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Introduction®

An immediate and steep decline of fossil fuel production and usage has been said to be necessary
to limit global warming to 1.5°C to 2°C as States have pledged in the Paris Agreement.?
Accordingly, various States have begun implementing fossil fuel phase-out policies with the
purpose of achieving “net-zero” emissions.® In response to these policies, investors have begun
bringing claims, asserting rights under international investment treaties. For instance, investment
treaty claims have already been lodged against the Netherlands for its enactment of legislation to
ban coal-fired energy by 2030,% and against Italy for its ban on oil and gas development.® In these
cases, investors are seeking compensation covering not only the amounts they have invested, but
also the estimated profits they allege would have been produced over the lifetime of the
investment.

Investment treaties are typically silent about the standards of compensation to be used where treaty
violations are established, like unlawful expropriations and violations of the fair and equitable
treatment standard.” As a result, the prevailing approach used by tribunals is to refer to the general
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international law standard of reparation for internationally wrongful acts, i.e., the “full reparation
standard”, which requires the responsible State to “wipe out all the consequences of the illegal act”
and restore the injured party to the condition in which it would have found itself but for the State’s
wrongful conduct.® This approach has been used by tribunals consistently to justify awarding
investors compensation for anticipated revenues (or lost profits),® which often vastly exceeds the
amounts actually invested in the business.'® Concerns about standards of compensation and the
size of quantum awards are especially salient in the context of investment treaty claims raised by
fossil fuel investors. Due to the generally long-term nature of the contracts at issue, and the large
sunk costs faced by investors, damages awarded in cases brought by fossil fuel investors generally
have been very large. The average amount awarded in known fossil fuel cases exceeds USD 600
million, more than five times the amount in non-fossil fuel cases.!! While the size of these awards
IS concerning on its own, they become even more concerning in the context of climate change and
investor challenges to net zero policies. Damages awarded in investment arbitrations concerning
fossil fuel restrictions can divert millions of dollars from government budgets, and thus
significantly exacerbate the budgetary constraints faced by many States seeking to achieve net
zero.*? Moreover, even in cases in which individual States do not face claims or are not required
to pay exorbitant arbitral awards to investors, States may nevertheless be discouraged (“chilled”)
from adopting effective environmental measures to address climate change and achieve their net
zero goals.™

Much attention has been given to the ways in which States might better draft their investment
treaties to indicate more clearly the limits of protection granted to investors, especially when the
State is exercising its right to regulate for the public good (such as enacting measures to protect
the environment). While attention to the formulation of substantive protections in treaties is
undoubtedly important, the drafting of new substantive protections — without express reference to
issues of compensation and quantum — is insufficient to address the risk States face of massively
large awards in favour of investors. Moreover, while new treaty language may help to address
claims in the future, it can do little to address the risks posed by the thousands of already existing
investment treaties. Accordingly, it is essential that policy makers consider not only how
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investment treaties can be drafted better, but also how current treaties can be rebalanced with
respect to damages and compensation to adequately address the risks that States urgently face.

Despite the critical need to address issues of compensation and the calculation of quantum awards
in cases involving fossil fuel investments — and climate change policies in particular — there has
been relatively little attention given to the issue of compensation in the literature.** Accordingly,
this note focuses on the problem of compensation and the calculation of quantum, and on the need
for States and researchers to examine different approaches which might be used to
reduce/limit/control the amount of compensation awarded to investors in investment treaty cases
concerning fossil fuel phase-out policies. In the interests of brevity, five heads of inquiry are
briefly noted below.

1. Contribution

The first line of inquiry into which research might be undertaken concerns contribution. The
principle of contribution is well-recognized in customary international law, which requires that a
determination of reparation take into account any “wilful or negligent action or omission” that
contributed to the injury.t® Tribunals have used this doctrine to reduce the amount of compensation
awarded to investors in a variety of cases, although not as yet with respect to climate change.® In
principle, it would seem possible to argue that fossil fuel investors bear some degree of
contributory fault for the harm caused by their investments in light of readily available knowledge
about, e.g., the adverse impacts of carbon dioxide emissions on climate change. In other words, it
might be said that fossil fuel companies should have the expectation for, and bear the risk of,
increased climate and decarbonization regulations that affect their investments, especially when
the host State is under an obligation arising from international environmental law to reduce carbon
emissions. As a result, therefore, the principle of contribution may be seen as a tool to reduce
compensation on account of investors’ failure to investigate adequately the risks and consequences
of their investments.

Some commentators, however, have expressed concern that applying the principle of contribution
to the calculation of quantum may encourage tribunals to consider the investor’s conduct as an
issue relevant to the determination of damage rather than to the claim’s merits, thus making
tribunals more likely to find treaty violations in the first place.}” Moreover, given the lack of
specific guidance provided in investment treaties, tribunals have noted their wide margin of
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discretion in apportioning fault.'® Consequently, even with the application of the principle of
contribution, tribunals may still award large amounts of damages.® In light of these issues and
uncertainties, it worth examining whether further guidance regarding the apportionment of fault
can be provided to arbitral tribunals through joint interpretative statements, “softer” multilateral
or plurilateral guidelines, or, in future treaties, through express textual direction.?°

2. International Environmental Obligations

A second line of inquiry concerns the use of States’ international environmental obligations as a
ground on which to reduce/limit/control the amount of compensation awarded in cases concerning
fossil fuel phase-out policies. Giving adequate consideration to States’ international environmental
obligations in the interpretation and application of standards of compensation is a potentially
promising approach to avoid overemphasizing the rights of investors under investment treaties and
giving insufficient weight to the rights and obligations of States to act in the public interest. Such
an approach is supported by customary international law in Article 31 of the Vienna Convention
on the Law of Treaties,?* which requires the interpretation of treaties to take into account relevant
international rules applicable to between the State parties. In the context of climate change, this
would include international environmental instruments like the United Nations Framework
Convention on Climate Change and the Paris Agreement.

In considering this line of inquiry for possible further work, it warrants noting that States’
environmental obligations have only rarely been considered in investment arbitrations relating to
the energy sector.?? Various reasons may be put forward for the reluctance of tribunals to rely on
non-investment obligations, e.g., a lack of familiarity with non-investment instruments; concerns
about going beyond the tribunal’s jurisdictional grant; and uncertainty as to the application of non-
derogation clauses in certain treaties,?® which provide that treaty provisions more favourable to the
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investor shall prevail over other treaties in the event of a conflict. While such issues and
uncertainties can certainly be addressed through careful drafting in new treaties, the conclusion of
better treaties in the future does little to address the risks States face today of massively large
awards arising out of fossil fuel phase-out policies. As a result, in considering the interface
between investment treaty commitments and climate change imperatives, States would do well to
consider how to address these issues both with respect to current treaties, e.g., through joint
interpretative statements and/or “softer” multilateral or plurilateral guidelines, as well as in future
treaties, through express textual direction.

3. Polluter Pays and Precautionary Principles

A third critical area for consideration regards the use of the polluter pays and precautionary
principles and how these principles can be used to rebalance the approach to investor compensation
in investment treaty disputes. The issues and opportunities raised by each are addressed in turn
below.

a. Polluter Pays Principle

The polluter pays principle requires polluters to internalize the costs of their harmful activities
rather than allowing those costs to be externalized onto the community.?* Under the polluter pays
principle, those who pollute must not only make best efforts to restore the precedent equilibrium,
but they must also pay for harm caused.?®

The polluter pays principle is emerging as a recognized principle of international law. 28
Accordingly, the polluter pays principle can be relevant to the settlement of international
investment disputes. For example, it would be contrary to the principle of polluter pays if an
investor were able to receive compensation for lost future profits without having that quantum
adjusted to reflect the environmental costs of those investment activities. 2’ Arbitral tribunals have
not yet applied the polluter pays principle in their compensation analyses, at least not by name.
That said, there are examples of cases in which tribunals have decided to limit the amount of
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compensation owed to the investor in order to account for the environmental effects of the
investor’s activities.?

According to the polluter pays principle, polluters should not only pay for the direct harm caused
by their activities, but they should also pay for the costs incurred by the adoption of measures
aimed at pollution control and prevention, like the loss incurred by the implementation of fossil
fuel phase-out policies, as otherwise the principle would also be frustrated.?® The application of
this aspect of the polluter pays principle, however, can be problematic. It can be difficult, for
example, to determine what constitutes environmental degradation, to identify the culpable
polluter, and to quantify the costs of harm and remediation, especially when considering the
cumulative effects on environment.® Scholars have recognized these challenges, although for
some a precise and exhaustive accounting of damages and culpability is not the point of the polluter
pays principle. Rather, according to Mayer, the principle intends to dissuade polluters from
polluting simply by charging some fee instead of requiring them to “pay all the costs in every
circumstances”.®! Going forward, research and analysis in this area will need to consider the
evident tension between the adjudication of individual investor responsibility on the one hand, and
the broader application of the polluter pays principle as a means of achieving an end. Moreover,
research will need to address the development of legal principles which can be used to establish a
guantum value of environmental impact that an arbitral tribunal could apply to reduce
compensation in a given case, e.g., calculations based on the “social cost of carbon”, that is,
applying ““a dollar value to the potential impacts of greenhouse gas emissions” associated with the
contribution of their carbon-intensive investment to climate change.®?

b. The Precautionary Principle

The precautionary principle counsels that the lack of conclusive evidence of harm should not be
considered as a sufficient reason for postponing the adoption of environmental measures.
Operationally, this means that it is not the State’s burden of proof to demonstrate the certainty of
environmental harm, but rather it is the burden of the person intending to carry out an activity to
show that the activity will be harmless to the environment.®** Accordingly, potential polluters
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should share the burden caused by the risk of future environmental degradation, which includes
precautionary measures adopted by the host State to avoid or reduce such risk.®

The award in Bilcon v. Canada provides a suggestion of how this principle might be applied in
investor-state disputes. There, the tribunal rejected the investors’ claim for lost profits due to the
investors’ failure to show that those profits would have materialised given environmental concerns
about the project and the possibility that there would be further tightening of environmental
regulations in the future.®® The tribunal’s approach thus reduced the valuation of the investment
by requiring the investors (i.e., the potential polluters) to bear the risk that the State would take
precautionary measures in order to avoid or reduce future environmental harm. In the context of
fossil fuel phase-out policies, and the pursuit of net zero, a similar approach might be taken
whereby the possibility of regulatory change is treated as one of the general, fundamental risk
factors in the valuation of an asset, which can lead to a significant reduction in compensation.®’

4. Environmental Counterclaims

A fourth area for consideration is the expanded use of counterclaims in investor-State arbitration.
Historically, the right of respondent States to bring counterclaims in investment arbitration has not
been assured, as tribunals have declined jurisdiction on grounds including that the counterclaim
was outside the scope of the consent to arbitration, not closely related to the investor’s primary
claim,® or lacked legal basis (express investor obligations).*® That said, there have been some
instances in which States have been successful in raising counterclaims, including in situations
involving environmental damage. For instance, in Perenco v. Ecuador, Ecuador’s counterclaim
based on environmental harm caused by the investment was upheld and the compensation awarded
to the investor was reduced accordingly.**

Investment arbitration can be an important forum to enforce international environmental
standards.*? Indeed, in some cases, it may be the only viable forum available to hold investors
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accountable for environmental harm. Domestic courts of the investor’s home state may decline
jurisdiction due to forum non conveniens.*® Courts may refuse jurisdiction in light of contractual
arbitration clauses.** Local courts may lack the capacity to deliver prompt and effective justice,*
and investors, even when brought before local courts, may seek to overturn domestic judgments
of liability for environmental harm through the use of investment treaties.*® In light of these
challenges, an increased focus on the potential use of counterclaims, especially in cases involving
allegations of environmental harm, is warranted. By providing an avenue for States to be heard
on claims of environmental harm caused by the claimant’s investment, an effective counterclaims
mechanism can serve to rebalance the investment treaty regime and mediate some of the excesses
of quantum awards.*’

Establishing an effective counterclaims mechanism poses challenges for States and researchers to
consider. Counterclaims mechanisms can be improved in future treaties of course through careful
drafting, but for existing treaties the challenges are trickier, potentially requiring the amendment
of arbitral rules and/or jurisdictional provisions in treaties. Future research and discussion can
help to inform the development of options to address the challenges posed by existing treaties, for
example, by considering the feasibility of joint interpretations by treaty parties; wholesale rule
amendments via a multilateral investment court; or “softer” guidance through multilateral
statements of intent.

5. Looking Ahead: Redrafting Investment Treaties to Control Compensation Awards

As noted at the outset, the most pressing concern faced by States with respect to investment treaties
and fossil-fuel phase out programs is the potential for claims and exorbitant awards under the
thousands of already existing investment treaties (which do not contain language addressing
investor compensation or broader concerns regarding the State’s right to regulate). That said,
while it is essential for States to consider ways in which to address the issues raised under these
older treaties, it is of course also essential for States ultimately to replace these older treaties with
new treaties containing provisions which better reflect their intended balance of rights and
obligations.

In this respect, it bears giving to note to some as yet experimental treaty practices which seek to
address specifically concerns about large awards in investment arbitration. For instance, the SADC

43 See e.g. In Re Union Carbide Corp. Gas Plant Disaster, 634 F. Supp. 842 (S.D.N.Y. 1986).
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Model Bilateral Investment Treaty requires compensation to reflect “an equitable balance between
the public interest and interest of those affected”,*® and the Revised Investment Agreement for the
COMESA Common Investment Area allows compensation to reflect aggravating conduct of
investors or their failure to seek to mitigate damage.*® Moreover, some commentators have
proposed other options for investment treaty reform to limit the amount of damage, like capping
compensation at the total expenditure actually incurred by the investor, requiring compensation to
be determined according to the law of the host State,* and choosing the lesser between the loss
suffered by the investor and the gain the host State has obtained from the investment.! Other
proposals address fossil fuel investments specifically, for example, by excluding access to
investment arbitration for investments in fossil fuels,>? and by providing specialized approaches to
the valuation of investments in fossil fuels to take into account their “stranded” character.>® The
feasibility and effectiveness of these proposals are worth further exploring.

6. Concluding Remarks

Compared to investment treaty provisions delimiting substantive protections, or provisions
addressing the procedures of investor-State dispute settlement, the approach to compensation and
quantum in investor-State arbitration has been understudied by States and researchers. Now,
however, as States face a global imperative of reducing carbon emissions and phasing out fossil
fuels, the issue of compensation in investor-State arbitration looms large. Not only may large
awards of compensation have severe impacts on government budgets and capacities to deliver
needed public goods, but even in cases in which individual States do not face claims or are not
required to pay exorbitant arbitral awards to investors, the spectre of such awards may nevertheless
discourage some States from pursuing environmental measures necessary to achieve their net zero
goals.> These are timely and important issues ripe for consideration by all stakeholders in the
international investment treaty regime.
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