claimant argues, however, that the correct approach is to translate the loss
into euros at the date of breach, using the then prevailing exchange rate, and then
to add interest to the present. This gives rise to an award of €12.8 million, more
than 50 per cent higher than the figure proposed by the respondent.’

'The approach to currency selected by the tribunal, therefore, will have a signif-
icant effect on the amount recovered by the claimant. The effects of this general
point can be far more dramatic than the illustrative example above; one case that
was ultimately decided by the UK’s House of Lords involved an award of the local
currency equivalent at the date of payment of US$20,000 that would have been
nearly US$3 million if translated into dollars at the date of breach.'®

Legal approaches to currency and damages

'The evolution of English law relating to currency and damages further illustrates
the importance of this issue. For much of the 20th century, English law held that
damages awarded in the English courts must be awarded in pounds sterling.!”
Damages claimed in contract law were to be converted into pounds sterling at
the date of the alleged breach, disregarding subsequent fluctuations in relevant

exchange rates.

15 If the local currency had appreciated, the reverse would apply and the claimant would be
better off under the former approach.

16 Attorney General of the Republic of Ghana v. Texaco Overseas Tankships, The Texaco
Melbourne, cited in McGregor on Damages (18th edition, McGregor, Sweet & Maxwell,
2009), 16-045.

17 We have no legal training on these issues; our understanding of the English law on
currency and damages is derived in general from McGregor on Damages (op. cit.,
footnote 15), Chapter 16, at 16-019.
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Although this treatment may be appropriate for a claimant predominantly
doing business in pounds sterling, it exposes claimants operating primarily in
other currencies to fluctuations in the value of the pound, in the same way as in
the example above. This benefited the claimant at the expense of the defendant
when the value of the pound appreciated during the relevant period by more
than the differential between the applicable interest rate in each currency, and
vice versa. During the Bretton Woods era of pegged exchange rates,' currency
fluctuations, and hence the risks thereby imposed on parties to disputes, were
very limited, apart from occasional devaluations. However, with the emergence of
floating exchange rates from 1968, the associated risks grew.

'The practice changed in two steps. The first step arose in 1974 when the Court
of Appeal of England and Wales confirmed an award by commercial arbitrators
expressed in a foreign currency, which had for some time been the practice among
commercial arbitrators in appropriate circumstances.'” Then, in 1975, the House
of Lords, citing the development of floating exchange rates, explicitly repudiated
the principle that claims for damages must be expressed in sterling.*” From that
point forward, claims for breach of contract under English law could be expressed
in foreign currency; if any conversion was needed for enforcement purposes, it
would take place at the date the court authorised the claimant to enforce the
judgment (the date of payment).” This decision reduced the scope for foreign
exchange rate movements to affect parties to a dispute inappropriately.

'This then leaves the question, often hotly disputed in international arbitration
today, of the currency in which to express an award. The English law approach, as
summarised in McGregor on Damages, starts with an examination of the relevant

contract; however, the mere fact that payments under the contract are to be made

18 The Bretton Woods system included a collective international currency exchange regime
that was in place from the mid-1940s to the early 1970s.

19 Jugoslavenska Oceanska Polvidba v. Castle Investment Co Ltd, 1974.

20 Miliangos v. George Frank Textiles, 1975.

21 All as outlined in more detail in McGregor on Damages (op. cit. footnote 15), at 16-028.
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in a particular currency does not necessarily imply that that is the appropriate
currency for the award of damages.? The correct treatment, per Lord Wilberforce,

is that damages should be calculated:

in the currency in which the loss was felt by the plaintiff or which most truly expresses
his loss”. ‘Ihis is not limited to that in which it first and immediately arose. In ascer-
taining what this currency is, the court must ask what is the currency, payment in
which will as nearly as possible compensate the plaintiff in accordance with the prin-
ciple of restitution, and whether the parties must be taken reasonably to have had this

in contemplation.®

Under this principle, for example, a loss suftered by a French charterer under a
contract denominated in dollars, for delivery to Brazil of goods that were damaged
as a result of a breach by the shipowner, was subject to an award in French francs,
because the charterer had had to use French francs to buy the Brazilian cruzeiros
with which to compensate the cargo receiver.*

International courts and tribunals, as noted above, have consistently expressed
compensation in freely convertible currencies. So, for example, in Biloune w.
Ghana,” the claimants were compensated in relation to investments made in
pounds sterling, Deutschmarks, US dollars and Ghanaian cedis (the latter not
being freely convertible). The tribunal awarded compensation in the first three

currencies but awarded the fourth amount in US dollars.?

22 McGregor on Damages (op. cit. footnote 15), at 16-038.

23 Commenting on Services Europe Atlantique Sud (SEAS) v. Stockholms
Rederiaktiebolag SVEA, often known as The Folias, as quoted in McGregor on Damages
(op. cit. footnote 15), at 16-039.

24 The Folias, per McGregor on Damages (op. cit. footnote 15), at 16-037.

25 Antoine Biloune and Marine Drive Complex Ltd. v. Ghana Investments Centre and the
Government of Ghana, Award on Damages and Costs, 30 July 1990.

26 Award on Damages and Costs of 30 June 1990, as quoted in Ripinsky and Williams,
Damages in International Investment Law, op. cit. note 13, p. 395.
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In selecting the appropriate convertible currency (or currencies) for an award,
international law reached similar conclusions to English law at an earlier point
in time but, perhaps not surprisingly, they are not as systematically applied. The
tribunal in the Lighthouses arbitration between France and Greece stated in 1956:

The injured party has the right to receive the equivalent at the date of the award of the
loss suffered as the result of an illegal act and ought not to be prejudiced by the effects
of a devaluation which took place between the date at which the wrongful act occurred

and the determination of the amounts of compensaz‘ion.”

Other institutions, including the United Nations Compensation Commission
and the Iran—US Claims Tribunal, have adopted a similar approach.

Sergey Ripinsky and Kevin Williams note several mechanisms that have been
used by international tribunals to implement this principle in cases in which the
foreign exchange value of one of the possible currencies of the award had depre-
ciated by more than any differential in the applicable interest rate. First, and as
discussed above, the loss can be converted into the currency of the investor at the
date of the breach. This was the approach taken by the tribunal in Sempra Energy
v. Argentina,®® after the Argentine peso fell against the US dollar to less than
one-third of its value at the date of the breach. Second, and rather more unusu-
ally, the loss could be assessed in some third currency that has not depreciated
— Ripinsky and Williams give the example of the 1956 Lighthouses arbitration
between France and Greece, which related to events in the 1920s, since when
the French franc had depreciated by 90 per cent and the Greek drachma by even
more. This tribunal accepted the claimant’s request to use the US dollar, which
had been relatively stable in value during this period, as the money of account.
Third, and even more unusually, some special adjustment could be made by
the tribunal — for example, in SPP v. Egypt,” the tribunal adjusted the amount
awarded in US dollars for the (relatively high) general dollar price inflation that
had applied between the 1978 breach and the 1982 award, using the change in

27 id.

28 Sempra Energy International v. Argentine Republic, ICSID Case No. ARB/02/16, Award,
28 September 2007.

29 Southern Pacific Properties (Middle East) Limited v. Arab Republic of Egypt, ICSID Case
No. ARB/84/3, Award, 20 May 1992.
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the US Consumer Price Index.* Finally, compensation may still be made in the
depreciating currency if the associated award of interest is sufficient to offset the

effect of foreign exchange depreciation.’!

Valuer's approach to treatment of currency in damages awards

Absent specific instruction, and as with questions of taxation, the valuation expert
will assess currency issues by reference to the principle of full compensation, by
assessing the financial position of the claimant but for the breach, and comparing
that to the financial position of the claimant in actuality. The effects of taxation
on an award calculated in one currency by reference to a loss suftered in another,
and associated currency differences, may also need to be considered to achieve
tull compensation.

To implement this principle, a valuation expert must form a view as to the
likely use by the claimant of the cash flows lost due to the breach. It would seem
that this involves grappling, from a valuation point of view, with the same issues as
those addressed under English law when an arbitrator or judge considers ‘which
[currency] most truly expresses [the claimant’s] loss’.*2

A valuation expert may be able, however, to bring financial evidence relevant
to addressing this question of which currency most truly expresses the claimant’s
loss. Examination of a claimant’s financial statements or other accounting infor-
mation may allow a valuer to test assertions made by the claimant relating, for
example, to the currency mix of a claimant’s revenues, costs, assets and liabilities,
to a company’s foreign exchange hedging strategy and other relevant elements.

Moreover, if a loss relates to a lost stream of cash flows — as in the case of most
lost profits assessments, some expropriations, and many cases in which losses are
assessed as of a present date rather than as a value of a business or asset at a past
date — then the timing of those lost cash flows may be doubly important. In the
first place, this is because, as in any assessment of loss, the later in time a loss in
a particular currency is felt, the less the value of that loss in that currency at the
date of assessment. Second, however, because if for award calculation purposes
each lost cash flow is translated into the second currency at the date it would have
been incurred, then the date of each lost cash flow will determine the exchange

30 The manner of awarded interest in dollars in this matter being inadequate to make
such compensation.

31 See Ripinsky and Williams, in Damages in International Investment Law, op. cit. note 13,
Section 10.1.2, for further discussion of these points.

32 See footnote 23.
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rate that is applicable. The interaction of the timing of the lost cash flows with
movements in the relevant exchange rate may have a major effect on the overall
value of the claim.

Finally, the international law examples cited above focus on methods to insu-
late claimants against situations in which depreciation in the currency of the
respondent state would reduce the value of an award to the (inappropriate) detri-
ment of the claimant. However, it can arise that the respondent state’s currency
appreciates rather than depreciates after the date of the breach. From a valuation
expert perspective, the principle of full compensation would insulate claimants
from any associated benefit — as in the case of currency depreciation, the loss
would be translated into the award currency at the date it was felt. To do otherwise
would be to give claimants a one-way bet on currency movements subsequent to
the date of breach — a one-way bet with a potentially significant financial value

that could, in principle, be quantified using options-pricing techniques.

Case study

Tax

In a breach of contract case, the claimant’s lost profits were estimated by
computing the profits the claimants would have earned absent the respondent’s
breach. The operating currency of the affected entity was the US dollar and the
claimant’s other activities are all denominated in the Singapore dollar, and we
initially assume the lost profits would, but for the breaches, have translated each
year from US dollars into Singapore dollars. The lost profits are quantified by
discounting them to a date of assessment (1 January 2022) using the claimant’s
Singapore dollar weighted average cost of capital (WACC), which we assume to
be 8 per cent.

Claimant’s losses (S$ millions)

Lost profits Discount factor Discounted lost profits
(after tax) (S$, 8%) (S$, after tax)
B
2022 100 0.93 93
2023 120 0.86 103
2024 140 0.79 111
2025 160 0.74 118
2026 180 0.68 123
Total 547
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Currency

'The above lost cash flows are consistent with an assumption that the losses in
US dollars would have been converted into the claimant’s currency, the Singapore
dollar, at each year’s exchange rate and then discounted to the date of assessment
at a discount rate denominated in Singapore dollars.® This is shown in the table
below, which expands on the claimant’s losses table, above.

Claimant’s losses - translated to Singapore dollars year by year (S$ millions)

Year Lost profits S$/US$  Lost profits S$ discount Discounted lost
(US$, after tax) (S$, after tax) rate (8%) profits (S$, after tax)

Key C=A*B D C*D

2022 74 1.35 100 0.93 93

2023 90 1.33 120 0.86 103

2024 103 1.36 140 0.79 M

2025 117 1.37 160 0.74 118

2026 130 1.38 180 0.68 123

Total as of 2022 547

Alternatively, the claimant might argue that the lost cash flows would have been
kept in US dollars throughout the period of loss — perhaps reinvested in this or
another venture of the claimant’s group. In such a situation, the lost profits would
be calculated as a lump sum in 2022 money of US$414 million by applying a
US dollar-denominated discount rate, which we assume to be 7 per cent, and then
exchanged into the claimant’s currency of Singapore dollars at the January 2022

exchange rate of S$1.35 per US dollar, to give a loss of US$559 million.

33 To derive the Singapore dollar-denominated WACC, we applied the international fisher
effect by applying the relative inflation between Singapore and the United States to the
US dollar-denominated WACC of 10 per cent (9.44% = [(1+10%) *(1+1.48%)/ (1+2%)] - 1).
The forecast inflation rates in Singapore and the United States in 2027 are 1.48 per cent
and 2 per cent, respectively. Source: IMF World Economic Outlook Database, April 2022.
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Claimant’s losses - assessed in US dollars and translated to Singapore dollars
at date of assessment (S$ millions)

Year Lost profits US$ discount Discounted lost Exchange Value in claimant
(US$, after tax) rate (7%) profits (US$, rate currency (S$)
after tax) (S$/Us$)

Key A C=A*B D C*D

2022 74 0.93 69

2023 90 0.87 79

2024 103 0.82 84

2025 117 0.76 89

2026 130 0.7 93

Total as of 2022 414 1.35 559

Which of these two approaches to currency is more appropriate is a question of
fact and expert evidence as to the more realistic assumption regarding the use to
which the claimant would have put the lost cash flows if it had received them. In
the above example, the claim amount is higher in the second situation in which
losses are assessed as a lump sum in US dollars as of 2022 and then translated into
Singapore dollars. However, in general, either approach could lead to a higher
claim, depending on the facts surrounding the case in question.
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