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On 12 December 2015, the Paris Agreement (or the
“Agreement”) on climate change was signed by

195 States and the EU, provoking scenes of euphoria
among the delegates involved. The Agreement sets out
how the great majority of the world's countries shall tackle
climate change from 2021. While the parties agreed on
the “urgent need” to reduce greenhouse gas (or “"GHG")
emissions and on making progressively greater reductions
into the future, overall, the language of the Agreement

is often vague and aspirational. But this does not mean

it is toothless; the significance of the Agreement cannot
and should not be reduced to the black letter. Given the
current deference accorded by tribunals to State regulatory
actions, the Agreement may serve as a springboard for
further climate change-related regulatory measures by
States and those States may well invoke (and be well
advised to invoke) the Agreement in defence to claims of
unfair treatment by international investors. Many of the
measures likely to be taken have implications for the oll
and gas industry and deserve attention.

A deferential approach to a State’s right to
regulate may be in the ascendancy

Bilateral and multilateral investment treaties are by
definition geared to the protection of the rights of investors
confronted with state action. But that being said, recent
arbitration awards show that the pendulum may well
have swung more towards States whose “inherent
right” to regulate has in many decisions been expressly
recognized.! Whereas in the past many investment case
decisions were seen to accord investors substantive
protections whatever the State’s motivation for the
measures complained of, this seems to have changed.
It has been observed that tribunals now tend to accord
States greater leeway in regulating their economies
consistent with longer term goals.?

As will be seen, the essence of many recent decisions
seems fixed upon the investor’'s expectations when
entering into the investment in the first place and whether
those expectations were reasonable.® This case-law
suggests that an investor cannot close its eyes to the
possibility that the host state may indeed regulate the
sector in which it finds itself, at cost to the investor.

B White & Case

The roots of the current trend can be seen as early as a
decade ago. In Saluka v Czech Republic, for example, it
was held that a State is not liable to pay compensation

to a dispossessed foreign investor when, in the normal
exercise of its regulatory powers, it adopts in a non-
discriminatory manner bona fide regulations that are aimed
at the general welfare.*

More recently, in the pending Perenco v Ecuador
arbitration, it was decided that where oilfield operators
suspend operations due to State regulation, the State

can validly intervene in the operations of the oil blocks

to maintain their continuity of operation. The basis of

that decision was the tribunal’s finding that Ecuador

had demonstrated the potential production losses and
various technical problems that could have ensued had
operations been suspended. The tribunal also held that
the intervention in the operations could not be said to have
interfered with the rights of management and control over
the blocks — and could not amount to an expropriation -
since the claimant had voluntarily surrendered such rights
on a temporary basis.® The Perenco arbitration also stands
for the notion that oilfield operators can be held to higher
environmental standards after their initial investment
where this is consistent with national and international
law.® In another case concerning claims of expropriation
and unfair treatment in relation to the operation of an oil
refinery, the tribunal held that:

“The stability of the legal framework has been identified
as an emerging standard of fair and equitable treatment
in international law. However, the State maintains its
legitimate right to regulate, and this right should also be
considered when assessing the compliance with the
standard of fair and equitable treatment.”’

This view echoes the dicta of the tribunal in Parkerings v
Lithuania which held that:

"It is each State’s undeniable right and privilege to
exercise its sovereign legislative power. A State has
the right to enact, modify or cancel a law at its own
discretion. Save for the existence of an agreement, in
the form of a stabilization clause or otherwise, there is
nothing objectionable about the amendment brought
to the regulatory framework existing at the time an
investor made its investment. As a matter of fact, any
businessman or investor knows that laws will evolve
over time."®



EnCana Corporation v Ecuador is another example. That
case concerned participation contracts for the exploration
and exploitation of oil and gas reserves with an Ecuadorian
State-owned entity. The company’s claims involved

VAT refunds to which the claimant’s subsidiaries were
allegedly entitled under Ecuadorian laws and regulations.
In denying the Claimant’s arguments concerning indirect
expropriation, the tribunal held that issues of indirect
expropriation would arise only if the impugned tax law
was “extraordinary, punitive in amount or arbitrary in its
incidence".® It decided that it was for Ecuador to determine
for the future the regime of its tax law, taking into account
its international obligations.'® Similarly, in finding for the
State in Nations Energy v. Panama, the tribunal held that
the State had the right to regulate the conditions under
which tax credits can be used."

In light of the above, States anxious to ensure the
Agreement achieves its aims — as they all profess to

be — may well be encouraged by any apparent flexibility
accorded to them in the arbitral arena. This is not a bad
thing, but a tension may obviously exist where an investor
finds itself subject to new measures not contemplated
when undertaking the underlying investment.

Many measures potentially taken in line with the
Agreement will affect the oil and gas sector

As well as the above approach by tribunals, the scientific
and political momentum which climate change action has
attained — and the growing legal status of climate change
principles e.g., the Urgenda case in the Netherlands —
make a range of regulatory measures foreseeable.'? First
and foremost are emission reduction targets. For example,
the US Clean Power Plan (currently being challenged

by 29 States and State Agencies) sets State-specific

CO2 emissions reduction targets mainly concerning
existing coal-fired power plants.”™ The US also plans to
adopt regulations to reduce methane emissions in the oil
and gas sector, as stated in the US nationally determined
contribution (a requirement for parties under the
Agreement) published on 31 March 2015. Fiscal measures
like carbon tax are also likely to feature. The awards in
EnCana and Nations Energy are instructive in terms of how
a tribunal may deal with claims relating to such tax or other
fiscal measures that States may deploy under the umbrella
of climate change regulation. Measures taken could also

take the form of reductions to subsidies or export credits
available to carbon-intensive industries such as the oil and
gas industry.

It should be noted that even in the areas expected to
benefit from the Paris Agreement, such as renewables,
uncertainty lies. This has been amply demonstrated by
the claims brought against Spain, Italy and the Czech
Republic under the ECT, as a result of those States having
offered economic incentives for electricity generation by
renewable means only to then scale back the relevant
benefits when the global financial crisis struck in 2008.
This is noteworthy in the context of tax credit systems
such as the renewable energy tax credits adopted in the
US in December 2015.#

In the recent Charanne decision for example, and
consistent with the trend outlined above, the tribunal

held that Spain’s modification of its feed-in tariff regime
for solar energy producers did not violate its FET
obligations towards the claimants and did not constitute
an expropriation. The company was still in operation

and turning a profit and the claimants’ rights were in the
company not in its returns.’ As such, no expropriation
had occurred.’® Dismissing the FET claim, the tribunal
found that Spain had not made specific commitments

to the investors and their legitimate expectations could
thus not be said to have been violated. Spanish law and
court decisions indeed permitted Spain to modify its solar
energy regulations and neither the government documents
enticing the investment nor administrative registration of
the project guaranteed any specific return.

An example of some of the design errors of renewable
energy schemes in many European countries, including
Spain, has been the development of an electricity tariff
deficit. This deficit occurred because the amount in feed-in
tariffs paid to energy producers increased out of proportion
to the regulated tariffs paid by final consumers.” As the
substantial incentives attracted more and more investors,
the amount being paid in subsidies by Spain rose hugely,
and the deficit increased. The need to scale back the
subsidies in order to avoid unacceptable consumer energy
price increases was one of the reasons for the scale back
measures taken by Spain in the Charanne case.'® Other
States will doubtlessly learn from such miscalculations
when conceiving their own renewable energy schemes
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and the extent of such row backs will likely not

therefore be as great in the future. But given the pace of
technological development and the instability of many
countries’ economies, changes to such schemes cannot
be ruled out, and investors could well be held to a standard
by which they should have expected the same, and be
estopped from seeking recourse.

Investors — in either carbon-intensive or carbon-friendly
projects — would thus do well to undertake what may be
called “climate change due diligence” before embarking
on their investments. Oil and gas companies should take
heed of legal developments in the host country and ideally
obtain local legal advice as to the type of climate change
regulation likely in that country. The recent Charanne award
made clear that renewable energy investors’ ignorance of
indications that the investment régime in the host country
may change is not necessarily an excuse. The investor
should be aware of the regulatory and legal landscape
before making its investment and cannot claim violation of
legitimate expectations where this is not the case.

And if negotiating an investment contract, investors may
thus wish to insert a stabilization clause which ensures
greater protection in the event of regulatory change.” Care
should be taken, however, not to aim too high. Full freezing
clauses may never be agreed and in any event may not

be enforced due to the above concern surrounding undue
restriction of State sovereignty, of which national courts
are also mindful. Including an economic equilibrium

clause providing for negotiation and, ultimately, third party
determination such as arbitration, may be a better option.
This is in line with the evolution of stabilization clauses
which have become less restrictive of State regulatory
power and now typically aim to ensure no more than a
measure of predictability and protection from arbitrary
State action. It also demonstrates a collegiate approach
which favours enforceability of the clause.

States, for their part, may choose to insert environmental
regulation exceptions when revising investment
agreements such as Model BITs.?? By way of example,
the US Model BIT 2012 has a reservation of rights
clause for environmental regulation and enforcement.
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Article 12(3) refers to the two State parties’ discretion in
relation to regulatory and compliance matters and “the
allocation of resources to enforcement with respect to
other environmental matters determined to have higher
priorities.” Similarly, the national treatment provision of
the Indian Model BIT 2015 permits India to distinguish
between investments on environmental grounds.?' Such
provisions may not be necessary in order that measures
can validly be taken but they can provide greater

certainty. States will also doubtless aim to make clear that
COP21 obligations shall be taken seriously and that effect
shall be given to them. Proposed regulations would thus
be made publicly know as soon as possible. This may help
to qualify the legitimate expectations of investors and thus
to reduce the scope for investor claims based on alleged
violations of such expectations. In terms of stabilization
clauses, should a State or state entity be prepared to agree
to the same, it will no doubt resist full freezing clauses.

An obligation to achieve equilibrium through negotiation
and, failing that, third party determination is therefore also
preferable for States as for investors.

By Michael Polkinghorne and Risteard de Paor

The information in this article is for educational purposes
only; it should not be construed as legal advice.
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