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Abstract

The viability of long-term investment contracts is dependent on the effective and efficient
distribution of risk and reward between the parties, while retaining the potential for flexibility in
the face of future pressures for alteration. Petroleum contracts as long-term state contracts have
complex economic and legal aspects, and their performance depends upon a durable relationship
between the investor, whether foreign or domestic, and the host government. Such contracts
cannot be seen as discrete commercial transactions or isolated agreements. Hence, the sustained
contractual relationship for petroleum transactions is based on the ability to accommodate
changing expectations in changing circumstances, and on the ongoing balance and adjustment

of contractual rights and obligations in changed framework.

International energy investment agreements are very vulnerable and exposed to a range of
actions or inactions by public authorities (government or state agencies) which could
considerably affect the profitability of a project. Amongst the principal reasons for the risk of
expropriation is that the host state seeks to obtain a greater share of the return from a successful
operation, by raising taxes or tightening other provisions in the investment contract without
necessarily taking over ownership of the investment or to drive the investor out of business. As
a result, the business relationship between the foreign oil company and host government
resembles a model of an ‘obsolescing bargain’, (OBM). The thesis explores the role of the
contractual equilibrium and bargaining positions and their interactions with contractual clauses
in a relational model of relationship to reduce and manage risk of expropriation in international
energy investment transactions. The thesis examines the classical and the relational theories of
contract and their response to contractual obligations, and then suggests an adaptive contractual
mechanism to maintain the equilibrium of the contract in order to protect the contracting parties’

interests and resolve disputes.
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1.1. Argument and Approach of the Thesis

The purpose of this research is to examine the effect of contractual techniques used in managing
the risk of a host state’s interference, in maintaining the equilibrium of the contract and in
protecting contracting parties’ interests. This thesis centres on the contractual equilibrium and
bargaining relationships between host governments and foreign investors in the petroleum
industry. It will critically analyse the law and practice in the field of petroleum by investigating
the existing literature and international arbitrations. It will then examines ways to maintain
contractual equilibrium in classical and relational models, the adequacy of stabilisation and
renegotiation clauses in maintaining such equilibrium, and how well the law of expropriation
deals with preservation of the equilibrium. In addition, it will also suggest an adaptive
mechanism to protect this equilibrium against obsolescence and restore a damaged contractual
balance. This thesis is not intended as a means of examining renegotiation or stabilisation
clauses, and the law of expropriation but rather, discusses the existing law to evaluate whether it
could adequately protect the contractual equilibrium and contracting parties’ interests. It will
address available mechanisms for resolution of disputes under classical and relational models.
Finally, the thesis suggests its own proposal based on relational theory to remedy the

inadequacy of the existing law.

The thesis hypothesis is that the existing law is grounded in the classical model which builds on
a presentiated understanding of petroleum contracts. Suh an understanding treats them as a one-
off bargain and creates a static framework. As a result, when contracts are concluded they
become obsolete and, due to the regulatory power have, host states have the ability to alter the
contract to the foreign investor’s disadvantage. When international investment law tries to

remedy this problem, it ends up going too far and seriously affects the legitimate right of the

10



host state to deal with the natural resources. The result of this is that international investment
law is now fast losing its legitimacy. For example, Latin American countries such as Bolivia,
Ecuador, and Venezuela have withdrawn from the ICSID - and Argentina has threatened to

withdraw — due to the lack of legitimacy.*

The thesis argument is that in order to remedy this we need to move to a relational
understanding of contracts which treats them as creating relationships rather than bargains, thus
creating a dynamic framework rather than static one-off sets of rights and duties and
fundamentally creating equilibrium rather than the simple determination of rights and
obligations. The emphasis should not be on the preservation of the parties’ rights and
obligations but on the preservation of equilibrium. This is the thrust of the thesis approach,
which | will explain in greater detail in this chapter and in subsequent ones. The reason for
taking this approach is to identify the problem in international investment law in order to relate
the reaction against international investment law to the problem of the international legal
framework and in particular, to relate the problem to the way in which this framework
approaches contracts. These investment transactions are necessary and foreign investors invest
remarkable amounts of capital in such transactions. As such, the legal framework cannot permit
the interests of one party to be overridden. Thus, there is a need for a framework which respects
the equilibrium parties have reached and works to preserve the equilibrium in the face of
changing circumstances in a fair and just way. This can help to find a solution to the problem. In
other words, what the thesis tries to build on in this individual chapter is why these three main
pillars of existing law — the rules relating to expropriation, stabilisation and renegotiation — have

failed to sustain the stability of contractual equilibrium.

The contractual clauses are intended to mitigate the risk of expropriation in the petroleum
industry and reduce disruption of contractual balance. Stabilisation and renegotiation clauses are
devices used as a contract-based mechanism to protect the equilibrium against the risk of
expropriation, and to avoid obsolescing bargain and investment disputes. The reason for
studying such clauses is their significance in the literature as the main contractual provisions to

minimise the risk of expropriation.?

1 R. Margues, “Notes on the Persistent Latin American Countries’ Attitude towards Investment
Avrbitration and ICSID”, Kluwer Arbitration Blog, June 2017,
http://kluwerarbitrationblog.com/blog/2014/07/24/some-notes-on-the-latin-american-countries-attitude.

2 K. Hober, “Ownership of the Oil and Gas Resources in the Caspian Sea: Problems and Solutions-
International Arbitration and Contractual Clauses”, (2004) 1 Stockholm Arbitration Report 1; W. Peter,
Arbitration and Renegotiation of International Investment Agreements: Second Revised and Enlarged
Edition, (Kluwer Law International, 1995) 35; M. Bartels, Contractual Adaptation and Conflict
Resolution: Based on Venture Contracts for Mining Projects in Developing Countries, (London, Kluwer
Law and Taxation Publishers, 1985) 50; P. Cameron, International Energy Investment Law, The Pursuit
of Stability, (Oxford, Oxford University Press, 2010) 77-100; C. Dugan and F. Wallace, Investor-State
Arbitration, (Oxford University Press, 2008) 438-465; N. Rubins and N. Kinsella, International
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This study intends to examine direct and indirect expropriation in international investment, and
the legal value of contractual clauses to link analysis of such clauses by a practical mechanism
to prevent obsolescing bargain of relationships. Hence, this constitutes the flow of the thesis
chapters: Chapter 3 (direct expropriation), Chapter 4 (indirect expropriation), Chapter 5
(stabilisation clauses), Chapter 6 (renegotiation clauses) and Chapter 7 (mandatory adjustment
by the third party). In the petroleum industry, the foreign investor concludes a contract with the
host government to carry out exploration and exploitation of oil and gas based on the incentives
offered by the state and legal and financial arrangements inserted in international investment
contract. However, obsolescing bargain could take place when investment has been made, and
allocation of risk would shift gradually from the host government to the foreign investor. In this
situation, the host state could obtain perceived interests from the investment but foreign
investors due to the technical reason that energy projects require, need a long period to attain
their expected financial profit. In this situation, the host state may assert that the original
contractual legal and financial arrangement is obsolete and unilaterally change contractual
framework. In a long-term relationship maintaining the equilibrium and avoiding obsolescing
bargain are the underlying foundations for protection of the investment and minimisation of

disputes.

The thesis aims to present an innovative approach, which brings together the OBM, dynamic
equilibrium, relational contract theory and analyses how these frame the needs of the parties in
petroleum contracts. This study examines the areas where the law works and discusses the law’s
shortcomings. The analysis of the framework is in the second chapter and then in the next four
chapters, the main legal rules, principles and doctrines that are used to deal with this area will be
examined. Afterwards, according to the analysis of law and the identification of shortcomings,
the thesis presents the suggested mechanism addressing the shortcomings based on going back
to the core idea of the balance between flexibility and certainty and drawing upon existing

practice in relation to administrative contracts and the petroleum sector.

There is growing concern in relation to regulatory intervention in fiscal, environmental, labour
and commercial aspects of the petroleum industry. This type of interference emerged as the
main instability factor as compliance with regulation often has financial costs for the foreign
investor and may bring about economic difficulties, disequilibrium and even can result in
disputes. The analysis of recent arbitral awards highlights the growing significance of
contractual arrangement for management of risks, host governments interference and
minimising investment disputes. Such risks may mainly be managed through a contract-based

approach to protect the equilibrium against the obsolescence. The present study analyses the

Investment, Political Risk and Dispute Resolution: A Practitioner’s Guide, (Oceana Publications, 2005)
1-38.
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international petroleum arbitral practice and critically examines effectiveness of the contractual
approach aimed at maintaining the original equilibrium of the investment contract. It will reveal

fundamental factors disrupting the contractual balance between the parties.

This discusses the question of how does the contractual approach provide certainty and
flexibility for international petroleum investment contracts and how could prevent obsolescing
bargain. Additionally, another important question is how far contractual devices are effective to
prevent risk of host government interference, and contract disequilibrium.® This mechanism
attempts to distinguish the regulative measures from expropriatory measures and develop a
framework of risk management strategies to manage the indirect expropriation which is the
main reason for disputes in today’s world. In order to have more concentration and for the issue
of time, this research will examine upstream petroleum agreements and focused on particular
risks such as, direct and indirect expropriation, obsolescing bargain, and disruption of the

equilibrium of the contract.

The foreign investor may face a risk that the host state could exercise its sovereign powers to
regulate the energy sector. In recent years, host states use their legislative and administrative
powers in more subtle methods to accrue more interests from an investment — which may reduce
profitability and the value of the investment for the foreign oil company — than through direct

expropriation of foreign owned property.

This study concentrates upon selected substantive law issues both outside and inside the
petroleum law.* It analyses the legal concepts, issues and problems underlying investment
protection not only in doctrinal but also in functional and practical context. This research
examines the relationship of foreign private investors and host governments under international
petroleum investment agreements and also addresses risk factors surrounding investment
contract, posing a threat to the equilibrium of the relationship. The host government
interference, both direct or indirect taking of the foreign investor property, stabilisation and
renegotiation clauses will be discussed. These issues are decided repeatedly under international
petroleum practice.® Contractual devices which can be used to protect the foreign investment
and stabilise the contractual arrangement will be addressed. These mechanisms include
stabilisation and renegotiation clauses aimed to offer a solution for certainty, flexibility and

harnessing of legislative power and administrative measures of the host government to protect

3 W. Fox, International Commercial Agreements: A Primer on Drafting, Negotiating and Resolving
Disputes, (The Hague, 3 ed., Kluwer Law International, 1998) 50-75.

4 N. Horn, Uniformity and Diversity in the Law of International Commercial Contracts, in the
Transnational Law of International Commercial Transactions, (Boston, Kluwer, 1982) 25.

5J. Westherg, “General Principles Governing Foreign Investment as Articulated in Recent International
Tribunal Awards and Writings of Publications”, (1992) 7 (2) ICSID Rev. FILJ 453, 460-486.
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investment agreement from unilateral changes.® Understating contractual equilibrium and
bargaining positions is of great significance for evaluating the interaction and effectiveness of
contractual clauses to protect the parties’ interests and avoid expropriation risk. Then, it is
necessary to define risk of expropriation in order to evaluate the contractual regime for

management of risks.’

In this context for preservation of the equilibrium of contract, the present research seeks to offer
a solution for disruption of equilibrium which is the fundamental reason in arising investment
disputes, to regulate and keep the contractual balance on the basis of original expectations of
contracting parties. It argues that the equilibrium of international petroleum investment
contracts can be preserved by an efficient risk allocation system in the contract which protects
the parties’ expectation of the viability of petroleum agreements and overall fairness in the
contractual arrangement for the attainment of an equitable result with respect to the distribution
of economic benefit between the foreign investor and the host government. The notion of
equilibrium is grounded in contractual stability and flexibility of international petroleum
investment agreements. It highlights the significance of maintaining a long-term relationship in
the changed context. The current work seeks to minimise investment disputes and to create

security and flexibility for petroleum investment contracts.

This research aims at providing a comprehensive analysis of the doctrines and case studies that
are necessary for management of international petroleum transactions. The scope of the thesis is
limited to the major types of political risks faced by international investors, namely, direct and
indirect expropriation. The thesis examines a number of recent arbitrations under the North
American Free Trade Agreement (NAFTA), and the Iran-US Claims Tribunal. The reasons for a

particular focus on these Tribunals are as follows:

First, looking at two tribunals rather than a range of cases from different tribunals provides
consistency. Examination of cases under two tribunals that in their contexts expropriation takes
place brings about a discussion that is more concentrated. Furthermore, it is not possible due to
the limitation of time and space to examine every single issues in the oil and gas sector. The
thesis focused on four issues, namely, direct and indirect expropriation, stabilisation and

¢ A. Derman, “Expropriation of Oil and Gas Investments: Historical, Legal and Economic Perspectives in
a New Age of Resource Nationalism”, (2009) 2 Journal of World Energy Law & Business 3; I. Brwonlie,
Principles of Public International Law, (Oxford, Oxford University Press, 2003) 504-515.

"P. Cameron, (2010), supra note 2, 80-130 ; W. Fox, (1998), supra note 3, 77; K. Berger, “Renegotiation
and Adaptation of International Investment Contracts: The Role of Contracts Drafters and Arbitrators”,
(2003) 36 Vand. J. Transnat’l L. 1347, 1360 ; D. Grantham, “Caveat Investor: Assessing The Risks and
Rewards of 10Cs Entry into Iraq”, (2010) 3 Journal of World Energy Law & Business 1.

14



renegotiation clauses to discuss the relevant case law on such areas of the law as underlined by

the literature.

Second, these two tribunals present a range of political contexts in which indirect expropriation
arises and highlight the underlying factors motivating expropriation as we see in these cases.
Several arbitral decisions and tribunals might have been selected to typify the kinds of cases that
animate the ongoing debate on the function of stabilisation and renegotiation clauses, the law of
expropriation and its ability on maintaining the equilibrium. This research has chosen the
NAFTA Tribunal because of the richness of the Tribunal’s reasoning, its contribution to the
notion of investment and investor-State arbitration and, in particular, the law of expropriation,
and function of stabilisation and renegotiation clauses and relevant issues — disruption of
equilibrium. This also exemplifies the evolving nature of expropriation law as it relates to

balance of interests between the host state and the foreign investor.

Third, substantial amounts of international petroleum arbitrations that have discussed indirect
expropriation were relevant to Iran’s nationalisation of the petroleum industry. Thus,

examination of the Iran-US Claim Tribunal cases is necessary.

In this study, research methodology is primarily analytical study of the legal rules, and use of
the case study to examine the application of such rules and to illustrate how the law is applied. It
is an orthodox and sensible methodology. The reason for in-depth analysis is to establish the
existing content of international petroleum investment law as developed by international
petroleum arbitrations. In order to review the literature primary and secondary sources of
materials, including, petroleum agreements, legislations and arbitral awards were examined.
However, it is worth noting that due to confidentiality of petroleum investments there is a
limitation in studying this area. This study examines the positions of legal issues under
international and domestic laws. In order to understand the validity and effect of stabilisation
and renegotiation clauses and concept of adaptation of international petroleum contracts these
issues will be examined under main legal systems of the world and international law. This
research has a special concentration upon awards which have been issued by the NAFTA, the
ECT and the Iran-United States Claims Tribunals. The study has an in depth analysis of
international cases by examination of allegations of both parties and the reasoning of the

tribunal in the award.

Since the thesis critique of the law of expropriation is based upon the fact that it takes a static
understating of the contract and it does not really guarantee stability, the point is this is a
problem that applies to monetary remedies generally. The fact that the law quantifies the

amount differently in relation to damages does not fundamentally change the thesis critique for
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the law of expropriation. Thus, this research only addresses remedy for a lawful expropriation.

The thesis only focuses on upstream petroleum agreements.
1.1.1. Research Questions

The main question of the thesis is to what extent does the interplay between contractual devices
constitute and maintain an economic equilibrium between investors and the host state in
international petroleum investment transactions? In order to answer this, we should answer
whether the existing contractual regime is sufficient to deal with disruption of equilibrium and
risk of expropriation or it needs to be improved. The objective is to examine weaknesses in the
classical model which have led to international investment law been unable to provide a
framework for stability of contractual equilibrium and looking at ways in which different

framework can deal with the problem.

The present research attempts to find the answer of some related and subsidiary questions

addressed hereunder or at least provide the related methods for further study to that purpose.

e The Equilibrium of the Contract: Does preserving equilibrium in long-term investment
agreements contribute to reduction of investment disputes? What is obsolescing bargain
and how does it interact with the risk of expropriation in natural resources? What
factors constitute such equilibrium in a contractual relationship? What factors disrupt
the equilibrium in a contractual relationship? What are the main devices to restore a
damaged equilibrium? What are the characteristics of the classical model of relationship
and how it deals with the contractual balance? What are the foundation and
characteristics of the relational model? What is the response of contract practice to the
relational model? Does the relational model provide a better framework for long-term
relationships by ensuring the parties’ interests over the lifespan of the contract?

e Taking Over of Property Rights: What types of mechanisms are available for host states
to control international oil companies in their territories, and what are the restrictions
determined by international law to harness the host state’s power over foreign oil
companies? What types of state intervention and control mechanisms by host states can
make up an expropriation? What are the main requirements for a lawful expropriation
under international law? How does the law of expropriation deal with the range of
disruptions of equilibrium which take place in petroleum transactions? What is the
response of the international petroleum awards to the host government’s interference?
What are the property rights capable of being compensated?

¢ Indirect Taking of Property Rights: What are the differences between direct and indirect
expropriation, and what is the distinguishing factor? What kinds of actions or inactions

used by host states for indirect expropriation? What is the response of international
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1.1.2.

arbitral practice to indirect expropriation and damaged equilibrium? Can the law of
expropriation adequately preserve the equilibrium in long-term investment contracts?
How does inability of the law of compensation in protecting the parties’ interests
necessitate relational model of contracting?

Stabilisation Clauses: Do contractual clauses enhance the protection for the equilibrium
and reduce disruption of the equilibrium in international petroleum investment
transactions? Does the stabilisation clause prevent the host state from exercising
sovereign powers and give the foreign investor a guarantee that host government will
not change or terminate the international petroleum agreement through legislative or
administrative powers? Does the stabilisation clause adequately preserve the
equilibrium of the contract? Does the law pertaining to stabilisation clauses take
adequate account of the dynamic character of a petroleum contract? How do
international arbitrations deal with the stabilisation clause?

The Concept of Adjustment: Can the notion of adjustment as we find it in domestic law
and international law provide a better starting point to give effect to the relational
dimension of the contract in a way that preserves the equilibrium and avoid the problem
of obsolescence? How does the renegotiation clause seek to maintain the equilibrium of
international petroleum investment agreements? What are the purpose and effect of the
renegotiation clause? Do renegotiation clauses provide adequate assurance for the
protection of the equilibrium towards inherent risks in international petroleum
transactions? How does international arbitral practice deal with the dilemma of pacta
sunt servanda and rebus sic stantibus? Can they coexist in a contractual relationship?
What is the legal position of major legal systems of the world towards adjustment of
contracts in the absence of renegotiation provisions? What is the importance of the
adaptive mechanism? How does it seek to restore the equilibrium? How could the thesis

proposal increase contractual flexibility and resolve disputes?

Reflections on Discrete Contracts, Relational Contracts, Contractual Equilibrium
and Adjustment: The Role of Good Faith, the Parties’ Expectations, Justification and

Significance of Adjustment and the Third Party Adaptation

The thesis emphasis is on a mechanism for the resolution of commercial disputes which will be

written down in contractual clauses. Thus, the thesis focus is not on the magical power of

clauses, including, renegotiation and stabilisation clauses. The thesis focus is on a mechanism

for moving forward from disputes. It is obvious that this mechanism needs to be embodied in

either contractual clauses or investment treaties. From the pragmatic point of view, it is difficult

to have investment treaties.
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In addition, the contractual clauses can be used by mutual agreement of the parties in a contract
and therefore it is much easier than investment treaties. Consequently, the mechanism for
resolving the disputes is embodied in contractual clauses that were frequently used in the
petroleum industry. On this understanding of contractual relationship, such mechanism has three

prongs.

The first important prong is that when the equilibrium has damaged and the dispute arose, the
parties need a mechanism to manage the dispute. As discussed in chapters two and three,
expropriation is a mechanism suggested by the classical model of relationship. The classical
model in the event of disruption of the equilibrium does not allow for adaptation and restoration
of the damaged equilibrium. The only option that this model suggests is termination of the
agreement and payment of compensation. As discussed in this chapter and the following, this
model could not be beneficial for contracting parties in long-term international contracts, in

particular, petroleum agreements.

The second prong is the obsolescing bargain model (OBM), under which the dominant law, i.e.,
the classical model offers expropriation followed by compensation which is not a good
mechanism for long-term contracts. Indeed, by placing the expropriation and compensation at
the centre, the law has accepted the long-term contract is obsolete. In particular, the contracting
parties in petroleum agreements have strong interests in maintaining the relationship over the
extended time. Thus, such mechanism that was put forward by the classical model cannot cope
with the problem. The thesis discussed these issues in detail in this chapter, chapter two and

chapter six.

The third prong is the relational contract theory which makes the point that what actually takes
place in commercial practice is that terminating the contract and payment of compensation, is
not the parties’ preferred mechanism. There are other preferred mechanisms rather than the
classical model approach, that contracting parties are eager to rely on. Hence, the thesis
suggestion is according to the relational theory to provide flexibility, adjustment, and
preservation of contractual equilibrium. The thesis does not aim to examine contractual clauses
at all, and suggests a new mechanism grounded in relational model for resolving disputes. By

definition, the mechanism is the process of resolving disputes.

As discussed in chapter two, the scope pursued by the parties when entering into petroleum
contracts is, on the one hand, to guarantee the foreign oil company a stable flux of money in
order to recover the investments made and, on the other, to provide the host country with a
stable financial benefit. The achievement of such purpose necessarily implies a continuative
commercial relationship between the parties. Thus, petroleum contracts are characterised by a

long duration (around 20-60 years). It is, therefore, evident that such agreements are different
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from the so called “discrete transactions’, namely, contracts that are concluded and executed in a
limited lapse of time and do not require a stable relationship between the parties.® For this
reason, it is easier for the contractors to foresee and provide for any possible event that might
affect the contract which, consequently, tends to be complete and specific. In this model of
relationship the emphasis is on the provisions of the agreement that remain binding for the
parties no matter what changes occur in the market over the time. In this way, the contract tends
to be isolated from supervening events that will not determine any modification or adjustment
of its terms (the negative or positive effects will be borne by the parties). As Professor Macneil
underlined, a pure discrete transaction is characterised, amongst the other, by a limited parties’
personal involvement and communication between them, as well as by ‘short agreement
process; short time between agreement and performance; short time of performance’. Moreover,
this kind of contract ‘can be very complete and specific; only remote contingencies (if those) are
beyond reasonable planning capacity’ (planning that ‘is entirely binding”) and does not require
future cooperation. In particular, unless specifically planned and, consequently, disciplined,
there are no parties’ ‘expectations about trouble in performance or among the participants’.
Therefore, ‘a truly discrete exchange transaction would be entirely separate not only from all

other present relations but from all past and future relations as well’ and not flexible.®

However, the researcher believes that a pure discrete transaction is rare to be found in practice
since a relational component is always present. As a consequence, we do not find in real life
many quite discrete transactions: little personal involvement of the parties, communications
largely or entirely linguistic and limited to the subject matter of transaction, the subjects of
exchange consisting of an easily monetised commodity and money, little or no social or

secondary exchange, and no significant past relations nor likely future relations.°

Discrete contracts give emphasis on the concept of promise and on the idea that the relationship
between the parties finds its sole discipline in the agreement. They tend to maximise the
predictability of future risks and events at the moment of the conclusion of the contract.™
Consequently, in case the contract does not discipline a specific contingency or does not provide

for an adaptation clause, it is assumed that the parties decided to allocate the risk on the party

8 Discrete transactions characterised the classical and neoclassical contract law theories. For a detailed
examination see chapter two.

% I. Macneil, “Contracts: Adjustment of Long-Term Economic Relations under Classical, Neoclassical,
and Relational Contract Law”, (1978) 72 N.Y.U.L. Rev., 854.

101, Macneil, “The Many Futures of Contracts”, (1974) 47 S. Cal. L. Rev. 691, 738-740.

11 This is the concept of ‘presentiation of a transaction’, i.e., the restricting its expected future effects to
those defined in the present. See, I. Macneil, (1978), supra note 9, 863.
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negatively affected by such event. This is the approach usually adopted in international

arbitration where arbitrators tend to strictly apply the principle pacta sunt servanda.?

On the contrary, in a petroleum agreement, it is difficult for the parties to do the same since the
long duration makes it impossible to foresee all the supervening events that can change the
original market conditions on which basis the parties found a specific balance satisfying the
reciprocal interests. Such contracts clearly do not fit the model of discrete transactions typical of
classical contract law since they presuppose a relationship between the parties that lasts in time
and that are characterised by investments and complexity. They can be included in the kind of
contract that Professor Macneil defines as ‘relational contracts’. Due to their characteristics,
they require flexibility and cooperation between the parties in order to adapt them upon the
occurrence of supervening events altering their balance. An attempt to respond to such needs is
made by the neoclassical contract law by recurring to some techniques (in particular, frustration
and impossibility doctrines) that allow the parties to be discharged of their obligations without
being in breach of contract when the latter is affected by supervening events that make it
something different from what originally provided or impossible. However such response is not
sufficient, and it is still based on a discrete transaction model. Indeed, relational contracts
require to be adjusted during time instead of being terminated since the scope of the parties is to

preserve their relationship.*

In long-term commercial transactions the operations regulated by the parties’ agreement are
simply too complex to be all encompassing and fixed at one point in time as envisaged by the
classical theory. Discreteness is difficult to satisfy. There are too many considerations that
cannot be finalised at the time of contracting because they depend on the occurrence of a future
contingency, or because the parties — due to a lack of, or insufficient information — may be
unable to make a final decision regarding some aspects of their relationship. Moreover, the
passage of time might simply render the agreement incomplete. In other instance a specific
aspect of the contractual content is expected to develop over the course of time. In such cases,

future review of the agreement is inevitable.*

The parties’ will, as said, is to build up and maintain a stable profitable relationship guaranteed
by the equilibrium. Both the latter and the parties’ will and expectations are crystallised in the

12.C. McLachlan & L. Shore, International Investment Arbitration Substantive Principles, (Oxford, OUP,
2010) 201.

13 U. Draetta & V. Nanda, Breach and Adaptation of International Contracts, (Butterworth Legal
Publishers, 1992) 169.

14 See, E. McKendrick, “The Regulation of Long-Term Contracts in English Law”, in J. Beatson & D.
Friedmann (eds.), Good Faith and Fault in Contract Law, (Clarendon 1995) 306; N. Nassar, Sanctity of
Contracts Revisited, (Martinus Nijhoff Publishers, 1995) 170-2; U. Draetta & V. Nanda, Breach and
Adaptation of International Contracts, (Butterworth Legal Publishers, 1992) 170; P. Ferrario, The
Adaptation of Long-term Gas Sale Agreements by Arbitrators, (Kluwer Law, 2013).
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contract that, consequently, can be deemed to represent their objective expression.”® More in
general, due to the fact that petroleum agreements are usually characterised by some standard
clauses, it can be said that they crystallise the expectations and will of those operating in such
market. It follows that the parties’ expectation is to adapt the petroleum contract upon the
occurrence of an unforeseen change of the market conditions that altered its equilibrium during
its life. For example, the ICC Tribunal in case No. 2291/1975, held that:

“All commercial transactions are based on the balance of the reciprocal performances
and to deny such principle would transform a commercial contract in an aleatory
contract based on speculation and hazard. There is a rule of lex mercatoria by which the
performances shall remain economically balanced and, as a consequence, in almost all
the international contracts, the price is, therefore, fixed in consideration of the
conditions existing at the moment of the conclusion of the contract and it shall vary in
light of the parameters that reflect the variations of the values of the different elements

that form the product or the performance”.®

Such expectation, and the consequent duty to adjust the agreement, find its justification on the
principle of good faith that is generally considered applicable to the execution of contracts.
Indeed, the analysis carried out above shows that such principle is recognised either by statutory

provisions or case law and scholars.’

151t can be said that the overall contract is the objectification of the parties” will and expectations.

16 |CC case No. 2291/1975, Collection of ICC Arbitral Awards 1974-1985, 274 (1975).

17 See chapter seven. In addition, see, for instance, Article 1134 of the French and Belgian Civil Codes;
Article 2 of the Swiss Civil Code; Article 1375 of the Italian Civil Code; Article 242 of the German Civil
Code; Article 313 of the German Civil Code and that entitle courts and arbitrators to adapt the contract,
contain references to the principle of good faith.

With regard to English law, it has to be noted that, although it does not expressly recognise a general
doctrine of good faith, it employs other theories in order to guarantee fairness in contract or fair dealing.
In particular, courts obtain such result by means of construction and interpretation of contracts and by the
implied terms doctrine. In some cases, courts implicitly recalls the principle of good faith by referring to
the term “justice”. For instance, in J. Lauritzen v. Wijsmuller, The Super Servant Two, 1 Lloyd’s Rep. 1, 5
(EWCA 12 October 1989) in which the Court, in describing the doctrine of frustration, held that “the
object of the doctrine was to give effect to the demands of justice, to achieve just and reasonable result, to
do what is reasonable and fair, as an expedient to escape from injustice where such would result from
enforcement of a contract in its literal terms after a significant change in circumstances”. Moreover, it has
to be noted that in a recent decision the High Court expressly recognised that in English law there is an
implied duty to perform the contract in good faith (see, Yam Seng v. International Trade, 1 Lloyd’s Rep.,
526 (EWHC (QB) 1 February 2013)); P. Ferrario, The Adaptation of Long-term Gas Sale Agreements by
Arbitrators, (Kluwer Law, 2013).

Furthermore, eminent scholars hold in favour of the recognition of a general principle of good faith in
English law. See, in particular, R. Brownsword, “Positive, Negative, Neutral: the Reception of Good
Faith in English Contract Law”, in R. Brownsword, N. Hird & G. Howells (eds.), Good Faith in
Contract, (Ashgate/Dartmouth, 1999) 13, that refers to “a good faith requirements model” based on “the
standards of fair dealing already recognised in particular contracting context”; J. Wightman, “Good Faith
and Pluralism in the Law of Contract”, in R. Brownsword, N. Hird & G. Howells (eds.), Good Faith in
Contract, (Ashgate/Dartmouth, 1999) 41, that expresses a similar idea by referring to “contextual good
faith” that ‘derives the content of good faith from the reasonable expectations of the parties. These
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It would be against the principle of good faith to constrain a party to keep on performing a
contract that became excessively onerous and unbalanced for it. Indeed, in such case, only one
party bears the consequences of the unexpected change, while the other is permitted to act
opportunistically, unjustly enriching himself by taking advantage of his partner’s hardship. This
is not to say that contractual parties are required to alleviate each other’s hardships. They are
expected, however, not to use the hardship of others to further their own interests unjustifiably,

thus undermining the joint interest of the contractual project.*®

The same consideration can be made in relation to the termination of the contract. Indeed, even
in this case, the principle of good faith would be violated since the non-terminating party would
be deprived of the possibility to count on a commercial relationship on which it thought it could
rely for several years and, consequently, on which it based and planned its business activity by,
amongst the other, spending time and money. With regard to the costs, it has to be noted that,
usually, it is possible to recover the relevant investments made by the parties only after a certain
number of years and that such money cannot be easily transferred and destined to other
operations. Moreover, it would not be easy for the parties to find in a short time a new suitable

commercial partner.

In addition, it should be emphasised that it is difficult to know to what extent potential
contracting parties prepared to invest in feasibility studies and other information-generating
activities to ensure that they have provided for every possible eventuality’ and that revealing the
potential disruptive effect of some future eventuality is beyond the state of art and available

technology.®

Thus, in light of the specific characteristics of petroleum agreements, the fairness in the
execution of contracts deriving from the principle of good faith means that the parties have to

maintain a balanced and profitable relationship during the years as originally planned and

expectations are based on norms which are widely observed in their contracting community”; H.
Collins, The Law of Contract, (Butterworths, 2003) 251; R. Brownsword, “Contract Law, Co-operation,
and Good Faith: The Movement from Static to Dynamic Market-Individualism”, in S. Deakin & J. Michie
(eds.), Contracts, Co-operation and Competition, (Oxford University Press, 1997) 255; R.
Brownsword, “Good Faith in Contracts Revisited”, (1996) 49 C.L.P., 111; R. Zimmermann & S.
Whittaker, Good Faith in European Contract Law (Cambridge University Press, 2000); As to
international arbitration, see, 1CC case No. 4761/1987, Collection of ICC Arbitral Awards 1986-1990,
519 (1987). Moreover, the recognition of good faith as a general principle of contract law finds an
additional confirmation in the UNIDROIT Principles and in the PECL.

Regarding the United States, See, s. 1-304 UCC, “every contract or duty within this Act imposes an
obligation of good faith in its performance and enforcement” and s. 205 of Restatement (Second) of
Contracts “the phrase ‘good faith’ is used in a variety of contexts, and its meaning varies somewhat with
the context. Good faith performance or enforcement of a contract emphasises faithfulness to an agreed
common purpose and consistency with the justified expectations of the other party.

18 N. Nassar, Sanctity of Contracts Revisited, (Martinus Nijhoff Publishers, 1995) 219.

19 For a detailed examination see discussion of ‘Exit, Voice and Loyalty’ in chapter two; See also, lbid,
207.
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expected by them when concluding the contract. As said, without adaptation, it would not be
possible to rebalance the agreement and the will of the parties would be frustrated since they
could not achieve the scope pursued by means of the contract. Therefore, for these particular
kinds of transactions, the execution of contracts in good faith is the means consenting the parties

to fulfil their expectations.

In other words, to execute this kind of contract in good faith means to execute it according to
the parties” will. Thus, the same idea of fairness applicable to such contracts can be deemed to
overlap the parties’ expectations since both of them are represented by the maintenance of a

balanced relationship over the years.
According to Professor Collins:

“The idea of reasonable expectations differs from a simple fairness criterion, for its
reference is not to an independent standard of a fair price, but rather to the unexpressed
intentions of the parties. But the circle becomes almost closed once it is accepted that
those intentions are likely to be construed as a desire to enter a contract with reasonable
balance of obligations on both sides. The best interpretation of this standard is one
which takes fairness in the sense of the preservation of the balance of advantage of the
contract as the unacknowledged but vital guide to interpretation.”?°

The adoption of a general doctrine of good faith could, therefore, allow courts and tribunals to

meet and better protect the parties’ expectations. Indeed:

“With such a principle, the courts are better equipped to respond to the varying
expectations encountered in the many different contracting contexts - and, in particular,
it might be argued that the courts are better able to detect co-operative dealing where it
is taking place. If English contract law adopted a doctrine of good faith, it would pose
questions of contractual interpretation and implication in a context, not only of
background standards of fair dealing, but more immediately of the concrete
expectations of the parties. Such expectations would be based as much on the way that
the parties related to one another (whether they dealt with one another in an adversarial
or non-adversarial manner) as on the express provisions of the agreement. As a result,
English law would recover the ability to give effect to the spirit of the deal in a way that

prioritised the parties’ own expectations.”?

Such position was recently upheld by the case law. In particular, in a case dealing with a dispute

arising out of an alleged breach of a distribution agreement, the Court, contrary to the traditional

20 H. Collins, The Law of Contract, (Butterworths, 2003) 258, 279.
2L R. Brownsword, “Positive, Negative, Neutral: the Reception of Good Faith in English Contract Law™,
in R. Brownsword, N. Hird & G. Howells (eds.), Good Faith in Contract, (Ashgate/Dartmouth, 1999) 27.
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position adopted by English law, recognised the existence of a general implied duty to perform
contracts in good faith whose content has to be determined case by case since it “is heavily
dependent on context and is established through a process of construction of the contract”.
However, the Court specified that, even if “its requirements are sensitive to context, the test of
good faith is objective in the sense that it depends not on either party’s perception of whether
particular conduct is improper but on whether in the particular context the conduct would be
regarded as commercially unacceptable by reasonable and honest people”. Moreover, it was
confirmed that “the strict connection between good faith and parties’ expectations since the
basis of the duty of good faith is the presumed intention of the parties and meaning of their

contract”.?

In particular, the Court underlined the relevance of such principles with regard to contracts
involving a longer term relationship between the parties which they make a substantial

commitment by stating that:

“Such ‘relational’ contracts, as they are sometimes called, may require a high degree of
communication, cooperation and predictable performance based on mutual trust and confidence
and involve expectations of loyalty which are not legislated for in the express terms of the
contract but are implicit in the parties’ understanding and necessary to give business efficacy to
the arrangements. Examples of such relational contracts might include some joint venture

agreements, franchise agreements and long-term distributorship agreements.”%

In light of the above, in case the parties fail to find an agreement, the same principle of good
faith justifies the adjustment by third party. In case the parties fail to adjust the contract by
means of renegotiation, they have the right to recur to third party adaptation in order to
rebalance the agreement. Indeed, why they should be deprived of a remedy that could give them
the possibility to achieve the purpose pursued? The third party adaptation is, therefore, another
tool, besides renegotiation, that the parties can employ in order to obtain compliance with the
duty to adjust the contract (implied in the principle of good faith) and to realise their main
interest, i.e., to re-establish the equilibrium necessary for the maintaining of a profitable
commercial relationship. Hence, since the adaptation of petroleum agreements (by parties or
third party) depends on the application of the principle of good faith to the execution of
contracts, the lack of an adaptation clause or of a discipline for any supervening event that can
affect the contract, does not mean that the party decided to allocate the risk to the disadvantaged

party and that did not want to adjust the contract on the basis of the market’s changes.

22 See supra note 17, Yam Seng Case, paras 144, 147, 148.
23 |bid, para 142.
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In addition to the request of adjustment, a party, in case the failure of the renegotiation
depended on the unfair behaviour of the other (that, for instance, refused to start the
renegotiation process or refused any proposal made by the counterparty or did not propose itself
any reasonable offer of modification), could claim for compensation resulting from the
counterparty’s breach of the duty of good faith as including the duty to adjust the contract upon

the occurrence of events altering its balance.

In this regard, one could object that the revision of contracts by a third party violates the
principle of party autonomy. Nevertheless, it can be rebutted that the adaptation according to the
principle of good faith is, instead, the way to comply with the principle of party autonomy.
Indeed, as seen, by means of such principle it is possible to fulfil the parties’ expectations and to
respect their will since they want to adjust the contract in order to keep their relationship over

the years.?

Regarding the third party adjustment, it is true that the best solution would be the adaptation of
the agreement by the parties since they know better the economic and technical reality in which
they operate, as well as the issues connected to this kind of contract. However, first of all, it has
to be noted that, if the parties fail to find an agreement for the adaptation of the contract, they
should not be deprived of the possibility to obtain the adjustment only because a successful
renegotiation is a better solution than third party adjustment. Indeed, as said, the latter is another
tool for the parties to comply with their expectation and with the duty to adjust the contract
provided by the principle of good faith. Therefore, it would be against such principle to deprive
the parties of one of the remedies that could allow them to comply with the duty to adjust the
contract and, consequently, with the possibility to maintain their relationship and to reach the

scope that led them to conclude the contract.

The analysis on the recognition of the third party power to adapt contracts seems to find a
support in the ‘relational contract theory’. Such doctrine, developed by some US scholars,? has
elaborated a model of contract that differs from that developed by classical and neoclassical
theories, represented by the so-called “discrete transaction”, i.e., contracts that are concluded
and executed in a limited lapse of time and that do not require a stable relationship between the
parties. Such contracts maximised the predictability of future risks and events at the moment of

their conclusion (presentiation). Therefore, there is no room for adaptation of the agreement

24 gee, J. Perillo, Hardship and its Impact on Contractual Obligations: A Comparative
Analysis, http://www.cisg.law.pace.edu/cisg/biblio/perillo4.html (1996), that affirms that there is no
violation of the principle of autonomy of contract since when a supervening event is unforeseen and
beyond the parties’ control and it radically changes the nature of the performance, it can be deemed that
the parties have never provided their consent to the execution of the contract in such situation. Therefore,
without consent there is no conflict with the principle of freedom of contract and party’s autonomy.

%5 See, chapter two for an extensive discussion on relational and classical theories.
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upon the occurrence of unforeseen events. Indeed, it is assumed that if the parties did not set a
discipline for a specific supervening circumstance, they decided that the risk has to be borne by

the disadvantaged party.

However, as it was noted, this model does not fit all the different kinds of transactions that can
occur in the reality and, in particular, petroleum contracts that, due to their characteristics and
particular scope, presuppose the creation and preservation of a stable relationship between the
parties for several years (for this reason, they are considered relational contracts).?® It follows
that relational contracts are characterised by flexibility and require to be adapted during their
life since termination is not the solution appropriate for long-term relations and does not fit the
purpose pursued by the parties. In this regard, Professor Macneil underlined that when changes
occur it is well to remember that we are dealing with situations where the desire is to continue
the relation, not to terminate it. However, that does not mean to keep the contractual relationship
as it is in spite of changes. Indeed, it was also observed that the “status quo in a dynamic society
does not mean a static status quo; the status quo itself may very well be one in which changes in
a certain direction are expected. If they do not come or come less than expected, then the
interest-dispute-resolver is faced with a situation where the status quo calls for change, not for

simply sticking to patterns now viewed as obsolete”.?’

Moreover, changes typically can be harmonised with the remainder of the relation only by
making them consistent with the status quo. But it must be noted that if the status quo is a
dynamic one moving over time in certain directions, change in accord with those patterns is

essential to preserve the status quo itself.?®

Therefore, it could be said that it emerges the idea that adjustment is one of the characteristics of
long-term contracts. They can be deemed to encompass and include their adaptation over time
in order to avoid both termination and performance without modification in light of the changes
occurred and affecting their balance since such remedies are in contrast with the nature of such
agreements and with the purpose pursued by the parties. Starting from such principle it was
affirmed that these kinds of contracts, and in particular petroleum contracts, presuppose a duty
of the parties to adjust them on the basis of good faith. The compliance by the parties with the
latter would meet their expectations when entered into the contract, i.e., the preservation of a

long-term profitable relationship that could not be achieved without adaptation. Indeed, the

% The preservation of the relationship is one of the ‘relational norms’ identified by Professor Macneil as
specifically applicable to relational contracts.

27|, Macneil, “Contracts: Adjustment of Long-Term Economic Relations under Classical, Neoclassical,
and Relational Contract Law”, (1978) 72 N.Y.U.L. Rev., 854, 896.

28 1bid, 899.
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principle of good faith “requires cooperation on the part of one party to the contract so that

another party will not be deprived of his reasonable expectations”.?

The idea of third party’s adaptation of long-term international contracts for maintaining the
contractual balance is also affirmed by the ‘contractual equilibrium theory’ that also recognises
that the relational model is the most appropriate for long-term agreements and aims at the
preservation of a balanced relationship between the parties on the basis of the principle of good
faith.*® In particular, according to such theory, the third party determines the content of the
duties of good faith and fair dealing (that rule the adjustment process) in light of the specific
context in which the parties operate (surrounding circumstances). Moreover, in carrying out
such task, the third party has to consider the purpose of the contract. It is affirmed the idea that,
contrary to the classical contract law doctrine, in addition to contract provisions other elements
have to be considered in order to determine the parties’ obligations; elements that complement

the rights and duties provided by the agreement.

It seems possible to conclude that, without such adjustment, it would, indeed, be impossible to
rebalance the contract and, consequently, to preserve a profitable relationship and to allow the
parties to achieve the scope pursued when entering into a petroleum contract. Both termination
and performance without adaptation would be against the will of the parties and the principle of
good faith in the execution of the contract. For this reason, if the parties fail to adapt the contract
by means of renegotiation, the third party mechanism should be allowed to do it. In order to
reach its decision, the third party will have to determine whether the triggering conditions
provided by the relevant case are met and, in general, whether the alteration of the contract’s
balance actually occurred and was proved (it is obvious that not any economic difficulty in the
performance of the contract or any non-convenient transaction could legitimate a modification
of the agreement).®! Furthermore, it was underlined, that adaptation requires the third party to

interpret the contract in light of parties” will and to evaluate the facts submitted by the parties.

Finally, it has to be noted that the above-mentioned approach is also the one adopted by
international law and, namely, by the UNIDROIT Principles and the Principles of European
Contract Law (PECL). In particular, Article 6.2.3 of the UNIDROIT Principles provides that:

“In case of hardship the disadvantaged party is entitled to request renegotiations. The
request shall be made without undue delay and shall indicate the grounds on which it is

based. (2) The request for renegotiation does not in itself entitle the disadvantaged party

2 E. Farnsworth, “Good Faith Performance and Commercial Reasonableness under the Uniform
Commercial Code”, (1962) 30 U.Chi.L. Rev. 666, 669.

%0 See, N. Nassar, supra note 18, 270-7.

81 Usually the events altering the contract balance have to be: (1) substantial; (2) unforeseen; and (3)
beyond the control of the parties.
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to withhold performance. (3) Upon failure to reach agreement within a reasonable time
either party may resort to the court. (4) If the court finds hardship it may, if reasonable,
(a) terminate the contract at a date and on terms to be fixed; or (b) adapt the contract
with a view to restoring its equilibrium.”3?

In its turn, Article 6:111 of the PECL provides that:

“(1) A party is bound to fulfil its obligations even if performance has become more
onerous, whether because the cost of performance has increased or because the value of
the performance it receives has diminished.

(2) If, however, performance of the contract becomes excessively onerous because of a
change of circumstances, the parties are bound to enter into negotiations with a view to
adapting the contract or terminating it, provided that: (a) the change of circumstances
occurred after the time of conclusion of the contract, (b) the possibility of a change of
circumstances was not one which could reasonably have been taken into account at the
time of conclusion of the contract, and (c) the risk of the change of circumstances is not
one which, according to the contract, the party affected should be required to bear.

(3) If the parties fail to reach agreement within a reasonable period, the court may: (a)
terminate the contract at a date and on terms to be determined by the court; or (b) adapt
the contract in order to distribute between the parties in a just and equitable manner the
losses and gains resulting from the change of circumstances. In either case, the court
may award damages for the loss suffered through a party refusing to negotiate or
breaking off negotiations contrary to good faith and fair dealing.”**

The above-mentioned principles apply only if the contract refers to them or if arbitrators
consider them as general principles of international law, and, therefore, they are applicable
without the necessity of a specific reference in the contract. However, they express the need of
the international business community to have, independent of what provided in the agreement, a
general recognition of the third party’s power to adjust long-term contracts, when the
relevant equilibrium is altered upon the occurrence of unforeseen events. Indeed, it was noted
that:

“The emphasis on good faith and fair deal signals the transition to a new form of
contractual morality in international business. The “all or nothing rule” of the sanctity
of contract principles is being replaced by a more flexible, pragmatic approach. This
approach seeks to produce results that are perceived to be just and fair and in

consonance with commercial common sense. Modern commercial contract doctrine is

32 UNIDROIT Principles of International Commercial Contracts,
www.unidroit.org/.../principles/.../principles2010/integralversionprinciples2010-e.pdf
33 http://www.jus.uio.no/Im/eu.contract.principles.parts.1.t0.3.2002/.
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developing away from the discrete model of the one-time exchange of goods and money
to the co-operative and complex long-term transactions where the parties are depending
to a substantial extent on the compliance of their counterparts with good faith and fair

dealing as conduct-related legal standards over a long period of time.”3*
1.2. Background and Context of the Thesis

Petroleum® is one of the most valuable resources and the main driving force of all economies.
“No other commaodity, either historically or currently, can match the importance of petroleum to
the world’s political and economic order”.®” The demand for petroleum is growing and this has
increased investment into the industry.*® Developing countries conclude investment contracts
with foreign oil companies to obtain funds, knowledge and technology required to explore for
and develop natural resources, whilst investors do so seeking profits and returns. The growth of

investment, however, carries with it the possibility of conflict and risks.3®

1.2.1. An Overview of the Petroleum Industry

It is helpful to examine the structure of the petroleum industry and its legal regime before any
further discussion. It has to be underlined that this thesis is not intended to examine different
petroleum agreements. The underlying idea is to discuss the significance of equilibrium in long-

term agreements, in particular, petroleum agreements.

The oil and gas industry is divided into three major sectors: upstream, midstream and
downstream. The upstream sector is used to refer to the search for, followed by the recovery and
production of, crude oil and natural gas. This sector is also widely known as the exploration and
production (E&P) sector. The upstream sector includes the search for underground or
underwater oil and gas fields, the drilling of exploratory wells and, if the wells are deemed
economically viable and recoverable, the operation of wells that bring crude oil and raw natural

gas to the well’s surface.*°

34 K. Berger, “Power of Arbitrators to Fill Gaps and Revise Contracts to Make Sense”, (2001) 17 Arb Intl
1,10, 17-18.

35 In this research petroleum refers to oil and gas.

3% M. Coale, “Stabilisation Clauses in International Petroleum Transactions™, (2002) 30 Denv. J. Int’l. L.
& Pol’y 217, 218; Y. Daniel, The Prize, the Epic Quest for Oil, Money, and Power, (Simon & Schuster,
1991) 779-781.

87 E. Smith, International Petroleum Transactions, (2™ ed., Rocky Mountain Mineral Law Foundation
3 For example, India, Japan and China; OPEC, available at:
http://www.opec.org/opec_web/static_files_project/media/downloads/data_graphs/M1022015.pdf

39 M. Coale, (2002), supra note 36, 220; P. Comeaux, and N. Kinsella, “Reducing Political Risk in
Developing Countries: Bilateral Investment Treaties, Stabilisation Clauses, and MIGA and OPIC
Investment Insurance”, (1994) 15 NYL. Sch. J. Int’l and Comp. L. 1, 4.

40 A Al Fauque, “The Rational and Instrumentalities for Stability in Long-Term State Contracts: The
Context for Petroleum Contracts”, (2006) 7 (1) The Journal of World Investment & Trade 85; E. Smith,
(2000), supra note 37, 10.
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The midstream sector can include some elements of both the upstream and downstream sectors.
However, the main component of midstream is the gathering system. Gathering systems are oil
and natural gas storage areas where raw produced products are held until they can be
transported, via pipeline, railcar or tanker truck to the refinery, where they are turned into
marketable petroleum products. The downstream sector refers to the refining of crude oil, and
the selling and distribution of natural gas and products that are derived from crude oil. Such
products can include LPG, gasoline, jet fuel, diesel fuel, fuel oils, asphalt and petroleum coke.
The downstream segment includes oil refineries, petrochemical plants, petroleum distribution

outlets, retail outlets and natural gas distribution companies.*

Petroleum investment contracts vary from the old-type concession contracts to more recent
types, such as joint ventures, production sharing agreements, and service contracts. Concession
agreements, in particular the old type, grant and administrative authorisation to the international
oil company to explore, develop and produce hydrocarbons. Concession agreements’ terms are
fixed by legislation and, hence, the host state has considerable liberty to unilaterally modify the
terms such as taxation and royalty. Production sharing agreements (PSASs) are widely used for
exploration and development agreements between the host state and international oil companies.
According to these contracts, international oil company has the rights to explore and develop the
petroleum field and the investors covers all risks and exploration costs.** Once petroleum has
been produced, the exploration and production costs would be split between the host state and
the foreign oil company in a way that the investor would recover its costs and both the host
government and the foreign oil company benefit from the remaining petroleum.*® International
petroleum contracts means those contracts concluded between international oil companies and
host states and/or governmental agencies that deal with the exploration and development of oil
and gas. A petroleum contract could be described as a state contract. Therefore, it differs from a
standard contract in that one of the parties is generally a sovereign state or a state entity. State
contract is defined as a contract made between the state or an entity of the state and a foreign
national or legal person of foreign nationality, which covers upstream petroleum contracts.*
Therefore, contractual clauses for dispute management, protection of the investment and
economic equilibrium of petroleum contracts are of great importance for international energy

companies.

4 Ibid

42 K. Bindemann, Production Sharing Agreements: An Economic Analysis, (Oxford institute for Energy
Studies, 1999) 1.

4 D. Johnston, International Exploration Economics Risk and Contract Analysis, (Penn Well Books,
2003) 20-30.

4 UNCTAD Series on Issues in International Investment Agreements, (United Nations, New York &
Geneva, 2004) 3.
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There will be many parties involved in the energy industry, including: (i) host governments and
their national oil companies (NOCs), such as Petronas, NIOC and Gazprom; (ii) international oil
companies (I0Cs), such as Chevron, BP, Total; (iii) transportation, refining companies and
private banks. Amongst these many contracts between the key actors, the most important is the
one between the host government and the 10C and this is the contract that will be addressed in
this thesis. All of the other agreements must be consistent with and depend upon this agreement.
This contract is referred to by the industry as *petroleum contract’ that is a contract between the

host government on behalf of the nation and an international oil company that is being hosted.

The different types of petroleum investment agreements could affect the host state actions over
the lifespan of a project, however, there is no doubt that the absence of appropriate contractual
clauses in any type of the petroleum contract could cause difficulties, even frustrate the
investment and damage the equilibrium.*> One could ask what will happen if the host state is
unhappy with petroleum contract. The answer is that the contract will be adjusted, expropriated
and/or terminated by the government. The host state’s interference would negatively affect each
types of petroleum contracts. In other words, different type of petroleum contracts cannot
prevent the host government from the interference where it is not satisfied with the contract.
This thesis only discusses the effect of disruption of equilibrium, host states’ interference and
obsolescing bargain in international petroleum transactions. The point that this research seeks to
make is that these issues apply to all international petroleum investment contracts, and are not
restricted to contracts of a particular type (e.g. Production Sharing Agreements or Concessions).
Hence, the thesis does not need and will not concentrate upon any particular type of petroleum
contracts. In order to keep the research focused and manageable, the scope of the research has
been limited. The thesis will not attempt to cover the entire area of host state’s interference,
petroleum contracts and contractual clauses. This research only focuses upon upstream
petroleum contracts and excludes oil and gas sale agreements and pipeline contracts. In the
upstream sector, the relationship is between international company and the sovereign state/state
entity. Therefore, the relationship between companies that is mainly a commercial relationship

and belongs to the downstream sector is not in the scope of this research.

The thesis for reasons of time and space, concentrates on most important form of the host state
interference, namely, expropriation. Accordingly, this thesis will only discuss selected

contractual clauses, namely, renegotiation and stabilisation clauses.

In this context, contractual mechanism helps the parties to avoid disruption of equilibrium and

likely conflict. This highlights the significant role of stabilisation and renegotiation clauses that

4], Salacuse, “Renegotiating International Project Agreements”, (2001) 24 Fordham Int’l L. J. 1319.
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are aimed at preserving the stability and flexibility of the contract in order maintain the

contract’s balance.

Petroleum law is the law relating to exploration for, exploitation for, marketing and sale of
petroleum. The focus is on government regulation, which is part of public law. Petroleum law
regulates the relationship between the main actors in the industry, namely, the host state and the
international oil company. This law entails the host states’ right to regulate and control natural
resources and the foreign oil company’s activities by virtue of licences and regulatory measures,
the international oil company’s contractual right created by relevant agreement, and
international law relating to sovereignty of the state and petroleum activities and protection of
foreign investment. Petroleum law is comprised of national laws and regulations of the host
government such as constitution, environmental laws, tax laws, labour laws, health and safety
laws and international law rules on protection of foreign investment. Upstream petroleum law
addresses special concerns such as technological challenges and high risk, exploration and
exploitation that requires large investments, and valuable natural resources that result in
intensive government involvement and control with all aspects of the foreign oil company’s

activities due to the strong public interests.

International petroleum contracts are complex, characterised by long duration and involving
millions of dollars. They are often a type of state contracts in that one party is the host
government®® or a state entity. Contracting parties in this type of agreement may have
conflicting interests which are inherent in the nature of transactions. It has been explained that:
“during the normally long duration of such contracts economic or political circumstances are
likely to change. Natural resources are not renewable, and a nation, especially if it has recently
emerged from a colonial past, will watch closely over the use of irreplaceable assets. These
might be an imbalance in the economic equilibrium of the contract ab initio due to lack of
reliable data at that time or to differences in the bargaining power or negotiating skills of the
parties. External circumstances such as changes in technology and market conditions, or in the
political situation within the host country, may at a later point in time make one or the other of
the parties unable or unwilling to carry out its obligations under the contract”.*” As a result,
management of contractual relationship and minimisation of disputes are of great significance in

the industry.

Likewise, from the investors’ perspective, whilst investing in developing countries has great
benefits for investors it comes with substantial risks, inter alia, risk of expropriation or more

generally host state interference and taking of the foreign investor’s property rights. Host states

46 The Capital-lmporting Country.
47 M. Mangard, “Book Review: Arbitration and Renegotiation of International Investment Agreements”,
(1986) 3 (2) J. In’l Arbitration 111.
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have legislative and administrative powers to control international oil companies and prioritise
their own purposes.”® Specifically, there will be a possibility of unilateral modification of
investment contracts and taking of the foreign investor’s property by the host state.*® Therefore,
the necessity of a contractual mechanism to protect the foreign company and preclude inequities
in the petroleum industry is outstanding. The host state as it has sovereignty in its jurisdiction,
attempts to maximise its control over the foreign investor’s activities. Prior to making the
investment, a potential foreign investor assesses all of the surrounding legal and financial
circumstances to the petroleum project in order to make sure that its investment will benefit
from legal certainty that is vital for a safe investment. In other words, the foreign investor seeks

a stable fiscal and regulatory framework for the contract.>

Foreign investors may face a wide variety of political risks that interfere with their property
rights, including direct and indirect expropriation and unilateral change of the contract.* The
host state can arbitrarily change the laws over the life of the investment. Indirect expropriation
can be in form of imposing new regulations, increasing taxes or change of the laws. These
changes may result in “increased unplanned costs and legal consequences that negatively impact

152

investments”>* which leads to a conflict between the host government and the international oil

company.

However, foreign investors through use of contractual devices can minimise the risk of host
state’s interference with their property rights. Such devices include renegotiation clause,
stabilisation clause and arbitration clause. Whilst various types of petroleum investment
contracts encounter different degrees of risk of host government’s interference, there is general
agreement that the lack of appropriate clauses in any types of petroleum agreements can result
in disequilibrium and disputes.>® Stabilisation clauses are intended to guarantee that host state
will not unilaterally change or terminate the contract and to stabilise the contract terms.

Renegotiation clauses are aimed to maintain the flexibility and stability of transactions by

48 M. Sornarajah, The International Law on Foreign Investment, (Cambridge, Grotius Publications, 2010)
25.

4% Amoco Int'l Fin. Corp. v. Iran, 15 Iran-U.S. CI. Trib. Rep. 189-239 (1987); The Texaco Overseas
Petroleum Company v. The Libyan Government (TOPCO) (1978) 17 ILM 3, 65; Sttebello v. Banco Totta
Acroes, 1 World Law Report 1050 (1985), for example, in this case a Portuguese state entity concluded
an investment contract to build oil tankers. There was a time line for performance and in accordance with
the penalty clause the late performance had to be compensated. The state owned company could not meet
the deadline and had to pay compensation. However, Portuguese government intervened and changed the
contract by legislative power. There was no alternative for the innocent party and it remained unpaid.

%0 B. Adaralegbe, “Stabilising Fiscal Regimes in Long Term Contracts”, (2008) 1 Journal of World
Energy Law & Business 121.

51 R. Hay, “Protecting Assets from Political Risk”, (1997) 3 P.C.B. 152, 153-4.

52 M. Flores, “A Practical Approach to Allocating Environmental Liability and Stabilising Foreign
Investment in the Energy Sectors of Developing Countries”, (2001) 12 Colo. J. Int’l Envtl. L. & Pol’y
141, 149-50.

58 T. Waelde and G. Ndi, “Stabilising International Investment Commitments: International Law versus
Contract Interpretation”, (1996) 31 Tex. Int’l L.J. 216, 233-5.
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adapting them to the changing conditions and preservation of dynamism. The renegotiation
clause is a practical method to restore the original equilibrium contemplated by the parties and

accommodate the contract to avoid disputes.>*

As noted above, host states have sovereignty, including legislative and administrative powers.
Sovereignty is the concept that states are in complete and exclusive control of all the people and
property within their territory. It is the power of the host state to do everything necessary to
govern itself, such as making, executing and applying laws, imposing taxes and engaging in
trade. Host governments can change the law, contractual terms and bargaining position against
the investor, international oil company.®® Under these circumstances, in order to establish a fair
and stable framework for production and development of the industry and maximising benefits
for both parties, a flexible approach to maintain the viability of the contract is needed. States try
to attract more investment by offering more incentives to foreign investors. Moreover, host
governments provide higher standards of investment protection, including substantive and
procedural protection to promote foreign investment in their countries. In this situation, this
study attempts to provide a contractual mechanism for minimisation of risk of expropriation and
re-establishment of contractual equilibrium. It also enhances certainty and security of
transactions.®® This will not only assist to prevent investment disputes but also can resolve the

problems more quickly and cheaply.

If the parties seek to keep a long-term contact alive, their contract should be flexible and
consistent with change of circumstances. Stability is of great importance in international
petroleum agreements because political, legal and technical changes are inevitable over the life
of petroleum agreements. In this context, instability in the contractual relationship can arise
from the necessity to regulate the foreign investment in the field of petroleum. Change of
economic equilibrium of contract may enable the host government to gain more revenues
through a regulatory interference. The host government’s regulatory intervention in investment
agreements is a major concern for international oil companies in recent times. Hence, drawing a
clear line between legitimate right to regulate the industry, its extent and illegitimate

interference that can result in an indirect expropriation is crucial.

5 ibid, 233-5; D. Johnston, International Exploration Economics Risk and Contract Analysis, (Penn Well
Books, 2003) 30; J. Salacuse, “Renegotiating International Project Agreements”, (2001) 24 Fordham Int’l
L.J. 1319; T. Waelde and A. Kolo, “Renegotiation and Contract Adaptation in the International
Investment Projects: Applicable Legal Principles and Industry Practices”, (2000) 5 J. World Investment 5,
6.

% R. Fernando, “State Contracts and Oil Expropriations: The AMINOIL-Kuwait Arbitration”, (1984) 24
Va. J. Int’l L, 323.

% C. Wallace, The Multinational Enterprise and Legal Control, Host State Sovereignty in an Era of
Economic Globalisation, (The Hague, Kluwer Law International, 2002) 990.
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After a hundred years of developing international investment law, the existing law still is not
able to support stability of investment transactions with the current framework. There is rich
international investment law addressing expropriation, stabilisation and renegotiation, and
investment protection but does not really deal with the problem and cannot create transactional
stability. The problem as will be discussed thoroughly in chapter two, is that the current law
does not recognise flexibility of contracts and this will result in obsolescing bargain and
disequilibrium. The existing law’s treatment with contractual relationship clearly shows that
there is a problem in the way which law seeks to protect transactional stability. The thesis
intends to answer this problem to improve stability and create a framework for international

petroleum investment transactions.

The stabilisation clause attempts to protect the contract against any unilateral modifications and
amendment which may be applied by the host state and will provide a stabilised framework for
contractual rights and obligations.®’ Indeed, such clauses attempt to protect the foreign company
from legislative and administrative powers of the host state which may affect the contract and
the foreign company's rights by future law and regulation.®® The renegotiation concept
accommodates the contract with the change of circumstances and is able to reduce investment
disputes.®® This study is intended to provide a comprehensive case study about international
petroleum agreements, extensive analysis of the literature and makes a contribution in filling the
gap caused by lack of such analysis. It will develop energy investment law and is very important
for the petroleum industry and the legal community. This study will analyse current case law to
illustrate the content of law in the energy industry. It is also hoped to help arbitrators and legal
community by providing a better understanding of petroleum law under examination of

responses to specific issues in petroleum arbitral practice.

1.3. Significance and Structure of the Research

I have explained the structure and the legal regime of the petroleum industry in the previous
section. Disruption of the equilibrium which creates imbalances between rights, duties and
interests of the host government and the foreign investor is the major problem in the petroleum
industry. The host state reaction to disequilibrium is to interfere with the contract though

regulatory measures to increase its benefits.

The host state’s interference has become more complex recently and new trends show that host
states use more subtle ways for taking and shifted to indirect expropriation. There is

considerable literature on expropriation, nationalisation and stabilisation clauses which mostly

5 D. Greenfield and B. Rooney, “Aspects of International Petroleum Agreements”, (1999) 37
Colum.J.Trans.L, 352.

58 p, Bernardini, “Stabilisation and Adaptation in Qil and Gas Investments”, (2008) 1 (1) JWELB 98.
59 K. Berger, (2003), supra note 7, 1347.
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repeats arguments from a theoretical point of view. Nevertheless, no study has examined the

issue through a diagnostic approach — identifying the problems — in a systematic way.

One important point in relation to the critique of the thesis is that it also discusses the issues
from the point of views of the host government. Thus, if the law goes too far in the investor’s
favour as some traditional stabilisation clauses did, it will end up taking away the ability of the
host governments to exercise their legitimate power which is a problem. Hence, the thesis is not
looking at the issues in a one sided way but rather examines the issues from the both sides and

the balance parties reached.

The thesis explores the role of the contractual equilibrium and bargaining positions and their
interactions with contractual clauses in a relational model of relationship to reduce and manage
risk of expropriation in international petroleum transactions, which is completely unique and
unprecedented. In other words, the existing literature has repeatedly endorsed expropriation as
the main problem facing by foreign investors, and contractual clauses as a possible method for
management of disputes. However, it has ended here and no studies went further. The thesis
studies main causes of conflict of interests in the relationship between a host state and a foreign
investor, their bargaining positions, the role of equilibrium of the contract and contractual
clauses through an adaptive mechanism in a systematic way to reduce disputes. The research
identifies sources and mechanism of host government for intervention and thereafter suggests
the options for maintaining the contractual balance and minimisation of disputes. This research
suggests a binding mechanism for adaptation of contractual relationship and resolution of

disputes. This will be of great help for scholars and practitioners in the future.

This research studies international petroleum contracts through examination of bargaining
relationships between the host state and the foreign investor in order to understand the
contractual equilibrium. The thesis analyses two rival accounts of contract law, i.e. the classical
and the relational models of contracting with regard to international petroleum agreements. The
interplay between risk of expropriation and the obsolescing bargain and the role of contractual
clauses in re-establishment of a damaged equilibrium in international petroleum transactions
will be discussed. Such examination of the law and practice and the conceptualisation of the
contractual equilibrium in international petroleum transactions, and obsolescing bargain model

regarding international petroleum contracts are unprecedented.

Regarding ‘the contributions of the thesis’, it should be underlined that the thesis discusses a
new framework for understanding the nature of the problem posed by disputes in petroleum
contracts. This is a significant advance on the existing framework because it moves beyond
presentiation and is commercially more realistic, and demonstrates how existing approaches are

deeply flawed as a result of their roots in a presentiated understanding. In addition, this study
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demonstrates the importance of the relational contract theory both in terms of understanding the
character of contracts and with regard to designing a practical framework to preserve the
contractual equilibrium and maintain the contract viable. This research also discusses the
relational and classical theories in the context of petroleum transactions and based on such
analysis suggests a two-tier mechanism which works as a single package. Accordingly,
contracting parties should adapt their contract under a relational model of contracting, and
where they are unable to reach agreement to adjust the contract, a third party will adapt the
contract and the decision will be binding. This mechanism provides contractual flexibility and
in the second level, mandatory adjustment guarantees restoration of the contractual equilibrium

in order to protect the contracting parties’ interests.

This research is segmented into eight chapters.

Chapter two examines the nature of the conflict between host states and international oil
companies, bargaining positions and the interaction between obsolescing bargain and risk of
expropriation. The chapter critically evaluates legal characteristics of petroleum contracts, key
ingredients of the equilibrium of the contract, Obsolescing Bargain Model (OBM) and main
factors disrupting the equilibrium. This chapter examines relational and classical models of
relationship and their attitudes towards the contractual obligations and the response of contract

law and practice to these rival theories.

Chapter three deals with the law related to expropriation and examines the basic legal
requirements for a lawful expropriation and compensable property rights. The chapter set outs
parameters in defining the main measures that might be taken by the host state for control of
international energy projects. It provides an analytical framework for the notion of host
government interference and the main risk factors in international petroleum agreements and
defines taking over of foreign private property in the context of contract. In chapters three and
four issues such as, host states measures to control international energy companies working
within their territory (regulative measures) and distinction between indirect taking and non-

compensable right of the host government to regulate the industry are examined.

In addition, an in-depth analysis of international petroleum arbitration as to the selected issues
in this conflicting area will be presented. Chapter four is linked to chapter three and examines
the question of what types of interference constitute indirect expropriation and also scrutinises
measures used by host governments as indirect expropriation. Due to an increasing number of

arbitral awards, it is of great importance to address indirect interference of host states.®

0 T. Waelde, “Renegotiating Acquired Rights in the Oil and Gas Industries: Industry and Political Cycles
Meet the Rule of Law”, (2008) 1 (1) Journal of World Energy Law & Business 55, 60-97; A. Reinisch,
Standards of Investment Protection, (Oxford, Oxford University Press, 2008) 121; T. Waelde, “Efficient
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Moreover, this chapter examines international petroleum arbitrations and will also analyse some
non-petroleum arbitrations to fully present the subject. The adequacy of the law in relation to
expropriation as to maintaining the equilibrium will be discussed.®® Chapters three and four
provide a framework to show the inability of classical law in preservation and restoration of

equilibrium and consequently the parties’ interests.

Chapters five and six scrutinise contractual devices used to minimise associated risks in order to
protect the equilibrium. Chapter five examines how far existing principles of international law
are effective to preclude regulatory change of international energy projects by host
governments. The present chapter also discusses doctrinal controversy about the effect of
stabilisation clauses, the concept of sanctity of contract and the doctrine of mutability of
contracts in international energy projects. The validity and effect of stabilisation clauses, the
way such clauses manage risks of expropriation and unilateral change of the contract terms
under domestic and international laws will be discussed. The fifth chapter also explores whether

the stabilisation clause can adequately protect and preserve contractual equilibrium.

Chapter six deals with the concept of adaptability and renegotiation of international petroleum
investment contract with such provision, the contractual practice of renegotiation, response of
international arbitration to adjustment provisions and failure of renegotiation process. Chapters
five and six aimed at suggesting an innovative and practical solution for management of risk

through transactional stability and contractual flexibility.

Chapter six and seven examine concept of adaptation in international petroleum transactions.
Such chapters address the issue that adaptability may be mutually beneficial for contracting
parties provided they act in good faith and attempt to keep the flexibility of the contract to
maintain the equilibrium of international petroleum agreements in the changed context. Chapter
six and seven also analyse effects of renegotiation clauses through examination of petroleum
arbitral awards. In addition, the interaction between principle of pacta sunt servanda (sanctity of
contracts), rebus sic stantibus and theory of renegotiation will be explored. In the seventh
chapter, the adjustment of international petroleum agreements in the absence of specific

provisions under civil and common law systems, international law and by force majeure and

Management of Transnational Disputes: Case Study of a Successful Interconnector Dispute Resolution”,
(2006) 4 OGEL 1.

61 T. Waelde and A. Kolo, (2000), supra note 53, 5-15; G. Delaume, Transnational Contracts: Applicable
Law and Settlement of Disputes, (New York, Dobbs Ferry, 1988) 5; S. Schill, International Investment
Law and Comparative Public Law, (Oxford, Oxford University Press, 2010) 10-45; ICSID Case No.
ARB/07/21 (2009); AGIP Co. v. Republic of the Congo, (1978) 17 ILM 3, 25-73; Duke Energy
International Peru Investments No.1, LTD. v. Republic of Peru, Award of 18 August 2008, ICSID Case
No. ARB/03/28, (2008); Joseph Charles Lemire v. Ukraine, Award of 28 March 2011, ICSID Case No.
ARB/06/18, (2011).
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hardship clauses will be discussed. The thesis also discusses its proposal as to the idea of
mandatory adjustment by the third party for international petroleum contracts in the seventh

chapter.

Chapter eight is conclusion and explains in more detail the potential of the model which the
thesis has created, the insights of this regarding the specific problem it has taken on and the

potential it has for further research.
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Chapter 3

The Taking Over of the Foreign Property by the Host State in the Petroleum Industry
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Introduction

We have seen in the second chapter that the law of petroleum agreements is based on the classical
model which suffers from presentiation and which consequently is at best limited in its ability to
deal with the obsolescing character of the bargain in petroleum transactions. This static model of
relationship does not allow future adaptability and contractual flexibility in a long-term
contractual relationship. As a result, the contractual balance of the contract can be damaged over
time. In such a static model, equilibrium cannot be restored and it leads to the contract being
terminated. This will discharge the parties. In this chapter, we now turn to the type of host state
action that is at the heart of the majority of international petroleum disputes, namely, interference
with the property rights of investors.

This study only examines the risk of expropriation and does not intend to address other forms of
host state actions such as likely breaches of the Fair and Equitable Treatment (FET), National
Treatment or Most Favoured Nation State (MFN) principles that could affect the foreign

investor’s property rights. This has several reasons:

First, great importance of expropriation and its impact on the petroleum industry: as explained

earlier, the main reason for international petroleum disputes is the host government interference
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with the property rights of the international investor. This interference may involve direct and
indirect expropriation of the foreign investor’s property that will adversely affect the profitability
of the petroleum project for the international oil company.! Expropriation has been the main
problem facing petroleum investors. It took place in the 20" century, is taking place nowadays,
and will take place in the future.? However, the form of taking over has changed in this century.
The issue needs to be given careful consideration in light of new trends, i.e. indirect expropriation.
The sort of risks that are the subject of the thesis and can result in obsolescing bargain are

expropriation whether direct or indirect.

Second, treaty-based standards: the said standards are relevant to the ambit of the protections
afforded by investment treaties and not international contracts.® The principles of FET, MFN and
national treatment generated by international bilateral and multilateral treaties. Such protections
are only obtained by way of express provision by treaty.* Thus, these standards seek to protect
the stability by a treaty-based mechanism and not by virtue of relying upon contract-based
mechanism — that is the subject of this thesis. As a result, an important question is whether the
breach that has occurred was breach of contract or breach of treaty. The treaty claims find their
roots in provisions of an investment treaty, but contractual claims are founded upon contractual
provisions.® As this research has been framed from the beginning in the first and second chapters,
it only examines the contractual mechanism for maintaining the equilibrium. It is not intended to
discuss non-contractual mechanisms for protection of the equilibrium. Therefore, examination of

the above mentioned principles as treaty-based standards are beyond the scope of this research.

In addition, the important point is that this thesis does not explore the adequacy of principles.
Rather, it examines the adequacy of remedies put forward by different mechanisms under classical
and relational models. As noted earlier, such mechanisms in the event of disruption of contractual

equilibrium are: (i) the classical model approach, i.e., termination of the contract followed by

1C. Wallace, The Multinational Enterprise and legal Control: Host State Sovereignty in an Era of Economic
Globalization (The Hague, London, New York, 2" ed., Martinus Nijhoff Publishers, 2002) 977-8; R.
Dolzer. “Indirect Expropriation of Alien Property”, (1986) 1 ICSID Review Foreign Investment Journal
41; R. Dolzer, “Indirect Expropriations: New Developments?” (2002) 11 N.Y.U.Envtl L. J 66; C. Schreuer,
“the Concept of Expropriation under the ETC and other Investment Protection Treaties”, in C. Ribeiro,
Investment Arbitration and the Energy Charter Treaty, (Juris Publication, 2006); M. Sornarajah, The
International Law on Foreign Investment, (Cambridge, Grotius Publications, 2010).

2 A. Newcombe, “The Boundaries of Regulatory Expropriation in International Law”, (2005) 20 (1) ICSID
Review Foreign Investment Law Journal, 10; W. Reisman, and R. Sloane, “Indirect Expropriation and its
Valuation in the BIT Generation”, (2003) 74 The British Year Book of International Law 115, 119.

3 C. Schreuer, “Fair and Equitable Treatment in Arbitral Practice”, (2005) 6 Journal of World Investment
and Trade 357; R. Dolzer, “Fair and Equitable Treatment: A Key Standard in Investment Treaties”, (2005)
39 International Lawyer 87; R. Dolzer and C. Schreuer, Principles of International Investment Law,
(Oxford, Oxford University Press, 2010) 118.

4 C. McLachlan, and L. Shore, International Investment Arbitration: Substantive Principles, (Oxford,
Oxford University Press, 2010) 10.

5 P. Cameron, International Energy Investment Law, The Pursuit of Stability, (Oxford, Oxford University
Press, 2010) 160.
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compensation that is the dominant mechanism. This mechanism is not adequate for long-term
contractual relations; (ii) the relational model approach that is adaptation of the contract by the
parties in order to restore the equilibrium. If contracting parties would not reach an agreement,
adaptation would be implemented by third party adaptation. Furthermore, the critique that
compensation is inadequate and the points as to indirect expropriation is also applicable to breach
of MFN and FET principles. Although this thesis has examined expropriation as a specific point,

the broader issues also apply to such principles.

Finally, analysis of each type of host state interference would be a task demanding many years of
research, so it is necessary to select a certain type of interference. Due to the wide variety of host
state interference, this thesis will mainly focus on what, in the opinion of the legal scholars and
the researcher, are the most important forms of interference in the petroleum industry. These
include expropriation and termination of contract by governmental measures typically

experienced by international oil companies.

In chapters three and four, the thesis discusses the law of expropriation but not for its own sake.
It is not the thesis of the law of expropriation, stabilisation and renegotiation clauses. This thesis
argues a different sort of remedy in petroleum contracts. The third and fourth chapters make the
case for this by pointing to why the existing remedy offered by the law of expropriation is
inadequate. The classical law provides two solutions in case of disruption of equilibrium making
the contract unbalanced by rendering the performance of one of the parties excessively
burdensome: termination of the contract or performance without adaptation to the new
circumstances. In contrast, the relational theory has recognised contractual flexibility and allows
for adaption in order to rebalance the contract. The thesis continues to suggest its adaptive

mechanism according to relational theory in chapter seven.

In this chapter and the next, the discussion will centre on how the law of expropriation deals with
the range of disruptions of equilibrium which take place in petroleum transactions. In order to
study this, | will discuss how the host government’s own action becomes the source of
disequilibrium and disrupts the equilibrium, and thus how expropriation itself is a disruption of
the equilibrium. At the same time, expropriation, whether direct or indirect, can itself be a reaction
of the host government to a perceived disruption of equilibrium. This reaction in turn is a part of
a bigger picture which stems from the understanding of contract and the relationship between the

parties on which the law is based.®

6 L. Fortier and S. Drymer, “Indirect Expropriation in the Law of International Investment: | know it When
I see It, or Caveat Investor”, (2004) 19 (2) ICSID Review Foreign Investment Law Journal 293.
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| have already in chapter two established that the existing law of expropriation is built upon the
classical model of contractual relationship which emphasises presentiation and strictness of
relationship. | have also shown that failure of presentiation in such a static model will bring about

taking over of the property rights in the energy projects.

The analysis in this chapter demonstrates how the classical model treats the contractual
disequilibrium and will scrutinise the conditions of expropriation by which host governments seek
to rebalance the relationship. The current chapter examines the different mechanisms of the host
government to directly acquire the property of international oil companies and the international
legal requirements for a lawful taking. Furthermore, the response of the international petroleum
awards to these conflicting areas will be discussed. One of the most important trends in the
petroleum sector in this century was the growth of expropriation. A significant amount of
expropriations occurred in host counties in the petroleum sector.” The concept of expropriation
has been recognised by international law during the last decades.® However, “the doctrine and
case law on expropriation in international law remain somewhat unsettled. Several factors may
explain why this is so. These include the diversity of interests at play, divergences in cultural,
economic and legal concepts of property, different understanding of the role of the state, and a
general heterogeneity in state practice.”® In today’s business in the 21% century indirect
expropriation is more common and spreads all around the world. Host governments’ interference
in transactions today can take a range of forms, and may be direct or indirect. This is evident
through the examination of recent international arbitral awards. ' International oil companies have
filed several disputes before the international tribunals on the basis of indirect expropriation.**
The focus of the present chapter is on those forms that are taken to constitute direct expropriation.

Indirect expropriation is taken up in the next chapter.

3.1. The Host Government’s Mechanisms to Control International Oil Companies
The present and the next chapters discuss the host states’ taking of foreign property, which is the

most extreme form of state interference with private property. It is helpful to address a few

" R. Hay, “Protecting Assets from Political Risk”, (1997) 3 P.C.B 153.

8 C. Schreuer, (2005), supra note 3, 359; T. Waelde, and G. Ndi, “Stabilising International Investment
Commitments: International Law Versus Contract Interpretation”, (1996) 216 Tex.Int’l Law Journal 220;
A. Reinisch, Standards of Investment Protection, (Oxford, Oxford University Press, 2008).

° L.Y. Fortier and S.L. Drymer, (2004), supra note 6, 293.

10 LG & E Energy Group v The Republic of Argentina, ICSID Case No. ARB/02/01(2006); Methanex Corp.
v. USA, Final Award, (3 August 2005); CMS Gas Transmission Co. v. Argentina, ICSID Case No
ARB/01/8, (2005); C. Yannaca-Small, “Indirect Expropriation and the “Right to Regulate” in International
Investment Law” in OECD, international Investment Law: A changing Landscape, OECD (2005).

11 K. Hober, “Investment Arbitration in Eastern Europe: Recent Cases on Expropriation”, (2003) 14 Am.
Rev. Int’l Arb. 378.
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examples of the host states’ mechanism to control the operations of foreign investments within

their jurisdictions.

Expropriation arises from the fact that once an investment has been made, the host government
has a right to control the foreign investor.* Host governments may control foreign investment in
their territory at the time of entry and also once the investment has been made, they can regulate

and control the operations of the foreign investor in their jurisdiction.*®

Host states have the police power to make regulatory changes. The ‘police power’ is defined as
“The inherent and plenary power of a sovereign to make all laws necessary and proper to preserve
the public security, order, health, morality, and justice. It is a fundamental power essential to
government, and it cannot be surrendered by the legislature or irrevocably transferred away from
government”.** The government can interfere with the contract and change the contract terms or
may even directly take the investment.®®

Indeed, host governments exercise maximum control over international oil companies that operate
in their territory and it is settled that they are authorised to control foreign oil companies at the
time of entry and over the life of the energy project.'® The host government has unlimited rights
to place conditions on the entry of the petroleum company into its territory. It is stated that “No
international legal authority today would dispute the virtually unlimited right of a sovereign state,
if it so chooses, to prescribe in what cases and under what conditions that alien would be
admitted”. "’

Thus, there are two main control mechanisms exercised by the host government over the
international oil company: the right to control potential investment at the time of entry and the
host states right to regulate and control the future operations in its territory. In addition, the host
state has sovereign powers, including, legislative and administrative measures and is able to
prioritise its own interests when they are in conflict with the foreign investor’s interest in the
energy industry.*®

This is the point that | have already made in the previous chapter that obsolescing bargain over
the course of a relationship occurs and that the equilibrium of the contract can be changed by the

government.

2. C. Wallace, (2002), supra note 1, 325; I. Brownlie, Principles of Public International Law, (6" ed.,
Oxford University Press, 2003) 508.

13 C. Wallace, (2002), supra note 1, 326.

14 A, Mewett, “The Theory of Government Contracts”, (1958-59) 5 McGill L. J. 222; J. Mitchell, The
Contracts of Public Authorities: A comparative Study (London:; London School of Economics & Political
Science, 1954); Black’s Law Dictionary (8" ed., 2004).

15 C. Wallace, (2002), supra note 1, 329; I. Brownlie, (2003), supra note 12, 508.

16 C. Wallace, (2002), supra note 1, 329.

7 1hid.

18 1hid.
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The question this raises, then, is whether the law of expropriation adequately protects the

legitimate expectation of the parties arising from the contractual equilibrium?

Whilst the host government has the power to force the foreign company to meet the legal
requirements, it is subject to the accepted standards of international law.'® Under international
law, host governments in the presence of certain conditions can expropriate foreign investor’s
property.? This right is concerned with the sovereignty of the host government and has been
widely accepted.?* Furthermore, this right was recognised by the United Nations General
Assembly Resolution, 1803 (XVII) 1962%% and also has been confirmed by some international
arbitrations and bilateral investment treaties.?® Similarly, chapter two of the Charter on Economic
Rights and Duties of States has recognised the right of nationalisation and expropriation for host
states.?* Whilst there is a controversy concerning some conditions for expropriation, mainly
assessment of compensation under international law® between developed and developing

countries, the right of sovereign states as to expropriation and nationalisation are recognised.?

19 C. Wallace, (2002), supra note 1, 327.

20 C. Wallace, (2002), supra note 1, 982; 1. Brownlie, (2003), supra note 12, 508-9; S. Friedman,
Expropriation in International Law (Stevens & Sons Ltd., London, 1953) 140-2.

21 C. Wallace, (2002), supra note 1, 977; LIAMCO arbitration, Award of 12 April 1977, (1981) 20 ILM 1.
22 The United Nations General Assembly Resolution (UNGAR) 1803 (XVII) of 14 December 1962,
Permanent Sovereignty Over Natural Resources.

23 AMINOIL (1982) 21 ILM 976; J. Arechaga, “State Responsibility for Nationalisation of Foreign-Owned
Property”, (1978) 11 NYUJ Int’l L. & Pol. 279-80; AMOCO 15 Iran-US CTR 89, 222-4.

24 Charter on Economic Rights and Duties of States (CERDS) UNGAR 3281 of 1974; “2- Each State has
the right: (a) - to regulate and exercise authority over foreign investment within its national jurisdiction in
accordance with its laws and regulations and in conformity with its national objectives and priorities. No
State shall be compelled to grant preferential treatment to foreign investment; (b) - to regulate and supervise
the activities of transnational corporations within its national jurisdiction and take measures to ensure that
such activities comply with its laws, rules and regulations and conform with its economic and social
policies. Transnational corporations shall not intervene in the internal affairs of a host state. Every State
should, with full regard for its sovereign rights, cooperate with other States in the exercise of the right set
forth in this subparagraph; (c) - to nationalise, expropriate or transfer ownership of foreign property, in
which case appropriate compensation should be paid by the State adopting such measures, taking into
account its relevant laws and regulations and all circumstances that the State considers pertinent. In any
case where the question of compensation gives rise to a controversy, it shall be settled under the domestic
law of the nationalising State and by its tribunals, unless it is freely and mutually agreed by all States
concerned that other peaceful means be sought on the basis of the sovereign equality of States and in
accordance with the principle of the free choice of means”.

%5 Texaco Overseas Petroleum Co. And California Asiatic Qil Co. v. The Government of the Libyan Arab
Republic (TOPCO), (1977) 53 ILR. 389, para 86, 491; Government of the State of Kuwait v. American
Independent Oil Co. (AMINOIL), (1982), 21 ILM, 976; Libyan American Oil Company (LIAMCO) v.
Government of the Libyan Arab Republic, (1981) 20 ILM 1; C. Wallace, (2002), supra note 1, 986-994; G.
Abi-Saab, “Permanent Sovereignty over Natural Resources”, in M. Bedjaouri (ed.), International Law
Achievements and Prospects (Paris, UNESCO, Dordrecht, London, M. Nijhoff Publishers, 1991) 597- 606.
% S, Schwebel, “United Nations Resolutions: Recent Arbitral Awards and Contemporary International
Law”, in A. Bos & H. Siblez (eds.), Realism in the Law Making, Essays in Honour of W. R. Iphangen
(Martinus Nijhoff, Dordrecht, 1986) 203; I. Sedle-Hohenveldern, International Economic Law (The Hague,
London, Kluwer Law International, 1999) 34-9; C. Wallace, (2002), supra note 1, 990; R. Higgins, “The
Role of Resolutions of International Organisations in the Process of Creating Norms in the International
System”, in W. Butler (ed.), International Law and the International System (Dordrecht, Boston, M.
Nijhoff, 1987) 21, 21-5; I. Brownlie, (2003), supra note 12, 517-9.
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The existence of a controversy about the calculation of compensation, however, shows that it
cannot be taken for granted that the current law of expropriation adequately protects the foreign
investor, or that it provides the parties with the same payoffs the original contract would have
provided and, hence, maintains the contractual equilibrium. Answering this question requires us
to study the practice of expropriation, as it has emerged in international investment litigation and

arbitration.

International arbitral practice demonstrates that the right of sovereign states in relation to
expropriation and nationalisation of private property is endorsed but it is subject to conditions. In
the LIAMCO, the sole arbitrator noted that the host state may expropriate or nationalise natural
resources and it would be legal if it was accompanied with compensation for that termination.?”
This pattern was followed by the tribunal in the AMINOIL case. The tribunal held that
nationalisation was a valid exercise of the right of nationalisation by Decree No0.1242® and it is
not discriminatory or confiscatory.?® The tribunal in the AMOCO found that the right of
expropriation for host states are unanimously accepted.® In the case of British Petroleum v.
Libya,* the Libyan government had nationalised all properties, assets, shares and rights of BP,
under the BP nationalisation law.*? Further, the tribunal recognised the right of the Libyan
government to nationalise natural resources but found that the action of the Libyan government
was against international law, because the basis for taking was purely a political reason. In
addition, this taking was discriminatory. It is therefore clear that although the right of the state

for nationalisation is recognised, the taking was unlawful and breached the investment contract.

As the above suggests, the trend that emerges from the practice of arbitral tribunals is to
circumscribe the right of host states with specific conditions. Taking will be lawful, but only if
certain requirements are met. The result is an approach in which whenever the foreign company
runs against the public interest of the host country, the sovereign state may use its power to compel
the international oil company to comply with the government’s stipulations and legal requirement,
subject to safeguards which seek to prevent the abuse of this power. The remainder of this chapter

will examine whether this approach is successful in defending the contractual equilibrium.

3.2. Nature of Expropriation
It is helpful to examine terminology and definitions before the main discussion. In international

investment law, in relation to host government interference with the foreign private property, the

2T LIAMCO, (1981) 20 ILM 1, 85.

28 AMINOIL arbitration, 21 ILM (1982) 976, 1117-20.

2921 (1982) ILM 976, para.86, 1019.

30 AMOCO International Finance Corp. v. Iran, 15 Iran-US CTR, 189, 222, para 113.
3153 (1974) ILR 297.

%2 1bid, 297.

3353 (1974) ILR 297, 354.
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terms “expropriation” and “nationalisation” are used. However, international petroleum
investment agreements and Bilateral Investment Treaties (BITs) do not usually offer a definition
for the important concepts and terms such as expropriation and indirect expropriation and, hence,
the terminology has remained blurred.® Although the definitions remain controversial, their
impact on the value of investment will be significant. International investment treaties only point
out the risk, but interpretation must not be inconsistent with international law.* Some scholars
offer a definition for expropriation and distinguish expropriation and nationalisation. In
Hoffman’s view, expropriation is “the outright and overt taking of property, often achieved by
means of transfer of title”.*® Professor Brownlie elaborates upon the definition of expropriation,
“the essence of matter is the deprivation by state organs of a right of property either as such, or
by permanent transfer of the power of management in control”." In addition, it has been stated
that, “the most meaningful distinction is that expropriation refers to the taking of one or several
properties within a single area of economic activity, whereas nationalisation refers to the
government’s taking of all properties within the area”.*® Thus, nationalisation and expropriation
have the same legal nature but they differ in the scope and compensation that is usually

accompanied with it.*°

Expropriation is defined as taking of private property by the state with the payment of
compensation.® It is also described as “the taking or use of property by public authority with
adequate compensation”.** In the AMOCO case, the tribunal presented a definition for
expropriation, which is “compulsory transfer of property rights”.*> However, there are some cases
in which the host government’s taking of property right is regarded lawful without payment of

compensation.*® The host government as sovereign state does have sovereignty and due to this

34 Article 5 of the Netherlands-India BIT (1995); Article 1110 NAFTA; Article 5 of the Barbados-Cuba
BIT (1996); and French, US, British, Canadian BITs. The texts are available at the UNCTAD investment
treaty database, http://www.unctadxi.org/templates/docsearch 779.aspx, March 2015.

3 Article 31 of the Vienna Convention on the Law of the Treaties, UN Doc. A/conf. 39/27 (1962); (1969)
8 ILM 679, stated that interpretation of treaties should be by considering any relevant rules of international
law applicable in the relations between the parties.

% A.K. Hoffmann, “Indirect Expropriation” in A. Reinisch, (ed.), Standards of Investment Protection,
(OUP, 2008) 151.

% 1. Brownlie, (2003), supra note 12, 508-509; S.L. Hoffman, “A Practical Guide to Transnational Project
Finance: Basic Concepts, Risk Identification and Contractual Considerations”, (1989) 45 Bus.Law 181,
46.

57 1. Brownlie, (2003), supra note 12, 508-509.

% G. Ingram, Expropriation of US Property in South America: Nationalisation of Oil and Copper
Companies in Peru, Bolivia and Chile, (New York: Praeger Publishers, 1974); 1. Brownlie, (2003), supra
note 12, 509.

39 K. Hober, (2003), supra note 11, 381.

40 G. Van Hecke, “Confiscation, Expropriation and the Conflict of Laws”, (1951) 4 International Law
Quarterly, 545; 1. Brownlie, (2003), supra note 12, 509.

41 G. Van Hecke, (1951).

4215 Iran-US CTR 189, at p.220; Award No.310-56-3 (14 July 1987).

4 There are instances where the state taking of private property without compensation may be regarded as
legitimate act. This is where the taking of property occurs as a defence measure in wartime or when the
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right can take the foreign investor’s property.* “It is undisputed that international law allows that
property of nationals as well as foreign investors may be expropriated, provided that certain
requirements are met.”*® There is general agreement on this point.*® However, international
petroleum investment agreements are subject to the principle of Pacta Sunt Servanda (sanctity of
contract), under which the host government may not expropriate the foreign investor’s property
without the mutual contractual consent.*” Some other scholars have criticised this principle and

asserted that it may not be absolute in long-term petroleum contracts.*®

The question is to what extent, for which aims and under which conditions is expropriation
justifiable. The rationale behind the expropriation is that host governments seek to improve the
welfare of their nationals and maximise the economic benefits for their industries. “It contains the
solution of reconciling the interests of society with those of the individuals.”*® There are two legal
points of views in responding this question. From the point of view of the host governments,
sovereignty of capital-importing governments may not be limited and they have full control over
their natural resources.*® On the other hand, capital-exporting governments and foreign investors
seek a restricted right of expropriation, due to a stable and secured return of financial interests
and their legitimate expectations. In their opinion, host governments cannot expropriate a foreign
investor’s property in any circumstance, and only if certain conditions are met expropriation

might be done.>

Brownlie has defined nationalisation as, “the process of the taking of one or more major national
resources as part of a general programme of social and economic reform.”*? In the AMOCO case,
the tribunal held the following view on nationalisation “the transfer of an economic activity from
private ownership to the public sector. It is realised through expropriation of the assets of an
enterprise or of its capital stock, with a view to maintaining such enterprise as a going concern

under the state control”.>® Nationalisation has also been defined as the transfer of property from

state exercises its police power to regulate public morals, health and safety or to make private interests
subservient to the general interests of the community. See, 1. Brownlie, (2003), supra note 12, 509; F. Mann,
“State Contracts and State Responsibility” (1960), 54 AJIL 572, 584; G. Van Hecke, (1951), supra note 40,
545,

4 1. Brownlie, (2003), supra note 12, 509; C. Schreuer, (2006), supra notel, 2.

4 |bid, I. Brownlie, (2003), supra note 12,509.

46 M. Shaw, International Law, (5" ed., Cambridge, 2003) 738; I. Brownlie, (2003), supra note 12, 510.

47 Texaco arbitration, 53 ILR (1979), para.68.

48 For the full examination see the next chapters.

49 Quoted in S. Jain, Nationalisation of Foreign Property: A Study in North-South Dialogue, (Deep & Deep
Publications, 1983) 25.

%0 K. Hober, (2003), supra note 11, 383.

51 “Every natural or legal person is entitled to the peaceful enjoyment of his possessions. No one shall be
deprived of his possessions except in the public interest and subject to the conditions provided by law and
by the general principles of international law.” Article 1, the First Protocol to the European Convention; K.
Hober, (2003), supra note 11, 383.

521, Brownlie, (2003), supra note 12, 509.

5315 Iran-US CTR,189, 222-3; Award No0.310-56-3, (14 July 1987)
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private to the public sector, in the public interest, as a general programme of economic
development.® Expropriation is about taking property rights in individual cases but

nationalisation is used as part of the economic programme of the host governments.>®

However, in the reality of international investments, a distinction between terms of
“nationalisation” and “expropriation” does not have a great impact.*® As a result of host states’
interference, whether nationalisation or expropriation, the original equilibrium of the contract will
be disrupted. There are different conceptual definitions which try to draw a distinction between
expropriation and nationalisation, but this study uses a simpler definition for the purposes of the
thesis. This thesis looks at the distinction from the point of view of the contractual equilibrium
and its focus is on disruption of equilibrium by taking the investor’s property. From the
perspective of disruption of equilibrium the distinction between expropriation and nationalisation
does not really matter because they both reflect and create exactly the same issue: namely, they
both relate to disruption of the equilibrium. The thesis takes a simpler approach which makes

more sense given the context in which disputes arise.

In this study, the terms of “taking” and “expropriation” will be employed for the taking over of
international investor’s property; on the basis that the doctrinal analysis of definitions is not of
significance to the questions this thesis poses. It is worth noting that taking of the foreign
investor’s property should be the last resort, because it will reduce the economic value of the
investment, disrupt the financial return and seriously affect the property rights of international oil
companies. Additionally, the host government will seek to avoid to be considered as an
unattractive and threatening country for foreign investment.’ In order to analyse the relationship
between the contractual equilibrium, dynamic bargain and expropriation, it will be fruitful to
discuss international legal requirements for expropriation and the limitations of host states in

exercising their rights to regulate the investment in their territory.

54 (1982) 21 International Legal Materials 976, 1018-19, para 84; Award of 24 May 1982; R. M. Mosk,
“Expropriation: What to About 1t?”, (1993-94) 5 Cal. Int’l Pract. 11. For examples of nationalisation the
followings could be mentioned: Chile’s appropriation of American copper interests in 1971, widespread
taking over of banks, mining companies and sugar producers in Peru in 1968, and taking over of the banking
and insurance industries by Iran in 1979. See, N. Rubins, and N. Kinsella, International Investment,
Political Risk and Dispute Resolution: A Practitioner’s Guide, (Oceana Publications, 2005) 10-11.

5 M. Domke, “Foreign Nationalisations: Some Aspects of Contemporary International Law”, (1961) AJIL
55, 588; C. McLachlan, International Investment Arbitration: Substantive Principles, (Oxford, Oxford
University Press, 2008).

5 1bid, 588. Also, due to space limitations it is not either possible or desirable to deeply discuss the
definitions of the different types of state interference with property rights of investors.

5 F. Garcia Amador, “Garcia Amador’s Fourth Report”, (1959) 2 Yearbook of the International Law
Commission, para.41, 11, cited in S. Jain, supra note 49, 22.
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3.3. Compensable Property Rights

The host government interference will affect the property rights of the international investor and
thus compensation is to be paid for such affected rights by governmental measures. In order to
assess the success of the law of expropriation in dealing with the issue of preserving the
contractual equilibrium, it is important to discuss the concept of property. It is necessary because,
in particular, property right is a core concept in expropriation. For the aim of this research,
property rights in the field of petroleum and the relevant arbitral awards will be examined to
determine the legal nature of property in the law of expropriation.®® In international law there is
a general agreement on the notion of property rights.*® The concept of property comprises rights
over things.®® The owner of property would have the right to dispose of the property, right to use
and right to the interests of the property.®* The owner does not need permissions to use the
property, unless it is against public policy and is banned by law.®* The concept of property was
defined by several arbitrations in petroleum jurisprudence. In AMOCO®? the tribunal held this
view that property can cover tangible and intangible when interpreting Article IV of the Treaty of
Amity.* The Iran-US Claims Tribunal awarded that “no convincing explanation has been
adduced to justify such a narrow interpretation, which is not in line with common usage of the

word, nor with the express terms of the treaty protecting not only “property’ but also ‘interests in
137 65

property’”.

In the similar vein, the arbitrator in LIAMCO defined property rights as “rights that have a
pecuniary or monetary value.”®® Property might be tangible or intangible and “covers all physical
things, such as chattels, lands and various other things of material nature.”® In the AMOCO
arbitration, the Iran-US Tribunal held that contractual rights under the Khemco agreement have

economic value and can be expropriated.® Hence, in light of international arbitral practice in the

58 “\We know property when we see it. But how can we know if an individual has lost property a right
unless we really understand what property is?”, R. Higgins, “The Taking of Property by the State: Recent
Developments in International Law”, (1982) 176 RDC-Collected Courses, 259, 268.

% K. Katzarov, The Theory of Nationalisation, (The Hague: Nijhoff, 1964); R. Higgins, lbid, 270.

60 C. Macpherson, “The Meaning of Property”, in C. Macpherson (ed.), Property: Main Stream and Critical
Positions (Oxford: Basil Blackwell, 1978) 2.

61 P, Comeaux & S. Kinsella, Protecting Foreign Investment under International Law: Legal Aspects of
Political Risk, (Dobbs Ferry, New York: Oceana Publications, 1997) 1-2.

62 P, Robson & A. McCowan, Property Law (Edinburgh, Sweet & Maxwell, 1998); S. Panesar, General
Principles of Property Law (London: Longman, 2001) 7.

8 AMOCO International Finance Corp. V. Government of the Islamic Republic of Iran, Award No. 310-
56-3 (14 July 1987), 15 Iran US CTR, 189, 220.

64 “Property of Nationals and companies of either High Contracting Party, including interests in property,
shall receive the most constant protection and security within the territories of the other High Contracting
Party, in no case less than that required by international law.”

6 15 Iran- US CTR, 189, 220.

% 62 ILR 141, 189 (1982), Award of 12 April 1977.

6715 Iran-US CTR, 189, at p.220.

% The facts will be thoroughly discussed later in this chapter. Nevertheless, for now, Khemco was an
investment agreement between AMOCO International Finance Corporation and National Petrochemical
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petroleum industry, contractual rights such as rights arising from contracts of concession,
purchases or loans constitute property rights and those measures that have an adverse effect on
which or any termination or taking over of the contractual rights must be compensated. It is
evident by many international arbitrations and academic commentators.® It is notable that rights
which are economically significant to the investors can be expropriated.” Indeed, all rights and
interests having an economic content come into play, including immaterial and contractual
rights.”* This principle is reflected in the definition of the term investment in the treaties for the
protection of investments. For example, the ECT in Article 1(6) and NAFTA in Article 1139 refer

not only to tangible but also to intangible property.

3.3.1. Shareholder’s Rights

It may be helpful to discuss the status of shareholders’ rights and whether they constitute property
rights, and whether taking over of which will bring about to the payment of compensation. It is
also worthy of note, because these rights are usually accompanied by rights such as, right to
receive interests, to management and voting in the company. In the AMOCO case, the tribunal
found that AMOCQO’s shares in other companies were property rights and compensable. The
company’s shares had financial value in the market and could be considered as property rights.
In the case of Sedco” three provisional managers were appointed by the government for Sediran
Company, where an American investor (Sedco) had shareholder’s rights. The claimant alleged
that it was deprived of attending the process of decision making and did not have control over
Sediran activities. The tribunal found these circumstances as “potentially evidencing a taking”.”
However, the Iran-US Claims Tribunal explained its reason and held that “appointment of
managers has often been regarded as a highly significant indication of expropriation because of
the attendant denial of the owner’s right to manage the enterprise. When as in the instant case, the

seizure of control by the appointment of temporary managers clearly ripens into outright taking

Company of Iran (NPC) to install a natural gas plant in Iran. This contract was nullified by Single Article
Act after revolution in 1980.

89 “According to great array of diplomatic and judicial cases and great majority of authors, property
comprises rights as well as tangible property, above all contractual rights, such as rights arising from
contracts of concession, purchases, loans, etc”. J. Herz, “Expropriation of Foreign Property”, (1941) 35
Am. J. Int’l L. 243, 244-5; C. Brower & J. Brueschke, The Iran-United States Claims Tribunal (The Hague:
Martinus Nijhoff Publisher, 1998), 473-5.

0 B, Weston, “Constructive Takings under International Law: A Modest Foray into the Problem of
Creeping Expropriation”, 16 (1975) Virginia Journal of International Law 103, 112; G. Christie, “What
Constitutes a Taking of Property under International Law?”, (1962) 38 British Year Book of International
Law 305, 311.

1 G. Sacerdoti, “Bilateral Treaties and multilateral Instruments on Investment Protection”, (1997) 269
Recueil des Cours 251, 381.

2 See also, G. Aldrich, “What Constitutes a Compensable Taking of Property? The Decisions of the Iran-
United States Claims Tribunal”, (1994) 88 AJIL 585.

73 Sedco Inc. v. National Iranian Oil Company (Sedco v. Iran), 9 Iran-US CTR, 284.

9 Iran-US CTR 284, 277.
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of title, the date of appointment presumptively should be regarded as the date of taking”.” In
accordance with the award, it is almost clear that those actions which adversely affect the rights
of a company in the other company cannot always form taking. In this decision although the host
government has deprived the foreign company of the process of making decisions and monetary
fund of Sediran, the tribunal did not recognise this as an expropriation. Indeed, the governmental
measure has to affect the property rights and transfer the legal title of property to the host state or

the state entity. "

In the Mobil Oil case,”” the claimants alleged that the host state had renounced the Sale and
Purchase Agreement signed in 1973 and those established rights under the agreement were
expropriated. The tribunal recognised that contractual rights can be the subject matter of property
rights and could be therefore expropriated.’® In the Philips Petroleum case, ”® the claimants alleged
that their rights under the exploration and exploitation contract with the National Iranian Oil
Company (NIOC), were expropriated and payment of compensation was required. The tribunal
decided that financial interests are established by contractual rights and “expropriation by or
attributable to a state of the property of an alien gives rise under international law to liability for
compensation, and this whether the expropriation is formal or de facto and whether the property
is tangible, such as real estate or a factory, or intangible, such as the contract rights in this case.”®

The Iran-US Claims Tribunal in the Philips Petroleum case®! has endorsed that compensation is
to be paid for expropriation of both tangible and intangible properties.®? Whereas, recognition of
tangible property is not a difficult task, determination of different types of intangible properties,
such as interests, economic benefits and contractual rights might be questionable.®® This issue is

examined in petroleum jurisprudence and contractual rights were recognised as property right.

However, there is no established practice yet by the international tribunals on the determination
of measures that affect shareholder’s rights, which may constitute expropriation. It will therefore
be helpful to take into account surrounding circumstances and a case by case approach is

illustrative. In addition to direct expropriation, the government can affect property rights by

7 1bid, 278.

76 G. Christies, “What Constitutes a Taking of Property Under International Law?”, (1962) 38 BYBIL 307,
311; However, it is an accepted principle of international law that a state is not responsible for economic
injury which is due to bona fide “regulation” within the accepted police power of states. See, J. Sax,
“Takings and Police Power”, (1964) 36 Yale L. J. 61-7.

" Mobil Qil Iran, Inc. v. Iran, Award No. 311-74/76/81/150-3 (14 July 1987), 16 Iran-US CTR 3.

8 Ibid, para.73, 73.

21 Iran-US CTR 79, Award No. 425-39-2,(29 June 1989).

8 |bid,79.

81 Supra note 67, 79.

8 |bid,75.

8 3. Friedman, (1953), supra note 20, 140-142; LIAMCO Arbitration, 62 ILR 141, 189 (1982), 189; J.
Herz, (1941), supra note 69, 244-5. ; C. McLachlan, (2008), supra note 55.
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various indirect methods. In this pattern, the government will reduce the economic value of the

investment for the foreign investor but the legal title of property does not transfer.

3.3.2. Right of Access to the Market

The recent trend in indirect expropriation led to the emergence of a more expansive definition of
property rights. The modern concept of property is “less the tangibility of things, but rather the
capability of a combination of rights in a commercial and corporate setting and under a regulatory
regime to earn a commercial rate of return”.®* International arbitral tribunals have favoured a

more expansive concept of property rights.®

It could be seen in the Pope & Talbot.®® The claimant was a US company that operated softwood
lumber in British Columbia to export to the United States. The Claimant alleged that the new
export control regime which was in implementation of the US-Canada softwood lumber
agreement “has deprived the investor of its ordinary ability to alienate its product to its traditional
and natural market, -the US market- and hence expropriated its investment.”®’ The claimant stated
that it was due to the requirement that companies have to obtain export permits and the payment
of fee for a certain number of board feet which is required. The respondent reasoned that the right
to access a market cannot be considered as property, either tangible or intangible.® However, the
tribunal held that Pope & Talbot’s right to the US market was a property interest, falling within
the scope of Article 1110 NAFTA.# Further, the tribunal decided “Pope & Talbot’s access to the
US market is an abstraction, it is, in fact, a very important part of the business of the investment.

Interference with that business would necessarily have adverse effect on the property that the

8 T, Waelde and A. Kolo, “Environmental Regulation, Investment Protection and ‘Regulatory taking’ in
International Law”, (2001) 50 ICLQ 811, 835.

8 J. Paulsson & Z. Douglas, “Indirect Expropriation in Investment Treaty Arbitrations”, in N. Horn (ed.),
Arbitrating Foreign Investment Disputes (The Hague: Kluwer Law International, 2004) 152.

8 Pope & Talbot, Inc. v. Government of Canada, Interim Award, (26 June 2000), available at
http://italaw.com/documents/InterimAward_001.pdf, March 2015.

87 Pope & Talbot, paras, 81-86.

8 Pope & Talbot, para, 87.

8 Pope & Talbot, para, 96; Article 1110 required: “1. No Party may directly or indirectly nationalize or
expropriate an investment of an investor of another Party in its territory or take a measure tantamount to
nationalization or expropriation of such an investment ("expropriation"), except: (a) for a public purpose;
(b) on a non-discriminatory basis;(c) in accordance with due process of law and Article 1105(1); and (d)
on payment of compensation in accordance with paragraphs 2 through 6.

2. Compensation shall be equivalent to the fair market value of the expropriated investment immediately
before the expropriation took place ("date of expropriation™), and shall not reflect any change in value
occurring because the intended expropriation had become known earlier. Valuation criteria shall include
going concern value, asset value including declared tax value of tangible property, and other criteria, as
appropriate, to determine fair market value. 3. Compensation shall be paid without delay and be fully
realizable.”
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investor had acquired in Canada, which, of course, constitutes the investment”.*® Hence, the
notion of property includes both tangible and intangible rights and such rights that were created

under the contract will constitute property rights.

3.3.3. The Limitations of The Classical Model and that Expropriation Can Only Lead to
Discharge and not Adjustment

I examined relational and classical theories, the OBM and problems caused by classical model in
chapter two. In addition to this, I discussed the inadequacy of the classical theory and its suggested
framework, i.e., termination followed by compensation in chapter four. For now, this section here
links the discussion of expropriation to the underlying idea of the thesis, i.e., implementation of
the relational theory and maintaining the equilibrium. The classical model in which the law of
expropriation is grounded gives little room for states that need to respond to the disruption of the
equilibrium. This model provides the investor larger shares of rewards and the host state smaller
shares of rewards, and even if the host state seeks to respond to shifts in the equilibrium, the law
of expropriation prevents the state from doing that. Moreover, in the background there is this
ever-growing notion of property rights. The significance of the discussion is on the evaluative
position that this study takes on the challenge of preserving the equilibrium. How do all these
elements —strictness of contractual relationship, expansion of the concept of property and
disruption of equilibrium- affect the law of expropriation in maintaining the contractual
equilibrium? The answer is that they are grounded in a static view of rights and obligations, which
looks at the contract involving a clearly defined set of rights and obligations, and tries to determine
the terms on which the contract comes to an end. When the notion of property rights is expanded,
it will expand the range of circumstances in which the contract is brought to an end. Expropriation

can only lead to discharge and never to adjustment. | return to this point in chapter seven.

3.4. The Basic International Legal Requirements for a Lawful Taking

It is generally accepted that host governments can expropriate the foreign investor’s property but
certain requirements must be fulfilled for the lawful expropriation. The question that arises, then,
is whether these taken together protect the contractual equilibrium, giving the host state the
freedom to react to threatened disruptions, whilst at the same time protecting the legitimate
interests of the investor. This section examines this question in greater detail. The key
requirements imposed by international law are that the lawful taking of property rights must be

for the public purpose, non-discriminatory and with the payment of prompt, adequate and

% Pope & Talbot, para, 98.
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effective compensation.”” These conditions have been formulated in almost all BITs,%
multilateral investment treaties and international investment contracts.®® They are contained in
almost all contracts and treaties to provide greater certainty.* The distinction between lawful and
unlawful expropriation which these restrictions create is important. In a lawful taking,

compensation must be paid, however, in an unlawful taking damages are required. Damages will

%1 M. Shaw, supra note 46, 738; |. Brownlie, supra note 12, 509; A. Sheppard, “The Distinction between
Lawful and Unlawful Expropriation”, in C. Ribeiro, (ed.), Investment Arbitration and the Energy Charter
Treaty, (Juris Publishing, 2006); The World bank Guidelines on the Treatment of Foreign Direct
Investment, (1992) 31 ILM, 1363; A. Reinisch, (2008), supra note 8; M. Sornarajah, (2010), supra note 1;
B. Sabahi, Compensation and Restitution in Investor-State Arbitration, (Oxford, Oxford University
Publication, 2011) 40-50; S. Schill, International Investment Law and Comparative Public Law, ( Oxford
University Publication, Oxford, 2010); C. Dugan, D., Wallace, Investor-State Arbitration, (Oxford
University Press, 2008) 430.

%2 The legal requirements for a lawful expropriation are incorporated in almost all BITs: Article 5 of the
UK-USSR stated “except for a purpose which is in the public interest and is not discriminatory and against
the payment, without delay, of prompt and effective. Such compensation shall amount to the real value of
the investment expropriated immediately before the expropriation or before the impending expropriation
became public knowledge, whichever is the earlier, shall be made within two months of the date of
expropriation, after which interest at a normal commercial rate shall accrue until the date of payment and
shall be effectively realisable and be freely transferable. The investor affected shall have a right under the
law of the contracting state making the expropriation, to prompt review, by a judicial or other independent
authority of that party, of his or its case and of the valuation of his or its investment in accordance with the
principles set out in this paragraph.” Article 5 of the UK-USSR Agreement, cited in M. Shaw, supra note
46, 749; Article 6 of the Agreement between the Government of the Islamic Republic of Iran and the
Government of the Republic of Croatia provides “(1) Investment of investors of one Contracting Party shall
not be expropriated, nationalised or subjected to similar measures by other Contracting Party except for a
public purpose, in accordance with due process of law in a non-discriminatory manner, and upon payment
of prompt and effective compensation. (2) Such compensation shall amount to the market value of the
expropriated investment immediately before the expropriation or before the impending expropriation
became public knowledge. In case of delay in the payment of the compensation the host Contracting Party
will pay financial compensation for the delay period from the date of entitlement of the investor to
compensations to the date of payment in accordance with its law and regulations” UNCTAD Investment
Instruments Online, at http://www.unctadxi.org/templates/docsearch.aspx?id=779.; In a similar way
Article 6(1) of the US Model BIT (2004) provides “Neither Party may expropriate or nationalise a covered
investment either directly or indirectly through measures equivalent to expropriation or nationalisation
(“expropriation”), except: (a) for a public purpose, (b) in a non-discriminatory manner, (c) on payment of
prompt, adequate and effective compensation and; (d) in accordance with due process of law and Article 5.
Article 6 (Expropriation) shall be interpreted in accordance with annexes A (customary international law)
and B (Expropriation).”Article 6(1), the us Model BIT, available at
http://www.state.gov/documents/organization/117601.pdf, March 2015; See also, K. Vandevelde, “The
Economics of Bilateral Investment Treaties”, (2000) 41 Harv. Int’l. J., 469; G. Born, International
Commercial Arbitration, (2™ ed., Transnational Publishers, 2001) 191; S. Bauhhen, “Expropriation and
Environmental Regulation: The Lessons of NAFTA”, (2006) 18(2) Journal of Environmental Law 207.

% The North American Free Trade Agreement (NAFTA), in Article 1110 (1) (a) provides “No Party may
directly or indirectly nationalise or expropriate an investment of an investor of another Party in its territory
or take a measure tantamount to nationalisation or expropriation of such an investment (“Expropriation”),
except: (a) for a public purpose (b) on a non-discriminatory basis (c) in accordance with due process of law
and Article 1105(1) (minimum standards of treatment, including fair and equitable treatment and full
protection and security), and (d) on payment of compensation.”; the Energy Charter Treaty in Article 13
provides: “(1)- Investments of Investors of a Contracting Party in the Area of any other Contracting Party
Shall not be nationalised, expropriated or subjected to a measure or measures having effect equivalent to
nationalisation or expropriation (hereinafter referred to as “Expropriation”) except where such
Expropriation is: (a) for a purpose which is in the public interest; (b) not discriminatory (c) carried out
under due process of law; and (d) accompanied by the payment of prompt, adequate and effective
compensation.”

% H. Van Houtte, The Law of International Trade, (2™ ed., London, Sweet & Maxwell, 2002) 248.
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include loss of the future interests, earning, and loss of property, this results in more than normal
compensation in a lawful taking.® The requirements for legality under the international practice

that have been shaped by arbitral awards will be examined.
3.4.1. Public Purpose

This requirement was first suggested by Grotius® and has been endorsed by the United Nations
General Assembly Resolution 1803, (1962) on Permanent Sovereignty over Natural Resources,®
bilateral and multilateral treaties and national legislations.*® This resolution does not establish
rules in international law but it is an important factor for the development and protection of the
investment in international law.*® The condition of public interest was also supported by BITs as
a requirement for lawful taking.'® However, public purpose is a broad concept and international
law has not provided a clear definition as of yet.’** Consequently, sovereign states determine the
scope of the public purpose requirement. It is therefore, very difficult to prove that expropriation
was not for the public purpose or the welfare of society.'® As a result, there are few cases, if any,

where expropriation has been considered unlawful for the public purpose requirement.®

In ADC v Hungary,'®* the tribunal found that expropriation of the claimant’s interests in the
operation of a terminal at the Budapest Airport by the Hungarian government was not lawful. The
tribunal held no public interest was served by depriving the claimants of their interests. In the
tribunal’s opinion; “a treaty requirement for ‘public interest’ requires some genuine interest of

the public. If mere reference to “public interest” can magically put such interests into existence

% S, Ganguly, “The Investor-State Dispute Mechanism and a Sovereign Power to Protect Public Health”,
(1999) 38 Columbia Journal of Transnational Law 113, 136; C. Wallace, (2002), supra note 1, 983; also
international arbitrations; AGIP Spa v. People’s Republic of Congo, ICSID Case, 67 ILR 318; Philips
Petroleum Co. Iran v. Iran, 21 Iran-US CTR 79, 122; Ch. Dugan, Investor-State Arbitration, (Oxford,
Oxford University Press, 2008); Ibid, H. Van Houtte, (2002), supra note 94, 250.

% Grotius has defined it as “a limit on the sovereign right of eminent domain.” M. Sornarajah, The Pursuit
of Nationalised Property, (Kluwer Academic Publishers, 1986) 174.

1t is required that nationalisation has to be for purpose of public utility, security and natural interest. The
General Assembly Resolution 1803, in Article 4 provides that “nationalisation, expropriation or
requisitioning shall be based on grounds or reasons of public utility, security or the national interest which
are recognised as overriding purely individual or private interests, both domestic and foreign.”

% T. Allen, “Commonwealth Constitutions and the Right not to be Deprived of Property”, (1993) 42 ICLQ
523.

9 K. Halibronner, “Foreign Investment Protection in Developing Countries in Public International Law”,
in T. Oppermann and E, Petersmann (eds.), Reforming the International Economic Order: German Legal
Comments (Duncker & Humblot, Berlin: 1987) 99, 104; S. Schill, (2010) supra note 91; M. Sornarajah,
(2010) supra note 1.

100 M. Khalil, “Treatment of Foreign Investment in Bilateral Investment Treaties”, (1992) 7 ICISD Rev.
FILJ 339, 374.

101 K. Hober, (2003), supra note 11, 384. J. Herz, (1941), supra note 69, 253; AMOCO case, 15 Iran-US
CTR 189, 233, para. 145; S. Ganguly, (1999), supra note 95,136.

102 M. Shaw, supra note 46,571; N. Rubins, and N. Kinsella, (2005), supra note 54, 177.

108 K. Hober, (2003), supra note 11, 385.

104 ADC Affiliate Ltd and ADC & ADC Management Ltd v. Republic of Hungary, ICSID Case No.
ARB/03/16, (2 October 2006). Available at http://www.italaw.com/cases/41 .
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and therefore satisfy this requirement, then this requirement would be rendered meaningless since
the Tribunal can imagine no situation where this requirement would not have been met”.1%
Similarly, the tribunal in LETCO v Liberia, found that the revocation of a concession and taking

the areas of concession away from LETCO were not for the public purpose.'®

Host governments usually allege that the expropriation measure is for the public purpose. There
is therefore, a need for drawing a framework in determination of the sphere of public purpose.
Indeed, “the question is, of course whose public interest, as determined by whom. Since
international law quite patently leaves all sovereign states free to choose their own economic and
social systems, the answer can be only that the test has to be the public interest of the taking state,

as conclusively determined by it.”*’

Scholars have stipulated that expropriation is to be for the reason of national interests and the
public utility. They have only excluded any taking for individual interest.’® In addition, there is
general agreement that governments have discretion to construe the term of public purpose.'®
The public purpose requirement is also supported by the international arbitral awards in the
petroleum industry. Therefore, it would be appropriate to examine governmental action in this

context, case by case to specify whether it has been carried out for the public purpose.

In the AMOCO arbitration, the tribunal decided that “an expropriation, the only purpose of which
has been to avoid contractual obligations of the State or of an entity controlled by it, could not,
[nevertheless] be considered as lawful under international law.”*® Thus, it seems that
expropriation of property rights to avoid performance of contractual arrangement will be

unlawful, because it does not meet the public purpose requirement.

In addition, if the sole purpose of the taking of property right is a political issue, it might not fall
into the scope of public purpose. In British Petroleum v Libya, the ad hoc arbitrator found that
expropriation was unlawful because it was “for purely extraneous political reasons as an act of

retaliation for a British foreign policy decision”. '

105 |bid, para. 432, 78.

106 26 1LM 647, 665.

107 H, Baade, “Permanent Sovereignty over Natural Resources”, in R. Miller and R. Stanger, (eds.), Essays
on Expropriation, (Ohio State University Press, 1967), 23.

108 A, Akinsanya, The Expropriation of Multinational Property the third World, (New York: Praeger
Publishers, 1980) 983.

109 In AMOCO Case, the tribunal found that “as a result of the modern acceptance of the right to nationalise,
this term (public purpose) is broadly interpreted, and the States in practice are granted extensive discretion.”
15 Iran-US CTR 189,232, para.145; J. Herz, (1941), supra note 69, A.Akinsanya, ibid, 108 .

110 AMOCO International Corporation. v. The Government of the Islamic Republic of Iran; 15 Iran-US
CTR. 189.

1153 ILR 297, (1974).
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The Iran-US Claims Tribunal in the AMOCO case examined the issue of public purpose. The
claim arose out of the Khemco™'? Agreement, entered into on 12 July 1966 between AMOCO and
the Iranian National Petrochemical Company (NPC),'!® pursuant to which the parties agreed to
make a joint venture company, Khemco, for the purpose of building and operating a plant for the
production and marketing of sulphur, natural gas liquids and liquefied petroleum gas derived from
natural gas.*** Civil unrest and events in 1978 and 1979 in Iran obstructed the operation of oil
processing facilities including those of Khemco. AMOCO International then evacuated its
personnel. The Special Commission in December 1980 declared that the Khemco agreement was
null and void with the provision of the Single Article Act.**® The claimant (AMOCO) alleged it
was unlawfully deprived of its 50% property interests in Khemco. AMOCO asserted that
nationalisation was merely to release NPC from the contractual obligations under the Khemco
agreement and, particularly, from the obligation to share the profits of the venture. Therefore,
nationalisation was not valid. The tribunal then examined the public purpose requirement and
found that “a precise definition of the ‘public purpose’ for which an expropriation may be lawfully
decided has neither been agreed upon in international law nor even suggested, and states have

been granted extensive discretion in determination of public interests.”**

The tribunal also pointed out that an expropriation, the only purpose of which would have been
to avoid contractual obligation of the state or of an entity controlled by it, might not be treated as
lawful under international law. The tribunal then added that such expropriation would be contrary
to the principle of good faith and would run counter to the well-settled rule that a state has the
right to commit itself by a contract to foreign corporations. It has also generally accepted that a

state has no right to expropriate a foreign concern only for financial purposes.**’

Further, the tribunal addressed the legality of nationalisation under the requirement of the public
purpose. The tribunal found that the government’s act was for the public interest.*® The tribunal
stated it has generally agreed that states were not entitled to expropriate for solely financial

119

purposes.*™ It concluded that even if financial considerations were considered in the adoption of

such a decision, which would be natural, it would not be sufficient to prove that it was not taken

112 Kharg Chemical Company Limited, a company established under the laws of Iran.

113 A company established under the laws of Iran. It is one of the respondents in AMOCO case.

11415 Iran-US CTR. 191.

115 On 8 January 1980, the revolutionary Council of the Islamic Republic of Iran promulgated the Single
Article Act concerning the nationalisation of the oil industry of Iran. The Single Article Act stated “All Oil
Agreements considered by a Special Commission appointed by the Minister for oil to be contrary to the
nationalisation of Iranian oil industry Act shall be annulled.” 15 Iran-US CTR. 189-205.

116 15 Iran-US CTR. 189, 233.

117 Ibid, 233.

118 15 Iran-US CTR. 189, 234.

11915 Iran-US CTR. 189, 233.
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for a public purpose.*? Indeed, every government considers financial interests while dealing with
nationalisation on the grounds of public purpose. It would not therefore affect the legality of the

requirement of public purpose.'?!

In the AMINOIL case, the government of Kuwait decided to reduce the revenues for the oil
company up to 92 percent per barrel.*?? As a result, AMINOIL asked for a renegotiation with the
government of Kuwait, but the parties could not reach agreement for method of the payment. The
Kuwaiti government announced Decree Law No.124 that terminated concession agreement with
the AMINOIL Company, declaring that all AMINOIL’s properties were nationalised and fair
compensation would be paid. AMINOIL objected and alleged that nationalisation was illegal and
the other side, the Kuwaiti government asserted it was legal. The main argument was whether
Decree Law No0.124, 1977 was a valid Act for nationalisation. The foreign oil company objected
and argued that taking was unlawful because it was not for the reason of public interest.’*® The
foreign oil company also contended that the host government promulgated the Decree Law and
terminated contractual relations which parties were negotiating. Indeed, it was issued to free the

government from its contractual obligations.**

The ad hoc arbitral tribunal examined the claimant’s contentions and stated that Decree Law
No.124 was passed for a public purpose and for the completion of the government’s programme
for nationalisation of the petroleum industry.*® In addition, the tribunal discussed the alleged
justification for nationalisation that was only to put an end to the contractual relationship. The
tribunal argued that circumstances showed it was not the case here. The Kuwaiti government
sought nationalisation as a part of a general programme to take control of the entire petroleum
industry.'?® The tribunal also held that nationalisation for the sole purpose of termination of a

contractual relationship would be unlawful.*?’

However, an international petroleum arbitration considered that the requirement of public propose
was not a necessary condition for a lawful nationalisation. In Libyan American Oil Company
(LIAMCO) v. The Government of the Libyan Arab Republic which was concerning nationalisation
of the concession rights under a petroleum concession by the government of Libya, the tribunal
addressed the requirement of public purpose. The American company (Claimant), namely, the

Libyan American Oil Company alleged that the government’s measures due to the lack of public

120 15 Iran-US CTR. 189, 234.

1213, Ganguly, (1999), supra note 95, 137.

122 Middle East Economic Survey, Vol. 18, No. 8 (13 December 1974.)
123 AMINOIL Arbitration, 24 ILM (1982) 976, para. 85, 1019.

124 AMINOIL Arbitration, 24 ILM (1982) 976, para. 106, 1025.

12524 1LM (1982), paras. 85-86, 1019.

126 jbid, paras. 109-110,1025-6.

27 |bid, para. 109,1025.
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purpose requirement and for being politically motivated were unlawful. Despite the AMINOIL
case, the sole arbitrator found that the requirement of public purpose was not met and then decided
that the public purpose requirement was not necessary for a lawful nationalisation. Dr. Sobhi

Mahmassani stated:

“As to the contention that the said measures were politically motivated and not in
pursuance of a legitimate public purpose, it is the general opinion in international theory
that the public utility principle is not a necessary requisite for the legality of
nationalisation. Motives are indifferent to international law, each state being free to judge
for itself what it considers useful or necessary for the public good. The object pursued by

it is of no concern to third parties.” 1?8

In AGIP Company v. Popular Republic of the Congo (1979), the tribunal considered the question
of public purpose.'® In this case, the government of the Congo nationalised assets of a foreign
company, named, AGIP (Brazzaville) S.A, an Italian company, which established under the
Congolese law and in Congo. AGIP started its activities in the oil distribution sector in 1965. The
Congolese government on January 12, 1974 by Law No.1/74 nationalised the oil distribution
sector and as a consequence, all assets transferred to the Hydro-Congo State Company. However,
due to signing of a protocol of agreement with the government under which AGIP undertook to
sell the shares representing 50% of the company’s capital to the government of Congo, the foreign
company (AGIP) was not affected by the governmental measures. In return, the Congolese
government undertook to guarantee up to 50% credits and financing which granted to the
company and to take the steps and parastatal organisations provided by the company. Although
AGIP and the host government signed an agreement, however Hydro-Congo embarked a growing
and aggressive competition with AGIP. As a result, the foreign company asked for a renegotiation,
but during the renegotiations, the President of Congo decided to nationalise AGIP by order No.
6/75. AGIP challenged the validity of nationalisation that it did not satisfy the basic condition laid
down by the constitution that was required for national interest. AGIP then sought to distinguish
between the actions that the government performs in the general interest and those actions in the
private interests. With regard to this argument, the Congolese government in the order declared
that “considering that the company AGIP (Brazzaville) S.A. has ceased all commercial activities
and is therefore unable to meet its obligations, and considering that this situation is seriously

damaging the Congolese state as a shareholder in this company...”. Further, the tribunal rejected

128 | |AMCO arbitration, (1981) 20 ILM 1, 58; M. Sornarajah, (1986), supra note 96, 182. The government
of Libya did not attend the proceedings; the real motive for the state’s action remained unknown. However,
during that period of time, OPEC-which Libya is a member of it- started a programme to take over the
sovereignty over the petroleum resources. It might have been for participation in this programme.

12921 ILM 726 (1982).
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the contention of AGIP concerning a distinction between the general interest and the private
interest of the government activities as a shareholder and added, “if a state, in participating in the
formation of the capital of a company, performs an act in the private sphere analogous to the
action of an individual. It is nonetheless acting in the general interest of the community for which
it is responsible. Thus the fact that the state that nationalise a company is a shareholder cannot

alone warrant the conclusion that this step is not taken in the general interest”.**

The examination of the above-mentioned cases supports the view of the majority of scholars that
the definition of public purpose has not been made clear. On this point, the arbitral awards have
a prominent role in the development of unclear issues. Excluding the LIAMCO case, all other
cases held that the public purpose condition required for lawful nationalisation. It is generally
agreed that public purpose is one of the requirements for lawful expropriation. In petroleum
jurisprudence, arbitrations did not define the condition of public purpose. In addition, all
petroleum arbitral awards that were examined earlier, have not found expropriation unlawful in
international law on the specific basis of the violation of the public purpose requirement. The
discussion crystallised that governments have a wide discretion in the determination of the scope
of public purpose. Besides, the arbitral tribunals should take into account the surrounding
circumstances and all the facts pertinent to the case in determination of whether host states have
met the public purpose condition.

3.4.2. Non-Discrimination

Another requirement of international law for a lawful taking is that expropriation must not be
discriminatory. For the purpose of the current study, as it analyses a contractual mechanism, the
principle of non-discrimination will be discussed in the framework of customary international
law. It is notable that the non-discriminatory requirement has a wider meaning in international
conventional law. It takes the form of two treaty standards: most favoured nation treatment (MFN)
and national treatment. These two standards have each had a long history and can be found in
most investment treaties. However, the latter standards are made by treaties (non-contractual
mechanism), and neither is recognised as part of customary international law. Therefore, they are

beyond the scope of this research and will not be discussed.™ It is generally agreed that

130 21 ILM (1982) 726, 734.
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of customary international law, see, Z. Kronfol, Protection of Foreign Investment: A Study in International
Law, (Leiden, Nijhoff, 1972) 25; T. Weiler, “Prohibitions Against Discrimination In NAFTA Chapter 11",
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discriminatory treatment under international law is unlawful.** This view was supported by some
bilateral and multilateral treaties*> and also awards.®* If the host government’s action has
targeted foreign investors on the basis of religion or nationality, this may be classified as
discrimination and expropriation will therefore be unlawful. Typically, treaties contain this
requirement that expropriation shall not be with discriminatory treatment, but they do not provide
a clear definition of discriminatory measures.'* There are some arguments concerning the
meaning and framework of the principle of non-discrimination. It is said that when foreigners are
equal with the nationals of the host government and are treated equal, then international law is

not violated.*3®

Despite the difficulty in presenting a comprehensive definition on discriminatory measures, we
should have some criteria in determining a treatment. It might be the intention of the host state in
application of that measure.**” However, it is difficult to prove it before the international tribunals.
It might be useful to consider all the relevant factors and circumstances. In this connection it is
said that “the principle of non-discrimination in both customary and conventional international
law must be understood in the context to which it is applied. The principle has no blanket
application in disregard of the factual circumstances concerned; in applying it, the judge or
arbitrator must weigh cautiously all the relevant circumstances. It remains to be seen whether a
future multilateral agreement on investment will clarify and settle the many issues arising in the

context of non-discrimination.”*®

However, the determination of the extent of inequalities which can constitute illegal
discrimination in international law is not easy. It is notable that discriminatory expropriation on

the ground of ethnic, origin or nationality is not lawful.**® Arbitrary and racially motivated

132 3, Stanley, “Keeping the Big Brother out of our Backyard: Regulatory Taking as Defined in International
Law and Compared to American Fifth Amendment Jurisprudence”, (2001) 15 Emory Int’l L. Rev. 349; O.
Schachter, International Law in Theory and Practice (Dordrecht, M. Nijhoff Publishers, 1991) 81; I.
Brownlie, Systems of the Law of Nations: State Responsibility, (Oxford, Clarendon, 1983), 81; A. Reinisch,
(2008) supra note 8; S. Schill, (2010) supra note 91.
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measures are unlawful and prohibited.’*® Moreover, if discrimination is unreasonable it is not

lawful.*** The host government’s conduct has to be in good faith to be considered lawful.**?

It has been argued that the distinction between an unlawful discrimination and a lawful action
must have “an objective justification, the means employed to establish a different treatment must
be proportionate to the justification for differentiation, and there is burden of proof on the party
seeking to set up an exception to the equality principle.”*** However, determination of an
unreasonable and unjust measure by taking into account all encompassing circumstances in each
case, has to be done by the tribunal.*** The condition of non-discrimination was supported by
several arbitrations. The LIAMCO arbitration has addressed this condition. The claimant
(LIAMCO) argued that nationalisation by the government of Libya had taken place because of its
American corporate nationality and that those measures were used as a weapon of political
retaliation against the corporate established in those countries whose politics were contrary to
those of the Libyan regime.** The tribunal then found that “it is clear and undisputed that non-
discrimination is a requisite for the validity of a lawful nationalisation. That is a rule well
established in international legal theory and practice. Therefore, a purely discriminatory
nationalisation is illegal and wrongful.”** The sole arbitrator then observed that “political

"147and also

motivation may take the shape of discrimination as a result of political retaliation
added “LIAMCO was not the first company to be nationalised, nor was the only oil company nor
the only American company to be nationalised. Other companies were nationalised before it, other
American and non-American companies were nationalised with it and after it, and other American

companies are still operating in Libya.”**3

The arbitrator decided that the Libyan government’s measures were not discriminatory and held
“the political motive was not the predominant motive for nationalisation, and that such motive
per se does not constitute a sufficient proof of purely discriminatory measure.”** It is clear that
the tribunal recognised the requirement of non-discrimination as a condition for a lawful
nationalisation in international law. In addition, the tribunal observed that discrimination against

nationals of a specific country can be illegal. The tribunal’s award also indicated that
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expropriation for political retaliation and purely political reasons is discriminatory and is therefore

unlawful.

The AMOCO arbitration also discussed this requirement. In this case, AMOCO contended that
expropriation of AMOCQ’s property rights was discriminatory and it was therefore unlawful
under international law. The claimant then argued that in another of NPC’s joint ventures, the
Japanese share of a consortium, the lran-Japan Petrochemical Company (IJPC) was not
expropriated. The respondent (Iran) stated that nationalisation did not take place because of the
nationality of American claimant. The Single Article Act applied to the entire oil industry,
irrespective of the nationality of the foreign companies involved in this industry. Nationalisation
was applied to the United States companies and non-United States companies. The reason for
non-nationalisation of the Japanese company was due to exceptional circumstances.*® The
respondent also added that “the fact that the operation of the 1JPC was not closely linked with
other contracts relating to the exploitation of oil fields, whereas the operations of Khemco plant
was linked to the supply of gas from the oil fields operated jointly by AMOCO and NIOC pursuant
to JSA. "%

Therefore, the special commission did not include the contract with the IJPC among those which
were nullified. The tribunal rejected the contention of discriminatory nationalisation and accepted
the justification of the respondent. In addition, the tribunal stated that “discrimination is widely
held as prohibited by customary international law in the field of expropriation.”*** Thus, the

tribunal declined to find that Kehmco’s expropriation was discriminatory.*>

A number of observations can be made based upon the above case. First, the tribunal upheld the
principle of non-discrimination as a requirement for lawful expropriation. Second, the tribunal
found that the host government could treat foreign companies differently, if this differentiation

was justified by rational reason.

Another arbitration which dealt with the requirement of non-discrimination is the AMINOIL case.
The tribunal considered the contention of discriminatory nationalisation based on the fact that the
government’s measure had only affected AMINOIL and another foreign company operating in
Kuwait was not nationalised by the Kuwaiti government.®>* The tribunal did not accept the

claimant’s contention.'®

15 AMOCO Case, 15 Iran-US CTR 189, 232.
%1 Ibid, 232.
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It should be noted that the tribunal by examination of the contention of discriminatory taking
supported this view that non-discrimination is a requirement of lawful taking. In addition, the
tribunal through its reasoning demonstrated that different treatment with foreign companies which
work in the same business, where there are “adequate reasons” for differentiation will be lawful.
In sum, the tribunal found the government’s response convincing, but one aspect remained
undefined. The notion of adequate reason was not clear enough. However, it seems that if
differentiation in treatment with foreigners is for the requirement of public purpose, then it can

be regarded as lawful.

To sum up, if the host government did not expropriate all companies in the same economic sector,
it would still not be considered a discriminatory action and not therefore illegal. In other words,
states may expropriate certain companies and leave the others non-expropriated. Nevertheless,
this has to be supported by a reasonable justification for the different treatment. However, the
arbitral practice indicates that host governments’ measures against specific foreign nationals with

the aim of political retaliation are discriminatory and thus unlawful.
3.4.3. Due Process of Law

It is today generally accepted that the legality of a measure of expropriation is conditioned upon
three (or four) requirements. These requirements are contained in most treaties. They are also
seen to be part of customary international law. Some treaties explicitly require that the procedure
of expropriation must follow principles of ‘due process’. Due process is an expression of the
minimum standard under customary international law and of the requirement of fair and equitable
treatment. Therefore, it is not clear whether such a clause, in the context of the rule on
expropriation, adds an independent requirement for the legality of the expropriation.®® Due

process of law could be seen in some international treaties such as the ECT and the NAFTA.*’

In treaty-based investment law, due process is provided for in BITs. Whilst such treaties may list
due process as one of the legality requirements, they usually do not define its meaning. The due
process is usually understood as a requirement to provide for the decision of expropriation
reviewed before an independent body.'*® In addition, some BITs actually set due process
somewhat apart from the public purpose, non-discrimination, and compensation requirements.
Indeed, since the due process is not a substantive requirement but rather a procedural obligation
in order to guarantee compliance with substantive requirements, it appears sensible to differentiate
in this context. This differentiation is clearly expressed in BITs which provide that investments

shall not be expropriated except for the public benefit and against compensation and that in case

1% H, Van Houtte, The Law of International Trade, (London, Sweet & Maxwell, 2002) 252-255.
157 Article 13 (1) of the ECT; Article 1110 (1) of the NAFTA.
1%8 A, Reinisch, Standards of Investment Protection, (OUP, 2008) 191-195.
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of expropriation “the legality of any such expropriation, nationalisation or comparable measures

and the amount of compensation shall be subject to review by due process of law”.**

In international investment contracts, the requirement would suggest that the investor for example
has the right to advanced notification and a fair hearing before the expropriation takes place.
Further, that the decision be taken by an unbiased official and after the passage of a reasonable
period of time. Nevertheless, in UNCTAD, it is suggested that the due process requirement in
international investment agreements applies after the taking, so as to impose a requirement for
some independent review of government action.'®® Accordingly, that is an issue of state

responsibility in general and not an issue related to expropriation as such.®!

However, there is a discussion in doctrine over whether the requirement of due process is
necessary or not.**2 The majority of legal jurists do not list such conditions for legality of the

expropriation.'®® In addition, this requirement is not mentioned in the Resolution 1803.
3.4.4. Compensation

There is no doubt that the exercise of the host state’s right to terminate the foreigners’ property
rights must be accompanied with the payment of compensation.'®* Compensation is important for
both the host government and the potential investor. For the potential foreign investor, it is a
decisive factor in determining whether the host country is an appropriate place for making an
investment. On the other hand, for the government it is important because it may affect its
economy and establish a practice for the future foreign investors. The question of compensation
involves many issues. This section is not intended to address all the issues relevant to
compensation. The aim of this section is to examine the host state’s duty to pay the compensation

for expropriation and the effect of such payments in rebalancing the damaged equilibrium.

Foremost, it is helpful to examine the concepts of damages and compensation. Compensation or
damages are understood as legal remedy. Damages are traditionally used as remedy in cases
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involving an illegal act, including acts contrary to international law.'®® Damages require the duty
to pay for the detrimental consequences that the victim of an unlawful act has suffered.*®® In
international law, the term ‘compensation’ had been previously referred to the consequences of
lawful exercise of sovereign rights by the state, in particular, the right to expropriate the foreign
investor’s property.*®” Nevertheless, this rigid distinction between damages and compensation has
been eroded by the International Law Commission (ILC), Articles on Responsibility of States for
Internationally Wrongful Acts.*®® In the Articles on Responsibility of States for Wrongfully Acts,
compensation is used to refer to a kind of reparation for wrongful acts of States and therefore, the
definition of compensation is expanded to cover unlawful acts as well.**® The Commission has
clearly selected a broader meaning of ‘compensation’ as including consequences of unlawful
conduct and changed the terminology of international law.™® This thesis uses the term of

compensation as a legal remedy to cover consequences of both lawful and unlawful conducts.

In both lawful and unlawful taking of the foreign investor’s property, the investor is entitled to
compensation. However, there is a difference as to the calculation and amount of compensation.*™
Whilst in a lawful expropriation compensation covers the actual loss, in an unlawful
expropriation, compensation should cover the loss actually suffered (damnum emergens) plus the

lost future profits (lecrum cesans).*"2

There are two competing norms regarding the amount of compensation, which will be discussed
below. The classical viewpoint is in the event of expropriation of foreign private property by the

1 1t has been

host government, compensation has to be paid according to international law.
endorsed by the United Nations General Assembly Resolution on Permanent Sovereignty over

Natural Resources, 1803, (1962).*"* Although the United Nations General Assembly Resolutions
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166 |hid; M. Whiteman, Damages in International Law, (US Govt, Washington, 1937) 43.

167 C. Amerasinghe, “Issues of Compensation for the Taking of Alien Property in the Light of Recent Cases
and Practice”, (1992) 41 ICLQ 22.

168 Articles on Responsibility of States for Internationally Wrongful Acts (2001), International Law
Commission, the United Nations.

169 Article 34, ‘Forms of Reparation’ and Article 36, ‘Compensation’.

1703, Ripinsky and K. Williams, Damages in International Investment Law, (British Institute of
International and Comparative Law, 2008) 10; I. Marboe, “Compensation and Damages in International
Law: The Limits of Fair Market Value”, (2006) 7 JWIT 723, 726.

171 K. Hober, “Investment Arbitration in Eastern Europe: Recent Cases on Expropriation”, (2003) 14 Am.
Rev. Int’l Arb.377, 386.

172 4, Van Houtte, supra note 81, 383-4.

173 C. Wallace, (2002), supra note 1, 982; G. Sacerdoti, “The Source and Evolution of International Legal
Protection for Infrastructure Investments confronting Political and Regulatory Risks”, (2000) 5 OGEL
Journal, Article 7.

174 permanent Sovereignty over Natural Resources, G.A.Res. 1803, U.N.Doc. A/5217 (1962).

126



are not binding, rules set by resolution 1803, (by both developing and developed countries), are

treated as customary international law.*” It has been stated:

“In such cases (of nationalisation and expropriation), the owner shall be paid appropriate
compensation, in accordance with the rules in force in the State taking such measures in
the exercise of its sovereignty and in accordance with international law. In any case,
where the question of compensation gives rise to controversy, the national jurisdiction

of the state taking such measure shall be exhausted.”"®

Further to decolonisation in the 1970s, the issue that compensation should be subject to domestic
or international law standards was a topic of heated debate. Developing countries had the majority
in the United Nations General Assembly and strongly supported this view, that the amount of
compensation has to be calculated by domestic law of the host state and not international law. As
a consequence, the General Assembly adopted many Resolutions such as Resolution 3171, (1973)
and Resolution 3201, (1974). In Resolution 3171, it was stipulated that states are entitled to

calculate the compensation by domestic law standards.'”” The Resolution stipulated that:

“The application of the principle of nationalisation carried out by States, as an expression
of their sovereignty in order to safeguard their natural resources, implies that each State
is entitled to determine the amount of possible compensation and the mode of payment,
and that any disputes which might arise should be settled in accordance with the national

legislation of each State carrying out such measures”.1’®

However, it has been articulated that Resolution 3171 by recalling Resolution 1803, in the
preamble, has not materially changed the content of Resolution 1803.1" Yet, its reference to
national legislations is only concerned with the procedural matters.*®® The developing countries’
viewpoint concerning the assessment of compensation by national legislation standards was
supported by Resolution 3281, (1974), the Charter of Economic Rights and Duties of States, !
and Resolution 3201, (1974) the Declaration on the Establishment of a New International

Economic Order.*®? Indeed, these Resolutions in their contents did not refer the question of
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assessment of compensation to international law standards. Despite the non-binding nature of the
United Nations General Assembly Resolutions and the disagreement of developed countries with
this shift, the replacement of international law standards by national legislations of the
expropriating government for assessment of compensation resulted in considerable amount of
uncertainties.'®® Giving the discretion of the determination of compensation to the host
government will endanger the foreign investor to incur losses. In so doing, the host state has
already taken the investor’s property rights and may only consider paying loss of property
regardless of full compensation. In addition, it implies that the General Assembly seeks to replace

international law by domestic law of expropriating states for compensation standards.*®

In Texaco Overseas Petroleum Co. And California Asiatic Oil Co. v. The Government of the
Libyan Arab Republic, the sole arbitrator examined the governing law for the assessment of
compensation.*® He supported the customary international law nature of Resolution 1803, (1962)
by referring the compensation assessment to international standards. Additionally, the arbitrator
did not adopt the content of Resolutions 3281 and 3201, (1974).

He held that “it would as a practical matter rule out any recourse to international law and would
confer an exclusive and unlimited competence upon the legislation and courts of the host

country.”8

It is also worth mentioning that Resolutions 3281 and 3201, (1974) have not gained
sufficient international acceptance to be regarded as customary international law and have never
reappeared since they have been accepted.'®” Therefore, they cannot be considered as customary
international law.'® Moreover, bilateral and multilateral investment treaties, and international

arbitrations did not adopt and never supported them.*#°

Furthermore, there is a disagreement over the standards of payment of compensation and what
constitutes fair compensation.'®® There are two major approaches about the compensation
requirements. First, is the ‘Hull formula’ requiring that compensation should be ‘prompt,
adequate and effective’.*®* The second approach is ‘appropriate compensation’ which requires

that the host state should pay the full value of the property taken. This view is supported by
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developing countries and is rooted in Article 4 of Resolution 1803. Although this view is not

common in international investment.*%?

The requirements for payment of compensation in case of taking of foreign investors’ property
by the host state are introduced by the “Hull formula” which requires prompt, adequate and
effective compensation. This was formulated by the former US Secretary of State, Cordell Hull
in 1938 and is therefore known as the “Hull formula”. This formula for compensation was
followed by several investment treaties and investment contracts.**® Almost all western States and
many scholars in America and Europe supported this view that if expropriation of foreign
investor’s property is with the payment of “prompt, adequate and effective” compensation, it will

be lawful.'%

In addition, these requirements, “prompt, adequate, effective” are grounded in international law.
Indeed, the practice and legal opinions have supported Hull’s position.'®® The Energy Charter
Treaty in Article 13 has also recognised the formula of prompt, adequate and effective.'® In the
General Assembly Resolution 1803, the requirement of ‘appropriate’ was generally defined as,
“could only mean prompt, adequate and effective compensation.”**” Additionally, the majority of
the bilateral investment treaties'®® and the guidelines of the World Bank have endorsed this
formula. It is asserted that “appropriate compensation” is deemed appropriate if it is adequate,

effective and prompt.**®
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effective compensation.” See also, C. Bamberge, J. Linehan & T. Waelde, “Energy Charter Treaty in 2000”,
(2000) 18 JENRL 331; T. Waelde, “Arbitration in the Oil, Gas and Energy Field: Emerging Energy Charter
Treaty Practice, Oil, Gas and Energy Law Intelligence”, (2003) 1 (4) OGEL 27; K. Hober, “Investment
Arbitration and the Energy Charter Treaty”, (2010) 1 Journal of International Dispute Settlement 153.

197 C. Wallace, (2002), supra note 1, 986; C. Brower, and J. Tepe, “The Charter of Economic Rights and
Duties of States: A Reflection or Rejection of International Law?”, (1975) Int’l Lawyer, 295, 304; S.
Schwebel, (1963), supra note 176, 463; R. Dolzer, (1981), supra note 193, 559-562.

198 C. Wallace, (2002), supra note 1, 994; R. Dolzer and M. Stevens, Bilateral Investment Treaties, (The
Hague: Kluwer Law International, 1995); UNCTAD Series on lIssues in International Investment
Agreements, UNCTAD ITE/IIA/2, (New York and Geneva: United Nations Publications, 2000).

199 Paragraph 2 of the Guideline IV provides that the compensation will be deemed appropriate if it is
adequate, effective and prompt. Guideline 1V, (1992) ILM 1363,1382.
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200 the Permanent Court of International

The second view was taken in the Chorzow factory,
Justice, (The Tribunal) in 1928 where it was held that in a lawful expropriation, the ‘appropriate
method’ for calculation of compensation “is the values of undertaking at the moment of
dispossession, plus interests on the day of payment.”?*! It also added that in an unlawful taking
“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.”?% It is notable that the tribunal did not call for adequate, prompt, and effective
compensation. In addition, the tribunal stipulated that “the Cordell Hull formula no longer reflects

the generally accepted international standard.”?%

However, several international arbitrations have endorsed the standard of “appropriate
compensation” as an alternative for adequate, prompt and effective conditions. In the AMINOIL
arbitration,?® the arbitral tribunal followed the General Assembly Resolution 1803 and applied
appropriate compensation.?® The tribunal decided “the determination of the amount of an award
of appropriate compensation is better carried out by means of an inquiry into all circumstances
relevant to the particular case, than through abstract theoretical discussion.”?% In addition, in the
Texaco case,?”’ the sole arbitrator argued that appropriate compensation has reflected in
customary international law and would be in line with the General Assembly Resolution 1803. It
is stated that the requirement of appropriate compensation is more flexible and by considering
surrounding circumstances and actual conditions in each case, compensation will be

determined.?®

It is interesting that the question of compensation is still debatable. Some jurists
argue that adequate, prompt and effective formula “will no longer reflect the generally accepted
international standard.”?*® Nevertheless, it is clear that in case of expropriation of foreign owned
property, compensation must be paid to the foreign investor in accordance with international law

standards.

200 Factory at Chorzow (Germany v. Poland), 1928 PCIJ (ser. A) N0.17, 47; P. Norton, “A Law of the
Future or a Law of the Past? Modern Tribunals and the International Law of Expropriation”, (1991) 85
AJIL 474-6.

201 Factory at Chorzow, 47; for setting standards of compensation which endorsed by further arbitration,
see also, Texas Overseas Petroleum Co. v. The Government of the Libyan Arab Republic, (1973) 53 ILR
389, 337-340.

202Factory at Chorzow, 47.

203 Separate opinion of Professor Brownlie in CME Czech Republic, S.A., v. Czech Republic, Final Award
of 13 March 2003, para.31, 13, available at http://italaw.com/.

204 AMINOIL arbitration, (1982) 24 ILM 976.

205 jbid, 1032.

206 jbid, 1033.

207 Texaco Overseas Petroleum Co. And California Asiatic Oil Co. v. The Government of the Libyan Arab
Republic, (1978) 17 ILM 1.

208 O, Schachter, (1991), supra note 131, 324; G. Sacerdoti, (2000), supra note 173, 197; Separate opinion
of Professor Brownlie in CME Czech Republic, S.A., v. Czech Republic, Final Award of 13 March 2003.
209 Separate opinion of Professor Brownlie in CME Czech Republic, S.A., v. Czech Republic, Final Award
of 13 March 2003, available at http://italaw.com/.
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Nonetheless, these approaches to restore the injured investor’s interests have failed. The above
analysis shows that the occurrence of expropriation disturbs the equilibrium of contract and the
payment of compensation cannot by itself rebalance the relationship. The key reason is the
presentiated model leads to discharge and does not allow any adaptation of the relationship. The
existing law does not allow adaptation and as a result, compensation as a mere solution of the
classical model for a damaged equilibrium cannot deal with rebalancing the contractual
equilibrium. It cannot restore the contractual positions of the parties and merely deals with the

consequences of termination of the contractual relationship.

In addition, under the classical model, the relationship is fixed and all rights and obligations are
determined by the parties at the time of contracting. Thus, parties are obliged to perform their
commitments and once the circumstance change and the initial equilibrium is damaged, the only

option which the classical model offers is to bring the contract to an end.

This is due to the static model of relationship which presentiation imputes to the contract. The
classical model as a whole and compensation in part, cannot therefore rebalance the equilibrium.
It only frames the context in which contract is brought to an end. If the law treats each contract
as being a particular relationship, then adjustment takes place within the framework of that
relationship. The non-discriminatory idea, in contrast, posits that all contracts must be treated
exactly the same way even if the relational understanding within each contract is very different,
and thus accepts the obsolescing character which results from a presentiated model because this
does not permit individual adjustment within contracts. Therefore, in relation to the main question
of this chapter of how well the law of expropriation preserves the contractual equilibrium, it shows
that it has failed and cannot rebalance the equilibrium at all. What it does is to work out the

consequence of the equilibrium’s collapse.

3.5. Conclusion

The present chapter has sought to examine the nature of the taking of foreign owned property in
the petroleum industry by the host government, in order to highlight the problems that arise out
of intervention, with reference to the equilibrium of the contract. Several issues have been
addressed throughout this chapter. Regardless of the definition of the terms used to describe it,
the result of host states actions are significant in the petroleum industry. In practice there is no
real difference in making a distinction between those terms that are used in this area, given that

the impact of intervention changes the initial bargain and results in disequilibrium.

This chapter has examined how well the balance which the law strikes between permitting and
restricting expropriation protects the contractual equilibrium. Expropriation of the foreign

investor’s property is accepted under international law.
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Nevertheless, the host government has to comply with certain conditions for a lawful
expropriation. As this chapter demonstrated, the notion of property rights plays a significant role
in striking this balance. It showed that this concept includes both tangible and intangible
properties. Then, contractual rights were examined. It was indicated that interests, shares and
shareholder’s rights are compensable property rights. This has serious implications on the
equilibrium. The static view of rights and obligations which represent the classical model looks
at the contract as only a set of rights and obligations and tries to determine the terms in which the
contract comes to an end. As a result of expansion of the notion of property rights, the range of
circumstances in which the contract is brought to an end will be expanded. This means that more
contracts which could have been recused by adjustment now have come to disputes resulting in

their termination.

In this chapter, the mechanisms available to the host government to control international oil
companies in its jurisdiction and the last measure of control that is interference with foreign

property rights were discussed.

Further, limitations that are set by international law for the exercise of the host government’s
power over international petroleum companies in petroleum arbitral awards have been examined.
The current chapter has established that whilst governments enjoy sovereign power to control oil
companies, international law has imposed certain restrictions upon them. Expropriation should be
in rare situations and only for the public interest of society. Although international investment
law tried to restrict the conditions under which host states could interfere with the contract in
order to rebalance the equilibrium, it was unsuccessful to maintain or restore the equilibrium in a
static model of contracting. There are many situations that the injured party could not claim
compensation according to the requirements of a lawful expropriation. Under the recent
developments of international investment law, however, direct taking of foreign investor’s
property rights is not usual and host states may take the property through more subtle methods
and indirectly. The result has been the development of the law of what constitutes an indirect
expropriation, and of the remedies for indirect expropriation, under the petroleum awards. The
next chapter presents an in-depth analysis of indirect expropriation, and the challenges they pose

for preserving the contractual equilibrium and the contractual relationship against obsolescence.
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Chapter 4

Indirect Expropriation: A Method of Taking Used By Host States in the Petroleum Industry
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Introduction

In the previous chapter conflicting areas of the limitations on the host state’s right for taking the
foreign investor’s property, the relevant case law and the response of petroleum arbitrations to
direct taking were discussed. The current chapter will continue the discussion begun in the
previous chapter by examining taking over of property rights in the petroleum industry. | have
established that taking over, takes place where the host state does not obtain the expected benefits
and through expropriation seeks to restore the equilibrium of the contract. As a result of the host
government’s taking, a bigger disruption of equilibrium, which is deprivation of the foreign
investor of its property rights occurs. The host state’s act for increasing its benefits against the
foreign investor has detrimental effect for the investment and, hence, brings about disequilibrium.
As | explained earlier, this is due to the static model of relationship that the law imputes to the
contract. The current law does not allow adaptation and when the contractual equilibrium is
damaged, it only provides the parties with the option of termination of the contract followed by
compensation. This has nothing to do with the contractual equilibrium. Consequently, it cannot
rebalance a damaged equilibrium. The response of the law to taking over has two aspects; (i)

preventive measures and (ii) restorative measures.

First, the law limits the circumstances in which this larger disruption can take place, by requiring
certain conditions for a lawful taking which limits the ability of the host state to lawfully
expropriate the foreign investor’s property rights. In other words, the law tries to narrow down
the framework in which a state could legally take over the investment. As a result, such conditions
are meant to preserve the original equilibrium by mitigating the disruption. Second, where the
original equilibrium is disrupted, the law attempts to restore the intent behind the contractual
balance to some extent. Although the original equilibrium itself cannot be restored, the law
attempts to create a new equilibrium that approaches the first as to the giving the parties the same

payoffs they intended by providing for the payment of compensation.

The recent trend shows that taking of foreign property may take place not only through legislation
or nationalisation but also by indirect methods that can have the same effect as direct
expropriation.! Host governments employ different methods for achieve what amounts to direct
taking, but without acknowledging it as such, to avoid legal consequences of expropriation and

then payment of compensation.? The legal focus in this chapter is on shifting from the host state’s

1 G. Aldrich, “What Constitutes a Compensable Taking of Property? The Decisions of the Iran-United
States Claims Tribunal” (1994) 88 AJIL 585; B. Appleton, “Regulatory Takings: The International Law
Perspective”, (2002) 11 N.Y.U Envtl. L.J 35; C. Christie, “What Constitutes a Taking Under International
Law?”, (1961) 38 BYIL 307; J. Stanley, “Keeping the Big Brother out of our Backyard: Regulatory Takings
as Defined in International Law and Compared to American Fifth Amendment Jurisprudence”, (2001) 15
Emory Int’l L. Rev. 349, 362.

2 C. Wallace, The Multinational Enterprise and Legal Control: Host State Sovereignty in an Era of
Economic Globalisation, (The Hague, Kluwer Law International, 2002) 1009; “Those techniques tend to
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taking of tangible property to the new methods used indirectly by states, which may have the
same effect as direct taking in international investment law.® Indirect methods are being used by
host governments will raise the question of what measure is tantamount to expropriation and how
strong should such methods be to form a compensable taking.* For instance, in some indirect
takings, the foreign investor remains as the official owner, but in reality, what remains is the
empty name of ownership.® International oil companies have filed several disputes before

international tribunals on the basis of indirect expropriation.®

In addition, due to the enactment of numerous economic regulations, and the privatisation of
public ownership indirect expropriation has recently become more prominent.” Hence, the current
chapter will analyse the behaviour of host states, in particular, their actions in terms of indirect
expropriation, and shed light on the relationship between expropriation and contractual
equilibrium. In order to achieve these objectives, this chapter will discuss the relevant
terminology, the measures available to host states for an indirect expropriation, distinguishing
factors as to expropriation and indirect expropriation (creeping, regulatory expropriation), and
various types of measures amounting to expropriation and also examining the response of the
petroleum arbitral practice to this particular area. This chapter will also discuss whether the
current law of expropriation can efficiently and appropriately deal with the erosion of equilibrium.

In this discussion, this chapter builds on a case study of a number of recent arbitrations under the
North American Free Trade Agreement (NAFTA) and the Iran-US Claims Tribunal. The reasons

for a particular focus on these Tribunals are as follows:

be applied as readily by the industrialised as by the developing states, the latter having in many cases
actually learned such techniques from the more economically sophisticated industrialised nations.”

3 “With a much wider notion of proprietary rights and a much wider notion of ‘expropriatory’ or
‘confiscatory’ action, the relatively simple identification of a governmental ‘taking’ of a tangible property
no longer works.” T. Waelde, “MITs (Multilateral Investment Treaties) in the Year 20007, in Qil, Gas and
Energy Law Intelligence (OGEL) 2003, available at http://www.ogel.org/.

4 C. Christie, (1961), supra note 1, 309; R. Higgins, The Taking of Property by the State: Recent
Development in International Law, 176 RDS-Collected Courses 263 (1982) 322-354; R. Dolzer, “Indirect
Expropriation of Alien Property”, (1986) 1 ICISD Rev. FILJ 41.

5 A. Mouri, The International Law of Expropriation as Reflected in the Work of the Iran-US Claims
Tribunal (Dordrecht, Martinus Nijhoff Publishers, 1994) 70, 71; P. Comeaux and S. Kinsella, Protecting
Foreign Investment Under International Law: Legal Aspects of Political Risk (Dobbs Ferry, New York,
Oceanna Publications, 1997) 8; C. Brower & J. Brueschke, The Iran-United States Claims Tribunal (The
Hague, Kluwer Law International, 1998) 379.

¢ K. Hober, “Investment Arbitration in Eastern Europe: Recent Cases on Expropriation”, (2003) 14 Am.
Rev. Int’l Arb. 378.

" “The definition of the boundary between legitimate regulation expressing inherent limitation of property
and the state’s police powers on the one hand and excessive regulation equivalent to a full or partial
expropriation on the other will be a major challenge for international economic lawyers.” See, T. Waelde
and A. Kolo, “Environmental regulation, Investment Protection and ‘Regulatory taking’ in International
Law”, (2001) 50 ICLQ 813.
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First, looking at two tribunals rather than a range of cases from different tribunals provides
consistency. Examination of cases under two tribunals where in their contexts expropriation takes

place brings about a discussion that is more concentrated.

Second, these two tribunals present a range of political contexts in which indirect expropriation
arises and highlight the underlying factors motivating expropriation as we see in these cases.
Several arbitral decisions and tribunals might have been selected to typify the kinds of cases that
animate the ongoing debate on the function of stabilisation and renegotiation clauses, the law of
expropriation and its ability on maintaining the equilibrium. This research has chosen the NAFTA
because of the richness of the Tribunal’s reasoning, its contribution to the notion of investment
and investor-State arbitration and, in particular, the law of expropriation, and the function of
stabilisation and renegotiation clauses and relevant issues — disruption of equilibrium. This also
exemplifies the evolving nature of expropriation law as it relates to the balance of interests

between the host state and the foreign investor.

Third, substantial amounts of international petroleum arbitrations that have discussed indirect
expropriation were relevant to Iran’s nationalisation of the petroleum industry. Thus, examination

of the Iran-US Claim Tribunal cases are necessary.

This chapter will also examine an important recent case, namely, Yukos v. Russia, an ad hoc
arbitration based on Energy Charter Treaty (ECT), which resulted in the largest award in the
history of investor-State arbitration. This case is about expropriation and its examination
highlights the deficiencies of the classical law in restoration of the equilibrium. In short, the
contribution of these tribunals’ awards to international investment law and, in particular,
international petroleum investment law has been significant. It is beyond doubt that these awards
made significant contributions to legal thinking on a number of issues, not least in establishing
the limits of protection of investment and equilibrium under the legal arrangements.® In addition,
dissatisfaction with the outcomes may also be seen as a major contributory factor in laying the
foundations for a new approach, involving a kind of contract stability based on ‘equilibrium’ and

contractual clauses.

8 This is evident in the work of leading scholars. For example, C. Schreuer, “The Concept of Expropriation
under the ECT and Other Investment Protection Treaties”, in C. Riberio (ed.), Investment Arbitration and
the Energy Charter Treaty, (New York, Juris Publishing, 2009) 108-159; D. Bishop, Theories of State
Responsibility in International Law: Expropriation and Fair and Equitable Treatment, 58" Annual Institute
on Oil & Gas Law, chapter 9, 302, (2007); M. Hirsch, “Interactions between Investment and Non-
Investment Obligations” in P. Muchlinski (ed.), Oxford Handbook of International Investment Law,
(Oxford, OUP, 2008) 319.
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4.1. Terminology

All investment treaties have a provision about expropriation. International petroleum investment
agreements and BITs do not usually offer a definition of the important concepts and terms such
as direct and indirect expropriation.® ‘Indirect expropriation’, ‘regulatory’, ‘creeping’, ‘de facto’
expropriation are used interchangeably but a definition of these concepts and what kinds of
governmental measures may constitute direct and indirect expropriation remains unclear. The
North American Free Trade Agreement (NAFTA), in Article 1110 requires that “No party may
directly or indirectly nationalise or expropriate an investment of an investor of another party in
its territory or take a measure tantamount to nationalisation or expropriation of such an
investment.”*® The Energy Charter Treaty under Article 13 prohibits taking measures “having
effect equivalent to nationalisation or expropriation.”** The examination of the literature and the
above investment treaties indicate diversity of terms such as “de facto”, “wealth deprivation”, and
“creeping expropriation” for indirect expropriation. The terms “creeping” and “de facto” are
described as “whose distinguishing characteristic usually involves, at once or over time, the denial
of access to, use of, or benefit from wealth processes and institutions (rather than the deprivation
of wealth itself) and/or the spoliation of values other than wealth but upon which the production,

conservation, distribution, and consumption of wealth totally depend”.*?

Creeping expropriation is defined as a series of measures that the host government takes through
which it deprives the foreign investor from property, any of them might be permissible but in total
will result in expropriation with the payment of compensation.**. In an indirect expropriation the
foreign private property is not seized directly.** However, in practice the distinction is blurred, as
most of de facto expropriations have both creeping and indirect aspects.”™ The exercise of
regulatory powers such as tax regime or environmental measures may reduce the economic value

of the investor’s property without affecting the legal title. It is called “regulatory taking”. This

® Article 5 of the Netherlands-India BIT (1995); Article 1110 NAFTA,; Article 5 of the Barbados-Cuba BIT
(1996); and French, US, British, Canadian BITs. The texts are available at the UNCTAD investment treaty
database, http://www.unctadxi.org/templates/docsearch 779.aspx.

1032 ILM 289, 605 (1993); NAFTA entered into force 1 January 1994. For the full text of the convention
see http://www.nafta-sec-alena.org/en/view.aspx .The same language may be found in other BITs such as
UK-Ukraine BIT (1993), “having effect equivalent to nationalisation or expropriation.”

11 The Energy Charter Treaty (ECT) signed in December 1994 and entered into force in April 1998. For the
full text of treaty see http://www.encharter.org/; For analysis of the investment regime and dispute
settlement mechanism under ECT, see, C. Bamberge, J. Linehan and T. Waelde, “Energy Charter Treaty in
20007, (2000) 18 JENRL 331; R. Happ, “Dispute Settlement under the Energy Charter Treaty”, (2003) 45
GYIL; T. Waelde, “Arbitration in the Oil, Gas and Energy Field: Emerging Energy Charter Treaty
Practice”, (2003) 1(4) OGEL 27, available at http://www.ogel.org/.

2. C. Wallace, (2002), supra note 2, 1013; B. Weston, “International Law and the Deprivation of Foreign
Wealth: A Framework for Future Inquiry”, in R. Falk, and C. Black, (eds.), The Future of the International
Legal Order, (Princeton University Press, Princeton, 1970) 143.

13 UNCTAD, Investor-State Disputes Arising From Investment Treaties: A Review, (United Nations, New
York, 2005), 41.

14 P, Comeaux and S. Kinsella, (1997), supra note 5, 8; R. Dolzer, (1986), supra note 4, 44.

15 1bid, 8.
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term is included in compensable measures and has been used in the U.S. practice.’® The use of
other terms in investment treaties such as, ‘tantamount to expropriation’ ‘similar to’, ‘direct or
indirect’ is to guarantee that creeping expropriation is referred to in the expropriation provisions.*’
International oil companies may experience an additional risk of regulatory measures®® due to the
nature of the oil and gas projects.*® These risks are surrounded in international energy investments
from the beginning and over the life of the contract. The concept of regulatory risk would be
examined under the definitions presented by the Organisation for Economic Cooperation and
Development (OECD), and legal scholars. The OECD has introduced it as “the risk of non-
payment on an export contract or project due to action taken by the importer’s host government.
Such action may include intervention to prevent transfer of payments, cancellation of a license,
or events that prevent the exporter from performing under the supply contract or the buyer from

making payment.”%

Commeuax has defined it as “the risk that laws of a country will unexpectedly change to the
investor’s detriment after the investor has invested capital in the country, thereby reducing the
value of individual’s investment.”? In a similar vein, Boulos has specifically addressed regulatory
risk in the energy industry and argued “It is the possibility that oil company investment will be
expropriated, nationalised or otherwise unilaterally changed by the foreign government to the
detriment of the oil company.”? Under international investment law, regulatory risk might be
classified in different ways. It is said that they could be firm-specific or governmental risks. The
firm-specific risks are those directed as a particular company and are, by nature, discriminatory,®
like termination of contract. Governmental risks are those that arise from the actions of a
governmental authority such as creeping expropriation.?* Firm-specific risks could be minimised

by the insertion of certain clauses.?® Overall, there are different sorts of classifications of risks

16 T, Waelde and A. Kolo, (2001), supra note 7, 815-819, 821.

17°]. Beauvais, “Regulatory Expropriations under NAFTA: Emerging Principles & Lingering Doubts”
(2002) 10 N.Y. U. Envt’l Envnt’l. L. 245; V. Been and J. Beauvais, “The Global Fifth Amendment?
NAFTA’s Investment Protections and the Misguided Quest for an International ‘Regulatory Taking’”,
(2003) 78 NYU L. Rev. 54; A. Lowenfeld, International Economic Law, (Oxford: Oxford University Press,
2003) 476. Many BITs have the same language such as Canada-Chile Free Trade Agreement 1996, Articles
G10, G16-19; 36 ILM 1067, 1116.

18 The notion of “regulatory risk” has been broadened to include political risk and indirect expropriation.
This is very often in state contracts and whilst a government acts as regulator.

191t is for the technical reason and large-scale investment and long duration of petroleum agreements.

20 The OECD, “glossary of statistical terms”,
http://www.imf.org/external/pubs/ft/eds/Eng/Guide/index.htm

2L p, Comeaux, Protecting Foreign Investment Under International Law, (Oceana Publications, New
York,1998).

22 A, Boulos, “Assessing Political Risks”,2009.

2 A. Berlin, “Managing Political Risk in the Oil and Gas Industries”, (2009) 1 Transnational Dispute
Management Journal 3.

24 1bid, 3.

% T. Moran. “Political and Regulatory Risk in Infrastructure Investment in Developing Countries:
Introduction and Overview”, 5 Qil, Gas and Energy Law Intelligence, (2008) OGEL 4.
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which may include, commercial risk, discriminatory regulation, political unrest, sabotage, and
change of economic policy.? International investments may face risks but the petroleum industry
is particularly vulnerable. The duration of a petroleum project is long and involves large-scale
investments.?” As a result, governments play an important role in the regulation of entry, of prices,
of quality of services and of other aspects of investor behaviour.? For this reason, when an
investment has been made, the government’s behaviour towards the investor may begin to change
into an opportunistic approach as the bargaining power shifts in favour of the host state. | have
discussed the relation between expropriation and the OBM which creates incentives for the host

government to engage in this type of behaviour in chapters two and three.

Nevertheless, it might be useful to briefly mention that indirect expropriation is the manifestation
of the failure of presentiation as an idea that attempts to bring the future to the present. The parties
in the classical model of relationship by presentiation and designing a contract that is strict and
provides no room for flexibility seek to guarantee certainty and contractual stability. However,
this attempt to preserve the original equilibrium of the contract by limiting the ability of the parties
to restrict this type of behaviour has failed. As a result, the foreign investor is not well positioned
to gain the expected interests.”

To summarise, scholars and commentators employ the above-mentioned terms interchangeably
and as a result, taking of property for the purpose of the current study is itself important.*® This
research will therefore use them interchangeably. The host government as sovereign state does
have sovereignty and due to this right can take the foreign investor’s property.®* However, it is
better to focus on the result of the host state’s actions rather than defining the process of taking
per se. This is because the distinction between different types of indirect expropriatory actions is
not necessarily an easy task.

4.2. The Host Government’s Devices for Indirect Expropriation
The distinction between direct and indirect expropriation is recognised by the nature of the
interference with the investor’s property. The examination of international arbitrations as to direct

expropriation in chapter three indicates that a compulsory transfer of the legal rights of foreign

% 1bid, 4.

2 T, Waelde, G. Ndi, “Stabilising International Investment Commitments: International Law Versus
Contract Interpretation”, (1996) 216 Tex.Int’l Law Journal 220.

28 T Moran, (2008), supra note 25.

29 |bid, 4.

%0 B. Weston, “Constructive Takings Under International Law: A Modes Foray into the Problem of
‘Creeping Expropriation’, (1976) 16 (1) Va. J. Int’l L. 106.

31 1. Brownlie, Principles of Public International Law, (6™ ed., Oxford University Press, 2003) 509; C.
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investor ownership to the government or to a third party by sovereign powers constitutes direct
expropriation.® If the governmental measures have the effect of depriving the foreign investor of
the enjoyment of their property even where the legal title to the property is not affected then
indirect expropriation has taken place.®* Such actions may result in state responsibility and if it is
the case, the government is obliged to pay compensation to the foreign investor that whose
property rights are affected by those measures. However, all governmental measures that affect
investor’s property rights do not establish responsibility and therefore will not bring about
compensation under international law.*® The occurrence of direct expropriation is easy to identify
by exploring the existence of tangible property of the investor. Hence, it will not result in
controversy. Direct expropriations will have normally taken place because of an explicit national
policy measure and on a specific date.*® However, the identification of an indirect expropriation
is very complex and depends upon the examination of the legitimate expectations of the investor

concerning enjoyment of its investment.*’

As discussed in the previous chapter, direct taking may take place through a specific taking,
nationalisation and taking of an economic sector or industry. Nonetheless, indirect taking is more
complicated because of the use of sophisticated techniques, which are less obvious in terms of
constituting what amounts to expropriation by the government.® These techniques are recognised
as compensable by the arbitral tribunals and can be in the form of excessive taxation,* forced

sale of alien property,* management control over the investment, discriminatory administrative

33 M. Sornarajah, The International Law On Foreign Investment, (Cambridge University Press, 2" ed.,
2004), 282; Amoco Int’l Fin. v. Iran, (1998) 27 ILM 1320, 1343.

34 . Stanley, (2001), supra note 1, 362; C. Christie, (1961), supra note 1, 309; For the position of the Iran-
US Claims Tribunal see; G. Aldrich, (1994), supra note 1, 609; C. Brower & J. Brueschke, (1998), supra
note 5; S. Khalilian, The Law of International Arbitration, (North VVancouver: Pacific Arbitration Network,
2003); For the viewpoint of the International Centre for the Settlement of Investment Disputes (ICSID),
see; Pope & Talbot, Inc. v. Government of Canada, paras. 101-2, Interim Award, (26 June 2000), available
at: http://italaw.com/sites/default/files/case-documents/ita0674.pdf; also in Compania Del Desarrollo De
Santa Elena, S.A. v. Costa Rica, Final Award, (ICSID Case No. ARB/96/1, 17 February 2000), 15 ICSID
Rev. FILJ (2000) 457. The tribunal wrote “there is ample authority for the proposition that a property has
been expropriated when the effect of the measures taken by the state has been to deprive the owner of title,
possession or access to the benefit and economic use of his property”.
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36 M. Sornarajah, (2004), supra note 33, 284-322.
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3 R. Shanks, “Insuring Investment and Loans against Currency Inconvertibility, Expropriation and Political
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decrees, and an unreasonable interference with property rights of foreign investors.** The host
state’s method to effectuate what will amount to indirect expropriation may be in the form of a
series of actions and in combination of other measures.*? Indeed, such actions are not always
independent of each other and only become expropriatory if applied with other compensable
techniques.” Indirect expropriation arises from host states’ measures and may include,

interference in the right of management, abusive taxation, and forced transfer of shares.*

The aforementioned measures are not exhaustive and the host government may interfere with the
property rights of the foreign investor by different actions. However, the common effect of this is
to reduce the value of the investment.* Therefore, increasing tax or abusive taxation, imposition
of some restrictions on foreign investor’s rights, and changes in regulations are the most important
approaches to indirect expropriation. The UNCTAD has introduced a definition for expropriation
“where a measure that does not directly take property has the same impact by depriving the owner

of the substantial benefits of the property.”*

In addition, indirect expropriation has been defined as “the use of a series of measures in order
to achieve a deprivation of the economic value of the investment, in this case, no individual
measure in itself would amount to an expropriation.”*’ Increases in tax or setting new tax regimes
or environmental regulations might be described as those discriminatory and regulatory measures.
For instance, different investment arbitral awards have examined the notion of abusive taxation
in the energy industry. Philips Petroleum v. Iran*, Sedco v. Iran*® and the Revere Copper case
are some examples.®® This trend is growing by increasing taxes, royalties, or setting new tax

regimes, especially, in Latin America.

Prominent evidence of this is Venezuela, which is useful to highlight here. Mr. Hugo Chavez, the

then Venezuelan President, in 2001 enacted a new hydrocarbon law that came into effect in

41 C. Christie, (1961), supranote 1, 322-9; P. Comeaux and S. Kinsella, (1997), supra note 5, 10; B. Weston,
(1970), supra note 11, 77-9; C. Wallace, (2002), supra note 2, 1011; UNCTAD Series on Issues in
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Nations Publications, 2000) 12.

42 B. Weston, (1970), supra note 11, 80.

43 C. Christie, supra note 1, 337-8.

4 UNCTAD, International Investment Agreements: Key Issues, Vol. I., (United Nations, New York and
Geneva, 2004) 238.

4 K. Hober, (2003), supra note 6, 351.

46 United Nations Conference on Trade and Development, UNCTAD, Investor-State Disputes Arising from
Investment Treaties: A Review, (United Nations, New York, 2005) 21.

47 Ibid, 42.
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January 2002.>! This provided that foreign oil companies could only own less than 50 percent of
capital in joint ventures in upstream projects and also increased the income tax to 50 percent
instead of the former rate of 34 percent. In 2007, the Venezuelan government launched another
programme for forced migration of foreign oil companies from service contract to joint venture
agreements. In 2011, President Chavez, set a new tax regime for oil and gas income concerning
international oil companies. “The top tax of 95 percent on exorbitant income when crude goes
above $100 a barrel. It is predicted that the new tax rate will bring in between $9 billion and $16
billion this year-2011- if oil prices keep rallying.”®* Under the new regulatory arrangements,
whilst the oil price rises above $70, oil companies will have to pay an 80 percent tax on revenue.
When the oil price reached above $90, it would be 90 percent and a 95 percent tax will have to
be paid when the price rises to $100. This could be unattractive for international oil companies,
and because these changes were not enacted by the parliament as law, and were regulated for

political reasons it may result in an indirect expropriation.

The host state may change environmental regulations over the life of petroleum projects. This can
create an investment dispute. Indeed, the host state may change environmental regulations on a
discriminatory basis to limit the petroleum investment. This change of regulation and, hence,
financial balance could lead to an expropriation.® The foreign investor’s compliance with these
standards imposes extra costs to him. This could seriously affect the economic value of the
investment. In this case, regulatory measures can constitute expropriation and thus compensation

is required.®®

However, there is a general agreement that host states are not required to pay compensation for
economic disadvantage resulting from legitimate regulation. In order to identify whether the host
state’s action is compensable, it is useful to consider the host government’s action on a case-by-

case basis and to define ‘taking’ according to bilateral and multilateral treaties.®” Generally, the
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growing number of environmental regulations can increase the liability of international oil

companies and unpredictability.®

4.2.1. A Hypothetical Example: Does the Law of Expropriation Have the Ability to Manage
Imbalances Caused by Host States’ Regulatory Powers?

According to the above discussion, expropriation includes all possible methods, which can
interfere with the property rights of the foreign investor and could cover legislative and
administrative measures, as well as the government’s inactions. In relation to the regulatory power
of the host state, however, it is worth mentioning that although these powers are necessary, there
are two potential issues with them. Firstly, they have the potential to be deliberately abused by a
host state. Secondly, even when they are used for their intended purpose, they may have the effect
of disrupting the contractual equilibrium because the investor ends up bearing a disproportionate

amount of the burden.

Consider, for example, a situation in which an international treaty is made under which
environmental rules are tightened, and because of which the government introduces new rules on
how companies should comply with the new improved standards. This is because the host state is
concerned about the environmental costs and its duty to protect the public interest. This can be

entirely legitimate for the government to do.

However, it may have a negative impact on the equilibrium. It may damage the contractual
balance because what the host state is doing is putting all the costs of the new regulatory burden
on the foreign oil company. Part of the role of the law of expropriation is making the call in
relation to how the new burden should be apportioned. Regarding direct expropriation, one of the
reasons that direct taking may be necessary is to deal with windfalls and situations in which the
host state gets a far smaller share of the profits than it expected to obtain. This is a typical situation

where direct taking is used.

In this context, the way in which the host state tries to re-distribute the surplus is important. With
regard to regulations, in particular environmental regulation, in essence what the state again tries
to do is to re-distribute the costs of implementation. Nevertheless, the question is should all the
costs be borne by the investor? Should the costs be apportioned differently? Part of the task of the
law is therefore to address this. The law of indirect expropriation, however, does not do this. It

has a sharp binary distinction between compensable taking and non-compensable regulation. As

58 P, Cameron, “Stabilisation in Investment Contracts and Changes of Rules in Host Countries: Tools for
Oil & Gas Investors”, AIPN Research Paper Final Report, (2006), 76; Metalclad Corp. v. United Mexican
States, ICSID Case No.ARB AF/97/1, (2000); S.D. Myers. Inc. v Government of Canada, (2001) 40 ILM
1408.
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a result of this binary division, arbitral tribunals have to place the government action in either

category.

Nevertheless, there are situations in which the project does not turn out as expected. In this
context, how can the project be brought back to equilibrium? This question, which arguably lies
at the heart of the disruption, is not one the existing law of expropriation lets the tribunal ask. The
relational model, in which maintaining the contractual equilibrium is the underlying principle,
attempts to re-distribute the costs and burdens. Given the idea of equilibrium, the just distribution
of costs and not simply assigning costs to one party is important. It shows why the law of
expropriation is blind and inappropriate to preserve the contractual equilibrium. In indirect

expropriation because of the way, the law is, we cannot have the discussion.

Indeed, the fact that the law categorises the host state action as compensable taking or non-
compensable regulation arguably misses the point, because what the host government sometimes
tries to achieve is to restore the equilibrium. Nevertheless, with this binary division, the law

neither can engage in frustration of equilibrium nor distribute the burdens.

4.3. The Legal Test in Distinguishing between an Indirect Expropriation and Non-
Compensable Regulatory Measures

The ability of a host state to interfere in property rights is essential for an efficient functioning of
the state and, hence, it is predictable that a state has the power to so interfere.*® Nonetheless, the
question is firstly, how to distinguish between a compensable indirect expropriation and a
legitimate regulation (which is not compensable) by states and, secondly, of assessing whether
the way in which the law of expropriation distinguishes between the two serves the purpose of

protecting the contractual equilibrium against disruption.

As explained earlier, an indirect expropriation may take place by the host government’s
interference in property and property rights of the foreign investor. Indirect expropriation does
not necessarily require transfer of legal title from the international oil company to the host state.
Hence, it is difficult to make a distinction between legitimate regulation and measures, which are
tantamount to expropriation with the payment of compensation.®® It is because there is no
“mechanical test” in its determination.®! The international arbitral tribunals and the legal scholars

have not yet agreed on a perfect formula to define such measures that cross the line between a

% M. Sornarajah, (2004), supra note 33, 283; B. Appleton, (2002), supra note 1; M. J. Wagner,
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legitimate regulation and a compensable interference.®? It is neither feasible nor workable.®
Furthermore, international law does not present a clear and comprehensive solution to this
problem.® Although the governmental measures, which affect international oil companies’
property rights, are broad to be categorised within a formula, it will probably be best to consider
the specific facts of a case, contractual terms of the investment agreement, severity of interference
and other surrounding circumstances to determine whether a state’s action is tantamount to
expropriation.®® To answer the question of what types of governmental measures constitute
indirect expropriation, it is better to have a deep understanding by a case-by-case analysis of the
measures that under international law do not give rise to responsibility and the payment of

compensation.

The Tribunal in the ICSID case, Generation Ukraine Inc. v. Ukraine held that the identification
of an indirect expropriation depends on the specific facts of a grievance. The tribunal added that
there is no mechanical test for this purpose.®” In the similar vein, “a case-by-case, fact-based

inquiry” is provided by some BITs.%®

| discussed that all governmental measures would not bring about responsibility and consequently
payment of compensation. Under international law, such measures that affect property rights and
are not for the purpose of public health, morality or public order could be considered wrongful
and compensable.®® The concept of police power of the government does not include those
regulations that amount to expropriation, unless maybe in emergency or necessary situations.’

The host state’s measures such as trade restrictions, imposing taxes or where the state interference

62 “State measures that can potentially impact upon an investor’s rights in its investments are too varied to
fit into a neat formula.”; J. Paulson and Z. Douglas, (2004), supra note 61, 145-6.

63 J, Paulsson & Z. Douglas, (2004), supra note 61, 145, 158.
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is non-discriminatory, and for public purpose, do not constitute expropriation. ™ Thus, such

measures are not compensable. 2

Examination of the arbitral practice on indirect expropriation indicates that two different
approaches were taken as to the identification of indirect expropriation.” These approaches are:

(i) the sole effect, and (ii) the purpose doctrine.

4.3.1. The Sole Effect Doctrine

The first approach examines the effect of state measures on the ability of the investor to enjoy its
property rights. In this approach the effect of action is the determining factor to identify a taking.
Indeed, this approach in specifying the border line between an indirect expropriation and a non-
compensable (legitimate) regulation looks at the effect of measures and the degree of interference
with an international investment project.” This approach which examines the severity of those
measures that affected the foreign investor is known as “sole effect” doctrine. However, “the
threshold level of interference that will trigger state liability for expropriation is important.””
This question has been answered by investment arbitrations, that the interference must be
substantial and deprive the foreign investor of most of the investments benefit. In addition, the

deprivation must be permanent or for a substantial period of time.®

In the Metalclad Corporation arbitration, the US firm (investor) had obtained permission from
the government to construct and operate a facility for the disposal of hazardous waste and spent
20 million dollars for its construction. The tribunal decided that indirect expropriation had taken
place.”” The foreign investor (American company) had obtained all required licenses for the

development of a hazardous waste landfill. However, when the investment had been made the

L R. Dolzer and M. Stevens, Bilateral Investment Treaties, (The Hague, Kluwer Law International, 1995)
81; 1. Brownlie, (2003), supra note 31, 509; P. Comeaux & S. Kinsella, (1997), supra note 5, 10; C.
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5J. World Inv. & Trade 231, 249; A. Elinger, (1992), supra note 40, 215; S. Ganguly, “The Investor-State
Dispute Mechanism (ISDM) and a Sovereign Power to Protect Public Health”, (1999) 38 Colum. J.
Transnat’l L. 113, 138; J. Satnley, (2001), supra note 1, 371; See also the position that have taken by T.
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supra note 31, 290-2; R. Happ, (2003), supra note 11.
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host government began to withdraw the permissions. The tribunal held “expropriation under the
NAFTA includes not only open, deliberate and acknowledged takings of property, such as
outrights seizure or formal or obligatory transfer of title in favour of the host state, but also covert
or incidental interference with the use of property which has the effect of depriving the owner, in
whole or in significant part, of the use or reasonably to be expected economic benefit of property
even if not necessarily to the obvious benefit of the host state.””® Indeed, the tribunal had come
to this conclusion because the host government’s measure substantially affected the international
investor’s property rights and the foreign investor was no longer able to use its capital for the
intended aims. The arbitrators held that it was indirect expropriation. This formula has been

followed by several different arbitral tribunals in the determination of expropriation.

In the similar line of inquiry, in Tippets v. TAMS-AFFA,® the new government of Iran after the
revolution designated a new manager for the investment in 1979. The foreign investor filed a case
for its 50% interest in a joint venture by an Iranian company before the Iran-US Claims Tribunal.
The claimant alleged that the J.V did not provide him with status report of the project and did not
reply to any of the claimant’s inquiries. Because the claimant could participate in the management

by making decisions and signing cheques, the tribunal did not find an expropriation.®*

In Occidental Exploration and Production Co. v. Republic of Ecuador, the host state had refused
to reimburse value added tax on purchases concerning the exploration activities of the Occidental
company.® The company therefore alleged that expropriation occurred. In this case, the Tribunal
took the same approach as the one taken in the Metalclad. The Tribunal found that the host
government’s action was in contradiction of fair and equitable treatment. Nonetheless, the tribunal
decided that the host state’s action did not substantially deprive Occidental company of its

financial benefits and, hence, it would not constitute indirect expropriation.83

In Pope and Talbot, the US based lumber products firm filed a NAFTA claim against the
Canadian government. The company asserted that Canada’s allocation of softwood export quotas
violated. The Pope & Talbot alleged the host state’s action under Export Control Regime

amounted to expropriation, according to Article 1110 of NAFTA.8 It was claimed that the host

8 1hid.
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8 Tippetts, Abbett, McCarthy Stratton, v. TAMS-AFFA Consulting Eng’rs of Iran, 6 Iran-US CTR, (1984)
219.
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government’s measures seriously affected the ability of the company to sell products to the market
in the US. However, the host state asserted that this was a non-discriminatory regulation in the
sequence of the exercise of the police power and could not therefore constitute an expropriation.
The Tribunal found that the host state action did not substantially interfere with the business
activities of the company® and “the degree of interference with the investment’s operations due
to the Export Control Regime does not give rise to an expropriation.”®” The tribunal held that
Acrticle 1110 of NAFTA does not “require compensation for measures affecting property interests

without regard to the magnitude or severity of that fact.”%®

4.3.2. The Purpose Doctrine

The second approach for distinguishing between a regulative measure and an expropriatory action
is to examine the intention of the host government. This is known as “purpose doctrine”.®® This
approach focuses on the purpose of the state measure but it does not ignore the effect of action on
the investor. Indeed, the severity and the effect of the state measure is not the sole requirement
and another condition is still required.* This approach considers the governmental measure and
“requires weighing and balancing of factors including the purpose as well as the effect of
measures.”®! This approach has not generally been accepted by commentators and international
awards, probably because it would be a difficult task to prove the intention of the host state for

expropriation of the international investor’s property. %

The arbitrators in the Tippetts case stated that “the Tribunal does not need to determine the intent
of the government of Iran, and also compensation does not depend on proof that expropriation
was intentional.”®® In the Biloune v. Ghana, the tribunal held that the intention of the host
government was ambiguous. However, “the tribunal need not establish those motivations to come
to a conclusion in this case”.% Similarly, in the Philips Petroleum, the tribunal awarded that the

liability of the government for payment of compensation in the event of expropriation was not
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dependent on the intention of the State.®® The tribunal in the case of S.D. Myers v. Canada
followed and applied the purpose approach and reached this conclusion “Tribunal must look at

the real interest involved and the purpose and effect of the government measure.”%

In S.D. Myers v. Canada, the S.D. Myers, (American Company) had established a subsidiary in
Canada to export PCBs (polychlorinated biphenyls) to the US for disposal. The investor claimed
20 million dollars under the NAFTA rules against the Canadian government. The claimant alleged
that the imposition of export ban was a violation of Article 1110 and therefore resulted in an
expropriation.®” The tribunal refused the claim of expropriation and added “Canada realised no
benefits from the measures and that measure did not involve transfer of property or benefit directly
to others.”®® Additionally, the tribunal noted that a taking generally requires transfer of ownership

to another person. Therefore, the tribunal did not find any creeping taking and expropriation.*

The next case in the second line of inquiry is Marvin Feldman v. Mexico.’® The claimant, a US
citizen, Mr. Marvin Feldman, had established a company under the law of Mexico and claimed
that the government by exercising certain tax law to the export of tobacco products, terminated
tax rebate policy for cigarette exports. The foreign investor asserted that he had made the
investment based upon the tax rebate and as a result of implementing this measure he could not
reach expected benefits. The investor alleged that it was against Article 1110 of the NAFTA and
constituted an expropriation. The tribunal did not find an expropriation and rendered that law
regulations because of regulatory powers of states are subject to modification to regulate the
political and economic circumstances. The changes took place at the investors risk unless he had
obtained a binding ruling from the concerned authority.'® In addition, the government action
neither deprived the investor nor interfered with the investment. It also had not displaced the

claimant as controlling shareholder.? The tribunal did not find expropriation.'%®

The above analysis argues two different avenues in the determination of whether a host state’s

measure might be characterised as an indirect expropriation or whether it is a legitimate

% Philips Petroleum Co. Iran v. Iran, 21 Iran-U.S. CTR 79, 115.

% S.D. Myers, Inc. v. Government of Canada, (13 November 2000), (2001) 40 ILM 1408 para. 285.

% S.D. Myers, Inc. v. Government of Canada, Partial Award, (13 November 2000), available at
http://italaw.com/sites/default/files/case-documents/ita0747.pdf.

% |bid, Paras 143, 288.

% |bid, Para 280.

100 Marvin Feldman v. United Mexican States, Award, (16 December 2002), ICSID Case No. ARB
(AF)/99/1, available at http://italaw.com/sites/default/files/case-documents/ita0319.pdf

101 |bid, Paras 112, 134.

102 | bid, Para 152.

108 Marvin Feldman, para 111; There are many other cases following the same line of inquiry. For instance,
Eudoro Armando Olguin v. Republic of Paraguay, ICSID Case No.ARB/98/5, 26 July 2001, available at
http://italaw.com/sites/default/files/case-documents/ita0587.pdf; See also, The CME Czech Republic B.V.
(The Netherlands) v. The Czech Republic, Partial Award, (13 September 2001), available at
http://italaw.com/sites/default/files/case-documents/ita0178.pdf.
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regulation. Albeit the sole effect approach is not a conclusive test, this approach is widely
accepted. Regulatory interference and change of administrative measures might be seen all around
the world. The host state seeks to establish a balance between the public interest for its people
and international investor’s rights. It is therefore predictable that host governments may affect the
economic benefits of the foreign investor. It could be reasonable to consider both approaches at
times when the state liability for payment of compensation is in question. Several arbitral tribunals
looked at the first approach that only considers the effect of action as sole factor for taking. A
number of cases took the second approach, which does not deny that effect of measure is one of
the main factors in making the decision, but emphasises the purpose of the measure.

However, the question is still open: what factors are important in the determination of whether or
not a taking has taken place? The subjective assessment of all the relevant circumstances in every
case is to be accomplished.'® The careful considerations of arbitrations shows that the arbitral
tribunals take into account all the relevant circumstances by a fact based approach to decide
whether or not an indirect expropriation occurred.'® Such elements, which arbitral tribunals
consider are, inter alia, the disappointment of legitimate expectation caused by a governmental
action, reduction of the foreign private property value, contractual rights of the foreign investors
or rights established under legislation and whether the host state deprived the investor of essential
benefits for which the investment was made. As well as the weight of the effect of the state

measure. 1%

One of the important factors in the determination of whether or not a taking has occurred is
disappointment of legitimate expectation by the government’s measure.’®” Examination of the
arbitral cases indicates that if a governmental measure frustrates the legitimate expectation of the
foreign investor that is created on the basis of a reasonable reliance on the host government’s
undertakings, compensation for the affecting measure is required.'® Indeed, contractual

commitments with the host state that will not seek to exercise its administrative or legislative

1043, Paulson and Z. Douglas, (2004), supra note 61, 147.

105 Generation Ukraine Inc. V. Ukraine, ICSID Case No.ARB/00/9, Award of 16 September 2003, (2005)
44 1LM 404, para.20-29.

106 D, Gantz, “Contrasting Key Investment Provisions of the NAFTA with the United States-Chile FTA”,
in T. Weiler (ed.), Investment Law and Arbitration: Past Issues, Current Practice, Future Prospects (New
York, Transnational Publishers, 2004) 393.

107 ], Paulson & Z. Douglas, (2004), supra note 61, 158.

108 R, Dolzer, (2002), supra note 67, 78-9; Metalclad Corp. v. United Mexican States, ICSID Case No.ARB
AF/97/1, (2000), paras. 89, 99. This principle had taken by the arbitral tribunal in AMINOIL case, American
Independent Oil Company. (AMINOIL), v. Government of the State of Kuwait, (Award, 24 May 1982),
(1982) 21 ILM 976, 1034. The same reasoning for upholding this principle has taken by the Iran-US Claims
Tribunal in several cases, e.g. Amoco International Finance Corp. v. Iran, 15 Iran-US CLT. Rep. 189
(1987); Philips Petroleum Co. Iran v. Iran, 21 Iran-US CLT. Rep. 79 (1989).
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powers to terminate or alter the contractual arrangements constitute a legitimate expectation for

the investor.'®

The foreign investor makes the investment, takes the risk and brings technology into a project.
Therefore, where a government’s interference has a severe impact on the project, expropriation
has happened and compensation is required.*'° Protection of legitimate expectation is a useful test
in the determination of an indirect expropriation.'** In addition, other relevant factors like public
interest and circumstances must be taken into account.™2 Where the host state action breaches the
agreement and deprives the investor of essential benefits which under the contractual arrangement
were major reasons for the investment, it is tantamount to expropriation.'® Nevertheless, the

deprivation must affect a legitimate business.***

It is generally accepted by the arbitral tribunals and legal scholars that reduction of the investment
value, per se, will not give rise to payment of compensation.*™ All investments include risks and
not every problem experienced by the foreign investor can be regarded as an indirect
expropriation.'!® Indeed, the duty to compensate for every reduction “will render public
governance almost impossible as governments will be crippled by claims for compensation.”*’
It may limit the government’s right to regulate and make the state reluctant to make legitimate
regulations. Hence, a threshold of the state’s interference in the foreign investor’s property rights,
which can distinguish it from legitimate regulation of the economy, has to be recognised.**® The
weight of the effect of a state measure on the foreign investor and the duration of the measure are

the key factors in the determination of an indirect expropriation.**

The severity of the impact on the ability of the foreign investor to enjoy and use of the investment

and the legal status are important in specifying whether a regulatory action constitutes taking.*?

The degree of host state interference with the property has to be substantial and restrictive to be

109 T, Waelde, G. Ndi, (1996), supra note 27, 215.

10T, Waelde and A. Kolo, (2001), supra note 7, 844.

11 ], Paulson and Z. Douglas, (2004), supra note 61, 158.

112 gee, R. Dolzer, (2002) supra note 69, 78-9; J. Paulsson & Z. Douglas, (2004), supra note 61, 154-7.

113 Starrett Housing Corp. v. Iran, 16 Iran-US CLT. Rep. 112 (1987); The tribunal in spite of lack of a
formal decree of nationalisation has found that taking has resulted in deprivation of US investors of
fundamental property or contracts rights.

114 Marvin Feldman v. United Mexican States, Award, (16 December 2002), ICSID Case No. ARB
(AF)/99/1, available at http://italaw.com/sites/default/files/case-documents/ita0319.pdf, Paras 129-132.
115 R, Higgins, (1982), supra note 4, 278.

116 See, Marvin Feldman Arbitration, para 112.

17T, Waelde, and A. Kolo, (2001), supra note 7, 839.

118 3. Paulson and Z. Douglas, (2004), supra note 61, 147.

19 A, Elinger, (1992), supra note 40, 220; C. Wallace, (2002), supra note 2, 1019; B. Appleton, (2002),
supra note 1, 45.

120 R, Dolzer, (2002), supra note 69, 79.

151


http://italaw.com/sites/default/files/case-documents/ita0319.pdf

considered as a taking.'?! Substantial deprivation means that the foreign investor does not have

the ability to enjoy, use or dispose of the property as they would have done.??

4.4, Case Studies

4.4.1. Case Study (I): The Energy Charter Treaty Arbitration, Yukos v. Russia
As suggested earlier in this chapter, the significance of the ad hoc arbitration between Yukos and
Russia, which was decided according to the Energy Charter Treaty, makes it necessary for the

current chapter to examine the case in greater detail.
First, it was the largest award in the history of investor-State arbitration concerning expropriation.

Second, this case is proof of the law of expropriation’s (existing and dominant law) inability in
preserving the equilibrium and restoring contractual balance. The classical model in which the
government’s interference took place, could merely result in abrogation and deprivation of the
investor of its interests. It shows that the host state’s interference leads to a larger disruption and
deprivation of the oil company of reasonable interests. This case highlights the fact that was
discussed in chapter two, which is that adjustment of a damaged equilibrium cannot be achieved
in a fixed and strict model provided by the existing law.

Third, it highlights the significance of maintaining the contractual relationship and the way in
which the relational model tries to keep the contract alive and rebalances a damaged equilibrium,
i.e. adjustment. It shows that even an award of multi billion dollars cannot get the parties back to

the original contractual positions that they would have been in.

Fourth, the Yukos case is the manifestation of the failure of the classical approach by providing
the options of breach and compensation for protecting the parties’ interests. As explained in the
second chapter, the classical model can merely provide breach of the contract once the equilibrium

is disrupted. It does not allow the adjustment. The analysis of Yukos highlights that compensation

21pgpe & Talbot, Inc. V. Government of Canada, Interim Award, (26 June 2000), para 102, available at:
http://italaw.com/sites/default/files/case-documents/ita0674.pdf.

122 1 this respect ‘unreasonable interference’ standard is recognised by the Harvard Draft Convention on
the International Responsibility of States for Injuries to Aliens. Article 10 of the Convection provides: 3-
(a) “A taking of property includes not only an outright taking of property bust also any such unreasonable
interference with the use, enjoyment, or disposal of the property as to justify an interference that the owner
thereof will not be able to use, enjoy, or dispose of the property within a reasonable period of time after
inception of such interference”. Reprinted in L. Sohn & R. Baxter, “Responsibility of States for Injuries to
the Economic Interests of Aliens”, (1961) 55 AJIL 545, 553; Pope & Talbot Arbitration, para 102; The
Iran-US Claims Tribunal has reinforced the principal of “unreasonable interference” and held that such
events which unreasonably deprive the owner of fundamental ownership rights make up expropriation. See,
Tippetts, Abbett, McCarthy Stratton, v. TAMS-AFFA Consulting Engineers of Iran, 6 Iran-US CTR, (1984)
219, 225; (that the Tribunal wrote unreasonable interference test is sufficient to form expropriation.); G.
Aldrich, (1994), supra note 1, 589; For other cases upholding this standard, see generally, Ataollah Golpira
v. Islamic Republic of Iran, 2 Iran-US CLT. Rep. 171, 177; Foremost Tehran, Inc. v. Iran, 10 Iran-US CLT.
Rep. 228, 244; Pope & Talbot Arbitration, para 102; Marvin Feldman Arbitration, para 152.
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is not a reliable and adequate response for the protection of the parties’ interests, when the
equilibrium is disrupted. There are some uncertainties concerning the valuation and standards of
calculation of compensation by Tribunals under international law.*? There is controversy on the
method of valuation of compensation by arbitral Tribunals. In addition, the Tribunals do not
award compensations for all types of interferences that negatively affect the foreign investor’s
interests. For example, Yukos claimed $81 billion for compensation and $29 billion for interests,
the request was rejected by the tribunal. The tribunal in the judgment awarded only $1.87 billion

for compensation.*?*

Finally, even after more than ten years of legal dispute before the tribunal and spending millions
of dollars on legal fees and costs, the enforcement of an award of compensation against the state
and state entities is problematic. In light of the tribunal's finding that the attacks against Yukos
were for the sole benefit of the Russian state and the state-owned companies Rosneft and
Gazprom, the claimants may be tempted to seek to enforce against these two companies, which
are majority-owned by the Russian state and (while most of their assets are domestic) are also
known to hold significant assets in other jurisdictions. However, enforcing against Rosneft and
Gazprom will be very difficult. One major obstacle is likely to be in persuading the courts that
they should pierce the corporate veil and enforce against the companies' assets despite their

separate legal personality.'?® The Yukos case will be discussed below.

In Yukos v Russia®?®, the Tribunal held that whilst Russia did not explicitly expropriate Yukos, its
measures had an affect equivalent to expropriation. Yukos was a company established as a joint
stock company in 1993 and had operations in the petroleum industry. Yukos had three production
subsidiaries, Yuganskneftegaz (YNG), Samaraneftegaz, and Tomskneft. It was the largest

petroleum company in Russia and one of the world’s top ten petroleum companies in 2002. The

123 T, Waelde and B. Sabahi, “Compensation, Damages and Valuation”, in P. Muchlinski, (ed.), The Oxford
Handbook of International Investment Law, (Oxford, Oxford University Press, 2008) 1762; |. Marboe,
Calculation of Compensation and Damages in International Investment Law, (Oxford, Oxford University
Press, 2009) 17.

124 Yukos v. Russia, Application No. 14902/04, ECHR, 15 December 2014. In addition to the more famous
dispute under the Energy Charter Treaty (ECT) in Permanent Court of Arbitration in The Hague, on 23
April 2004 former Yukos management also filed claims under the Convention before the European Court
of Human Rights (the ECHR). In recent development and in the case before the ECHR, on 19 January 2017
Russian Constitutional Court came to the conclusion that the decision of the European Court of Human
Rights (ECHR) on compensation payment to Yukos violates the Russian Constitution and cannot be
enforced. Available at http://www.cisarbitration.com/2017/01/25.

125 1t is notable that The Hague District Court ruled on 20 April 2016 to reverse a PCA tribunal’s decision
against Russia to pay compensation to the former majority shareholders of Yukos Oil Company, which was
once the largest oil company in Russia. Available at http://www.italaw.com/cases/1175.

126 Yukos Universal Limited (Isle of Man) v. The Russian Federation, UNCITRAL, PCA Case No. AA 227,
Final Award of 18 July 2014.
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Russian government in July 2003, initiated a series of measures adversely affecting Claimants’

investments in Yukos, resulting in Yukos being declared bankrupt in August 2006.?’

In November 2007, Yukos’ assets were nationalised and two Russian State-owned companies,
Rosneft and Gazprom acquired the remaining assets.’”® Amongst the governmental measures
which allegedly violated the ECT provisions were the criminal prosecution of the company and
its management. In July 2003, a series of criminal investigations were initiated by the Russian
government, and it was argued on behalf of Yukos that all of these actions amounted to
harassment and intimidation, that they ‘severely hampered’ the functioning of Yukos as a

129

business.** It also made up the main motive for nationalisation of Yukos’ assets.

Between July and October 2003, three key Yukos officers were arrested. Mr. Mikhail
Khodorkovsky, CEO of Yukos and supporter of Russian opposition parties, Mr. Platon Lebedev,
Director of the claimants Yukos Universal and Hulley, and Mr. Vasily Shakhovsky, President of
Yukos-Moscow were charged of crimes of fraud, embezzlement, forgery, and tax evasion.** As

a result of these arrests, other high-ranking Yukos executives fled Russia.

According to Russia, the claimants were “part of a criminal enterprise engaging in a number of
illegal activities, including, tax evasion, tax fraud, and schemes to avoid enforcement of tax liens”.
Also, they had participated in “an illegal tax scheme designed to misuse special low-tax zones in
Russia and they were aware of the illegality of the tax fraud scheme”.**!

According to the claimants, the respondent had imposed fines and asset freezes, VAT charges,
and tax reassessment against Yukos. In addition, the Russian government annulled the merger of
Yukos with Russian oil company Sibneft, threatened to revoke the licenses and forced Yukos to
sell YNG, the most important production subsidiary.**? The claimants argued that the harassment
of Yukos’ executives and these measures taken by Russia breached Article 10 (fair and equitable
requirement) and resulted in an expropriation of the claimants’ investment in Yukos in violation
of Article 13(1) of the ECT.**

127Yukos Universal Limited (Isle of Man) v. The Russian Federation, UNCITRAL, PCA Case No. AA 227,
Interim Award on Jurisdiction and Admissibility, 30 November 2009, paras 35-46.

128 1hid.

129 |bid, para 51.

130 |bid, paras 48,49.

131 |bid, para 52.

132 |bid, paras 56-68.

133 Yukos v Russia, supra note 126, Final Award, paras 62-70.
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In terms of expropriation, the claimants alleged that the Russian Federation failed to satisfy any
of the four requirements set out in Article 13(1) ECT.* The expropriation was not in the public
interest, it was discriminatory, and it was carried out without due process of law and not
accompanied by the payment of compensation. They also added that the only plausible
explanation for the Russian government was “the twin desire of dismantling the Company and
transferring its assets to the State and the removal of Mr. Khodorkovsky as a potential political
opponent. The result of those actions was a complete and total deprivation of the Claimants’
investment therein”.**> Moreover, the claimants argued that Russia was not able to deny the total
deprivation of the claimants’ investment and the transfer of title of Yukos’ property. “The
respondent disaggregates its actions and argues that, when taken in isolation, each of them was,
under Russian law a proper response to Yukos’ alleged conduct. While, in fact, many of those
actions amounted to a gross distortion or abuse of Russian law, lawfulness under domestic law is
not, in any event, the proper inquiry under Article 13(1) ECT. Under the applicable international
law standards, the actions of the Russian Federation, in their totality, constitute an expropriation

of the Claimants’ investments in breach of Article 13(1) ECT for which compensation is due”.*

The Tribunal upheld the claimant’s view that Russia’s taxation measures aimed at bankrupting
Yukos, were not taken in good faith. The Tribunal held that “the ECT can only apply to bona fide
taxation actions, i.e., actions that are motivated for the purpose of raising general revenue for the
State. By contrast, actions that are taken only ‘under the guise’ of taxation but in reality to achieve
an entirely unrelated purpose - (such as the destruction of a company or the elimination of a

political opponent cannot qualify for exemption from the protection standards of the ECT”.**’

Furthermore, the Tribunal examined the claimants’ reasonable expectations and held that the
claimants should have expected that their tax avoidance operations might risk adverse reaction
from Russian authorities. However, the claimants could not have been expected to foresee
extreme actions such as tax reassessment, arrest, the forced sale of YNG, and fines. The Tribunal
concluded that “the primary objective of the Russian Federation was not to collect taxes but rather

to bankrupt Yukos and appropriate its valuable assets”.**® The Tribunal found that Russia had not

134 Article 13(1) requires that “Investment of Investors of a Contracting Party in the Area of any other
Contracting Party shall not be nationalised, expropriated or subjected to a measure or measures having
effect equivalent to nationalisation or expropriation (hereinafter referred to as “Expropriation”) except
where such Expropriation is: (a) for a purpose which is in the public interest; (b) not discriminatory; (c)
carried out under due process of law; and (d) accompanied by the payment of prompt, adequate, and
effective compensation.”

135 Yukos v Russia, supra note 126, Final Award, paras 67-70.

136 |bid, para 70.

137 |bid, paras 1430-1431.

138 |bid, paras 1578-1579.
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explicitly expropriated Yukos or the holdings of its shareholders, but the measures that had been

taken as to Yukos had an effect of “equivalent to nationalisation or expropriation”.**

The Tribunal then discussed the basic requirements of a lawful expropriation under Article 13(1)
of the ECT. In relation to the public interest condition, the Tribunal did not find that expropriation
of Yukos was in the public interest. The Tribunal held that the issue whether “the destruction of
Russia’s leading oil company and largest taxpayer” was in the public interest is questionable.**
The Tribunal added “it was in the interest of the largest State-owned oil company, Rosneft, which

took over the principal assets of Yukos virtually cost-free”.**

With regard to the requirement of non-discriminatory treatment, the Tribunal considered that
Yukos’s treatment, compared to the treatment of other Russian oil companies which also
benefited from low-tax jurisdictions might have been discriminatory.*? As to due process of law
condition, the Tribunal did not accept that expropriation of Yukos was “carried out under due
process of law” due to the harsh treatment accorded to executives and counsel of Yukos.'*® The
Tribunal concluded that “Russian courts bent to the will of Russian executive authorities to
bankrupt Yukos, assign its assets to a State-controlled company, and incarcerate a man who gave

signs of becoming a political competitor”.**

The Tribunal then examined the requirement of payment of compensation. The Tribunal held that
expropriation of Yukos was not “accompanied by the payment of prompt, adequate and effective
compensation” or, in fact, any compensation at all. The Tribunal concluded that “in order for the
Russian Federation to be found in breach of its treaty obligations under Article 13 of the ECT, the

foregoing violations of the conditions of Article 13 more than suffice”.**°

The Tribunal established the liability of the respondent and held that claimants were entitled to
compensation for expropriation. The Tribunal then looked at this issue whether and to what extent
the compensation should be reduced as a result of the claimants’ wrongdoings according to the
legal principle of contributory fault.*® The Tribunal found that the claimants’ abuse of low-tax

jurisdictions had contributed to the prejudice they suffered and it should reduce the amount of

139 |bid, para 1580.
140 |bid, para 1581.
141 1bid, para 1581.
142 |bid, para 1582.
143 |bid, para 1583.
144 |bid, para 1583.
145 |bid, para 1584.
146 |bid, para 1594.
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damages in the award. The Tribunal concluded that as a result of the claimants’ contributory fault,

a 25 percent of damages should be reduced in the award.*’

Finally, the Tribunal awarded that the claimants were entitled to the values of their shares, the
value of the dividends that would have been paid to Yukos’ shareholders and interest on the value
of the shares and dividends. Given the claimants contributed to the extent of 25 percent to the
prejudice they suffered by the Russian Federation, the amount of damages to be paid to the

claimants was more than fifty billion dollars.'*®

4.4.2. Case Studies (11): The NAFTA Tribunal’s Cases

The controversy over the meaning of expropriation is projected into the modern investment
treaties. Almost all of the investment treaties contain provisions on ‘direct and indirect
expropriation’ or ‘measures tantamount’, ‘similar to expropriation’ or a variety of such terms.#
The North American Free Trade Agreement, (NAFTA) in Article 1110 stated “No party may
directly or indirectly nationalise or expropriate an investment of an investor of another party in
its territory or take a measure tantamount to nationalisation or expropriation of such an investment
("expropriation™), except:(a) for a public purpose; (b) on a non-discriminatory basis; (c) in
accordance with due process of law and Article 1105(1) (which is “treatment in accordance with
international law, including fair and equitable treatment and full protection and security”); and
(d) on payment of compensation.”**

Most of the bilateral investment treaties (BITs) have taken nearly the same definition for
expropriation.® Under international law and provisions of the NAFTA, expropriation with the

existence of certain conditions is permitted. >,

The analysis of the NAFTA provision concerning expropriation shows that whenever the property
is taken, compensation must be paid for both direct and indirect expropriation.**® In accordance

with the NAFTA’s text, this requirement will be applied regardless of the method of taking or the

147 |bid, para 1637

148 |bid, paras 1813-1827.

149 R. Dolzer, M. Stevens, (1995), supra note 71, 99-101; A. Lowenfeld, (2003), supra note 17, 476; The
reason for incorporating terms “direct or indirect’ expropriation, ‘tantamount or similar to’ expropriation
is to cover the so called ‘creeping expropriation’.

10 Article 1110, the North American Free Trade Agreement, (NAFTA), 17 December 1992, (1993) 32 ILM
289.

151 D. M. Price, (2001), supra note 57, 471.

152 Taking of property is for public purpose, non-discriminatory and with the payment of compensation.
153 B, Appleton, (2002), supra note 1, 42. For the analysis of those treaties containing terms ‘tantamount to
expropriation’ and discussion of treaties and international customary international law, see, I. Brownlie,
(2003), supra note 31, 6-12; R. Dolzer, “New Foundations of the Law of Expropriation of Alien Property”
(1981) 75 AJIL 553, 557-72; R. Dolzer, & M. Stevens, (1995), supra note 71, 102.
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reason behind a taking. It also covers regulatory measures.'>* Nevertheless, as mentioned earlier,
the degree of state interference must be substantial. The NAFTA tribunals have examined several
claims in relation to the host government measures, which were alleged to be expropriation. For

a better understanding, this section will discuss them below.

Pope and Talbot, Inc. v. Government of Canada,™®

examined the meaning of expropriation. The
facts of this case were discussed earlier and now the tribunal’s discussion will be addressed. The
tribunal noted that under the NAFTA provisions, the term of ‘expropriation” means both direct
and indirect expropriation. It also concluded that Article 1110 involves non-discriminatory
regulation as to the exercise of government’s police power.*® The tribunal held that “regulations
can indeed be characterised in a way that would constitute creeping expropriation. Indeed, much
creeping expropriation could be conducted by regulation...”**" The tribunal found that there must
be a substantial deprivation to regard the state act as a compensable expropriation.**® In addition,
the tribunal added that the foreign investor’s access to the US softwood lumber market has made
up the property rights, which were protected by the NAFTA. The tribunal reached the conclusion
that Canada’s temporary imposition of its quota regime did not qualify as ‘substantial

deprivation”.**°

In another case, Feldman v. Mexico, '

the claimant alleged that Mexico’s decision not to provide
rebates of taxes paid by the investor for the cigarette exports from Mexico formed a creeping
expropriation. The tribunal found that the legal arguments against a finding of expropriation were
more persuasive.'®® The tribunal added that Mexico had a long lasting tax policy against the
operation of such businesses.’® The tribunal concluded that “not all government regulatory
activity that makes it difficult or impossible for an investor to carry out a particular business,
change in the law or change in the application of existing laws that makes it uneconomical to

continue a particular business, is an expropriation under Article 1110.”63

15 T, Weiler, NAFTA Investment Law and Arbitration: Past Issues, Current Practice, Future Prospects
(New York, Transnational Publishers, 2004) 125-6.

155 Pope & Talbot, Inc. V. Government of Canada, Interim Award, (26 June 2000), available at:
http://italaw.com/sites/default/files/case-documents/ita0674.pdf.

1%6 |bid, para. 96.

157 Ibid, para. 99.

1%8 |bid, para. 102.

159 |bid, para. 102.

160 Marvin Feldman v. United Mexican States, Award, (16 December 2002), ICSID Case No. ARB
(AF)/99/1, available at http://italaw.com/sites/default/files/case-documents/ita0319.pdf

161 |bid, paras.110,111.

162 |bid, para. 115.

163 |bid, para. 112.
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In the S.D. Myers arbitration,®*

the tribunal found that an alleged wrongful export ban by the
Canadian government on the export of hazardous waste generated in Canada to export to the US
was not an environmentally related action but rather to protect the disposal industry of Canada
from US competition.*® The tribunal agreed with the claimant’s contention of failure to accord
fair and equitable treatment, but refused the expropriation allegation. It noted that an expropriation
usually amounts to a lasting removal of the owner’s ability to make use of economic rights and
deprivation that amounts to expropriation might be even temporary or partial.*®® The border
closure was temporary but the measure does not constitute an expropriation under Article 1110.¢’
In another NAFTA’s arbitration, Metalclad case,'®® the tribunal found that deprivation was
substantial and stated that the deprivation of the foreign investor from operating its waste
recycling facility after it had been built and the business project was fully approved by the
government was a measure tantamount to expropriation in violation of Article 1110.'%° The
tribunal held this view that the host state action was deprivation of investment and had constituted

expropriation.

The examination of the above arbitrations demonstrate that expropriation is made up by
deprivation of the foreign investor and not by the gain for the host government.*”® Therefore,
where the host government action brings about destruction of the property, even if the state does
not acquire the property in question, it will constitute expropriation. This is in line with the
findings of chapter two about the OBM and the disruption of equilibrium. Whenever the parties
do not gain the expected benefits or lose their interests in a relationship it will disrupt the
contractual equilibrium. Nowhere in investment treaties is a regulatory measure excluded from
the provisions of investment protection. Moreover, taking a regulatory measure will not justify
breach of investment treaties. Whenever a regulatory activity has an adverse impact on the value
of an investment it will not generally constitute expropriation. Although, it may result in state
liability for the breach of other provisions such as, fair and equitable treatment and national

treatment.

164 5.D. Myers, Inc. v. Government of Canada, Partial Award, (13 November 2000), available at
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165 |bid, paras. 194-5.

166 |bid, para. 283.

167 |bid, paras. 283-4.

168 Metalclad Corp. v. United Mexican States, ICSID Case No.ARB (AF)/97/1, 30 August 2000).

169 |bid, paras. 103-4.

170 A, Lowenfeld, (2003), supra note 17, 478.

159


http://italaw.com/sites/default/files/case-documents/ita0747.pdf

4.4.3. Case Studies (111): The Iran-US Claims Tribunal’s Cases

Almost all international petroleum arbitrations that have discussed indirect expropriation were
relevant to Iran’s nationalisation of the petroleum industry.!™ In this section indirect
expropriation and petroleum arbitral awards will be discussed. In this respect determination of the
date of the taking in international petroleum arbitrations is crucial. Although there is a date for
formal taking but the date for indirect expropriations is earlier than the date of issuance of a formal
decree. The value of the investment might fluctuate over the time and it may affect the amount of
compensation. In addition, the date of indirect expropriation is important for the exchange rate of

currency and the date from which interests shall be assessed for the award."

In Amoco v. Iran,*”® Amoco and National Petrochemical Company of Iran (NPC) concluded the
‘Khemco agreement’. They agreed to establish a joint venture on a fifty-fifty capital, (Khemco).
The purpose of Khemco was to install and operate a natural gas production plant on an Iranian
Island (Kharg) in the Persian Gulf. Civil unrest in Iran and the events of the Iranian revolution
hampered petroleum production in late 1978. Amoco removed its expatriate personnel from Iran
in late 1978. In May 1979, Amoco was informed by Iranian officials that foreign employees could
not return back and NPC was ready to purchase Amoco’s share in the joint venture. The managing
director of the JV informed the claimant that all sales of the petroleum products must be made by
the National Iranian Oil Company (NIOC) and NPC. The Iranian minister of petroleum then

informed Amoco that the Khemco agreement was nullified by the Special Commission in 1980.

The claimant alleged that its shares in Khemco were expropriated and the date of 1 August 1979
should be regarded as the date of expropriation. The tribunal observed that Amoco’s rights and
interests including its shares in Khemco were expropriated through a process starting in April
1979 and had been completed by the decision of the Special Commission on 24 December
1980.*"* The tribunal also noted that the value of the claimant’s interests shall be calculated since
31 July 1979. Judge Aldrich stated that by making this date as the date of valuation, the tribunal
implicitly accepted this date as effective the date of taking. Hence, it was justified that Amoco
was deprived of its property rights under the Khemco agreement.*”® The tribunal refused the
allegation that expropriation due to the absence of compensation provisions before the enactment

of Single Article Act was unlawful.'’® The tribunal by acceptance of the taking date after

171 A Mouri, (1994), supra note 5, 35-36; A. Lowenfeld, (2003), supra note 17, 471; M. Sornarajah, (2004),
supra note 33, 280-300.

172 C, Brower and J. Brueschke, (1998), supra note 5, 379.

17315 Iran-US CLT. Rep.189, 220, Award No. 310-56-3, (14 July 1987).

174 1bid, paras. 182, 184.

175 G, Aldrich, (1994), supra note 1, 595.

176 15 Iran-US CTL Rep. 189, 290, Concurring Opinion of Judge Brower in Amoco International Finance
Corporation v. Iran, Award No. 310-56-3, (14 July 1987).
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legislation of Single Article Act (8 January 1980), considered the Act as a legal requirement for
177

the payment of compensation which is essential for a lawful taking.
Another petroleum arbitration that addressed indirect expropriation is Philips Petroleum Co. Iran,
v. Iran.'® The parties signed the Joint Structure Agreement (JSA) in 1965. It was concluded
between the National Iranian Oil Company (NIOC) as the “First Party” and Philips Petroleum
Company Iran and a number of companies collectively referred to as the “Second Party”. The
object of the JSA was exploration and exploitation of the petroleum resources of an offshore area
in the Persian Gulf. Under Articles 5 and 6 of the JSA, the parties had established a joint stock
operating company, namely, Iranian Marine International Oil Company (IMINCO), to carry out
all operations under the JSA. The JSA in Article 6 provided that each party would have half of
the stock of IMINCO and the right to appoint half of the board of directors. The second party and
NIOC had the right of the oil lifted from IMINCO’s field. IMINCO ceased the production in
December 1978 due to the events subsequent to the revolution and workers strikes on Lavan
Island that had prevented loading of oil on tankers. When in March 1979 production started, the
claimant was not permitted to lift its share of IMINCO. Further, NIOC in violation of the JSA on
11 August 1979 unilaterally removed the general manager of IMINCO and replaced him by a
committee to execute the affairs of the affiliated companies.*” In addition, a sub-committee had
been formed to deal with the involved companies in the JSA to terminate the existing contracts
with the Second Party and to negotiate new contracts with the Second Party.*®° Shortly after, in
September 1979, NIOC informed the claimant that the JSA “should be regarded as terminated
because events had overtaken it.”*®! On 11 August 1980, the claimant had been informed that the
Special Committee declared the JSA null and void.'® In determination of whether an
expropriation had taken place the tribunal wrote, “expropriation by or attributable to the state of
the property of an alien gives rise under international law to liabilities for compensation, and this
is whether the expropriation is formal or de facto.”*®® The tribunal held that Iran’s actions were

consistent with the nationalisation policy of the petroleum industry.

Moreover, the tribunal argued that the effect of measures on the investor determines whether an
expropriation has occurred. Therefore, expropriation does not need to be intentional to bring about

the state liability. The tribunal found that Philips by a series of concrete actions had been deprived

7 1hid, 290.

178 21 Iran-US. CTL. Rep. 79.
179 |bid, 95.

180 |bid, 96.

181 |bid, 96.

182 |bid, 97.

183 |hid, 106.
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of its property.*® The tribunal also cited the Tippetts award to underpin its reasoning that the host

state’s control may amount to expropriation under international law:

“Such a conclusion is warranted whenever events demonstrate that the owner was deprived of
fundamental rights of ownership and it appears that this deprivation is not merely ephemeral a
taking will found.”*%

The above analysis has established that the tribunal had to deal with two main issues in relation
to taking. The first was when the claimant was deprived of property rights and whether a
compensable taking had taken place or not. The second was determination of the date of taking.
In determination of whether a taking has occurred, the tribunal had to specify whether the parties
had mutually agreed to terminate the contract or whether Iran had taken the property rights. The
tribunal determined the date of taking when the reasonable prospect of returning to the contractual

arrangements might not be seen. The tribunal awarded compensation.

In another case, Mobil Oil Iran, Inc. v. Iran,™ the claimants were members of the group of oil
companies, “The Consortium” which worked on behalf of the National Iranian Oil Company
(NIOC) on the onshore Iranian oil industry. The claimants under the Sale and Purchase Agreement
1973 (SPA) had purchased crude oil from NIOC. Thereafter the revolution, NIOC on 10 March
1979 sent a letter to the consortium expressing that the NIOC considered the SPA inoperative and
that expatriate personnel would be replaced. The NIOC would treat the consortium members as
“prime customers”.*® In March 1979, the consortium responded to NIOC by sending a letter
stating that the consortium wanted to “meet NIOC to reach an agreement in respect to the
termination of the 1973 SPA and related arrangements”.'®® The consortium added “the new
government would deal with repayment of Members’ investment and advances and settlement of
any claims of either party. Pending agreement, which we anticipate would be reached quickly,
members must, of course, reserve all their rights and cannot accept the points made in the first

paragraph of your letter of 10" March.”*%

The parties initiated negotiation but the process was suspended in November 1979. The Special
Commission on 5 September 1981 repudiated the SPA and declared it void. Mobil Oil alleged
that Iran had expropriated the claimant’s contractual rights established under the SPA. Further,
the claimant invoked the letter of 10 March 1979 by NIOC for taking. However, the tribunal

184 1bid, 115-116.

185 1hid, 115.

18 16 Iran-US CTR. Rep. 3, Award No. 311-74/76/150-3, (14 July 1987).
187 1bid, 40.

188 1bid, 41.

189 1bid, 41.
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observed that both parties in March 1979 had mutually agreed not to revive the agreement and to
start negotiation for formal termination of the agreement and settle the related issues about the
termination. Accordingly, the tribunal found that the letter dated 10 March 1979 did not constitute
expropriation and rejected the claimant’s allegations.'*® Moreover, the tribunal concluded that the
agreement to terminate was not unconditional. Both parties reached this agreement based on the
fact that they would reconcile interests by negotiation. The tribunal added that the consortium
was contractually entitled to compensation for losses that they could have expected to recover

subsequent to the negotiation with N1OC.**

In Sedco Inc. v. National Iranian Oil Company (NIOC), %2 the claimant an American drilling
contractor (Sedco), owned 50% share of the Iranian Drilling Company, (Sediran) and had
controlled its operation in Iran. The claimant contended that its shares in the Sediran Company
were taken by a creeping expropriation. Iran promulgated the law of the Protection and
Development of Iranian Industries in 1980. According to Article 1, Clause C, nationalisation of
factories and companies that received substantial loans from the government and their debts
exceed their net assets was permitted. On 2 August 1980, Iran by the application of Clause C of
the law for the Protection and Development of Iranian Industries, transferred shares of Sedco in
Sediran to the government. Iran argued “the application of Clause C cannot be regarded as a
taking because Sediran was an Iranian legal entity with nothing but large amounts of debt and
that Clause C is somehow to be assimilated to a law that is enacted to cover Iranian companies in
state of bankruptcy.”**® Additionally, Iran in November 1979 appointed three provisional
directors to Sediran original administration. The claimant asserted that the actual taking of shares

was earlier than the date of promulgation of this law.

The respondent argued that there was no liability for transfer of shares further to the enactment
of Article 1, Clause C. Nevertheless, the tribunal did not accept this argument.*** In addition, the
tribunal wrote that “during the summer and early fall of 1979 Sedco was denied access to Sediran
funds and deprived of its liability to participate in the management and control of Sediran,
circumstances potentially evidencing a taking.”*® Nevertheless, the tribunal had taken into
account the other factors in finding expropriation.®® The tribunal found that the appointment of
a manager was a significant indication of expropriation because the owner was deprived of its

right to manage the enterprise. The tribunal added that the appointment of temporary managers

190 Mobile Qil Iran, Inc. v. Iran, 16 Iran-US CTL. Rep. 3, 43-45.
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and in consequence taking the control constituted outright taking of title and therefore the date of
appointment was the date of taking.'®” Furthermore, the tribunal held that the choice of the date
of appointment of managers as the date of taking was because there were no prospects for Sedco
to return to control Sediran and since that date, the government of Iran became “the chief architect

of Sediran fortunes™.*%

To sum up, it seems where the appointment of temporary managers gives rise to deprivation of
participation rights in the central and management of the company and denial of access to funds
of the company, then this will result in expropriation. The arbitral tribunals examine affecting

measures of shareholder’s rights, such as right to participate in the management process.

I examined the law of expropriation through a diagnostic study to identify the main weaknesses
of the law of expropriation and the problems caused by interference with the investment, leading
to the disruption of the equilibrium. I established through the discussion of many international
arbitrations that the current law of expropriation has serious problems in re-balancing the
equilibrium when an intervention occurs. The discussion in this chapter showed that the only
solution that, the law tries to offer for a damaged contractual equilibrium is ending the contract
and providing compensation. It could not adjust the contract and maintain it over a relationship
that was intended to be long-term. The law of expropriation by providing compensation only deals
with the consequences of ending the contract and does nothing to restore the contractual

equilibrium.

In the following chapters, | will discuss the contractual mechanism that is recognised by
international tribunals, legal scholars and practitioners in the industry. This mechanism is used

for the minimisation of investment disputes in the energy industry.

4.5. Inadequacy of the Existing Law of Expropriation in Protecting the Parties’ Interests

4.5.1. The Role of Obsolescing Bargain and Return

Uncertainty over the security of property rights is the essence of political risk.’*® An important
concern for all foreign investors is the taking over of their property rights by host governments.
International oil companies always calculate the risk of expropriation. An investment can be a
bargain between the oil company and the host state at the time of contracting in respect of

expected interests. Nevertheless, sovereign states in the face of change of surrounding

197 Ibid, 278.
198 |hid, 277-8.
199 N. Rubins, and N. Kinsella, (2005), supra note 75, 1-29.
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in international investment arbitration. The arbitrators often have appeared to reach varying
results from their calculations.?® The choice of different valuation methods may result in
divergent numbers. Even if the same method is used, the experts representing each of the party
would inevitably come to very different conclusions. It means that the claimant provides an
estimate that is very optimistic in terms of the investment’s earnings, whilst the respondent
provides a number that undervalues the property. Thus, the tribunal may end up choosing an

arbitrary number in the middle of the two numbers.

With regards to interest rates the issue is that it is difficult to determine what would be a fair
interest rate to award the investor, since the Chorzow Factory doctrine would require the Tribunal
to speculate what the investor would have done with the investment had it not been expropriated.
Therefore, it would be hard for the Tribunal to make a determination if both sides make a
compelling case. Usually what ends up happening is that an arbitrary rate would be decided with
little or no reasoning.”®® Some scholars however, criticise the sufficiency of the reasoning

regarding valuation:

“Most tribunal awards are parsimonious in the economic detail which is presented.
Whatever financial data is offered by the tribunal has been filtered through a jurist’s prism
and typically is not amenable to economic analysis. The terminology is either too casual

or the pieces of the financial puzzle are too few.”**

As awards in investment arbitrations are often in the millions, interest can make a significant
difference and therefore should not be determined arbitrarily. In most cases, “valuation can be a
sophisticated exercise going beyond the expertise of the legal profession and frequently requires

242 1t would be

specialized knowledge and skills that lawyers generally do not possess.
problematic because if the arbitrators are not able to understand the financial reasoning behind a
party’s argument, they could not produce an award that is equitable and this would therefore either

over or under compensate the investor.?4

To sum up, the uncertainties involved in the determination of compensation in awards, as
previously stated, would result in inequitable results for foreign investors negatively affected by
the host state’s actions. Several or even a few unfair results could have devastating consequences
in relation to the foreign investor, foreign investment and for the host state in general. As
previously explained, the classical law and compensation that is the mere solution of this model

to a damaged equilibrium, are unable to protect contracting parties’ interests, and to guarantee

239 Wena Hotels v. Egypt, para 122.

240 For example, Siag v. Egypt, paras 596-98.
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Introduction

The law of expropriation represents one attempt to deal with the problem of the obsolescing
character of the contractual bargain in petroleum transactions. It accepts that the host government
has a lawful power to control international oil companies in its jurisdiction and that this provides
the host state devices and legal instruments to ensure the priority of its purposes and interests,
while there is conflict of interests between the foreign oil company and the government. It seeks
to redress this by imposing conditions that must be met for expropriation to be lawful, creating a
binding right to compensation on expropriation. A radically different approach is taken by
stabilisation clauses, which seek to protect the investment by reducing the host state’s ability to

interfere with the investor’s rights.® In the relationship between a sovereign state and a foreign

1 T. Waelde, and G. Ndi, “Stabilising International Investment Commitments: International Law Versus
Contract Interpretation”, (1996) 31 Tex. Int’l L. J. 216, 221; A. Al Faruque, “The Rationale and
Instrumentalities for Stability in Long-Term State Contracts: The Context For Petroleum Contracts”, (2006)
7 (1) The Journal of World Investment & Trade 85; P. Cameron, “Stabilisation in Investment Contracts and
Changes of Rules in Host Countries: Tools for Oil & Gas Investors”, AIPN Research Paper Final Report
2006; A. Maniruzzaman, “The Pursuit of Stability in International Energy Investment Contracts: A Critical
Appraisal of the Emerging Trends”, (2008) 1 (2) J. World Energy Law & Business 121, 156; P. Cameron,
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investor, the stabilisation clause is an attempt to remedy imbalances that may occur when an
investment was made by investors. International arbitral practice has shown that most of the cases
dealing with the question of stabilisation clauses were petroleum disputes.? The contracting
parties to international investment by stabilisation clauses agree to freeze the relevant laws of the
host state. Future changes in the legal and regulatory frameworks cannot therefore give rise to
alteration of the contractually established arrangement. It is stated that stabilisation may refer to
an attempt to avoid potential risk as to affecting the attractiveness of the project regime.® As can
be seen from the name of this clause, its role is to keep the contract stabilised and prevent changes.
The host government promises to the foreign investor that it will not exercise legislative and

administrative powers available to them to alter or terminate contractual arrangements.

However, the question of whether a stabilisation clause can guarantee the immutability of the
project regime and effectively fetter the hands of the host state from unilateral alteration or
abrogation of the contract remains open, and this is of crucial importance. Equally important is
the question of whether the law pertaining to stabilisation clauses takes adequate account of the
dynamic character of a petroleum contract, which as discussed in chapter two, makes it necessary
for any controlling framework to incorporate an element of flexibility. These questions are the
focus of this chapter.

This chapter aims to examine the question of the extent to which stabilisation clauses can protect
state contracts from legislative and administrative actions. Under these circumstances, such
actions that give rise to alteration can amount to unilateral termination of agreements. The present
chapter will discuss various types of stabilisation clauses. It will also examine scholarly opinion
and international petroleum arbitrations on the legal validity and efficacy of stabilisation clauses.
In addition, the legal value and effect of these clauses under the domestic and international law
will be addressed. The chapter will conclude by assessing whether, and the extent to which,

stabilisation clauses contribute to maintaining the stability of the contractual equilibrium.

5.1. Nature of Stabilisation Clauses

As discussed in previous chapters, due to the unique characteristics of petroleum contracts the
need for stability during the life of a project is significant. Therefore, stabilisation clauses are
utilised to guarantee contractual stability and to hinder host states interference. Such clauses are
included in numerous petroleum contracts to prevent the possibility of legislative or regulatory

changes. An important number of long-term international contracts by containing the stabilisation

International Energy Investment Law, The Pursuit of Stability, (Oxford, Oxford University Press, 2010)
59.

2T. Waelde, and G. Ndi, (1996), supra note 1, 222.

3 J. Coe, International Commercial Arbitration: American Principles and Practice in a Global Context,
(New York, Transnational Publishers Inc., 1997) 358.
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clause aim to prevent modification of contractual rights.* This technique guarantees that the host
state would not alter the contract to encourage international oil companies to invest and has been
used very often in concession contracts in the petroleum industry.® A leading scholar has defined
the stabilisation clause as “any clause contained in an agreement between a government and
foreign legal entity by which the government party undertakes neither to annul the agreement nor

to modify its terms either by legislation or by administrative measures”.®

Stabilisation clauses are aimed to guarantee that future changes of laws by the host state will not
result in an alteration of contractual terms. Such clauses freeze the law of the host state to preclude
alteration of the project regime. It is pointed out that such a clause is an attempt “to reach a
compromise between the sovereign prerogatives of the State involved and the legitimate quest of

the private party for stability of status consistent with sound business judgement”.’

The stabilisation clause is introduced to neutralise the power of the host state to affect contracts.®
It is asserted that “the foreign corporation stood at a disadvantage in any agreement it made with
the host state, as the host state had the legislative power to alter any event that took place within
its territory or to affect any contractual right or right to property that was located within its
territory. Such a power flowed from its sovereignty. It was in the interests of the international
corporation to neutralise this power”.® Such clauses are presumed to protect the foreign investor
from unilateral change of environmental, labour and other regulations, including, fiscal regime
and “to prevent the destruction of the contract itself before the contract expires”.*® Professor
Cameron has also offered a definition for such clauses in the field of petroleum which is “in the
context of an international energy contract, the term stabilisation applies to all of the mechanisms,
contractual or otherwise [legislative acts], which aim to preserve over the life of the contract the
benefit of specific economic and legal conditions which the parties considered to be appropriate

at the time they entered into the contract”.**

The Iran-US Claims Tribunal has addressed the stabilisation clause and held that it is “contract

language which freezes the provisions of a national system of law chosen as the law of the contract

4 E. Paasivirta, “Internationalisation and Stabilisation of Contracts Versus State Sovereignty”, (1989) 60
BYIL 315.

5 A. Redfern and M. Hunter, Law and Practice of International Commercial Arbitration, (2009); N. Terki,
“The Freezing of the Law Applicable to Long-Term International Contracts”, (1991) 6 Journal of
International Banking L. 43; N. Rawding, “Protecting Investment under State Contracts: Some Legal and
Ethical Issues”, (1995) 11 Arb. Int’l 347.

¢ 1. Brownlie, Principles of Public International Law, (Oxford, Oxford University Press, 2003) 526.

" G. Delaume, Transnational Contracts: Applicable Law and Settlement of Disputes: Law and Practice,
Booklet 8, July 1983, 39.

8 E. Paasivirta, (1989), supra note, 4, 315, 323.

° M. Sornarajah, The International Law on Foreign Investment, (Cambridge University Press, 2004) 407.
10 1bid, 407.

11 p, Cameron, (2010), supra note 1, 69.
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as of the date of the contract, in order to prevent the application to the contract of any future

alterations of this system”.*?

The Tribunal in AMINOIL arbitration recognised the stabilisation clause and its effect and held
that: “If the contract provided that it was made for a certain period, then it would follow
automatically that it could not be terminated unilaterally by either party during, or before the end
of, that period, except for reasons specifically provided for elsewhere in the contract. The
stabilisation clauses began to be introduced into concessionary contracts, particularly by
American Companies in view of their Latin-American experiences, and for the express purpose
of ensuring that concessions would run their full term, except where the case was one for which

the concession itself gave a right of earlier termination”.*®

5.1.1. Typology of Stabilisation Clauses

5.1.1.1. Traditional Stabilisation Clauses

There are four main types of stabilisation clauses in the international investment environment.**
The first type aims to freeze the fiscal regime and the other investment conditions alongside with
applicable law to the agreement.™ It requires that law applicable to the contract will not be
changed over the life of the business relationship.*® This type of stabilisation clause that is called
‘freezing’ or ‘stricto sensu’ clause provides that the law governing an agreement is the law at the
time of conclusion and excludes the contract from any future changes in laws of the host
government.'” The parties freeze the law governing the contract, by limiting it to the legislation
of the host state on the effective date of the contract. The second type of stabilisation clause which
is called “intangibility clause’ requires that the host state cannot unilaterally alter or abrogate the
agreement. It freezes the contract rather than the law. Article 33 of the Concession Agreement

between the Ruler of Abu Dhabi and Japanese Companies of 1967 contained a stabilisation clause

2 Amoco International Finance Corp. v. Iran, 15 Iran-US CTR. 189, 239 (1987).

13 Government of the State of Kuwait v. American Independent Oil Co. (AMINOIL), 21 ILM (1982) 976,
1052.

14 p, Cameron, (2010), supra note 1, 68-80; M. Coale, “Stabilisation Clauses in International Petroleum
Transactions”, (2002) 30 Denv. L. Int’l. L. & Pol’y 217, 223.

15T, Waelde, and G. Ndi, (1996), supra note 1, 260.

16 A, Faruque, “Validity and Efficacy of Stabilisation Clauses: Legal Protection vs. Functional Value”,
(2006) 23 (4) J. Int’l Arb. 317, 319.

17.C. Curtis, “The Legal Security of Economic Development Agreements”, (1988) 29 Harv. Int’l L. J. 317,
346; M. Coale, (2002), supra note 14, 223; For example, the Concession Agreement between Iran and the
Anglo Iranian Oil Company contained a stabilisation clause which reads as follows: “Concession shall not
be annulled by the Government and the terms therein contained shall not be altered either by general or
special legislation in the future, or by administrative measures or any other acts whatever of the executive
authorities”. Cited in E. Paasivirta, supra note 4, 324.
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in this type: “the mutual consent of the Ruler and the Companies shall be required to annul, or

modify, the provisions of this Agreement”.®

Another example is found in Article 18.2 of the Production Sharing Contract (1992) between the
government of Yemen and a foreign investor states that “Contractor shall be solely governed by
the provisions of this Agreement and the contract may be altered or amended only by the mutual

agreement of the Parties”.*®

Such a clause is intended to require mutual consent of the contracting parties for alteration of
contractual terms. Indeed, the first type of stabilisation clause is used to protect the foreign
investor against the host state’s legislative intervention by freezing the law applicable to the
agreement, but the second group of such clauses are intended to hinder unilateral change of the

agreement by host state’s power of public authority.?

The third category is called “hybrid clause” which contains both freezing and intangibility clause
elements. This is an effective clause because it precludes unilateral change and destabilisation of

the contract. The LIAMCO Concession Agreement contains this type of stabilisation clause:

“(1) The Government of Libya, the Commission and the appropriate provincial
authorities will take all steps necessary to ensure that the Company enjoys all the rights
conferred by this Concession. The contractual rights expressly created by this Concession
shall not be altered except by mutual consent of the parties.

(2) This Concession shall throughout the period of its validity be construed in accordance
with the Petroleum Law and Regulations in force on the date of execution of the
Agreement of Amendment by which this was incorporated into this Concession
Agreement. Any Amendment to or repeal of such Regulations shall not affect the

contractual rights of the Company without its consent”.?!

The fourth type of such clauses provide contractual performance consistent with “good faith”.??
This is grounded in contract theories that contracting parties should perform the contract in good

faith. As discussed earlier, the requirement of good will in such clause provides that the agreement

18 Cited in E. Paasivirta, supra note 4, 323.

19 Mayfair Production Sharing Agreement between the Ministry of Oil and Natural Resources and Yemen
Mayfair Petroleum Corporation, (Al Zaydiah, Block 22, Tihama Area), 29 July 1992; P. Cameron, (2010),
supra note 1, 68-80.

20 \W. Peter, Arbitration and Renegotiation of International Investment Agreements: Second Revised and
Enlarged Edition, (Kluwer Law International, 1995) 214; A. El Chiati, “Protection of Investment in the
Context of Petroleum Agreements”, RDC Course, 1987, IV, 115; P. Comeaux, and N. Kinsella, Protecting
Foreign Investment Under International Law: Legal Aspects of Political Risk, (Oceana Publications, 1997)
138.

2L LIAMCO v. Libya, 62 ILR 170.

22 C. Curtis, (1988), supra note 17, 346; M. Coale, (2002), supra note 17, 223.
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should not unilaterally be changed or abrogated by the host government. International law has
supported this requirement in the fulfilment of obligations.?® These four groups of stabilisation
clauses may be referred to as traditional types of stabilisation clauses. Their function is “to freeze
the law of the contracting state upon the date of signature and for the duration of the contract”?*

to neutralise the legislative and regulatory power of the host government.

5.1.1.2. Modern Stabilisation Clauses

However, the modern stabilisation clauses are intended to provide contractual stability without
challenging the sovereign power of the host government. The first category is called ‘allocation
of burden’ clause and provides that in the event of any changes in the legal framework of the
investment contract, the clause shifts the burden of change in the fiscal regime to the state
company contracting with the foreign oil company. It will transfer the additional burden on the
foreign oil company to the government if there are changes to the laws. For instance, the

Production Sharing Agreement of Kurdistan Regional Government (KRG) contains:

“The GOVERNMENT shall indemnify each CONTRACTOR entity upon demand against any
liability to pay any taxes, duties, levies, charges, impositions or withholdings assessed or imposed
upon such entity which relate to any of the exemptions granted by the GOVERNMENT under
this Article 31.1”.%

Another example is found in Article 36 of an Algerian Contract, which stated that “In the event
of changes in the Algerian laws made after this Contract is signed, which result in a substantial
reduction of the rights or increase in the obligations of one or the other Party, Sonatrch (the NOC)
and Partner (the investor) will negotiate amendments to re-establish the same rights as those

agreed on the date the Contract was signed”.?®

The second type is ‘Rebalancing’ clauses, which aim at maintaining the economic balance by
virtue of a renegotiation mechanism.?’” They provide that “if the host state adopts a measure
subsequent to the conclusion of the contract (a triggering event) that is likely to have damaging
consequences to the economic benefits of the original bargain for one or both of the parties, a re-
balancing has to take place”.? Indeed, if the economics of the project were adversely affected by

the host state then the contractual terms would be re-adjusted to maintain the foreign investor in

23 Vienna Convention on the Law of Treaties, (1969), reprinted in (1969) 8 ILM 679, 690.

2 H, Al Khalifa, “Negotiating and Arbitrating Against Government Entities”, (2003) 19 (5) Const. L. J.,
258, 264.

%5 Cited in P. Cameron, (2010), supra note 1, 80.

% ibid, 80.

27 T. Waelde, and G. Ndi, (1996), supra note 1, 266.

28 Cited in P. Cameron, (2010), supra note 1, 74-75.
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the same financial position.?® For example, the Model Production Sharing Agreement of KRG

contains:

“43.2. The obligations of the CONTRACTOR resulting from this Contract shall not be
aggravated by the GOVERNMENT and the general and overall equilibrium between the
Parties under this Contract shall not be affected in a substantial and lasting manner.
43.3. The GOVERNMENT guarantees to the CONTRACTOR, for the entire duration of
this Contract, that it will maintain the stability of the fiscal and economic conditions of
this Contract, as they result from this Contract and as they result from the laws and
regulations in force on the date of signature of this Contract. The CONTRACOR has
entered into this Contract on the basis of the legal, fiscal and economic framework
prevailing at the Effective Date. If, at any time after the Effective Date, there is any
change in the legal, fiscal and/or economic framework under the Kurdistan Region Law
or other Law applicable in the Kurdistan Region which detrimentally affects the
CONTRACTOR, the terms and conditions of the Contract shall be altered so as to restore
the CONTRACTOR to the same overall economic position as that which
CONTRACTOR would have been in, had no such change in the legal, fiscal and/or
economic framework occurred.

43.4. If the CONTRACTOR believes that its economic position has been detrimentally
affected as provided in article 43.3, upon the CONTRACTOR’s written request, the
Parties shall meet to agree on any necessary measures or making any appropriate
amendments to the terms of this Contract with a view to re-establishing the economic
equilibrium between the Parties and restoring the CONTRACTOR to the position it was
in prior to the occurrence of the change having such a detrimental effect. Should the
Parties be unable to agree on the merit of amending this Contract and/or any amendments
to be made to this Contract within ninety (90) days of CONTRACTOR’s request (or such
other period as may be agreed by the Parties), the CONTRACTOR may refer the matter
in dispute to arbitration as provided in article 42.1.

43.5. Without prejudice to the generality of the foregoing, the CONTRACTOR shall be
entitled to request the benefit of any future changes to the petroleum legislation or any

other legislation complementing, amending or replacing it.”*°

Such clauses are presumed to protect the original contractual balance by a renegotiation
mechanism. This will be analysed in the following chapter. The term stabilisation clause for the

purpose of this study includes all types of stabilisation clauses, namely, traditional and modern

29 D. Bishop, “International Arbitration of Petroleum Disputes: The Development of a Lex Petrolea”, (1998)
23 YCA, 1131, 1161.
%0 Cited in P. Cameron, (2010), supra note 1, 75-76.
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types of stabilisation clauses. The re-balancing clauses that are presumed to restore economic
balance between the parties are kind of renegotiation clauses and will be examined in the

following chapters.

Furthermore, stabilisation clauses may be drafted in various ways. Such clauses may provide that
applicable law to the agreement is the law of the host government at the time of concluding the
contract and therefore future changes in laws and regulations are not applicable to it.3* For
example, Article 17 of AMINOIL Concession Agreement 1948 provides that “The Sheikh shall
not by general or special legislation or by administrative measures or by any other acts whatever
annul this Agreement except as provided in Article 11. No alteration shall be made in the terms
of this Agreement by either the Sheikh or the Company except in the event of Shaikh and the
Company jointly agreeing that it is desirable in the interest of both parties to make certain

alterations, deletions or additions to this Agreement”.

This clause prohibits future enactment that may modify contractual terms of the agreement, which

have been made by mutual agreement.*®

Stabilisation clauses may generally address externalities,
which can affect the contract.® They may also specifically deal with stability of labour legislation,
fiscal regime in the host state and customs regimes.* Modern stabilisation clauses provide that if
governmental action adversely affects the economics of the project, then the contract would be
re-adjusted to maintain the company in the same financial position.*® Whilst traditional
stabilisation clauses aimed at freezing governing law and the fiscal regime of the contract, modern
stabilisation clauses attempt to deal with the accommodation of change and compensation
payments where governmental action is detrimental to an international oil company.®” In addition
to stabilisation clauses international investment contracts usually contain renegotiation clauses

with the aim to renegotiate certain terms, such as those affected by governmental actions,

SLW. Peter, (1995), supra note 20, 217.

32 The Government of the State of Kuwait v. The American Independent Oil Company (AMINOIL), Award
of 24 May 1982, (1982) 21 ILM 976, 1004.

33 p, Bernardini, “Development Agreements with States” in R. Pritchard (ed.), Economic Development,
Foreign Investment and Law: Issues of Private Sector Involvement, Foreign Investment and the Rule of
Law in a New Era, (London, Kluwer Law International 1996) 161, 170.

3 N. Nassar, Sanctity of Contracts Revisited: A Study in the Theory and Practice of Long-Term Commercial
Transactions (Dordrecht; London, M. Nijhoff, 1995) 121; T. Waelde, and G. Ndi, “Fiscal Regime Stability
and Issues of State Responsibility”, in J. Otto, B. Land, T. Waelde, (eds.), The Taxation of Mineral
Enterprises (London, Graham & Tortman, M. Nijhoff 1995) 72.

35 W. Peter, (1995), supra note 20, 214-221.

% D, Bishop and S. Dimitroff, “Strategic Options Available when Catastrophe Strikes the Major
International Energy Projects”, (2001) 36 Tex, Int’l L. J. 635, 641.

37 T. Waelde, and G. Ndi, (1995), supra note 34, 72-75; P. Bernardini, “The Renegotiation of the
Investment Contract”, (1998) 13 ICSID Review Foreign Investment Journal 411, 416-18.

192



commodity prices or unpredictable developments. The main objective of stabilisation and

renegotiation clauses is to re-establish the economic equilibrium of the contract.®®

5.1.2. The Necessity of Contractual Stability in International Petroleum Transactions

International petroleum agreements are exposed to a variety of risks. They are long-term and
involve large-scale capital. The energy industry, from upstream to downstream, is about risk.
Thus, it is necessary to address the significance of the stabilisation clause before discussing the
effect of such clauses. It is because the risk is crucial to the stability of international petroleum
transactions and the role of these clauses is to maintain the stability and security of petroleum

contracts.

Petroleum projects generate profit after a long period of the initial investment, which is always
multi million dollars, without returns.®* The long duration of petroleum projects and the
significant amounts of capital increase the economic, political and legal risks.* Furthermore,
when the investment is sunk and the risk of exploration assumed by the international oil company,
the bargaining power may begin to change. At the beginning, the host state environment is
investment friendly to encourage the foreign oil company to complete capital in the field of natural
resources. However, thereafter the bargaining power may shift from the investor to the
government. Hence, it is quite clear that the need for stability in petroleum contracts is very

important.

The host state may interfere with the contractual arrangement to increase benefits from the
business venture.* Unfavourable changes may occur to an international oil company by virtue of
increases in tax, amendments of regulations and the relevant laws.* This picture can explain the
importance of stability for international petroleum projects. Therefore, international oil
companies use the contractual techniques, particularly, stabilisation clauses to control the future

in an attempt to minimise potential risks.

However, a stabilisation clause cannot minimise all types of risks. It is mainly aimed to mitigate

the risk of the host state’s interference (political risk).** Such clauses will not minimise

3 J. Salacuse, “Renegotiating International Projects Agreements”, (2001) 24 Fordham Int’l L. J. 1319,
1333; A. Kolo, and T. Waelde, “Renegotiation and Contract Adaptation in International Investment
Projects”, (2000) 1 J. World Inv. 5, 43-44; G. Delaume, “The Myth of the Lex Mercatoria and State
Contracts”, 111, in T. Carbonneau (ed.), Lex Mercatoria and Arbitration: A Discussion of the New Law
Merchant (Boston, Kluwer Law International 1998) 116.

39 T. Waelde, and G. Ndi, (1996), supra notel, 227.

40 K. Berger, “Renegotiation and Adaptation of International Investment Contracts: the Role of Contracts
Drafters and Arbitrators”, (2003) 36 Vand. J. Transnational L. 1347, 48; T. Waelde, and G. Ndi, (1996),
supra notel, 225.

41 K. Berger, (2003), supra note 40, 1349.

42 ibid, 1349.

4 T. Waelde, and G. Ndi, (1996), supra note 1, 231-3.
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commercial risks (price volatility), financial risks (interest rate volatility), geological risks (no
economically viable deposit identified), technical risks (failure of the installations to function as
envisaged), managerial risks, or natural risks (natural disasters).** A stabilisation clause is an
attempt “to reach a compromise between the sovereign prerogatives of the state involved and the
legitimate quest of the private party for stability of status consistent with sound business

judgement”.*

Having discussed the nature of risks, including, change of bargaining power due to host state’s
interference, and the need for stabilisation clauses. It is now useful to discuss the effects of such

clauses.

5.2. Legal Validity and Efficacy of Stabilisation Clauses

Host states may interfere with contracts to terminate or unilaterally change the contractual
arrangements. This interference is contrary to stabilisation provisions and may give rise to
disequilibrium. In this context, therefore, liability of the government for affecting contractual
rights of the foreign investor and the validity and effect of stabilisation clauses will be discussed.*®
The stabilisation clause addresses a conflict between “the legislative sovereignty and public
interest of the state party and the long-term viability of the contractual relationship”.*” The legal
argument in both arbitral practice and scholarly opinion under international law and the governing

law will be addressed.

5.2.1. The Effect of Stabilisation Clauses under National Law

Contracting parties to an international petroleum transaction may choose the national law of the
host state or international law, alternatively they may choose a blend of domestic law and general
rules of law as applicable law to the contract.”® An examination of major legal systems of the
world shows that the host state has powers to alter or terminate the contract with the foreign

investor subject to the payment of compensation.*® Therefore, the exercise of legislative power of

4 T. Waelde, and G. Ndi, (1996), supra note 1, 221; M. Coale (2002), supra note 14, 220.

4 G. Delaume, Transnational Contracts- Applicable Law and Settlement of Disputes: A Study in Conflict
Avoidance, Booklet 8, (Dobbs Ferry, Oceana Publications, 1983) 39; See also, G. Verhoosel, “Foreign
Direct Investment and Legal Constraints on Environmental Policies: Striking A Reasonable Balance
between Stability and Change”, (1998) 29 Law & Pol’y Int’l Bus. 451; C. Curtis, (1988), supra note 17; A.
El Kosheri, “The Particularity of the Conflict Avoidance Methods Pertaining to Petroleum Agreements”,
(1996) 11 ICSID Rev. FILJ 272, 274-5.

4 F. Garcia Amador, “State Responsibility in Case of Stabilisation Clauses”, (1993) 2 J. Transnational L.
& Pol’y 23, 231; A. El Chiati, (1987), supra note 20, 121.

471, Brownlie, (2003), supra note 6, 526.

48 K. Bockstiegel, “States in the International Arbitral Process”, (1986) 2 (1) Arb. Int’l 22, 32; A. Kolo, T.
Waelde, (2000), supra note 38, 32-33.

4% A. Maniruzzaman, “State Contracts with Aliens- The Question of Unilateral Change by the State in
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the host state to abrogate the licenses or contracts applies equally to contracts with or without
stabilisation provisions.*® French law has a special consideration on petroleum agreements due to
the public interest, and discussed such contracts under administrative law.>* The French model
has been adopted by major oil producing countries in the Middle East and Africa.>® Additionally,
every host state has non-negotiable powers of regulation, and the governmental duties could not
be contracted away.>® Therefore, under this model of law, if a stabilisation clause is intended or
is interpreted in such a way as to limit the legislative or administrative powers of the host
government it would be void.>* It is pointed out that “a contract per se cannot fetter the hands of
government or the legislature, then such an effect cannot be achieved by including a stabilisation

clause in the agreement”.*

A stabilisation clause for being valid and effective must “be contained in an agreement to which

the state is directly or indirectly a party”.>®

Therefore, if the private parties agree between themselves that the host government should not
unilaterally change the applicable law to the agreement it is not meaningful.>” Such clauses are
usually valid where the agreement is signed by the state, state entity or a component authority.®
It is also argued that contract drafting techniques cannot modify and expand the powers existing
under constitutional and the other laws for the government and legislature to make commitments
not to exercise their sovereign and legislative rights. Clauses renegotiated under the shadow of
ultra vires and constitutional invalidity cannot generate valid rights simply by appearance or
legitimate reliance on the state agency’s contracting power.>® Where the contractual guarantee is
granted without proper authority it would be ultra vires.®® Hence, where a contractual guarantee
by stabilisation clauses is given without proper authority international law will not uphold it.®* It
is asserted that “the legality of the stabilisation clauses can only be established on the basis of a
public law rule which authorises the contracting governmental party to include such clauses in

the development and to be bound thereby”.®? The law applicable to the contract which might be

50T, Waelde, and G. Ndi, (1996), supra note 1, 89.
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national or international law is a major factor in the determination of the validity and effect of
stabilisation clauses. This determination is one of the most complex issues in international
investment law.®® However, on the occasions that the national law of the host state authorises
insertion of stabilisation clauses and where such clauses do not limit the sovereign power of the
government but indemnify the injured foreign investor, stabilisation clauses will be valid.** In
this context, the question is what is the point of inclusion of a stabilisation clause to an investment
agreement where it is governed by the national law of a host state? In the event of host state’s
interference with or termination of an investment contract this will weaken the position of the
host state to attract future investment and this dishonour is part of the price that the host
government pays for its action. In addition, inclusion of stabilisation clauses in the agreement will
enhance the formal and political level required for intervention. Such clauses establish a
significant threshold of protection for the international oil company.®

Several national laws have not recognised the validity of such clauses.®® For example, under
English law contracts may not preclude the state from carrying out essential functions to its
existence.®” The principle states “it is not competent for the government to fetter its future
executive action, which must necessarily be determined by the needs of the community when the
question arises. It cannot by contract hamper its freedom of action in matters which concern the
welfare of the State”.%® Where the domestic law of the host state is applicable law, “constitutional
and legal constraints on the contractual capacity of that state may have significant legal
implications for the validity and enforcement of the stabilisation clause”.®® The approach that has

been taken by English law is also adopted by the other common law system countries.™

Another example is American law, which treats permanent sovereignty as an inalienable right that
cannot be waived.” It is stated that “no argument can be advanced by a foreign investor that he
had a legitimate expectation in the validity of such clauses negotiated in the face of a questionable
legal validity to the extent that he can easily (applying due legal diligence) ascertain their

invalidity under national law. Clauses negotiated under the shadow of ultra vires and
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constitutional invalidity cannot guarantee valid rights simply by appearance or legitimate reliance

on the state agency’s contracting powers”. "

Additionally, if a stabilisation clause is valid under the existing national law, it could be
invalidated by the future legislation of the host state.” Professor Waelde, stated that “nothing
would prevent the national legislature from retroactively cancelling and revoking rights awarded,
possibly subject to constitutional and other legal consequences (e.g. the duty to pay compensation
under national law).”" One could ask, what is the effect of a stabilisation clause under national
law that is subsequently invalidated? The stabilisation clause cannot succeed in materialising the

intent of the parties, under the national law to stabilise the contract.”

Hence, to guarantee the stability of the contract where such clauses are invalidated by future
changes it is suggested that “to achieve the purpose of the stabilisation clause while respecting
the parties’ choice of governing law, the clause should be viewed as an independent obligation
governed by international law, regardless of the governing law of the contract as a whole”.”® This
approach has already been adopted by arbitral tribunals as to the arbitration clause. In the AGIP
case, the tribunal held that stabilisation clauses are governed by international law even when the
other parts of the contract are governed by the contracting state’s law.”” This has been examined
in detail in chapter five. Nevertheless, this argument is weak, because stabilisation and arbitration
clauses have completely different functions. Whilst the function of a stabilisation clause is to
freeze the applicable law of the contract at the time of conclusion to preclude unilateral change
of the legal framework of the contract, the arbitration clause is a procedural rule for disputes.

Therefore, this view is not accepted.

The above argument can easily show why foreign investors are reluctant to choose the national
law of the host state as applicable law. Over the last decades, contracting parties have chosen
international law or a blend of international and national laws of host states as governing law.”
International investment contracts and, in particular, international petroleum agreements are

usually governed by international law which is more favourable for international companies.
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5.2.2. The Effect of Stabilisation Clauses under International Law

Recent contractual practice indicates a trend to put the contract under the scope of international
law by selecting international law as applicable law. This has been referred to as
internationalisation or denationalisation of the contract.®® Such practice provides an extra legal
protection in case a dispute arises between a host state and an international oil company.®
International law should be clearly chosen as applicable law to govern the contractual
relationship. The examination of stabilisation clauses under international law mainly concentrates
upon two concepts: the sovereignty of the host state and the principle of pacta sunt servanda

(sanctity of contracts).? I will look at these issues in the forthcoming section.

5.2.2.1. Scholarly Opinion

Firstly, the principle of sanctity of contracts will be discussed. There are various views as to the
legal validity and efficacy of stabilisation clauses under international law. It is asserted that when
a contract is internationalised by choosing international law as applicable law, this application of
international law will apply some international principles such as pacta sunt servanda to the
agreement. Thus, violation of contractual obligations by the host state will bring about

international responsibility.®

International oil companies when they conclude an international petroleum contract tend to
internationalise the contract by the insertion of stabilisation clauses. Hence, the definition of
internationalisation is relevant. However, the term of internationalisation is not defined clearly.

The tribunal in Texaco case tried to define this term and held that:

“a contract between a State and an alien private person could be internationalised in the sense of
being subjected to the only other legal order known to us, namely public international law. This
does not mean or was ever intended to mean that the State contract should be considered to be a
treaty or should be governed by public international law in the same way as transactions between
States. It simply means that by exercising their right to choose the applicable legal system the

parties may make public international law the object of their choice”.?

80 J. Kuusi, The Host State and the Transnational Corporation: An Analysis of Legal Relationships
(Farnborough, Hants Saxon House, 1979) 88-92.
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are accepted and generally recognised in international practice”.**® Therefore, it denotes that the
host state seeks to retain its regulatory right on health and safety as to matters of non-fiscal regime.
International law “accepts and upholds the validity of stabilisation clauses as well as the right of

a sovereign nation to bind itself through the use of a stabilisation clause”.*?

As to stabilisation clauses there is an important question whether such clauses can effectively
restrain the host state from unilateral change of the contractual arrangements. Indeed, the extent
to which such clauses may guarantee the immutability of international petroleum contracts is the
question. A group of commentators argue that stabilisation clauses may not effectively prevent
future changes in the host state jurisdiction.'®* They claim that stabilisation clauses may not
restrain the legislative power of the host state. Nevertheless, the modern type of such clauses do
not challenge sovereignty of the host state “modern stabilisation practice tends to move from per
se state commitments to agreements of a much more commercial nature between foreign investors
and national companies that are state-owned, partly state-owned or completely privately

owned”.*?

Another view, which is the opposite way, argues that stabilisation clauses should have a secondary
protection function.'?® In other words, such clauses provide an additional protection mechanism.
The stabilisation clause is considered as “a strict yardstick for contract performance with its
corresponding counterpart of legal consequences for breach of contract”.*?* This will guarantee
the performance and continuation of the contract rather than termination by the host state.
Similarly, the tribunal in Parkerings case held that “by deciding to invest notwithstanding this
possible instability, the Claimant took the business risk to be faced with changes of laws possibly
or even likely to be detrimental to its investments. The Claimant could (and with hindsight should)
have sought to protect its legitimate expectation by introducing into the investment agreement a
stabilisation clause or some other provisions protecting it against unexpected and unwelcome
changes”.'® According to the above discussion, it is fair to say that the stabilisation clause creates

a legitimate expectation that the applicable law of the contract will not be altered.
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concession agreement. Any amendment to or repeal of such Regulations shall not affect

the contractual rights of the Company without its consent”.*%

The sole arbitrator argued that “the right of a state to nationalise is unquestionable today. It results
from international customary law, established as the result of general practices considered by the
international community as being the law”.**® He then raised this issue whether the act of
sovereignty that forms nationalisation authorises a state to disregard international commitments
assumed by it within the framework of its sovereignty.'®® The arbitrator distinguished between
foreigners and nationals of the host state in the event of nationalisation.'®* In the arbitrator’s view,
nationalisation of national’s property is totally governed by domestic law of the host state. The
arbitrator observed that “under these two assumptions, [concluding an internationalised
agreement either by stabilising contract or choosing international law as applicable law] the state
has placed itself within the international legal order to guarantee vis-a-vis the foreign contracting
party a certain legal and economic status over a certain period of time”.*2 The tribunal examined
the case to see whether the Libyan government had undertaken international obligations not to
nationalise and interfere with the contract that prevented it from nationalisation.'®® The arbitrator
found there was no difference between internationalised agreement and treaties.*®* He held that
“the result is that a state cannot invoke its sovereignty to disregard commitment freely undertaken
through the exercise of this same sovereignty”.*®® The sole arbitrator observed that the effect of
the stabilisation clause in Article 16 was to stabilise the contractual position of the parties. Such
a clause had not breached the sovereign rights of the host state and the Libyan government agreed
to undertake such a commitment governed by international law.'®® It was noted that “the
recognition by international law of the right to nationalise is not sufficient ground to empower a
State to disregard its commitments, because the same law also recognises the power of a State to
commit itself internationally, especially by accepting the inclusion of stabilisation clauses in a
contract entered into with a private party”.®” The arbitrator recognised stabilisation clauses as

valid provisions with full effect.

The principle of pacta sunt servanda in the arbitrator’s view had a strict interpretation for the

contractual relationship. The arbitrator concluded that: “Thus, in respect of the international law

18 (1973-74) 53 ILM 3,4.

159 (1978) 17 ILM 3, 21, para 59.

160 (1978) 17 ILM 3, 21, para 61.

161 (1978) 17 ILM 3, 22-23, para 62.
162 |hid.

163 (1978) 17 ILM 3, 22-23, para 64-68.
164 (1978) 17 ILM 3, 22-23, para 65.
165(1978) 17 ILM 3, 22-23, para 68.
166 (1978) 17 ILM 3, 24, para 71.

167 (1978) 17 ILM 3, 24-25, para 71.
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of contracts, nationalisation cannot prevail over an internationalised contract, containing
stabilisation clauses, entered into between a State and a foreign private company. The situation
could be different only if one were to conclude that the exercise by a State of its right to nationalise
places that State on a level outside of and superior to the contract and also to the international
legal order itself, and constitute an “act of government’ (acte de gouvernement) which is beyond

the scope of any judicial redress or any criticism”. ¢

This strict approach in application of the principle of pacta sunt servanda for long-term contractual
relationships such as petroleum agreements that usually have a 30-40 years duration might not be
suitable. It is very difficult to imagine petroleum agreements that are fixed for such a long-term
duration. The oil and gas industry is volatile and economic equilibrium of the contractual
relationship by strict application of the pacta sunt servanda should not be ignored. In addition, the
contractual stability can be achieved by other contractual devices such as renegotiation clauses
with the stabilisation clause, rather than relying solely on pacta sunt servanda and ignoring

equilibrium.

The arbitral tribunal in Amoco International Finance Corp. v. Government of the Islamic Republic
of Iran, (AMOCO),*° also addressed stabilisation clauses. The dispute arose out of the Khemco
Agreement entered into between Amoco and National Petrochemical Company (NPC) to form a
joint venture company for the purpose of building and operating a plant for the production and
marketing of sulphur, natural gas liquids and liquefied petroleum gas derived from natural gas.
The events of the revolution hampered the operation of oil processing facilities including those
of Khemco. On 24 December 1980 the Khemco agreement was declared null and void by the
Special Commission according to the Single Article Act. Amoco claimed that termination of the
Khemco agreement violated the stabilisation clause in the agreement. The first Article was 21 (2)
of the contract that required “measures of any nature to annul or amend or modify the provisions
of this agreement shall only be made possible by the mutual consent of NPC and AMOCQO”.1"°
The contract also contained other provisions in Article 30 (2) which required that “The provisions
of any current laws and regulations which may be wholly or partly inconsistent with the provisions
of this agreement shall, to the extent of any such inconsistency, be of no effect in respect of the

provisions of this agreement”.*"*

The Tribunal rejected the allegation made by Amoco and held that:

168 (1978) 17 ILM 3, 25, para 73.

169 15 Iran-US CTR 189, 222, para 113.
17015 Iran-US CTR 189, 240, para 168.
17115 Iran-US CTR 189, 236, para 155.
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“Article 30, paragraph 2 had the effect of affirming the validity of contractual clauses inconsistent
with Iranian laws and regulations. This cannot be considered as a stabilisation clause in the usual
meaning of the term, however, since that term normally refers to contract language which freezes
the provisions of a national system of law chosen as the law of the contract as of the date of the
contract, in order to prevent the application to the contract of any future alterations of this system.
Acrticle 30, paragraph 2 applied only to provisions of any current laws and regulations existing at
the time of execution of the Khemco agreement. Therefore it provided no guarantee for the future

and is not a stabilisation clause”.'"?

The Tribunal recognised that the host state could bind itself contractually not to exercise its right
to nationalise.*” Stabilisation clauses have been accepted by the Tribunal but the wording of such
clause in the present case was not supported. The Tribunal added that the right to nationalise was
a fundamental attribute of state sovereignty and was commonly used as an important tool of
economic policy by many countries both developed and developing, and therefore could not easily
be considered as surrendered.*” The Tribunal then quoted the AMINOIL case in that limitations
on a state’s right to nationalise are “particularly serious undertaking which would have to be
expressly stipulated for and be within the regulations governing the conclusion of state contracts;
and it is to be expected that it should cover only relatively limited period”.*” In addition, the
Tribunal observed that although the Khemco agreement was concluded for a shorter period (35
years) than concession in AMINOIL case (60 years), however, “in economic and legal terms 35

years cannot be considered a relatively limited period”."

Moreover, the Tribunal found that Article 21 (2) contains “a more precise meaning in so far as it
prohibited changes in the provisions of the Khemco agreement by unilateral measures”.*’” The

Tribunal arrived at the following conclusion:

“It does not find that the Khemco agreement contains any ‘stabilisation’ clauses binding on the
government. The clauses referred to by the claimant bind only the parties to the Khemco
agreement namely NPC and Amoco. According to its own terms, Article 30, paragraph 2 cannot
be construed as a stabilisation clause and Article 21, paragraph 2 only prohibits unilateral
measures by NPC or Amoco to ‘annul, amend or modify’ the provisions of the Khemco

agreement”,*’8

172 15 Iran-US CTR 189, 239, para 166.
17315 Iran-US CTR 189, 243, para 179.
17415 Iran-US CTR 189, 243, para 179.
175 15 Iran-US CTR 189, 243, para 179.
176 15 Iran-US CTR 189, 243, para 179.
17715 Iran-US CTR 189, 240, para 170.
178 15 Iran-US CTR 189, 241, para 173.
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Furthermore, the Tribunal awarded that expropriation of Iran “cannot be characterised as unlawful
as a breach of a contract, since Iran, the expropriating state, was not a party to the Khemco
agreement and therefore, not bound by any stabilisation clause allegedly contained therein”.*"

The Tribunal found that Article 21 (2) did not expressly prohibit nationalisation of the contract.

The above said analysis denotes that it is recognised that a state may bind itself contractually not
to nationalise property and such clauses requiring that are only binding to the parties to the
contract and not their affiliates. In addition, since limitation of sovereign rights contain serious
undertaking the clause has to be clear and expressly forbidding nationalisation. Therefore, | have
established that according to the case studies, there is no consensus on the legal efficacy of
stabilisation clauses. However, the insertion of the stabilisation clause has had an effect on most

of the discussed cases.

It should be noted that the effect of stabilisation clauses depends upon the relevant facts of each

case, as well as the wording of the clauses. Even if it is difficult to achieve direct purpose of the
stabilisation clauses in preventing the application of governmental changes to the petroleum
contract, it would benefit the international oil company. The effect of such clauses may not be
denied. Where a contract includes a stabilisation clause, this increases the amount of
compensation due to unlawful breach of agreement. Therefore, even if such clauses cannot
preclude nationalisation; “it may be quite significant in establishing the illegality of the action
under both the contract and international law. If an expropriation is held to be unlawful under
international law, perhaps because of the existence of a stabilisation clause, enhanced damages
such as lost profits may be recoverable”.*®

5.3. Reflections on Stabilisation Clauses: Adequacy of Stabilisation Clauses

| have discussed various types of the stabilisation clauses and their efficacy under national and
international law. As established above, traditional stabilisation clauses aim to neutralise the host
government’s power by freezing the law of the host state on the date of contracting. It has been
discussed that there is a conflict between traditional stabilisation clauses and the principle of
permanent sovereignty. Additionally, according to some UN Resolutions the power of a sovereign

state cannot be limited by contractual clauses.®*

Thus, the said conflict creates doubts regarding the legal value of these clauses. Traditional

clauses are still used but they are more and more rarely to be found in investment agreements.*#?

17915 Iran-US CTR 189, 243-244, para 179-180.

180 Amoco Case, 15 Iran-US CTR 249-251, 258-259.

181 See the text of Resolutions above; T. Waelde, and G. Ndi, (1996), supra note 1, 261.

182 A, Maniruzzaman, “The Pursuit of Stability in International Energy Investment Contracts: A Critical
Appraisal of the Emerging Trends”, (2008) 1 (2) J. World Energy Law & Business 121; T. Waelde, and G.
Ndi, (1996), supra note 1, 216.
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As a result, contractual practice has moved towards renegotiation clauses. Modern stabilisation
clauses and renegotiation clauses are increasingly used in contractual practice.'®® These clauses
do not intend to freeze the legal system. Rather, such clauses concentrate upon the effects of host
government actions to commit the government to participating in a process in which the parties
have specified that adjustment must be made to restore the contractual equilibrium.'® These
clauses do not seek to prevent a change in the law by the host government. Rather, they seek to
address the economic impact of such a change on the bargain originally struck and to establish a
framework for its preservation.’® The aim of the stabilisation clause is to ensure that the
contractual terms are frozen from the time of signature over the life of the contract. However,
they are not a real guarantee and cannot always prevent governments from taking unilateral
actions. They are a way of framing subsequent negotiations between the investor and the host
government. The stabilisation clause is a recognition of change of incentives of the state. This is
what has been explained in chapter two in detail. The need for inclusion of stabilisation clauses
is in fact because foreign oil companies have realised that the bargaining power shifts towards the
host state over the time in such a long-term contract. The surrounding circumstances change and
the host state by its police power for the public interest and in pursuit of its economic purposes
could affect the investor’s interests. Such changes are foreseeable and, hence, the international oil
company tries to protect the initial contractual equilibrium from unilateral changes and future

interference by the host government through the insertion of a stabilisation clause in the contract.

As discussed earlier, traditional stabilisation clauses are grounded in presentiation. In other words,
these clauses seek to presentiate and freeze the legal system and the law of the host state which is
based on the classical theories of relationship. This static model reinforces the obsolescing
character of bargain and cannot dynamically deal with changes. Modern types of stabilisation
clauses might have an element of relationality in dealing with contractual relationships. As a
result, some academic commentators have categorised such clauses as a type of renegotiation
clause. Nevertheless, this view might be problematic. Firstly, when we look at the clause there
are still strong elements of presentiation. For example, an allocation of burden clause does not
require re-establishment of the equilibrium, nor does it contain a balancing element. It only
involves a transfer of any additional burden onto the foreign oil company in the event of change
of the law. This will require the state entity to take a remedial action. It may involve payment of
any additional tax or royalty from the state company’s share of the oil on behalf of the foreign oil
company. Alternatively, the stabilisation clause may be in the form of the clause in the KRG PSA-
discussed in the section 5.1.1.2 - which requires the host state to indemnify the foreign investor.

183 W, Peter, (1995), supra note 20, 214; N. Rawding, “Protecting Investment under State Contracts: Some
Legal and Ethical Issues”, (1995) 11 Arb. Int’l 347.

184 p, Cameron, AIPN, (2006), supra note 1, 68-83.

185 p, Cameron, AIPN, (2006), supra note 1, 75.
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In both cases, the contract equilibrium is not restored and contracting parties have formulated a

static model to deal with a dynamic framework.

Secondly, even if the scholars are correct in that it solves the problem of stabilisation clauses by
abolishing such a clause which is not really a solution. This shows the failure of the static model
of relationship and the classical theory. The consequence is the scholars abandon the concept of
stabilisation and move going entirely towards the renegotiation. This makes the point of this
thesis, that stabilisation clauses cannot be a solution because they are grounded in a static

understanding.

Further, as we will see in the next chapter, renegotiation clauses also suffer from limitations. They
are not rooted in a presentiated understanding of the contract but they do not impose many

obligations.

I have also established that the law of expropriation is based on a static understating of contract.
Once the bargain becomes obsolete, the law does not do anything to prevent it because of
presentiation. The contract is not dynamic and adaptation will not take place. The question here
is given that stabilisation clauses have certain effects in international law will this clause fix the
problems raised by the obsolescing bargain? The stabilisation clause by emphasising freezing the
law and contractual terms cannot prevent the government from expropriating the foreign
investor’s property. The reason behind this is that the relational character is not recognised and
like presentiation which freezes legal contracts, stabilisation clauses take the static model which
is the different point of the same spectrum. As a result, the contractual practice has moved towards
renegotiation provisions providing for balancing and restoring the equilibrium. Renegotiation

clauses will be discussed in detail in the forthcoming chapters.

5.4. Conclusion

The discussion in this chapter regarding stabilisation clauses denotes that they are one of the major
risk management techniques that can reduce host state’s interference with contract and
property.'®® Moreover, the stabilisation clause is very useful when disputes arise because arbitral
tribunals, in practice, uphold their effectiveness in spite of different scholarly opinions as to their

validity.®’

In the researcher’s view, the argument over the validity of the stabilisation clause should not be

used to discount the ability of such clauses to ensure a project. This clause is an essential part of

18 T, Waelde and G. Ndi, (1996), supra note 1, 234.
187 D, Bishop and S. Dimitroff, (2001), supra note 36, 642; Amoco International Finance, 15 Iran-US CTR.
249-58.
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international oil companies’ methods for the management of the risk of expropriation.® In
addition, the stabilisation clause has an important role in international petroleum agreements and
minimisation of host states’ interference. Such clauses are an attempt to reduce distortion of the
equilibrium by limiting the conditions of the host states’ interference. The significance of
stabilisation clauses are evident by leading scholars, the practitioners in the petroleum industry

and many arbitration decisions that have confirmed their significance in the past.'®

Where the contract is governed by international law, stabilisation clauses can limit the host state’s
right to unilaterally terminate or nationalise property. For such clauses to be valid they have to be
expressly stipulated and be for a relatively limited period of time. In this chapter, traditional and
modern types of stabilisation clauses and their legal value were also examined. International law
recognises that the host state has full control to regulate resources and stabilisation clauses in the
classic view may be in conflict with the principle of permanent sovereignty.**® The classical type
of these clauses stipulates that the government is contractually prohibited from enacting a new
law that is not consistent with the original contract. If such a new law is passed by the government,
then it will not be applicable to the contract. Scholars have different opinions as to the legal
validity and effect of such clauses. However, international arbitral tribunals have tended to
recognise such clauses as effective and valid clauses. Thus, a foreign investor should include a

stabilisation clause in the contract where the host state is a contracting party.'*

In addition, most international investment agreements contain stabilisation clauses to ensure
stability of investment regime and to preclude arbitrary and discriminatory decisions. However,
such clauses cannot be employed to impede states from implementing international
commitments.*® There is no doubt that stabilisation clauses create legitimate expectations that
must be taken into account.'®® If the host state breaches its obligation under a stabilisation clause

it will result in responsibility and damages. The arbitral tribunals approach stabilisation clauses

18 A, Nwokolo, “Is There a Legal and Functional Value for the Stabilisation Clause in International
Petroleum Agreements?”, (2009) 8 CAR Journal, CEPMLP, 27.

189 For example, Kuwait v. American Independent Oil Company (AMINOIL), (1982) 21 I.L.M. 976; Saudi
Arabia v. Arabian American Qil Company (Aramco), (1963) 27 I.L.R. 117; Mobil Oil Iran Inc. v. Iran,
(1987) 16 Iran-US CTR 3; Texaco Overseas Qil Petroleum Co. v. Libyan Arab Republic, (1977) 17 I.L.M;
AGIP Co. v. Popular Republic of the Congo, (1982) 21 I.L.M. 726; P. Cameron, “Stabilisation in
Investment Contracts and Changes of Rules in Host Countries: Tools for Oil & Gas Investors”, AIPN
Research Paper Final Report 2006; A. Maniruzzaman, “The Pursuit of Stability in International Energy
Investment Contracts: A Critical Appraisal of the Emerging Trends”, (2008) 1 (2) J. World Energy Law &
Business 121; P. Cameron, International Energy Investment Law, The Pursuit of Stability, (Oxford, Oxford
University Press, 2010).

190 T, Waelde and G. Ndi, (1996), supra note 1, 261.

191 M. Sornarajah, (2000), supra note 56, 50; D. Bishop and S. Dimitroff, (2001), supra note 36, 642.

192 |, Cotula, “Reconciling Regulatory Stability and Evolution of Environmental Standards in Investment
Contracts: Towards a Rethink of Stabilisation Clauses”, (2008) 1 (2) J. World Energy L. & Business 158,
179.
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by taking into account all relevant circumstances, the conduct of the parties, and reasonable
expectations.'®* However, the important issue is how to reconcile the need of the foreign investor
to ensure the stability and security and the primary responsibility of the host government to pursue

the public interest for the welfare of society.

The insertion of stabilisation clauses does not prevent the inherent instability in the petroleum
industry. What it does do is strengthen the bargaining position of the foreign investor. The long
duration that is characteristic of international petroleum contracts makes it evident that
unpredictable events may take place and alter the financial balance of the contract. This
disequilibrium may result in disputes and deprive both parties of benefits from the contract. The
stabilisation clause, which is grounded in a static model, cannot deal with the changing
circumstances and a dynamic framework. Despite the fact that stabilisation clauses recognise the
possibility of change, and thus have the potential of being relational, as applied they are either
grounded in a static understanding (traditional clauses) or are in effect no different from
renegotiation clauses (modern clauses). The presentiataed model of relationship in which the
stabilisation clauses are rooted and in a bigger scale the classical model, lead to obsolescing
bargain and distortion of the equilibrium.

Therefore, the solution for ensuring the stability and viability of such long-run agreements is to
see petroleum agreements evolving. As a result of such concerns over validity and efficacy of
stabilisation clauses, the incorporation of a renegotiation clause into the agreement seems
appropriate. The real guarantee for transactional stability is to apply the relational model of
theories. This will allow the contract to be developed and evolve. The renegotiation clause, in
theory, has the possibility of serving the objective of relationality and of dealing with the problem
of obsolescence, as it recognises the dynamic character of the contract. The following chapter,
accordingly, examines the law and practice of renegotiation of petroleum contracts.

1941, Brownlie, (2003), supra note 6, 526.
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Chapter 6

The Pursuit of Equilibrium in International Petroleum Transactions: The Necessity of

Contractual Flexibility
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Introduction

We have seen that neither expropriation nor stabilisation clauses adequately deal with the
problems that cause disruption of contractual equilibrium in international petroleum transactions.
We are now going to move to look at renegotiation clauses. This chapter focuses on the extent to
which renegotiation clauses deal with the issues that are the central concerns of this thesis — the
vulnerability of the contractual equilibrium to disruption, as well as the obsolescing character of
the resulting bargain. In addition to the difficulty of preserving the contractual equilibrium under

a presentiated understanding of contracts, and the role of a relational understanding of contracting.

The present chapter discuses renegotiation clauses as they currently function. The key questions
posed are: do they address the problems presented by the obsolescing character of the bargain?
Do they adequately preserve the contractual equilibrium? The main point to renegotiation clauses

is not renegotiation as an end in itself, but as a means to the preservation of the contractual
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equilibrium. The first issue, therefore, is the purpose of the renegotiation clause. Renegotiation
clauses have been created to impose an obligation upon the parties to act in good faith when a

triggering event occurs.

The second relevant issue which this chapter picks up on is the effect attached to renegotiation
clauses by arbitration tribunals. This includes the following questions: What does the obligation
to negotiate in good faith require, in practice? What are the actual limits it imposes on self-
interested action? How far is a party expected to go in sacrificing its own interests? How much
regard must it have to the interests of the other party? And what is the consequence if an obligation
to negotiate in good faith is breached? Then, the third issue based on the study of the effect, is the
adequacy of such clauses for dealing with the problem of obsolescing bargains, and adequately

embedding the element of relationality that is required for the transaction to succeed.

This thesis has framed its scope to examine merely renegotiation clauses as the main and most
common type of adaptation clauses that include legal and contractual regimes in international
petroleum contracts.* Sliding scale royalties or profit-based royalty clauses, and quantity review
clauses are component of the fiscal regime. These clauses do not deal with the change of
circumstances resulting from hardship, regulatory or the government’s intervention in the legal
arrangement of the contract. As a result, this research only focuses upon the most important type
of adaptation clauses, namely, renegotiation clauses, whereas other types of such clauses are

beyond the scope of this research.?

There are several different types of royalties and some types of royalties are easier to determine
than others and require much less administrative burden to verify. The notion of royalty, its
calculation and typology have not been discussed in the law because these concepts are financial
and more relevant to accounting.® Furthermore, this research does not intend to examine
renegotiation or stabilisation clauses as a clause. Such clauses were examined as a mechanism for

dispute management and maintaining contractual equilibrium.

There are two main types of fiscal regimes: the concessionary system and production sharing
agreements (PSA). In a concessionary system, foreign companies have rights to the oil in the
ground, selling the resource provided, and compensating the government by paying a specified
royalty from the subsequent sales revenues. A foreign company is also required to pay corporation

tax for taking the country’s resources. PSA is one of the most common types of agreements. Under

L' A. Kolo and T. Waelde, “Renegotiation and Contract Adaptation in International Investment Projects,
Applicable Legal Principles and Industry Practice”, (2000) 1 J. World Investment 5.

2 D. Johnston, International Petroleum Fiscal Systems and Production Sharing Contracts, (Penwell
Publication, 2008).

3 C. Wright and R. Gallun, Fundamentals of Oil and Gas Accounting, (PennWell, 2008) 677.
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PSA the government as the owner of the underground resources engages a contractor or investor,
usually a foreign oil company, to provide technical and financial services in an exploration and
development operation. The PSA specifies the share of output products for the signatories within
an agreed period of time. The foreign companies are compensated for their investment in the oil
production infrastructure and the risks associated with it. The government takes an agreed share
of production, as well as some royalties. Both PSA and concessionary systems require an
incorporation and understanding of the impact of each of its components, such as cost recovery,

tax and royalty. Royalties are an important component in a fiscal regime.

Sliding scales are defined as a scale in which a value, royalty, varies in accordance with another
factor, as production, meaning that within a certain range of the factors this value is the same and
as the range of the factors change the value slides into a new rate.* There are many types of sliding
scales that relate production and royalty, production and profit oil split, production and rate of
return. For example, a sliding scale that relates production and royalty will have higher royalty
rates as production increases, so the government will benefit from increases in production and
charge lower royalty rates as production decreases, and the contractor will have an incentive to
produce even with lower production rates. This feature clearly overcomes the problems faced by
both the government and contractors using a single royalty value. Thus, as production increases,
the government would not benefit significantly from this increase by using a single royalty value.®
Windfall profit royalties and sliding scale royalties provide for a lower royalty amount when
production is lower and increase as the production increases.® A royalty is a payment to a royalty
holder by an operator and is typically based on a percentage of the minerals or petroleum products.

Royalty provisions are the feature of production sharing contracts.’

The price review clause provides for the adjustment of the price formula in case the price does
not reflect the actual market conditions anymore and, consequently, makes the contract
unbalanced. The renegotiation clause, instead, consents to adapt the contract whose balance is
altered by supervening circumstances without limitation to the price conditions. Therefore, these
provisions aim to rebalance the contract in order to allow the parties to maintain their relationship
for the entire duration agreed and, as a consequence, to meet their expectations. Usually these
clauses set out, as a triggering event, the change of market conditions, which alters the contract’s
balance and this has to be: (1) substantial; (2) unforeseen; and (3) beyond the control of the parties.

Moreover, in case of price review clauses, the triggering condition can be just the passing of time.

4 1. Oboarenehbe, “What is the Justification for the Proposed Renegotiations of Deep Offshore Production
Sharing Contracts in Nigeria?”, (2008) 6 International Energy Law Rev. 196-203.

5 C. Wright and R. Gallun, (2008), supra note 3, 677.

¢ 1bid.

7 1bid, 689.
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Indeed, they can provide for periodic reviews of the price formula in order to adjust it in light of
the actual market conditions. Thus, while the above mentioned clauses may only address very
specific issues, however, renegotiation clauses are able to provide contractual flexibility and avoid

disequilibrium. In this chapter renegotiation clauses will be discussed.

As discussed in previous chapters, when the risk of exploration is overcome and the project enters
into the production phase, the host government may acquire a hostage status as to the investment
(sunk investment). The host government may impose new regulations that affect the financial
returns of the investment. This highlights the significance of fiscal and regulatory stability for the
investment climate. Therefore, foreign oil companies seek to prevent instability and unilateral
change by incorporating contractual clauses which only enable any change by mutual consent. In
this context, stabilisation clauses are used to create certainty by freezing legal arrangements and
renegotiation clauses serve to maintain the contract dynamic and adapt the agreement with
changed circumstances.® Renegotiation of contractual arrangements is very common in
international petroleum investment agreements. The petroleum industry has seen many important
renegotiations of contracts.® Host governments may enforce renegotiation by threatening the
international investor that they seek to expropriate or nationalise the resources. They pursue
increasing their takings by raising prices and maximising their control over natural resources as
sovereign state.’® The political and economic context of the petroleum investment may change

and disturb the contractual equilibrium.

The political environment may be changed as a result of election or revolution. Thus, investment
conditions due to the price fluctuation can be affected, where the parties are unable to adapt the
contract with changes and revise the contractual obligations this will result in a legal dispute.!
Hence, a legal framework that provides commercial certainty and flexibility to protect and restore
the position of the dissatisfied party is necessary. A renegotiation clause may provide this context.
It is said that “renegotiation may become even more pronounced as companies try to find ways
to negotiate contracts that provide stability, on the one hand, yet give the parties the flexibility to
face the unknown, on the other”.*? Renegotiation clauses flexibilise the contract and maintain the
financial equilibrium of the contract. This clause recognises the mutability of the contract to adapt

to changes in circumstances and therefore, to reduce the risk of unilateral intervention of states

8 For the detailed discussion of Stabilisation Clauses, see the previous chapter.

°S. Kroll, “The Renegotiation and Adaptation of Investment Contracts” in N. Horn and S. Kroll, (eds.),
Arbitrating Foreign Investment Disputes, (Kluwer International Law, 2004) 425; A. Kolo and T. Waelde,
(2000), supra note 1,10-20.

10 ], Salacuse, “Renegotiating International Project Agreements”, (2001) 24 Fordham Int’l L. J. 1319; J.
Bowman, “International Energy Disputes: Regional Developments- Overview” in D. McClure and D.
Van Susteren, Trends in Energy Litigation 2007, (Fulbright & Jaworski LLP, 2007) 3.

115, Kroll, (2004), supra note 9, 426.

12 ], Salacuse, (2001), supra note 10, 1320.
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and resulting investment disputes.'® The renegotiation of the agreement may be initiated either
where the contract contains special clauses for adjustment of the transaction or where the other
contractual terms or governing law provide a triggering point for renegotiation and adaptation of

the agreement.

The current chapter intends to discuss the law and practice of renegotiation of international
petroleum contracts and the nature and role of renegotiation clauses in the minimisation of
investment disputes. It will address the reasons for seeking to accommodate a transaction by host
governments and foreign investors and examines the situations in which there is a specific
provision as to renegotiation in the agreement. In addition, the response of international petroleum

arbitral practice to the concept of renegotiation will be critically assessed.

6.1. Renegotiation and the Preservation of the Relational Equilibrium

The terminology that is used to define renegotiation is not paticularly clear. A variety of terms
such as adjustment, revision, restructuring, review, modification or adaptation are
interchangeably used. A leading scholar defines renegotiation as a “common effort by the parties
to adapt a contract to a new situation through a material change of its terms”.** In distinction
between the terms he added “renegotiation points more clearly to the procedure — the common
effort of the parties- than to the result, the adaptation or restructuring of the contract”.*® This study
will employ renegotiation for the discussion. Renegotiation is generally defined in two major
groups. The first category is on the party who initiates renegotiation and the second category
involves situations within which renegotiation is commenced. Under the situation-based
renegotiation, three types of renegotiation, including, post-deal, intra-deal, and extra-deal
renegotiation are recognised. Post-deal renegotiation is at the end of the life of the business
project. Parties at the expiration of the contract may decide to renew their relationship as it is
referred to as “contract renewal”.'® In intra-deal renegotiation which takes place over the life of
the agreement, renegotiation “occurs when the agreement itself provides that, during its life at
specified times or on the happening of specified events, the parties may renegotiate or review
certain provisions”.'” Extra-deal renegotiation takes place outside of the legal framework of the
original contract and is common in the petroleum industry. In this respect, it is stated that “the
most difficult, stressful, and emotional renegotiations are those undertaken in apparent violation

of the contract or at least in the absence of a specific clause authorising a renegotiation. These

13 A. EIl Chiati, “Protection of Investment in the Context of Petroleum Agreements”, (1987) IV RDC-
Collected Courses 1, 99.

14 'N. Horn, “The Concept of Adaptation and Renegotiation in the Law of Transnational Commercial
Contracts”, in N. Horn (ed.), Adaptation and Renegotiation of Contracts in International Trade and
Finance, (Kluwer Law, 1985) 9.

15 1bid, 9.

16 J. Salacuse, (2001), supra note 10, 1320.

7 1bid, 1321.
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renegotiations take place ‘extra deal’, for they occur outside the framework of the existing

agreement”, '8

This study concentrates on intra and extra-deal renegotiations. Where the parties initiate
renegotiation, it includes government-led renegotiation and investor-led renegotiation. The
initiation of renegotiation by the government may take place by several means such as unilateral
change of agreement and the imposition of a high tax regime to increase the state benefits from
the petroleum project. They may “happen to be opportunistic, with politicians during or after an
election campaign reneging on previous contracts to please their constituencies”.*® However,
renegotiations initiated by governments may be reasonable to maintain the economic equilibrium

between the parties.

On the other side, investors may initiate renegotiation. Renegotiations “might be shock related,
when a devaluation or a recession make the operation of a given concession unsustainable it might
also be opportunistic, when a firm uses its bargaining power in bilateral negotiation with the
government or the regulatory agency to strike a better deal than the initially agreed one”.?°
Contracting parties conclude the contract according to certain assumptions as to the business
project such as labour costs, taxes, and royalties and so on. They also have expectations about the
contract to benefit from the project and to maximise their own interests.?* Further to the primary
negotiation for making the original agreement, and over the life of the business venture
circumstances may change and alter the assumption and expectations. Therefore, renegotiation
may take place from just the conclusion of an agreement to termination of an investment project.
The bargaining power of the parties may vary over the life of the investment project.
Renegotiation and bargaining power are linked. At the early stage of the investment life cycle,
the international investor has greater bargaining strength due to technology, expertise, technical
knowledge and capital in hand. However, having made the investment, the bargaining strength
gradually shifts from the foreign investor to the host government. Once the investment is sunk
and the foreign investor has incurred the cost of exploration and exploitation, he needs to recover
the costs over time in the host government’s jurisdiction. It has been said that several factors may

increase or decrease bargaining strength. Those factors are;

“The power to command resources, that is, the ability to supply what the other side needs or
wants; the ability to offer opportunities, such as markets, jobs, or training; the availability of

18 1bid, 1321.

19 ], Guasch and S. Straub, “Renegotiation of Infrastructure Concessions: An Overview”, (2006) 77 (4)
Annals of Public and Cooperative Economics, 479, 484.

20 1bid, 484.

2L W. Peter, Arbitration and Renegotiation of International Investment Agreements: Second Revised and
Enlarged Edition, (Kluwer Law International, 1995) 125.
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alternatives: alternative suppliers to the host society or alternative investment opportunities
to the company; experience in negotiating: understanding of psychological factors and ability
to operate under pressure; knowledge of one’s own and the other side’s strength and
weakness; ability to accommodate to the other side’s needs and assuage their fears; use of
external allies: appeals to suppliers, customers, the government of the MNC’s (Multi National
Company) home country, different ministers or agencies of the host government, third parties
or international bodies; use of external devices: appeal to ‘public opinion’ through news
media, speeches, and public relations; ability to persuade or convince the other side of one’s
good intentions and desirability as a partner; ability to demonstrate moral strength or
rectitude; ability to act unilaterally: for the host government , to expropriate or to change laws
and policies, for the company, to circumvent government regulations or run the business into

the ground.”*

Therefore, under these circumstances renegotiation of international investment contracts for
repositioning of the parties is a common phenomenon.? The major cause for renegotiation
includes changes in legal, political or economic environments. Where the surrounding
circumstances change, this brings about economic imbalance. Parties may initiate renegotiation
to adapt the original contractual terms.? That could also be for contractual or non-contractual
causes.”® Non-contractual causes might be either for the events that have international origin such
as the United Nations Resolutions which have a strong impact on foreign investors and provide a
starting point for renegotiation®® or other causes such as changes in the investment climate,

decolonisation or price change.”

It is important to maintain the economic equilibrium between the parties otherwise it might bring
about the termination of the contractual relationship.? It is asserted that “the long-term nature of
the contracts at issue makes them vulnerable to disruption from unforeseen events or events which
the parties - for whatever reason - did not and perhaps could not deal with in the contract with
sufficient time and in sufficient detail. The longer the term of an agreement and the more exposed
to geological, commercial and political risks, the more it becomes vulnerable to external events.

Such events can make the operation of the contract partially impracticable or, from a commercial

22 \W. Stoever, Renegotiations in International Business Transactions: The Process of Dispute Resolution
between Multinational Investors and Host Societies, (Lexington Books D. C Health and Company
Lexington, 1981) 3.

23 ], Salacuse, (2001), supra note 10, 1319.

24 \W, Stoever, supra note 22, 1.

%5 M. Bartels, Contractual Adaptation and Conflict Resolution: Based on Venture Contracts for Mining
Projects in Developing Countries, (Kluwer Law, 1985) 51.

% Charter of Economic Rights and Duties of States (CERDS); Permanent Sovereignty over Natural
Resources; and New International Economic Order are of those resolutions.

27 M. Bartels, (1985), supra note 25, 52; W. Peter, (1995), supra note 21, 125.

28 A, Kolo and T. Waelde, (2000), supra note 1, 5-6.
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and financial perspective, no longer viable for one party. One consequence is for the parties to
terminate the agreement or one party to withdraw”.?® A change of economic conditions may make
the performance of petroleum agreements onerous and disturb the financial equilibrium.
Furthermore, host states may legislate or make new regulations that drastically change taxes,
labour costs or environmental standards. It may create unpredictable conditions and result in
instability and decreased financial return.® It is seen that the application of new environmental
regulations is one of the main risks relating to the petroleum industry.®! Indeed, it requires the
international oil company to comply with the regulation and it will change the financial return for
the investor.*> As a result, it may disrupt the economic equilibrium of the contract. In such
occasions, renegotiation of the original contract may restore the contractual balance and reduce

investment disputes.®

The concept of renegotiation grants the flexibility and provides an opportunity to fill the gaps in
the contract and make an incomplete contract complete.® A renegotiation clause will reasonably
act to maintain the contractual equilibrium.® Such a clause “offers the parties a better consensual
opportunity to maintain the benefits of the contractual relationships by adapting the contractual
documents to their needs”.*® Therefore, it may retain contractual stability and restore economic

balance.*’

In evaluating the necessity and effectiveness of renegotiation clauses, one question may be raised.
One may ask whether the concept of renegotiation can reduce the risk of expropriation and
obsolescing bargain. As discussed in chapters two and three, the academic literature upholds the
view that the renegotiation of contractual terms may reduce the risk of the host government’s
interference and can re-establish the financial equilibrium created by the original agreement. It is
suggested that “they lessen the possibility of disputes, avoid confrontation and reduce the risk of
unilateral action by the government”.®® Similarly, it has been said that the “terms of agreements
become progressively out of date as economic conditions change and multinational corporations

can no longer expect to freeze conditions at one point in time by iron-clad contract terms. If an

2 A. Kolo and Waelde, (2000), supra note 1, 5.

30T, Waelde and G. Ndi, “Stabilising International Investment Commitments: International Law Versus
Contract Interpretation”, (1996) 31 Tex. Int’l L. J. 216, 231.

31 Ibid, 230.

32 A. Boulos, “Mutuality of Interests between Companies and Governments- Myth or Fact in Energy
Law”, 90 Changing Energy Markets- The Legal Consequences 3, 6 (1990) 25; T. Waelde and G. Ndi,
supra note 30, 231.

33 Ibid, 231.

34 A. Kolo and T. Waelde, (2000), supra note 1, 22.

% A. Kolo and T. Waelde, (2000), supra note 1, 22.

% B. Nwete, “To What Extent Can Renegotiation Clauses Achieve Stability and Flexibility in Petroleum
Development Contracts”, (2006) IELTR 56, 60.

37 ], Salacuse, (2001), supra note 10, 55.

38 A, El Chiati, (1987), supra note 13, 110.
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investor tries to force adherence to terms that no longer reflect the hosts” economic capability and
contribution, the likelihood of an explosive confrontation and unilaterally imposed change
increase”.® Therefore, a renegotiation clause provides a dynamic framework “as a form of
insurance against the abrupt termination of a long-term and hopefully profitable association”°

to maintain the contractual balance.

International investors are concerned about a change of the game’s rules which might be
unilaterally in favour of the host state.** It may disturb the economic equilibrium on the basis of
financial expectation regarding the investment. Thus, economic, political and regulatory certainty
and foreseeability would be necessary.*? In this respect, it is stated that “a long-term transnational
agreement can only provide a basis for a viable and enduring relationship between a host
government and transnational corporation if it is regarded as the broad framework of a business
relationship which admits of a continuous process of accommodation and adjustment between the
parties, rather than a body of fixed rights and obligations impervious to political, economic and

social changes”.*®

On the other hand, the host government needs flexibility more than stability.** It has been pointed
out that, “the host state which owns the minerals and enters into an agreement with the foreign
investor to exploit and develop the natural resources at a time when it is not certain as to the
extent, quality, and future prices of the commodity, will want the agreement to be flexible and
amenable to change with changing circumstances in both the domestic and international political
and economic situations. The host state is therefore more likely (but in rare cases, the foreign
investor as well) to view the contract as a planning document- to be referred to and amended as
the relationship progresses. The contract is therefore one, but by no means the exclusive guide for
post-contractual bargaining”.* The above discussion demonstrates the significance of contractual

flexibility in long-term agreements for the avoidance of disruption of the equilibrium.

However, in some instances host states are reluctant for adjustment. This is because they see a
renegotiation clause as unduly restrictive of sovereign power.*® The host state could see the

renegotiation clause as an inappropriate term and thus unilaterally change the agreement. In order

39 W. Stoever, supra note 22, 315-18.

40 G. Delaume, “Transnational Contracts”, (1986) Booklet 6, 29, cited in M. Sornarajah, “Supremacy of
the Renegotiation Clause in International Contracts”, (1988) 5 (2) J. Int’l Arb 97, 107. [emphasis added]
41 A. Kolo and T. Waelde, (2000), supra note 1, 7.

42 G. Verhoosel, “Foreign Direct Investment and Legal Constraints on Domestic Environmental Policies:
Striking a Reasonable Balance between Stability and Change”, (1998) 29 Law & Pol’y Int’l Bus. 451,
453.

43S, Asante, “Stability of Contractual Relations in the Transnational Investment Process”, (1979) 28 Int’l
& Comp. L.Q. 401, 418-19.

44 |bid, 404.
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to fully understand the different perspectives and approaches taken by host governments and
international oil companies it would be helpful to discuss the function and purpose of the

contractual mechanism.

As discussed in the previous chapter, the stabilisation clause may “immunise the contract and its
benefits, especially to the investor against subsequent legal and fiscal modifications after the
contract has been executed”.*” A stabilisation clause could promote contractual stability and
minimise disputes.*® On the other hand, the validity and legal effectiveness of its counterpart,
renegotiation clause, is not in question and is widely endorsed.*® They are “a manifestation of the
autonomy of will and as such are binding on the parties so long as they do not violate the public
order as is the case, in some countries, of the monetary clauses excluding the effects of
nominalism”.* In other words, “unlike the traditional stabilisation clause, the renegotiation clause
allows the host government to exercise its regulatory and sovereign powers by making laws or
taking other steps that can affect the petroleum development contract while providing the investor
with an opportunity to renegotiate the contract with a view to maintain the original financial
promises and economies of the project. It thus keeps the host government’s sovereignty intact
while ensuring that the financial premises upon which the investor’s contractual obligations
revolve are maintained. By doing so the investor’s need for stability and predictability and the
host government’s desire for a flexible and amenable contract are achieved without much
rancour”.®* Therefore, where the financial equilibrium of the contract is disrupted a renegotiation

clause may re-establish the contractual balance to continue the contractual performance.

It is well said that: “it would be idle and unproductive to pretend that the best way of resolving
every issue arising out of contracts for resource development is by the rigid insistence on,
application of, the original contractual terms. It would be no less idle to suggest that every issue
arising out of such contracts should be resolved by changing the contractual provisions. The

» 53

difficulty arises because one of the parties turns implacably hostile to the contractual terms”.

Having established how the renegotiation in theory seeks to deal with the challenge of obsolescing

47 B. Nwete, (2006), supra note 36, 58.
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character of bargain, we move on to look at the actual practice of renegotiation clauses and how

they work when the situations of renegotiations arise.

6.2. The Renegotiation of International Petroleum Contracts with a Renegotiation Clause

In this section I will discuss the purpose of renegotiation clauses, namely, what the parties seek
to achieve through such clauses. The next section then explores the effect of renegotiation clauses,
to consider the consequences of having renegotiation clauses. The point of incorporation of the
clause into the contract is not merely facilitating renegotiation. Given the obsolescing character
of bargain, it is rather an attempt to recognise the relational character of the contract as a way of
overcoming disruption of the equilibrium. They expressly recognise the contractual equilibrium
and seek to insert obligations of good faith and fairness into certain aspects of the parties’ dealings
under the contract with the aim of preserving the equilibrium. In addition, the section discusses
traditional and modern renegotiation clauses to reveal how they represent different ways of

achieving it.

The long-term nature of the petroleum contracts at issue makes them vulnerable to disruption
from unforeseen events or events which the parties - for whatever reason - did not and perhaps
could not deal with in the contract with sufficient time and in sufficient detail. The longer the term
an agreement and the more exposed to geological, commercial and political risks, the more it
becomes vulnerable to external events. Such events can make the operation of the contract
partially impracticable or, from a commercial and financial perspective, no longer viable for one
party. One consequence of this is for the parties to terminate the agreement or for one party
to withdraw. However, such complete destruction of the contract would then also destroy the
contractual relationship which often would have continuing benefits for both parties. Parties can
also suspend operations under the contract, which if the issues are not solved will, in many cases,

equally result in the destruction of the contract.

Finally, both parties will often welcome being seen as reasonable partners with whom one can do
business with, and salvaging a contractual relationship from the destructive impact of unforeseen
and unregulated external events tends to contribute to the parties’ reputation as “good to do
business with” in the international business community, in particular the natural resources
industry. As a rule, such reputation becomes known quite rapidly in the rather narrow community
of the international petroleum industry.>* According to Paulsson, “modifying the contract may be
particularly vital to the success of long-term projects, with respect to which the evolution of the

product market, rates of currency exchange, technological developments, politics, relative

% A. Kolo & T. Walde, “Renegotiation and Contract Adaptation in International Investment Projects”,
(2000) 5-6 JWIT 5; See also E. McKendrick, “The Regulation of Long-Term Contracts in English Law”,
in J. Beatson, Good Faith and Fault in Contract Law, (Clarendon 1995) 306.

228



competitive advantages, and the like, may make, it highly desirable to provide for a third party
adjustment of the contract. Otherwise, the sole alternative to a negotiated solution would be the
termination of the contract with a possible award of interest, and both parties may agree at the
time of negotiating the contract that such an end to their association would be in the interest of

neither”.®

Although long-term contracts, especially the international ones, tend to be exhaustive and
complete in term of disciplining future events that may occur during the contract’s life and affect
the relevant equilibrium. Nevertheless, it is impossible for the parties to foresee all such
circumstances. Additionally, it would not be rational to assume that the original conditions upon
which this kind of agreement was concluded remain the same for its entire duration. Thus, it is
necessary to characterise such contracts with a certain degree of flexibility in order to adapt their
terms to changes and evolutions in the relevant market conditions. This is usually done by
providing for ‘renegotiation clauses’ which aim to maintain the contract alive by restoring its
balance upon the occurrence of unforeseen events altering it. In other words, the scope of such
clauses is to provide the parties with a remedy different from termination of the original contract.
Long-term contracts and, in particular, petroleum contracts due to their characteristics can be
considered as ‘relational contracts’, namely, contracts that aim to create and maintain over the
time a stable and profitable relationship between the parties. For this reason, they need to be
flexible in order to be adapted in light of the change of the market conditions that occur during
their life. Therefore, parties are supposed to cooperate and adjust the contract when such events
occur. Indeed, only in this way, is it possible to preserve a balanced relationship between the

parties. In contrast, termination is not the solution that better suits their expectations.*®

It can generally be said that such provisions find their justification in the scope pursued by the
parties when they entered into long-term contracts like those for petroleum agreements, and in
the principle of good faith. Indeed, by means of such agreements, the parties aim to build up and
maintain for several years (usually around 20-60) a relationship that satisfies the reciprocal
interests and expectations. In particular, with regards to petroleum agreements, the scope is to
provide, on the one hand, the investor a stable flux of money in order to recover from the huge
investments made and, on the other, the host country with a stable flux of petroleum to promote
the country’s economy. In consideration of such scope, upon the occurrence of supervening
unforeseen events that affect the original market conditions and, consequently, the

contractual equilibrium, the best solution for the parties is not the termination of the contract as

55 J. Paulsson and W. Park, International Chamber of Commerce Arbitration, vol. 3, (Oceana Publications
1990) 142.

% R. Hillman, “Court Adjustment of Long-Term Contracts: An Analysis under Modern Contract Law”,
(1987) 1 Duke L.J. 2.
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it is, but its adaptation to the new circumstances. Indeed, without the possibility to adapt the long-
term contract, the will of the parties would be frustrated since they could not achieve the purpose
pursued by entering into such agreements. Moreover, to deny such possibility would be contrary
to the principle of good faith. As seen more in detail below, the rebalancing of the contract in
order to meet the parties’ expectations is based upon the generally recognised principle that

contracts have to be performed in good faith.>

In addition, it would be contrary to such a principle to constrain the disadvantaged parties who
are negatively affected by the change of circumstances, to keep on performing the original
agreement or to terminate the latter. Indeed, such remedies would have negative economic effects
and consequences for the parties. Moreover, in cases of termination by one of the parties, the
other would be deprived of the possibility to count on a commercial relationship upon which it
thought it could rely for several years and, consequently, upon which it based and planned its

business activity by, amongst the other, spending a considerable amount of time and money.

Therefore, it becomes crucial to determine, in case the parties are not able to agree on the
adaptation of the contract, which are the third party’s’ powers and, in particular, whether and to
what extent can they modify and adjust the contractual terms in order to restore
the equilibrium between the parties affected by the occurrence of unforeseen events that changed
the original market conditions. In other words, it has to be understood if, in some exceptional
circumstances, the third party can overcome the principle of pacta sunt servanda in order to keep
the contract in force and to avoid its termination. Indeed, as said above, the latter is not the best
solution for long-term petroleum agreements in consideration of the specific scope pursued by

the parties.

The aim adopted by arbitration tribunals, at the end is correct since it meets the parties’
expectations and will when entering into a long-term contract with the characteristics of a
petroleum agreement, that is to maintain it alive for all the duration agreed and, consequently, to
consent to its adaptation if it becomes unbalanced. In such a case, therefore, one could say that
the nature, structure, scope and characteristics of a long-term petroleum agreement are better
indications of the parties’ will than the choice of a procedure, as said, often made for reasons

independent of the relevant provisions in terms of adjustment of contracts by arbitrators.

International investment contracts may contain a renegotiation clause to re-establish the economic
equilibrium of the contract and to maintain commercial certainty and flexibility of the contractual
arrangement. This clause may require renegotiation of certain terms affected by unpredictable

events, government interference (change of regulations) and fundamental change of

57 Ibid.
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circumstances. Such clauses are employed in international agreements more frequently in recent
times.®® For development of economic and public welfare host states began to attract foreign
investment by offering competitive contractual terms and investment legislations.>® Over the last
decade the stabilisation clause is increasingly being used as “a tool in their highly motivated and
competitive attempts to demonstrate a commitment to stability in their respective legislative and
tax regimes”.®® Having said the importance of adaptation of contract to the subsequent change,
renegotiation clauses seem necessary. Indeed, because neither the classic force majeure nor
hardship clauses offer adequate protection against an unfavourable change in the commercial
balance, having a renegotiation clause in international investment agreements is essential.®*
Salacuse has argued that, “a renegotiation clause may represent such middle ground between total

contractual rigidity, on the one hand, and complete relational flexibility, on the other”.®?

6.2.1. Traditional Renegotiation Clauses

Examination of the literature and existing international investment contracts indicate that
‘traditional’ and ‘modern’ types of renegotiation clauses can be seen in investment contracts.
Careful examination of the wording of such clauses could be helpful in determination of the
formula that is intended to “ensure greater predictability of conditions under which renegotiation
may take place”.®® Under international investment agreements, traditional renegotiation clauses

are seen as; (i) general and (ii) specific renegotiation clauses.

The general renegotiation clause affects the entire substance of international investment contract
and prescribes conditions under which the entire bargain may be reopened.®* This type of
renegotiation clause “explicitly sets out the aim of renegotiation of terms which most often, in the
spirit of the rebus sics stantibus principle, is to restore each of the parties to their position prior to
the change of the legal environment surrounding the contract”.®® For example, Article 3.3 of the
Service Contract 1979 between the Haitian State and Anschutz Overseas Corporation, provides;
“it is agreed that the terms of this contract shall, upon the request of either party, be subject to
renegotiation after seven years from the date pay-out or ten years after the year end in which
commercial production is reached, whichever time is later-provided however, that in no event

shall “renegotiation’ be deemed to be tantamount to termination. Rather, ‘renegotiation” shall be
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deemed to reflect the opportunity of the parties to adjust the economic terms and conditions of
this contract to account for then local and international conditions”.®® The parties according to
these clauses have a duty to renegotiate at particular points in time. As to the Haitian clause, the
obligation of the parties to renegotiate embarks either at taking place a specific event or at periodic

intervals.®” Therefore, time could be considered as a triggering event.

Specific renegotiation clauses refer to such clauses that determine a specific event or a particular
issue for starting renegotiation.%® For example, the Petroleum Production Agreement of 1974,
between the Government of Ghana and Shell Exploration and Production Company of Ghana
Ltd., in Article 47 required:

“Art. 47. (b) It is hereby agreed that if during the term of this Agreement there should
occur such changes in the financial and economic circumstances relating to the petroleum
industry, operating conditions in Ghana and marketing conditions generally as to
materially affect the fundamental economic and financial basis of this Agreement, then
the provisions of this Agreement may be reviewed or renegotiated with a view to making
such adjustments and modifications as may be reasonable having regard to the Operator’s
capital employed and the risks incurred by him always provided that no such adjustments
or modifications shall be made within 5 years after the commencement of production of
petroleum in commercial quantities from the production area and that they shall have no

retroactive effect”.®

This clause covered significant change of financial circumstances and clearly explained the
triggering event under which the contract may be modified. It also excluded retroactive effects of
contract amendment. Under the specific renegotiation clause, parties may not request
renegotiation beyond the specific events. However, the general renegotiation clause “will
encourage the parties to ask for renegotiation of the contract on flimsy grounds thereby

jeopardising the stability of the contract”.™

6.2.2. Modern Renegotiation Clauses
Modern renegotiation clauses might be seen in three forms. (i) stipulated economic balancing, (ii)

non-specified economic balancing, and (iii) negotiated economic balancing.™
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Stipulated economic balancing provides for an automatic amendment in the stipulated way.”?
The Model Offshore Production Sharing Agreement of Pakistan points out;

“(a) The Government undertakes to uphold the fiscal stability of this Agreement and
specifically guarantees that the payments to Government stipulated in Articles 6.6, 6.9,
9.1, 9.6, X1, XX1V shall not be amended or changed with respect to the application of
this Agreement. (b) Where any agency or authority of the Government imposes any tax,
cess, fee, duty, levy, or other ancillary payment in addition to the guaranteed payments
in article 31.1(a) as required by the laws of Pakistan other than those concerning health,
safety and environmental and related matters of public interest, Government holdings
shall consult with contractor on appropriate measures in order to compensate contractor
for such unfavourable impacts caused by such amendments. After having quantified the
unfavourable impacts, the Government holdings share of profit oil and profit gas shall

be adjusted in such a manner that the overall fiscal balance is maintained”.”

This clause clearly required adjustment of contractual arrangements to maintain financial
equilibrium. The modern practice shows that there has been a shift from traditional freezing
clauses to a hybrid contractual mechanism including both stabilisation and renegotiation
concepts.™ This modern approach is particularly related to international contracts for exploration
and exploitation of natural resources.” Since this modern approach is quite recent, the practice
has not yet received much discussion in the literature or in arbitral awards. It is because legal
analysis of issues concerning petroleum contracts mostly has been written in arbitral awards
rendered in the past. Therefore, it projects the past practice.’ It is useful therefore to examine
traditional and modern renegotiation clauses to fully understand the legal characterisation and
future consequences which they create. Thus, in the next few pages, some examples of their

contractual terms will be discussed.

Another type of renegotiation clause which is negotiated economic balancing, requires that parties

should meet to negotiate the amendments to restore the original financial equilibrium.”’

OGEL Online Journal 1; P. Cameron, “Stabilisation in Investment Contracts and Changes of Rules in Host
Countries: Tools for Oil and Gas Investors”, AIPN Research Paper Final Report, 2006, 31.

2 A. Maniruzzaman, (2006), OGEL, ibid, 2.

3 A. Maniruzzaman, (2006), OGEL, ibid, 4.

" T. Waelde and G. Ndi, (1996), supra note 30, 219, 266; N. Nassar, Sanctity of Contracts Revisited: A
Study in the Theory and Practice of Long-Term International Transactions, (Dordrecht, Martinus Nijhoff
Publishers, 1995) 175.

5 P. Bernardini, “The Renegotiation of the Investment Contract”, (1998) 13 ICSID Review Foreign
Investment Journal 411, 416.

6 T. Waelde and G. Ndi, (1996), supra note 30, 219.

7 A. Maniruzzaman, (2006), supra note 71, 2; P. Cameron, AIPN, supra note 71, 31.
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For example, an Egyptian Concession Contract 2002, provides;

“In case of changes in existing legislation or regulations applicable to the conduct of
Exploration, Development and production of Petroleum, which take place after the
Effective Date, and which significantly affect the economic interest of this Agreement to
the detriment of CONTRACTOR or which imposes on CONTRACTOR an obligation to
remit to the AR.E (Arab Republic of Egypt) the proceeds from sales of
CONTRACTOR’s Petroleum. CONTRACTOR shall notify EGPC (the National Oil
Company) of the subject legislative or regulatory measure. In such case, the Parties shall
negotiate possible modifications to this Agreement designed to restore the economic
balance thereof which existed on the Effective Date. The Parties shall use their best efforts
to agree on amendments to this Agreement within ninety (90) days from aforesaid notice.
These amendments to this Agreement shall not in any event diminish or increase the
rights or obligations of CONTRCATORS as these were agreed on the Effective Date.
Failing agreement between Parties during the period referred to above in this Article XIX,
the dispute may be submitted to arbitration, as provided in Article XXIV of this

Agreement”.™

This clause requires good faith in the renegotiation process which points out that parties should
apply their best efforts. It also determines the extent of amendment and has provided that parties
could not reduce or increase the rights or obligations of the contractor as agreed on the effective
date.

The Model Production Sharing Contract of Turkmenistan 1997 contained the following

requirement;

“Where present or future laws or regulation of Turkmenistan or nay requirements
imposed on contractor or its subcontractors by any Turkmen authorities contain any
provisions not expressly provided for under this Agreement and the implementation of
which adversely affects contractor’s net economic benefits hereunder, the parties shall
introduce the necessary amendments to this agreement to ensure that contactor obtains

the economic results anticipated under the terms and conditions of this agreement”.”

In the similar vein, the Baku-Thilisi-Ceyhan Host Government Agreements require:

“The State Authorities are to take all actions available to them to restore the Economic

Equilibrium established under the Project Agreements if and to the extent the Economic

78 Cited in P. Cameron, AIPN, supra note 71, 31-2; A. Maniruzzaman, (2006), supra note 71, 4.
" Barrows Qil Laws and Concession Contracts, Russia & NIS, Supp. 26, 75 (1997).
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Equilibrium is disrupted or negatively affected, directly or indirectly, as a result of any change
(whether the change is specific to the Project or of general application) in host government’s law

(including Taxes, health, safety and the environment), including changes resulting from:

The amendment, repeal, withdrawal, termination or expiration of the host government’s

law
The enactment, promulgation or issuance of the host government’s law

The interpretation or application of the host government’s law (whether by the courts, the

executive or legislative authorities, or administrative or regulatory bodies);

The decisions, policies or other similar actions of judicial bodies, Tribunals and courts,
the State Authorities

Jurisdictional alterations; and

The failure or refusal of judicial bodies, Tribunals and courts, and/or the State Authorities

to take action, exercise authority or before the host government’s law (a “change in law™)

The foregoing obligation of the State Authorities to take all actions available to restore
the Economic Equilibrium are to include the obligation to take all appropriate measures
to resolve promptly by whatever means may be necessary, including by way of
exemption, legislation, decree and/or other authoritative acts, any conflict or anomaly

between any Project Agreement and the host government’s law”.%

The Model Exploration & Production Sharing Agreement of the State of Qatar, 1994 includes the

following provision:

“Art. 34.12 Equilibrium of the Agreement: Whereas the financial position of the Contractor has
been based, under the Agreement, on the laws and regulations in force at the Effective Date, it is
agreed that, if any future law, decree or regulation affects Contractor’s financial position, and in
particular if the customs duties exceed...percent during the term of the Agreement, both Parties
shall enter into negotiations, in good faith, in order to reach an equitable solution that maintains
the economic equilibrium of this Agreement. Failing to reach agreement on such equitable
solution, the matter may be referred by either Party to arbitration pursuant to Article 31”.
[Emphasis added].®

80 A, Maniruzzaman, (2006), supra note 71, 12-13.
81 Barrows, Basic Oil Laws and Concession Contracts, Middle East, Supp. 124, 1 (1995), cited in P.
Bernardini, (1998), supra note 75, 416.
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In respect of the third category of renegotiation clauses, namely, non-stipulated economic
balancing, they do not stipulate the nature of amendment and do not mention that mutual

agreement of the parties is necessary. %

A Production Sharing Agreement between the State Oil Company of the Azerbaijan Republic and
a consortium of international oil companies including AMOCO Caspian Sea Petroleum, BP, Delta
Nimir Khazar, Lukoil Joint Stock Company, Turkiye Petrolleri signed on 20 September 1994, in

Acrticle 13 requires:

“The rights and interests accruing to Contractor (or its assignees) under this
Agreement and its Sub-contractors under this Agreement shall not be amended,
modified or reduced without the prior consent of Contractor. In the event that any
Government Authority invokes any present or future law, treaty, intergovernmental
agreement, decree or administrative order which contravenes the provisions of this
Agreement adversely or positively affects the rights or interests of Contractor
hereunder, including, but not limited to, any change in tax legislation, regulations,
or administrative practice, or jurisdictional changes pertaining to the Contract Area,
the terms of this Agreement shall be adjusted to re-establish the economic
equilibrium of the Parties, and if the rights or interests of Contractor have been
adversely affected, then the State entity shall indemnify the Contractor (and its
assignees) for any disbenefit, deterioration in economic circumstances, loss or

damages that ensue there from”. [Emphasis added].®

The Production Sharing Agreement between the Vietham National Qil and Gas Corporations of
the Socialist Republic of Vietnam, LASMO Vietnam Ltd. & C. Itoh Energy Development Co.,
Ltd. Signed on 19 August 1992 contains the following:

“Art.17.8 Introduction of New Laws and Regulations: If after effective Date, new law(s)
and/or regulation(s) are introduced in Vietnam adversely affecting CONTRACTOR’S
interest, or any amendments to existing laws and/or regulation are made the Parties shall
meet and consult each other and shall make the necessary changes to this Agreement to
ensure that CONTRACTOR s restored to the same economic conditions which would
have prevailed if the new law and/or regulation or amendment had not been

introduced”.[emphasis added].%*

82 A. Maniruzzaman, (2006), OGEL, supra note 60, 2.

8 Cited in D. Bishop and J. Crawford, Foreign Investment Disputes: Cases, Materials and Commentary,
(Kluwer Law International, 2005), 304-5.

8 Cited in K. Berger, (2003), supra note 61, 1360.
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In addition, according to the OK-Tedi Papua New Guinea Concession Agreement 1976, under
clause 42, the agreement did not provide a specific triggering event and did not require a duty to
renegotiate. It was simply agreement to amend the contract. It required; “The parties may from
time to time by agreement in writing add to, substitute for, cancel or vary all or any of the
provisions of this agreement”.® Also, Article 9 of the Supplementary Contract to the Concession
Agreement between the State of Kuwait and the American Independent Oil Company
(AMINOIL) of 28 June 1948, which was signed on 29 July 1961 required; “If, as a result of
changes in the terms of concessions now in existence or as a result of the terms of concessions
granted hereafter, an increase in benefits to Governments in the Middle East should come
generally to be received by them, the Company shall consult with Ruler whether in the light of
all relevant circumstances, including the conditions in which operations are carried out, and taking
into account all payments made, any alterations in the terms of the agreements between the Ruler

and the Company would be equitable to the parties”.%

The above said clauses were some outstanding examples of renegotiation clauses in practice. The
analysis of them, shows that in particular points and after certain periods of time, parties are under
duty to renegotiate. Therefore, the occurrence of an event or the passing of time might be
considered as a triggering event. The above mentioned clauses are obviously not exhaustive.
However, they highlight the legal features of modern clauses in recent practice. Whilst the
traditional stabilisation clause aims to protect foreign investors by restricting the legislative power
of the government for amendment or termination of contract, the main characteristic of modern
renegotiation clauses is to protect foreign investors by making the contract modelled on a flexible
and amendable approach where the host state uses its power at the detriment of the foreign
investor. Therefore, such clauses provide room for renegotiation where certain events take place.
Examination of renegotiation clauses showed that parties by this contractual device seek to rebuild
the economic balance of the agreement when it is damaged. This clause provides a dynamic
framework for contractual relationships of contracting parties over the life of the agreement. In
contractual practice, both government/state entity and international investors have benefited from
the renegotiation clause. Contracting parties may invoke a renegotiation clause where financial
balance is disrupted.®” It will also provide a private law contract under which parties have
commitments when specific conditions are satisfied to begin renegotiation. Renegotiation clauses
are not of automatic application, under which parties agree to renegotiate when certain conditions
are met. This poses two sets of questions as to the legal effects of a renegotiation clause. The first

issue is the definition of a particular event and certain conditions which trigger a renegotiation.

8 OK-Tedi Copper Agreement between the State of Papua New Guinea & Dumpier Mining Co., 1976,
cited in K. Berger, (2003), supra note 61, 1359.

8 Kuwait v. The American Independent Oil Company (AMINOIL), 21 ILM 976, 992.

87 A. Kolo and T. Waelde, (2000), supra note 1, 9.
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The second question is about the obligation of parties during the renegotiation process. Can a
party terminate the contract by failing renegotiation such as rejecting the other party’s proposal?
How effective are such clauses and the process they prescribe when it comes to the protection of
the legitimate expectation of the parties. The above listed questions will be discussed in the next

sections.

6.3. The Contractual Practice of Renegotiation

6.3.1. Renegotiation, Contractual Stability and Certainty

There are some broad categories of circumstances that may lead to adjustment of the agreement.
These are changes in conditions, either legislative and regulatory changes, or changes in economic
conditions. In terms of changes in economic conditions only those that must have been beyond
the control of parties and of such a nature that parties could not reasonably be expected to have
taken into account at the time of contracting, would lead to adjustment. Rather than a strict
application of contractual provisions, experience shows that the success of petroleum contracts
lies with the mutual trust that contracting parties have in one another, together with their will to

act in good faith in carrying out a project and its adjustment for their mutual interest.®

International petroleum transactions cover long time periods and deal with highly technical and
financial matters and include large sums of money. Consequently, a goal sought by all sides in
the negotiation process is contractual stability, which is the assurance that the terms of their
contract will be respected in the future. Since the parties know that during the long time period
covered by their agreement many unforeseen political, economic, regulatory, and technical
circumstances may arise and drastically change the balance of benefits from what the parties
contemplated at the time they originally signed their agreement. As a result, a certain degree of
flexibility is a second imperative that the negotiating process should seek.® In order to balance
the stability and flexibility in a renegotiation process, one approach is that the contract authorise
the parties to renegotiate the key elements of their relationship in cases where specified events or
circumstances take place. The insertion of a renegotiation clause in the agreement is a wise basis
for maintaining a long-term contractual relationship. Nevertheless, some traditional jurists are not
willing to provide an opportunity for flexibility by virtue of the insertion of a renegotiation
clause.® Their preferred approach is to anticipate all possible future contingencies and to provide
for them in the contract. This traditional approach and its reluctance for renegotiation clauses have

some valid reasons. First, is the concern that renegotiation clauses are merely ‘agreements to

8 J. Guasch, Granting and Renegotiating Infrastructure Concessions- Doing it Right, (World Bank, 2004).
89, Salacuse, “Renegotiating International Business Transactions: The Continuing Struggle of Life Against
Form”, (2001) 35 Int’l Lawyer, 1507.

% A, Kolo and T. Waelde, (2000), supra note 1, 43.
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agree’ and may be unenforceable.®* Second, renegotiation might increase uncertainty and risk in

business transactions and offend the concept of the sanctity of contract.

Nevertheless, a specific renegotiation clause in a contract with definite terms regarding, how the
parties are to conduct the renegotiation process would easily meet this standard of enforceability.
The required certainty would be further satisfied by specifying the precise events that give rise to
the obligation to renegotiate and by specifically providing for the timing, locale, and conditions
of the renegotiation process.® In addition, the insertion of the renegotiation clause could actually
contribute to transactional stability.*® For example, when significant changes in circumstances
may result in severe unexpected financial hardship, a renegotiation clause may permit the parties
to avoid default. The contracting parties should recognise the risk of changed circumstances and
insert the conditions upon which the renegotiation process must trigger in the renegotiation clause,

instead of trying to predict all eventualities.

Moreover, in long-term transactions where their success depends upon continuing cooperation, a
renegotiation clause provides a middle ground between total rigidity and complete relational
flexibility.** As a result, contracting parties should recognise changed circumstances and include
renegotiation provisions in the contract, and create a clear framework within which to conduct
the renegotiation process. The renegotiation clause by determination of events and conditions may
give stability to an arrangement whose long-term nature creates a high risk of instability.*> The
renegotiation process can only be commenced once specific events stipulated in such a clause
have taken place. The contracting parties in a renegotiation process cannot change the entire
agreement and the extent of contract change would already have been determined by the

renegotiation provisions in the contract. Thus, contractual stability will be maintained.

Finally, with regard to contractual stability and certainty of transactions in the event of a
renegotiation it should be noted that the function of renegotiation clauses is limited to adjustment
of the contract to the changed circumstances. They do not justify a restructuring of the entire
contract. As a result, the outcome of a successful renegotiation is framed by and based upon
specific conditions that were stipulated in the original contract. Consequently, one party may not
seek a renegotiation to reach an unexpected result, as the entire process is controlled by specific
conditions to re-balance the original contractual equilibrium. It is one of the principles for

% |bid.
92 ], Salacuse, (2001), supra note 89, 1510.
% |bid.
% |bid.
% |bid.
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renegotiation that renegotiation should not result in a commercial advantage to one of the parties,

but instead restore the commercial balance of the contract as to changed circumstances.*

6.3.2. Triggering Events

The conditions upon which commencement of renegotiation is based are of great importance.®’
The criterion that must be met for triggering the renegotiation process is one of the salient features
of a renegotiation clause. Indeed, the function of such clauses is primarily dependent on it.% Such
prerequisites should be defined in the clause to be met before renegotiation starts. Nevertheless,
such prerequisites do not have a set formula that can be adopted in such clauses. According to
recent petroleum arbitrations, it could be seen that contracting parties did not determine triggering
events clearly and merely used some terms in the renegotiation provisions. For example, in the
Atlantic Case, the events triggering the possibility for the parties to request the contract adaptation
were represented only by changes in the economic conditions in the market. Moreover, such
changes, as usually provided by adjustment clauses, had to be: (1) substantial, (2) beyond the

parties’ control, (3) unforeseeable at the moment of the conclusion of the contract.*

Long-term agreements can be affected by the occurrence of unforeseen events that change the
market conditions existing at the moment of the conclusion of the agreement and representing the
framework within which the parties had negotiated it and the basis on which they found the
relevant balance. Such supervening events alter the contract’s equilibrium.*® It is important to
underline that the unforeseen events taken into account in this research are those that determine
changes in the original conditions and rendering the performance of the parties impossible under
the relevant long-term contract or extremely burdensome and onerous. It follows that any other
provision with the effect of terminating the contract in case one of the parties’ performance
becomes impossible is not considered an adaptation clause. The trigger events are any changes of
the market conditions that have to be: (i) substantial; (ii) unforeseen; and (iii) beyond the control

of the parties. | examined the supervening events and presented some examples in section 7.3.4.

% K. Berger, (2003), supra note 61, 1360.

9 N. Nassar, (1995), supra note 74, 176-177.

% N. Horn, (1985), supra note 14, 129.

% This is one of the challenges of drafting renegotiation clause and has yet to be tested in arbitral tribunals;
Gas Natural Aprovisionamientos v. Atlantic LNG Co. Trinidad Tobago (2008) WL 4344525. The same
approach was taken by other petroleum contracts as showed in: ICC Case No. 10351/2001, (2009) 20 ICC
Int’l Ct.Arb.Bull.76 (partial award 2001); Esso Exploration & Production UK v. Electricity Supply Board,
(EWHC (QB) 31 March 2004); ICC Case No. 9812/1999, (2009) 20 ICC Int’l Ct.Arb.Bull. 69, 69-70
(1999); ICC Case No. 13504/2007, (2009) 20 ICC Int’l Ct.Arb.Bull. 93, 94-95 (2007). Accordingly,
practitioners and contract drafters in the oil and gas sector do not determine triggering events in detail and
only draft it as broad category of terms.

100 The term ‘market conditions’ is meant to include not only the economic conditions characterising the
market but also other conditions (political, technological, etc.) that have consequences on the market and
the relevant contracts.
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However, according to the nature of each contract, its duration and complexity, different
approaches to determining the trigger can be found. Whereas some clauses, such as in the Ok Tedi
contract, do not provide for any prerequisites to the consensus procedure, others provide for very
general conditions. Each of the clauses cited in this chapter has its own conditions and criteria

that have to be met before a renegotiation phase can commence.

Under Article 9 of the Supplementary Agreement of AMINOIL a review of rights and obligations
of the parties is required. It obligates that in case of “an increase in benefits to governments in the
Middle East and such increase should come generally to be received by them”. Where such a
development takes place, still the existence of other requirements are necessary. Such change
must have become general in the Middle East. It means that an empirical study to specify whether
such a development has become general is required. However, it is a very difficult task where

most provisions in petroleum projects are confidential. %

Other clauses contain general formulations. Article 16-6 of the Turkmenistan Model Agreement
is exemplary. It links the trigger of renegotiation to the imposition of laws or regulations, the
implementation of which adversely affects the contractor’s economic benefits. Of course the
difficulty relates to the exact meaning of the triggering event. How could one estimate an adverse
effect on the contractor’s economic benefit? Such an open-ended criterion is open to extensive
interpretation and may give rise to fears of instability and frequent conflict. This is not to mean
that a precise mathematical formula is required. Some of the clauses cited above were specifically
worded, very precise and linked the trigger to an increase of customs or taxes. Yet, although the
latter type of triggers has the advantage of being precise, such clauses are applicable only to
certain aspects of the contractual relationship.

Other clauses such as the Ghana-Shell Clause mentioned above attempted to formulate a general
clause with a specific trigger. The Ghana-Shell clause attempts to provide a specific trigger where
there is “change in the financial and economic circumstances relating to the petroleum industry,
operating conditions in Ghana and marketing conditions generally as to materially affect the
fundamental economic and financial basis of this agreement”.**? Under these conditions, this
clause takes a legal form close to that of a hardship clause. Where the hardship clause according
to the literature serves as a generic term of adaptation, the purpose of the renegotiation clause is
to make the contract dynamic and to flexiblise throughout its duration.'® The trigger corresponds
to circumstances usually contemplated by hardship clauses which are similar or identical to the

concept of frustration and commercial impracticability.’®* These circumstances are usually of a

101 AMINOIL, (1982) 21 ILM 976, 1002, para 19.
102 See the said clause.

108 W, Peter, (1995), supra note 21, 240.

104 1hid, 242.
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general economic, financial, commercial and political nature. Although they may also be more
specifically expressed. Furthermore, the contemplated event must only occur, but it must also
profoundly disturb the balance of the agreement such as to place an intolerable burden on one
party if performance would remain unchanged.’® Hardship clauses provide a starting point for
renegotiation under strict conditions. Arbitrators interpret such revision clauses narrowly and
clauses on other general risks below the hardship and force majeure threshold generally will not
be considered. % Therefore, the test that is to be met before triggering renegotiation is important
and has to be carefully worded. General criteria will give rise to the doubt on the effectiveness
and enforceability of such clauses. However, it is a difficult task to formulate a clause which
precisely defines the triggering events and at the same time is general in style.’®” The change in
the commercial balance of the contract can barely be defined more concretely. By its complex
nature, being unclear in advance and influenced by naturally volatile economic determinants, the

trigger events evade a detailed definition.®®

Another type of renegotiation clause incorporates a determined triggering event to renegotiate.
The obligation starts either after a certain lapse of time or at the occurrence of some other event

such as investment recovery. It is illustrated by the following clauses:

“Not less than 4 years after the commencement of commercial production the parties shall consult
together in Liberia for the purpose of considering such changes in or clarifications of this

Agreement as either party deems to be appropriate”.'%

“The contract will be open to renegotiation on the later of the two dates:

seven years after the year the contractor has been able to recover its costs out of the 40% cost

recovery portion of revenues or ten years after the first commercial production”.

Another clause evidencing this approach mentioned in section 6.2.2. is Article 16-6 of the Model
Production Sharing Agreement, 1997 for Petroleum Exploration & Production of Turkmenistan.
The renegotiation process described above is triggered by a pre-defined change of circumstances,
the one caused by the issuance by the host State of new legislation negatively affecting the private

investor’s interest.

105 1hid.

106 K, Berger, (2003), supra note 61, 1363; N. Nassar, (1995), supra note 74, 178.

107 A. Kolo and T. Waelde, (2000), supra note 1, 47.

108 K, Berger, (2003), supra note 61, 1365.

109 Gold and Diamonds Mining Concession Agreement between the Republic of Liberia and the Liberian
Gold and Diamond Corp. 1976, cited in W. Peter, (1995), supra note 21, 245.

110 The Haitian Petroleum Agreement, 1979, cited in W. Peter, (1995), supra note 21, 245.
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The renegoitiation of the agreement can be triggered at the initiative of either the host state or the
investor. The clause is triggered by supervening events which are beyond the control of the parties
and which negatively affect the contractual equilibrium to the detriment of either of them. A
workable renegotiation clause of this kind presupposes the definition of (i) the change of
circumstances triggering renegotiation; (ii) the effect of the change on the contract; (iii) the
objective of the renegotiation; (iv) the procedure for renegotiation; (v) the solution in case of
failure of the renegotiation process.™! In short, triggering events, as well as the objective of the
renegotiation are often defined in general terms, sometimes for lack of care and some other times

in order to leave greater flexibility for the negotiation process.

A change of circumstances that trigger renegotiation is the first element to be identified when
drafting a renegotiation clause. However, an attempt to make an inventory of triggering events
would be a fruitless exercise in view of the large variety of formulations to be found in
renegotiation clauses.™'? Some renegotiation claues include events that are not defined such as ‘a
change of circumstance’ or ‘a substantial change in the circumstances exisiting on the date of
agreement’. Some of the circumstances may be directly related to the agreement such as an
intervening imbalance in the economic equilibrium, whilst others are external to the agreement,
such as problems of balance of payments by the host state.'** The reference to the principle of
‘change of circumstances’ as a ground for revising the parties’ rights and obligations under their
contractual arrangements is contained in international treaties. For example, the Algiers
Agreement of 1981 in Article V, makes a reference to the change of circumstance as triggering
renegotiation. The agreement established the Iran-US Claims Tribunal to settle disputes
concerning expropriation, contractual breaches and other measures affecting US nationals’
interests in Iran following the revolution in 1979.'* Another important document is the
UNIDROIT Principles of International Commercial Contracts that in chapter two, article 6.2.2
regarding hardship, defined change of circumstances as the occurrence of events fundamentally
altering the equilibrium of the contract. This entitles the aggrieved party to initiate a
renegotiation.*™ In addition, OPEC Resolution XV1.90 of 1968, Declaratory Statement of
Petroleum Policy in Member Countries, relied on the principle of change of circumstances.
Renegotiation clauses are sometimes more precise in determination of triggering events to

circumscribe such events triggering renegotiations. Their common feature is that the event must

H1'W. Fox, International Commercial Agreements: A Primer on Drafting, Negotiating, and Resolving
Disputes, (Kluwer International Law, London, 1998) 220.

112 p_Bernardini, “Stabilisation and Adaptation in Oil and Gas Investments”, Dispute Resolution in Oil and
Gas Contracts Conference, Dubai, 13 November 2006.

113 |bid.

14 1.L.M., 1981, 230.

115 UNIDROIT Principles of International Commercial Contracts (2010), UNIDROIT International
Institute for the Unification of Private Law.
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be beyond the control of the party invoking it to obtain relief. In other words, the event must be
unforeseeable. The consequence is that if the aggrieved party could have foreseen or has caused,

or contributed to cause, the event it may not claim renegotiation of the contract to its benefit.*'®

Determination of whether a triggering event has taken place may bring about a conflict between
the parties. Where the clause is worded vaguely and not precisely the situation is more intense.
This question amounts to a legal issue arising under contract and therefore the tribunal is
competent to decide on this.™’ It shows that the risk is embedded in international commercial
transactions. It has been said that “express language will not totally eliminate risk -there is

virtually nothing that can accomplish this”.*8

Another important issue is the effect of change on the agreement. Renegotiation clauses should
apply only in exceptional circumstances. This requirement is defined in a variety of ways having
all, the conditions that the change must be such as to cause a substantial detriment, or substantial
economic imbalance to the interests of one of the parties, or to materially affect the economic and
financial basis of the agreement, or the consequences and effects of which are fundamentally
different to what was contemplated by the parties at the time of entering the agreement. The
renegotiation clause provides that the aggrieved party may not suspend its performance, at least
during the period of renegotiation as a consequences of the change of circumstances on the

contract.*®

6.3.3. The Extent of Contract Change and Duty of Renegotiation

Renegotiation clauses often set formulations on the extent of contract change. The significance
of this is rooted in the determination of the outcome that is supposed to be achieved by
renegotiation. Article 17.8 of the LASMO Agreement 1992 provides a good example of an
objective test as to the extent of contract change. It mandates that parties shall consult each other
and make the necessary change to ensure that the contractor is restored to the same economic
position which would have prevailed if the new law and/or regulation or amendment had not been
introduced.'?® The extent to which the agreement may be changed is often independent of the

triggering event and is to be determined on the basis of the specific wording of the clause.*® Such

116 'Yearbook of Commercial Arbitration, (1984), 70.

H7\W. Peter, (1996), supra note 21, 34.

18 W, Fox, (1998), supra note 111, 217.

119 |bid.

120 Art.17.8 Introduction of New Laws and Regulations: If after effective Date, new law(s) and/or
regulation(s) are introduced in Vietnam adversely affecting CONTRACTOR'’S interest, or any amendments
to existing laws and/or regulation are made the Parties shall meet and consult each other and shall make the
necessary changes to this Agreement to ensure that CONTRACTOR s restored to the same economic
conditions which would have prevailed if the new law and/or regulation or amendment had not been
introduced”.

121 p, Bernardini, supra note 112.
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wording may be generic, adopting subjective standards such as ‘removing the unfairness’ or
‘adopting an equitable revision’ or such as to protect both parties by referring to an objective
standard as ‘restoring the original contractual equilibrium’ or only the private party by making
sure that it will obtain *“the economic results anticipated under the terms and conditions of this
Agreement.”*? In general, the meaning of a renegotiation clause cannot possibly be to let only

one contracting party feel the consequences of the changed circumstances.*?®

The extent of contract change may be set by some tests such as exclusion of any retroactive result
or indemnity of the investor for loss or damages resulting from the introduction of new regulations
or laws. Over the life of an investment when a problem arises parties are required to renegotiate

and discuss the possible solution.

Some of the clauses limit the extent of contract change to objective standards, such as the
maintenance of the financial equilibrium or referring to subjective standards such as fairness. For
example, “The Government and Contractor Shall meet to negotiate, in good faith, and agree upon
the modifications which need to be made to the terms of this Agreement to restore the Contractor’s
economic rights and benefits hereunder to a level equivalent to what they would have been, had

such change not occurred”.**

Some scholars argued that it would be better if such a clause captures subjective standards.
According to Schmitthof, it is an unnecessary fetter on the renegotiation which should aim at
establishing a situation fair and equitable to both parties in the new circumstances, if the parties

have to look back to the past and to adopt the equilibrium as their guiding criterion.*®

In the researcher’s view, a precise interpretation of a subjective test such as ‘fairness’ requires
reference to the objectives of the contract and to the intent of the contracting parties. These
elements are difficult to determine. As a result, adaptation of the agreement could be facilitated
by an objective test such as ‘restoring the financial balance of the parties’ obligations’ because it
could be easier to quantify financial aspects of the contract than to determine what the parties

should view as fair under changed circumstances.

However, there are some concerns as to the renegotiation process such as what will take place if
a party does not enter into renegotiation, or if the parties are unsuccessful in agreeing an outcome.

These issues will be addressed in this section. A renegotiation clause requires that when particular

122 Model Production Sharing Agreement for Turkmenistan.

123 p, Bernardini, supra note 112.

124 production Sharing Agreement for the Exploration and Production of Petroleum between the
Government of Ethiopia and International Petroleum Limited, Article 16. Cited in W. Peter, (1995), supra
note 21, 244.

125\, Peter, (1995), supra note 21, 244.
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conditions are met parties have to renegotiate. If a party rejects to enter into renegotiation then it

is in breach of agreement and the violation of this duty could entail legal sanctions.?

Nevertheless, a party’s duty to renegotiate is not fulfilled by merely entering into renegotiations
with the other party. There are obligations imposed on the parties during the renegotiation process.
However, one should not expect very clear rules. One of the widely recognised rules concerning
the obligations of the parties is that contracting parties by entering into the renegotiation process
should be determined to find a solution for their problems. In fact, in addition to willingness to
listen to each other, they shall understand and be flexible throughout the renegotiation process to

reach a compromise.*?’

The difficulty or inability to use precise wording in the definition of the duties of the parties in
the renegotiations could have damaging results. Wording such as the use of ‘best efforts’ or ‘the
parties do their utmost to reach an agreement’ leaves a great deal of unanswered questions on how
the process is to be conducted by the parties and do not require them to reach an agreement on
revised items.’?® Nevertheless, authoritative guidance on how the parties ought to behave is
available. In the AMINOIL award, the tribunal cited the International Court of Justice’s (ICJ)
views on the content of an obligation to negotiate in North Sea Continental Shelf.**® The tribunal
specified the general principles that ought to be observed in carrying out an obligation to
negotiate.™*® Those principles were: (i) good faith; (ii) a sustained upkeep of the negotiations over
a period appropriate to the circumstances; (iii) an awareness of the interests of the other party;

(iv) a preserving quest for an acceptable compromise.

Regarding the first principle, the parties must conduct the negotiations in good faith, regardless
of whether a good faith requirement is expressly included in the renegotiation provision. If they
fail to act in good faith, this will be taken into account in any arbitral proceedings that follow from
any failure of the renegotiation process.** The Aminoil tribunal in relation to the other three
principles held that while an obligation to negotiate is not an obligation to agree, the obligation
to negotiate exists within ‘well-defined juridical framework’ which can include fairly precise
requirements.*** However, a failure to reach an agreement does not mean that the parties have

failed in their duty to negotiate.

126 D, Bishop, “The Duty to Negotiate in Good Faith and the Enforceability of Short-term Natural Gas
Clauses in Production Sharing Agreements”, (1997) 2 CEPMLP Online Journal 2, available
http://www.dundee.ac.uk/cepmlp/journal/html/vol2/article2-1.html.

127 N. Nassar, (1995), supra note 74, 181; A. Kolo, T. Waelde, (2000), supra note 1, 57.

128 p_ Cameron, International Energy Investment Law, The Pursuit of Stability, (Oxford, OUP, 2010) 83.
129 North Sea Continental Shelf, (Germany v. Denmark), ICJ Rep. 1969, 4.

130 AMINOIL Arbitration, para 1014.

181 p, Cameron, (2010), supra note 128, 83.

132 AMINOIL Arbitration, para 24.

246


http://www.dundee.ac.uk/cepmlp/journal/html/vol2/article2-1.html

In terms of the fourth principle, if the parties have an obligation to renegotiate under the
agreement, provided that the triggering event has occurred, they must proceed to commence
renegotiation rather than simply refer the matter to the courts instead of commencing

renegotiations. '

The function of the renegotiation clause is to accommodate the contract to the changed
circumstances and not to change the whole structure of the contract.** This is the ‘no profit no
loss rule’ that is generally accepted. It requires that “the original equilibrium of the contract should
be maintained and therefore neither party should be allowed to profit or forced to suffer a loss as
a result of the renegotiation”.** In addition, it should be noted that the purpose of renegotiation
clauses is limited to adapting the contract to the changed circumstances and not restructuring the
entire contract unless this is clearly expressed in the clause.™*® Finally, timing plays a role in
determining the extent to which a party has satisfied his duty to negotiate.*®” However, the
aforementioned rules are starting points and obligations of the parties must be determined by the

wording of a renegotiation clause, the nature of risks and the nature of the contract.**®

6.3.4. Checklist for Drafting Renegotiation Clauses: What Should be the Content and Process
of Renegotiation?

It is a difficult task for lawyers to draft renegotiation clauses that are jointly acceptable to both
contracting parties. Legal scholars articulated the difficulty of designing renegotiation clauses as
follows: “It is much easier to delay thinking about the future problems or to rely on more iron-
clad dispute settlement provisions. More importantly, it is difficult to find language that
simultaneously satisfies the needs and concerns of both parties”.** This researcher recognises
this difficulty and supports the scholars’ opinion. It is not an easy task for lawyers to draft a
mutually acceptable renegotiation clause in practice. Nevertheless, the parties should take

reasonable time to draft the best contractual clauses.

Renegotiation provisions should not be too flexible; parties should attempt to formulate such a

provision with certain elements mentioned below.*

It is well said “an open-ended approach to
negotiated economic balancing however is also a high risk strategy. It should be contemplated by

details and penalties for non-compliance: imposition of time limits on negotiations, recognition

133 EDF Case, JCP No. 18810.

134 K. Berger, (2003), supra note 61, 1365.

135 N. Horn, (1985), supra note 14, 3, 28.
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139 ], Otto, J. Cordes, (2002), supra note 53, Ch.5, 5.18.
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that compensation must follow a loss or damage and resource to arbitration if the negotiations

fa””.l41

There are some elements that need to be clearly stated in renegotiation clauses. Such clauses
should address events that could trigger a renegotiation. If the parties have not determined
triggering events clearly, then this may ultimately result in conflict.*** This is because it will be
difficult to determine whether the triggering events have occurred or not. The above-mentioned

clauses generally state the triggering events.

In order to start the renegotiation process, the triggering events must have taken place. Upon
occurrence of triggering events, the obligation of contracting parties to renegotiate starts. In E.D.F

v. Societe Shell Francaise case,'*®

the contract signed between a private oil company and the
French national power company included a renegotiation clause. The parties agreed to renegotiate
the contract “if the price of oil increased beyond a stated figure”'** to reset financial balance. The
renegotiation clauses were triggered because the oil price went up beyond a stated figure.
Nevertheless, both parties took the case to court in order to settle the dispute instead of
renegotiating the original contract. The court dismissed the case and reminded the parties of their
obligation to renegotiate the new oil price in order to set up a new financial balance. The court
said that “it was only in the event that they could not reach an agreement that the courts consider
the matter”.* Thereafter, the parties went back to renegotiation and found an amicable solution

for the dispute.*

Provisions should make clear whether the obligation is to renegotiate or to reach an agreement.*#’
In the AMINOIL case, the tribunal addressed this issue in accordance with the renegotiation
clauses in the Aminoil contract as follows: “An obligation to negotiate is not an obligation to
agree. Yet the obligation to negotiate is not devoid of content, and when it exists within a well-

defined juridical framework it can well involve fairly precise requirements”.**

In a similar way, in the Wintershall case, it was upheld that parties by initiating renegotiation are
not obliged to reach agreement. The tribunal stated that “such a duty does not include an

obligation on the part of the respondent to reach agreement with respect to the proposals made by

141 p, Cameron, AIPN (2006), supra note 60, 51.

142\, Peter, (1995), supra note 21, 246.
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the claimants”.**® According to the Aminoil and Wintershall arbitral tribunals, there is no
obligation for the parties to agree in a renegotiation. Nevertheless, if the clauses require that
renegotiating parties are under obligation to reach an agreement then parties have a duty to agree.
According to Bowman, renegotiation clauses should only provide for renegotiations, not for
agreement on contractual adaptation.”™ The obligation of a duty to agree on contractual
modifications could result in some problems. If the clause states that parties should reach an
agreement at the end of the renegotiation process, this places an obligatory duty on the parties to
come to an agreement and this may lead to an unfair outcome. On the other hand, if there is no
obligation to reach an agreement, this may reduce the effectiveness of renegotiation clauses,
because the party that has been requested to renegotiate may not take the renegotiation seriously
and also may not act in good faith. In order to prevent this, the provision should stipulate that the
renegotiating parties should act in good faith in the renegotiation process.™ In that case, it can
be fairly said that there might be no need to state that renegotiation has the obligation to reach an
agreement. Nevertheless, a duty to negotiate in good faith does not always mean a duty to reach
agreement.® Hence, considering the possibility of failing to reach an agreement, it seems

reasonable not to have renegotiation clauses that require an obligation to reach agreement.

It has been pointed out that the “duty on one party to agree can only arise under limited
circumstances when: (1) the negotiations have reached an advanced stage and all essential terms
have been at least orally agreed; (2) at least partial performance has been requested and has begun;
or (3) a duty to negotiate in good faith exists by virtue of a pre-existing contract and terms are
offered by the other party that are-clearly and unequivocally- so commercially standard and
reasonable that no reasonable party under a duty to negotiate in good faith could legitimately
reject them. With regard to this latter standard, such terms must be technically sound, financially
reasonable and attractive to the offeree, must provide a method to respond to changing risks, and
must fall within the mainstream of similar transactions. By financially reasonable and attractive
is meant that the offeree must be likely to make a profit under the terms offered, and quite
importantly, is not likely to be subjected to a loss. Since a duty to agree is being imposed on a
party that has not actually agreed, then a method must also be provided to respond to changing
risks and market conditions so that the offeree, for example, is not subjected to a long-term fixed

price contract that can potentially lead to catastrophic future loss”.**
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Furthermore, another important point to make in renegotiation clauses is what amounts to change
of economic equilibrium of the contract, or when a change can be said to have taken place. This
will prevent the abuse of requests for renegotiation.™* In cases of failure of renegotiation, the
renegotiation clause should stipulate the consequence of a failure of renegotiation.*® The
provision should set out the basic principles of the renegotiation process and expected outcomes

of the renegotiation.

The contracting parties should make clear the wording of renegotiation clauses because “the
parties’ obligation must necessarily be judged in accordance with the wording of each
renegotiation clause”.**® In order to avoid potential conflict between parties, the lawyers should
draft the clauses clearly. In addition, the terminologies used in the provision should be defined in
the agreement. These definitions can reveal the aim of the parties, and therefore, in the event of
any dispute arbitral tribunals can interpret the provision “thereby make a fair decision in relation

to the dispute”. ™’

It is worth noting that parties should draft the renegotiation clauses based on the investment
conditions of each specific project, their needs and expectations.'*® Therefore, renegotiation

clauses for different investment projects may differ.

6.3.4.1. Some Principles for the Renegotiation Process

There is a generally recognised principle that the parties should consider when the renegotiation
occurs.*® Contracting parties should invoke and conduct the renegotiation in good faith.'*® The
principle of good faith is recognised by most nations and it also has been accepted as a basis for
international law.*®* Good faith imposes upon the parties the duty to seek out an adaptation of
their agreement to the new circumstances which may have occurred after its execution, in order
to ensure that its performance does not cause, especially when the contract is at stake as part of a
long term agreement, the ruin of one of the parties. This principle is also prevailing in international
commercial law.®® For example, the French case law has affirmed that changes in the original
economic conditions altering the contract’s equilibrium can render the agreement null and void

or can give rise to a duty of cooperation and renegotiation on the basis of the principle of good
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faith provided by Article 1134.3.1%® The reference to the principle of good faith with regard to the
adaptation of contracts, governed by French law, was also made in international commercial
arbitration. In particular, in the ICC case No. 9994/2001, a dispute arose out of a long-term license
and sale agreement (governed by French law and not including an adaptation clause), concluded
between a US (Defendant) and a French (Claimant) company, upon the determination of a new
price asked by the Claimant in consideration of the increase of the costs of the raw material it
supplied to the Defendant. Such increase was due to the more severe conditions and control
imposed by a government agency in relation to collection of the human placenta of which the raw
material supplied under the contract was made. The parties did not reach an agreement on the new
price and upon the Defendant’s termination of the contract, the Claimant started an arbitration
proceeding. The Tribunal stated that, upon the occurrence of unforeseen events altering the
contract balance, the parties, according to French law, have the duty to renegotiate and adapt the
contract on the basis of the principle of good faith and regardless of the existence of an adaptation
clause. In addition, the arbitrators stated that such a principle is even more relevant in cases of

international contracts. '

In addition, in the US, the principle of commercial impracticability, to be intended as an extreme
and unreasonable hardship, has been recognised by courtsand the legislator. Such section,
therefore, by referring to the concept of impracticability and not to impossibility, extends the
cases in which a party can be excused from the performance (or from the timely performance) of
its obligations since such a concept also includes situations in which the latter, upon the
occurrence of unforeseen events, has become commercially unsustainable. Moreover, this
provision found its justification in the principle of good faith (expressly provided by section 1-
203 UCC)*® since it would be against the latter to ask a party to perform the contract when it has
become extremely and excessively onerous (i.e., impracticable) due to supervening events
changing the conditions on which the agreement was based and, consequently, altering its

balance. %

The law cannot operate only with specific and rigid concepts.®’

It is very difficult to mention
every single issue in detail in the contract. As a result, the approach to good faith should provide
flexibility. Hence, the meaning of good faith is “aligned to that of reasonableness. However, good

faith is not confined to reasonableness, but it is a way to bring in international standards.

163 https://www.legifrance.gouv.fr/affichJuriJudi.do?id Texte=JURITEXT000022430481.
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Therefore, it plays the role of a powerful standard; helping to the application in particular cases
of norms in themselves too abstract to be able espouse all multifaceted features of the single
cases”.'® Therefore, the concept of reasonableness is a decisive factor for understanding the
principle of good faith. A reasonable conduct can be determined by taking into account all
surrounding circumstances of each project and “the normative inquiry of how one should conduct
himself”.1*® The parties should determine what is deemed to be proper conduct.*”® Thereafter,
parties should try to do their best to perform contractual obligations. Understanding the concept
of reasonableness could result in a reasonable behaviour in renegotiation and parties will not
attempt to take advantage of the other party in the renegotiation. A common feature of any process
of renegotiation is that the same should be conducted in good faith. Lack of good faith will be
taken into consideration by the arbitral tribunal called upon to settle the dispute resulting from the

failure of the renegotiation process.*”

According to Professor Cameron, contract drafters in the petroleum industry often use the
principle of good faith to internationalise the contract. He stated that “good faith duty can act as
a way of bringing international law principles into the contract and thereby defend the interests
of the foreign investors”." The tribunal in Sapphire case noted that “this duty of good faith more
often calls for the application of general principles of law, based upon reason and upon the
practice of civilized countries”.*”® Therefore, it is possible for the parties to renegotiate in good
faith to make the contract in light of changing circumstances. The principle of good faith could
result in “the less confrontational and more compromising attitude of parties to the multinational

agreement”.*™

Regarding the notion of reasonableness, the Swedish legal system has some supporting and
illustrating points on the above discussion. The Swedish legal system provides for the power of
courts and arbitrators to intervene on contract terms in both the Contract and Arbitration Acts. In
particular, Article 36 of the Contract Act (that has a procedural and mandatory nature)'’ consents
the adaptation of the contract in cases of supervening events changing the

contractual equilibrium by providing that:
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“A contract term may be adjusted or held unenforceable if the term is unreasonable with
respect to the contract’s contents, circumstances at the formation of the contract,
subsequent events or other circumstances. If the term is of such significance that it shall
otherwise be enforceable in accordance with its original terms, the contract may also be
adjusted in other respects or held unenforceable in its entirety. With respect to the
application of the first paragraph, special consideration shall be given to the need for
protection of consumers and others who assume an inferior position in the contract
relationship. The first and second paragraphs shall be given similar application to terms
in other legal relationships than that of contract.”*"

The reference made by such provision to the concept of unreasonableness of contract terms (not
only included in standard agreements but also in those negotiated between the parties) recalls the
principle of good faith. Indeed, it would be against the latter to maintain a term of the agreement
that upon the occurrence of an unforeseen event has become unreasonable and, as such, not
compatible anymore with the new context and conditions within which the contract has to be
performed.*”” Moreover, Article 36 provides for the possibility not only to adjust a single term of
the agreement but also, in case such condition is so relevant that the rest of the contract could not

reasonably be enforced without changing it, to modify other terms of the agreement.

The justification of contract adjustment can be found in the principle of good faith. In particular,
as seen in greater detail below, the application of such principle to the execution of contracts and,
especially, long-term agreements can be deemed to imply the duty to adapt them when their
balance is altered upon the occurrence of unforeseen events. To deny the adjustment would be
contrary to good faith since the parties would be deprived of the possibility to reach the scope
pursued by means of the contract. Indeed, without adaptation the parties could only terminate the
agreement or perform it in its original terms. However, both of these remedies would frustrate the

parties’ expectations (i.e., the preservation of the agreement).*’®
A leading scholar provides a detailed guideline for the renegotiation process as follows:

1. Keeping to the negotiation framework set out by the clause,

2. Respecting the remaining provisions of the contract,

3. Having regard to the prior contractual practice between the parties,
4

Making a serious effort to reach agreement,

176 As translated by U. Bernitz, Swedish Standard Contracts Law and the EC Directive on Contract
Terms, http://www.scandinavianlaw.se/pdf/39-1.pdf.
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Paying attention to the interests of the other side,
Producing information relevant to the adaptation,
Showing a sincere willingness to reach a compromise,

Maintaining flexibility in the conduct of negotiations,

© o N o v

Searching for reasonable and appropriate adjustment solutions,

10. Making concrete and reasonable suggestions for adjustment instead of mere general
declarations of willingness,

11. Avoiding rushed adjustment suggestions,

12. Giving appropriate reasons for one’s own adjustment suggestions,

13. Obtaining expert advice in difficult and complex consensus proceedings,

14. Responding promptly to adjustment offers from the other side,

15. Making an effort to maintain the price-performance relationship taking into
consideration the parameters regarded as relevant by the parties,

16. Avoiding an unfair advantage or detriment to the other side (“no profit — no loss”
principle),

17. Prohibition on creating established facts during negotiations except in emergency
situations (ban on “escalation” strategies),

18. Maintaining efforts to reach agreement over an appropriate length of time, Avoiding

unnecessary delays in the consensus proceedings.”

Another important principle for the renegotiation process is that parties should follow the widely
recognised principle that is ‘no profit- no loss’.*®® According to Horn, the meaning of this rule is
that “the equilibrium of the original contract should be maintained and therefore neither party
should be allowed to profit or forced to suffer a loss as a result of the renegotiation”.*®! Parties
should consider the original equilibrium at the time the contract was concluded.

The weighing-up of various factors will be subject to the principle of good faith and in particular
the notions of fairness and reasonableness derived from this'®2, Thus, a party will be subject to
fewer requirements if the opposite side also makes no moves to support the negotiation process.
This follows from the idea of cooperation as a distributor of legal duties, on which most of the

above mentioned obligations are based.®®
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Finally, parties should consider the outcome of an unsuccessful renegotiation before they leave
the renegotiation table.’® There are two main outcomes of renegotiation. The first is that the
parties agree to modify the original agreement. In this case, there is no problem. The second is
that parties fail to reach an agreement. In this case, several possible options may arise. In the case
of unsuccessful renegotiation, if the contract does not specify a different outcome, then in theory,
the contract should stay as it is.*®® Failing to agree at renegotiations may result in an impasse. Due
of this, parties may suspend operations or terminate the contract or use general dispute settlement
methods.*® The renegotiation can be used as a kind of framework for a win-win resolution. The
amendments of contractual terms should be agreed between the parties and not imposed by the
host government. Indeed, a new deal might be possible if the investment has been economically
favourable to the investor and especially if the host country is offering new investment
opportunities. As explained earlier, there is a discussion over whether the function of the
renegotiation clause is ‘agreement to agree’ or ‘agreement to negotiate’. If we accept it as
‘agreement to negotiate’ in that case, “the parties not being bound in principle by anything other
than an obligation to use reasonable endeavours (to negotiate in good faith) and not to achieve a
particular result (to reach an agreement), there is the real risk in effect that the lack of good will
of the party unaffected by the change of governing law could suffice to paralyse any adjustment
of it”.*8" Generally speaking, the aim of the parties when they insert a renegotiation clause in an
investment agreement is to support the obligation to negotiate, not a commitment to agree to new

terms. 188

6.3.5. Failure of Renegotiation Process

Over the renegotiation of international transactions parties may not reach agreement to adapt the
contract. In this case, it is important to know what will happen to the agreement. Will the contract
be terminated and what is the obligation of the parties? Are they under commitment to reach
agreement by insertion of the renegotiation clause into the contract? Can a third party intervene
and adapt the agreement? Under national and international laws contracting parties do not have a
duty to reach agreement and such laws do not impose liability on them.*® According to the
unanimous international opinion, the duty in such clauses is one of best efforts to reach an

agreement. Accordingly, parties must do their best to pursue successful negotiation in good faith,
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but they are not required to reach an agreement.'®® Therefore, the duty to renegotiate could still
be fulfilled even if the parties do not reach an agreement. However, the party’s refusal to agree
should be based on ‘normal commercial judgement’.** If the renegotiations were conducted in
good faith and both parties have observed their obligations during the renegotiation process and
the renegotiation fails, the logical consequence of failed renegotiations is that the contract will
stay as it is. Under the principle of pacta sunt servanda parties are bound to fulfil their contractual
obligations as has been agreed. If a party does not fulfil the contractual obligations then it is in

breach of the agreement and this will give rise to compensation.#

If the parties fail to reach an agreement and they do not pursue to continue their contractual
relationship as it was, there are basically two types of sanctions: (i) suspension or termination of
the contract; (ii) third party intervention.'®® Regarding the first scenario, it is normally discussed
in studies on hardship clauses. This sanction is not appropriate in long-term investment
agreements such as petroleum contracts, where the respective interests of the parties require that
they reach agreement. This is because the success of the petroleum project is crucial for the host

country’s economy and also involves considerable benefit for the foreign oil company.**

With respect to the second scenario, an expert or a panel of experts could be asked to issue a
decision as to the failure of the parties to reach agreement and adjust the contract. The third party
examines the applicable law and the renegotiation clause which determines the extent of his power
and contract change. | will discuss the third party intervention in more detail, in the following

chapter.

Finally, in light of the above, the researcher suggests the following renegotiation clause as a good

model for drafting such clauses:

“The rights and interests accruing to Contractor (or its assignees) under this Agreement and its
Sub-contractors under this Agreement shall not be amended, modified or reduced without the
prior consent of Contractor. In the event that any Government authority invokes any present or
future law, treaty, intergovernmental agreement, decree or administrative order which
contravenes the provisions of this Agreement or adversely or positively affects the rights or
interests of Contractor hereunder, including, but not limited to, any changes in tax legislation,
regulations, or administrative practice, or jurisdictional changes pertaining to the Contract Area,

the terms of this Agreement shall be adjusted to re-establish the economic equilibrium of the
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Parties, and if the rights or interests of the Contractor have been adversely affected, then the State
entity shall indemnify the Contractor (and its assignees) for any disbenefit, deterioration in

economic circumstances, loss or damages that ensue therefrom.”%

6.4. The Contribution of International Petroleum Arbitral Practice to the Notion of
Renegotiation

A number of international petroleum arbitrations have dealt with the question of renegotiation.
Although the arbitral practice concerning renegotiation is not plentiful, its holdings are consistent
and conclusive. This section, in line with the pattern followed so far, will attempt to examine how
the concept of renegotiation has been articulated by international arbitral practice relating to the
petroleum industry. International petroleum contracts need to be flexible to maintain economic
viability and parties for this purpose should employ renegotiation clauses. Renegotiation
provisions could adapt the contract to the changed context and guarantee to maintain the
contractual equilibrium. Indeed, a renegotiation clause will “authorise changes in contracts upon
the occurrence of certain events through renegotiation of the contract. The event must not only
occur but it must disturb the balance of the agreement to the extent that renegotiation is necessary

in the interests of fairness, equity and balance of obligation”.'%

Parties may employ different types of renegotiation clauses which are most suitable for their
business relationship. Therefore, the wording of a clause is of great significance. Such clauses
could restore economic balance which is normally used alongside the stabilisation clause.™”’
These clauses are aimed at contractual flexibility and providing a dynamic legal framework for
the performance of the project. A renegotiation clause may require adaptation in the occurrence
of certain events or after a period of time has lapsed. Stabilisation clauses aim to preserve the
original contract and keep it unchanged over the business relationship of the parties. This clause
may serve as a guarantee to protect contractual obligations against changes. A renegotiation
clause intends to keep the contract dynamic and quite flexible against changed context. One
question might be posed whether they can be used in the same contract. It seems that those clauses
have coexistence. Indeed, the main objective of a renegotiation clause is protection against
unilateral change and termination by flexibilisation of contractual arrangements, not by freezing
provisions, to maintain economic balance. Although, the traditional stabilisation clause is used to

freeze the legal and fiscal arrangements, a modern version of the stabilisation clause requires that

195 Azerbaijan Petroleum Sharing Contract, (1995), cited in P. Bernardini, (1998), supra note 75, 420.
1% H, Al Khalifa, “Negotiating and Arbitrating against Government Entities”, (2003) 19 (5) Const. L. J.,
258, 266.

197 3. Bowman, “Stabilisation, Renegotiation, Arbitration, and Adaptation of International Petroleum
Contracts”, Presentation in Dubai, 2006, Association of International Petroleum Negotiators, (AIPN).
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where the new legislation is against the original investment agreement, then it may not be applied

to the contract.®® This will be discussed in greater detail in the next section.

6.4.1. Coexistence of Stabilisation and Renegotiation Clauses in the Same Contract?

Stabilisation clauses are aimed to keep the original agreement throughout the lifespan of the
investment contract.'*® Accordingly, parties should not change the original contractual terms
without mutual agreement. In contrast, renegotiation clauses are intended to keep the contractual
relationship alive rather than the original contractual conditions.?”® Renegotiation clauses are
intended to bring the parties together whenever the contractual balance is disrupted in order to re-
establish the equilibrium between contracting parties.? Thus, the objectives of each clause is
different. The relevant question here is that ‘can a stabilisation and a renegotiation clause coexist
in the same contract even though their objectives are different?” According to the literature, such
clauses may stand together. It should be realised that the protection of the legitimate expectation
of a foreign investor in a manner that stabilises the contractual relationship through the
mechanism of stabilisation clauses represents only half of the reality. This is especially true in an

industry as volatile as oil and gas.?%?

The use of a renegotiation mechanism in an international investment contract may contribute to
transactional stability sought by the foreign party.?® In light of the fact that the effectiveness of
stabilisation clauses may be doubtful, renegotiation clauses in contrast may offer protection
against unilateral revocation or modification by the state. Under a renegotiation clause, a host
state binds itself to renegotiate the contract in case of supervening circumstances instead of
altering the contractual terms or its termination. Thus, the aim of such clauses is to protect the
company not by freezing the contractual regulation, but conversely by making the agreement
flexible and amendable throughout its duration, in case the economic circumstances of the
agreement change by a sovereign act.®®* As explained in previous chapters, the objective of
traditional stabilisation clauses is to freeze the applicable law, the fiscal regime and/or other
important investment conditions.?® In light of the objective, the host government is contractually
prohibited from enacting legislation or regulation that is not consistent with the original

investment contract.?%® The traditional approach is in direct conflict with the principle of state

1% T, Waelde and G. Ndi, supra note 30, 260-61.

199 M. Sornarajah, The Settlement of Foreign Investment Disputes, (The Hague, Kluwer Law International,
2000) 54.

200 1hid.

201 1hid.

202 See, T. Waelde and G. Ndi, “Stabilising International Investment Commitments: International Law
versus Contract Interpretation”, (1996) 31 Tex. Int’l L.J 216, 265-270.

203 J, Salacuse, (2001), supra note 89, 1510.

204 K, Berger, (2003), supra note 61, 1347.

205 T, Waelde and G. Ndi, (1996), supra note 30, 255.

206 | bid.
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sovereignty. As discussed earlier, according to international law host states have full control and

power to regulate within the territory.

International companies and contract drafters realised that traditional stabilisation clauses may
not be sufficient to prevent a state’s unilateral intervention. It appeared that it was crucial to
develop a new clause. Due of this, contract drafters have introduced a new approach, particularly
in contracts relating to natural resources investment.?” This illustrates “the ingenuity of
negotiators squeezed between political risk on one side and national sovereignty on the other”.2%
For a better legal appraisal of renegotiation or stabilisation clauses, there should be a harmonious
reconciliation of the principle of pacta sunt servanda and rebus sic stantibus.?® It could be
provided by modern renegotiation clauses. Such clauses are a hybrid provision that is a
combination of a stabilisation clause with a renegotiation provision.?'° The aim of such clauses is
to re-establish the ‘economic equilibrium’ in investment agreements. These clauses provide

certainty and flexibility together.

Baku-Thilisi-Ceyhan Host Government Agreements (BTC HGAS) defined the ‘economic

equilibrium’ as follows:

“*Economic Equilibrium’ means the economic value to the Project Participants of the
relative balance established under the Project Agreements at the applicable date between
the rights, interests, exemptions, privileges, protections and other similar benefits
provided or granted to such person and the concomitant burdens, costs, obligations,

restrictions, conditions, and limitations agreed to be borne by such person”?!!

The concept of equilibrium is discussed and explained in great detail in chapter two. According
to the equilibrium provisions, the occurrence of unilateral government intervention in the
contractual regime results in an adaptation of the contract to restore its original equilibrium.??2 In
particular, in the event of unilateral government intervention, the contractual parties are under the
duty to renegotiate in good faith in order to re-establish the original economic balance.?*
Consequently, the modern renegotiation clauses obligate each contracting party to renegotiate.

Such clauses do not challenge the sovereignty of the host government, and thus petroleum

207 p, Bernardini, “The Renegotiation of the Investment Contract”, (1998) 13 ICSID Review Foreign
Investment Journal 411, 416.

208 T, Waelde and G. Ndi, (1996), supra note 30, 260.

209 | bid.

210 T, Waelde and G. Ndi, (1996), supra note 30, 245; P. Cameron, (2010), supra note 128, 73.

211 Appendix 1, The Turkish HGA; Appendix 1, The Azeri HGA, cited in A. Maniruzzaman, “International
Energy Contracts and Cross-Border Pipeline Projects: Stabilisation, Renegotiation and Economic
Balancing in Changed Circumstances — Some Recent Trends”, (2006) 4 (4) OGEL 12.

212 T, Waelde and G. Ndi, (1996), supra note 30, 265.

213 |bid; See also, J. Salacuse, “Renegotiating International Project Agreements”, (2001) 24 Fordham Int’l
L.J. 1319.
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contracts benefit from it. These clauses provide such a significant function that is to “reconcile
the needs of the government and the investor by ensuring stability and flexibility through the
adaptation of the petroleum contract to a change in circumstance, while at the time maintaining

the economic equilibrium of the project”.**

I will now turn to the arbitral practice. The AMINOIL case is the first petroleum arbitration which
addressed renegotiation.?*® In 1974, the oil producing countries in the Middle East decided to
increase their profits. Later on the OPEC announced that average government take from the
operating petroleum companies would be set at $ 10.12 per barrel from 1 January 1975.
AMINOIL was a major operating oil company and following this development requested
renegotiation. The renegotiation by Kuwaiti government took place but the parties were unable
to reach agreement. Then, the host state unilaterally terminated the concession contract and
offered compensation. The parties referred the dispute to arbitration. The tribunal in examination
of legal issues addressed clause 9 of the supplementary agreement 1961, providing consultation
between the host government and AMINOIL when benefits are increased.?*® The tribunal held
that “An obligation to negotiate is not an obligation to agree. Yet the obligation to negotiate is not
devoid of content, and when it exists within a well-defined juridical framework it can well involve
fairly precise requirements”.?*’ Further, the tribunal added that such obligation may include
certain requirements which a party ought to observe to fulfil its obligation. The tribunal found
that “the general principles that ought to be observed in carrying out an obligation to negotiate,
that is to say, good faith as properly to be understood” are sustained upkeep of the renegotiations
over a period appropriate to the circumstances; awareness of the interests of the other party; and
a preserving quest for an acceptable compromise.?*® The tribunal held this view as to the failed
renegotiation that if failure of the renegotiation could be attributed to the conduct of one party, it

would be breach of contract and bring about legal responsibility.>*°

In Mobil Oil Iran, Inc. v. Iran, the concept of renegotiation was discussed.??® In this case, Mobil
oil and other members of the consortium entered into a Sale and Purchase Agreement (SPA) in

1973. This agreement was terminated and replaced the agreement of 1954. Mobil oil and members

214 B, Nwete, (2006), supra note 36, 59.

215 AMINOIL, (1982) 21 ILM 976.

216 The Arbitral Tribunal has found that three constituents may be drawn from Clause 9. First, it institutes
a procedure for consultation that is more a matter of negotiation. Second, this gives rise to the right to claim
the initiation and pursuit of negotiation. Third, Article 9 provides details of agreement to be reached that
“had to have some noteworthy characteristics, - the agreement has to introduce, in favour of the government,
changes in the previous provisions of the concession, and yet remain “‘equitable to the parties’. AMINOIL,
(1982) 21 ILM 1002-1003, para 15-24.

217 AMINOIL, (1982) 21 ILM 976, 1004, para 24.

218 |bid, para 70.

219 |bid, para 24.

220 16 Iran-US Claims Tribunal 3, Award of 14 July 1987, Award No. 311-74/76/81/150-3
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of consortium (claimants) alleged that Iran and the National Iranian Oil Company (NIOC)
repudiated the SPA and expropriated the claimants’ contractual rights by a letter of the managing
director of NIOC, dated 10 March 1979. The respondent claimed that force majeure conditions
are long-time persisted and frustrated the contract by changed circumstances. It caused the
termination of the agreement. Chamber three of the tribunal did not find that the SPA was
terminated by way of frustration, repudiation or expropriation. The tribunal added that the parties
agreed in March 1979 not to revive the agreement, then suspended by force majeure and to
negotiate in view of formally terminating it and settling the issues arising from its termination.
Such an agreement was subject to three main conditions spelled out in the exchange of letters of
10 and 23 March 1979. First, that NIOC would treat the consortium member companies as its
prime customer under equal terms and conditions. Second, that NIOC would take over all
contracts and obligations entered into by Oil Services Company of Iran (OSCO) and Iranian Oil
Services Ltd. (IROS).Third, that any claims of either party would be settled through
negotiations.??! The arbitral tribunal found at that time the SPA was suspended by force majeure
and the parties agreed to terminate the SPA and renegotiate. Nevertheless, renegotiation was
interrupted and never completed as a result of revolution in Iran. The tribunal examined the issue
and set the rules when the arbitrators consider the legitimate expectations as to a renegotiation in

good faith and restoring contractual arrangements.

The tribunal held that “The tribunal has to take into account all the relevant factual and legal
circumstances of the base. Of primary concern, obviously, are the duties and obligations of both
parties under the SPA and all related agreements. The agreement must be construed, not only
pursuant to its initial terms, but also as to the manner in which it was performed and de facto or
de jure amended during its life, up to the time it was suspended by force majeure. Each party’s
record in performing the agreement so defined during the same period constitutes a second set of
determinative circumstance. Finally, all such obligations, as they could be observed or foreseen

at the time of March 1979 are also relevant”.???

The above citation shows that the tribunal carefully examined the original contractual terms. Also,
it would be used to assess the legitimate expectation of the parties to set the guideline for the
tribunal to re-establish the equilibrium between the contracting parties. Further, the tribunal added
that “since the tribunal, however, must assess the legitimate expectations of the parties in the
negotiations initiated pursuant to the March 1979 agreement, it would be difficult indeed to
consider issues which the parties had not raised in the negotiations. The fact that a party refrained

from raising a specific issue in the negotiations is a strong assumption, indeed, that this party did

221 Mobil v. Iran, 16 Iran-US Claims Tribunal 3, 54-55, para 159.
22216 Iran-US Claims Tribunal 3, 54-55, para 161.
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not expect to obtain anything on such issue”.?? Therefore, in assessment of legitimate expectation
of the parties and deciding on restoring the balance of economic interests between the parties the
contractual framework of the business relationship between the parties is important. Examination
of international arbitral awards shows that parties are required to seriously engage in
renegotiations with a view to reach agreement. They have a duty to renegotiate in good faith but
it does not imply that parties are required to reach agreement.?* In addition, over the renegotiation
process parties shall be flexible and understand interests of the other party to reach a reasonable

solution.??®

Another case is Wintershall AG et all. v. Government of Qatar.??® The dispute arose out of an
Exploration and Production Sharing Agreement (EPSA) entered into on 10 April 1976 between
Wintershall and four other companies and the government of Qatar in substitution of an earlier
concession agreement. Under this contract the government of Qatar granted the exclusive right to
explore for, drill for and produce petroleum in a defined area offshore of Qatar, ‘the contract area’
to Wintershall consortium. The duration of contract was 30 years from the effective date of EPSA,
18 June 1973. (Article I of the EPSA). Under Article XI of the EPSA the claimants (Wintershall)
were required to relinquish 50% of the contract area after five years but could continue to exploit
the remaining 50% for a further three years. The claimants were required to relinquish an
additional 20% of the contract area after eight years, leaving them with only 30% of the original

area.

Furthermore, according to Article XXXV of the contract if the Wintershall consortium within
eight years had not discovered crude oil in commercial quantities or economically utilisable non-
associated natural gas then the government of Qatar was entitled to terminate the EPSA. If non-
associated natural gas were discovered the Wintershall consortium was entitled to produce it
either pursuant to the further contractual arrangements to be mutually agreed by claimants and
the respondent or pursuant to the principles specified in Article XV.3 of the EPSA. The
Wintershall consortium (claimants) were not able to discover crude oil in commercial quantities.
However, because of a boundary dispute with Bahrain, the government of Qatar never permitted
the claimant to drill in the area, identified as “‘Structure A’ that was regarded by the claimants as
most likely to contain crude oil. The claimant relinquished 50% of the contract area and by letter
of 3 April 1980.

Wintershall advised the respondent that they had discovered non-associated natural gas in

substantial quantities in the contract area and they considered the utilisation of such gas to be

223 16 Iran-US Claims Tribunal 3, 55, para 162.

22416 Iran-US Claims Tribunal 3, 54, para 161; AMINOIL 21 ILM (1982) 976, 1014, para 70.
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economical. The parties considered several projects for the utilisation of non-associated natural
gas in the contract area and an adjacent area in which the petroleum rights were held by the Qatar
General Petroleum Corporation, a corporation wholly owned by the government of Qatar. Parties
continued renegotiation but could not reach agreement. The claimant alleged that the government
of Qatar had breached EPSA and expropriated the claimant’s contractual rights and economic
interests under the EPSA by denying claimants permission to explore for petroleum in the
structure (A) area and by failing to agree with the claimant on further contractual arrangements

for utilisation of the non-associated natural gas discovered by the claimant.

The arbitral tribunal decided that Qatar (the respondent) neither breached the EPSA, nor
expropriated contractual rights and economic interests of Wintershall. In addition, the tribunal
added that Qatar had not had a legal duty to accept proposals from Wintershall consortium as to
the utilisation of the area. Furthermore, the tribunal observed that the claimant’s proposals as to
the joint development were no more than offers and their acceptance was not obligatory for the
respondent.?”’” Then, the tribunal examined whether under the duty to renegotiate in good faith
the government of Qatar was required to accept further contractual arrangements for the
development of natural gas found in the contract area. The tribunal endorsed this argument that
there was such a duty to renegotiate in good faith but it does not contain an obligation for the
respondent to reach agreement with respect to the proposals made by the claimant.??® The tribunal
added that the refusal by the respondent to accept the claimant’s proposal was made in good faith
and was justified under normal commercial practice.?”® According to the view taken by the
tribunal if the claimant had made a technically sound proposal falling within the meaning of
normal commercial practice the tribunal would have awarded that the respondent had breached

the duty to renegotiate in good faith.®

6.5. Conclusion

This chapter has found that renegotiation of contracts contributes to the stability of international
petroleum contracts, and does to some extent deal with the instability to which they are vulnerable.
Contractual certainty and flexibility are important in international investment agreements. The
necessity and importance of a certain degree of contractual flexibility to cope with the obsolescing
bargain in an overall stable framework is discussed. In fact, “the stability of contracts must not be

destroyed, but a necessary flexibility of contracts must be assured”.?! Parties should, therefore,

227 Wintershall, (1989) 28 ILM 795, 815.
228 \Wintershall, (1989) 28 ILM 795, 814.
229 Wintershall, (1989) 28 ILM 795, 815.
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incorporate the renegotiation clause into international petroleum contracts to be able to maintain

the equilibrium where surrounding circumstances changed.

Such clauses can, in principle, maintain the economic viability of the contract and adapt it to
changes, letting parties continue their contractual performance. Contractual adjustment keeps the
contract dynamic and reduces the chance of raising disputes and unilateral action by host
governments. Modern renegotiation clauses may reduce the risk of unilateral change of
contractual terms and indirect expropriation.?®? This concept “according to which parties are
under an obligation to mutually agree on the re-adjustment of their contractual relationship
whenever it becomes necessary, provides another extremely useful tool for conflict avoidance”.?*
They have benefits for both the host states and international investors in times of economic
recession or price volatility. In relation to adjustment when parties formulate renegotiation
provisions they are required to clearly determine starting points, renegotiation process and the

extent of contract change through the renegotiation procedure.

However, it has been shown that renegotiation clauses cannot adequately deal with the disruption
of equilibrium. According to renegotiation clauses, the only duty is that parties must do their best
for a successful renegotiation in good faith. As a result, once the parties have made their best
effort they will have no further obligation. The renegotiation process ends here and it does not
restore a disrupted equilibrium. Whilst such clauses are, therefore, a promising attempt, they are
not enough. The international petroleum agreement need a binding mechanism which is capable
of restoring a disrupted equilibrium even when the parties cannot reach an agreement to salvage
the relationship. Thus, the next chapter looks at a binding mechanism through which parties seek
to maintain their relationship where the equilibrium is disrupted.

To sum up, a renegotiation clause is aimed to provide the parties with contractual flexibility and
a certain degree of stability for performance of contractual commitments over their relationship.
However, due to its inadequacy in restoring the equilibrium, the adjustment mechanism needs

enhancement. | will thus discuss this mechanism in the next chapter.

232 A, El Chiati, (1987), supra note 13, 99.
233 A, El Kosheri, “The Particularity of the Conflict Avoidance Methods Pertaining to Petroleum
Agreements”, (1996) 11 (2) ICSID Review Foreign Investment Law Journal 272, 279.

264



Chapter 7

The Contractual Flexibility and the Need for an Adaptive Mechanism for Maintaining the

Equilibrium of the Contract
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Introduction

This thesis has thus far examined stabilisation and renegotiation clauses, as well as expropriation
and how well they can function to preserve the contractual equilibrium. As this discussion has
indicated, the key challenge is therefore, maintaining the equilibrium which current law and
mechanisms are unable to preserve, in order to protect the interests of both parties. Against this
background, this chapter is looking at the core question of a balance between pacta sunt servanda
— representing stability — and rebus sic stantibus —representing flexibility — and a binding
mechanism to give effect to that balance. The existing mechanisms have not worked to strike the
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balance. I will look at what the problem is and attempt to come up with an adaptive mechanism

which has roots in existing practice but which could be better structured.

In this chapter, | will explore a mechanism which is new in the context of petroleum contracts,
namely, mandatory adjustment. | will suggest a completely different and innovative approach
which does not exist at all. In the petroleum industry parties currently may use a mechanism such
as expert determination to resolve their disputes. Nevertheless, the mechanism suggested by this
thesis has two phases, is mandatory and works as a single package. The thesis proposal is a two-
tier mechanism. Once contracting parties have attempted to rebalance the damaged equilibrium
by virtue of a renegotiation clause, if they were not able to reach agreement the second stage is
initiated. In this case, after a failed renegotiation the thesis suggests that the contract refers the
matter to the third party in order to adapt the contract with the new circumstances. This
mechanism as an integrated package provides mandatory adjustment by a third party that would
be final and binding for the contracting parties. The proposed mechanism works under the
framework of the relational model which recognises the dynamic relational aspect of contracts.
The third party for adaptation of the contract does not need any further consent as the parties have
agreed to a two-tier mandatory mechanism. This mechanism would benefit from the concept of
‘expert determination’ in the second phase of the approach.

This mechanism is not a panacea. The present chapter discussed in great detail the proposed
mechanism and addressed its potential problems. Nevertheless, it does a better job of addressing
these problems which have been identified than the existing law does. The problems which the
suggested mechanism is aimed at dealing with are: (i) obsolescing character of bargain, (ii)
disruption of contractual equilibrium and, (iii) strictness and rigidity of the contract as only a set
of rights and duties. This will seek to provide a mandatory solution which is grounded in a
relational understanding to keep the parties’ interests in balance and the contractual relationship
evolving. The lack of legitimacy and sufficient expertise of the third party are the potential

vulnerabilities that this mechanism could have. | will turn to this discussion later in the chapter.

This chapter examines the rebus sic stantibus doctrine, the possibility of adjustment of
international petroleum contracts in the absence of a renegotiation clause, the position of major
legal systems of the world and international law, adaptation through force majeure and hardship
clauses and the idea of mandatory adjustment. The effectiveness of renegotiation clauses, the
relation between the principle of pacta sunt servanda and rebus sic stantibus. As well as the extent
to which parties can expect adaptation through renegotiation by examination of renegotiation

theory in scholarly literature will be discussed.

The chapter also picks up the following questions: What is mandatory adjustment capable of
doing, and what are its limits? Having discussed the underlying factors causing the disruption of
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the equilibrium, is this an appropriate mechanism for oil and gas contracts? What sort of panel or

tribunal will we need to deal with the task of adjustment?

In a long-term relationship, circumstances can change and significantly alter expectations of the
parties. It can make performance of the agreement onerous or partially or completely impossible.
In this situation, the contract should be adjusted according to the parties’ intention to ensure
continuation of the relationship. | have already examined the idea of presentiation, static model
of relationship and its failure in long-term contracts in chapter two. In long-term agreements
parties have limited ability to anticipate all the events in the future and thus cannot foresee
contingencies in the contract. The existence of a mechanism, therefore, which adapts rights and
obligations of the parties over time, is necessary. This chapter proposes an adaptive contractual
mechanism in order to maintain the contract equilibrium. In a relational model, a long-term
agreement is a preliminary source of the relationship which is subject of continuing adaptation of

the parties’ relationship.

Contractual flexibility of the relationship is implicit terms of the contract.! In addition, in a long-
term relation obsolescing bargain takes place and as a result the bargaining position of the parties
may change. Consequently, the host state may interfere with the agreement which creates risk of
expropriation. Thus, the renegotiation process can maintain the viability of the contractual
relationship. The necessity of contractual flexibility in long-term agreements is reflected by
mutual interests of the parties and commercial necessity. This thesis proposes that renegotiation
should be made even in the absence of a clause. This is foreseen by the United Nations Draft Code
of Conduct on Transnational Corporations adopted in 1986 which requires:

“Contracts between Government and transnational corporation should be negotiated and
implemented in good faith. In such contracts, especially long-term ones, revision or
renegotiation clauses should normally be included. In the absence of such clauses and
where there has been a fundamental change of the circumstances on which the contract
was based, TNCs, acting in good faith, shall/should cooperate with Governments for

review or renegotiation of such contracts”.

The current chapter also continues the discussion from chapter four and distinguishes between
two different frameworks of breach and adaptation. The chapter explores the need for an adaptive

mechanism rather than simply a better law of expropriation. The reason is that there are many

1 T. Walde and A. Kolo, “Renegotiation and Contract Adaptation in International Investment Projects:
Applicable Legal Principles and Industry Practice”, (2000) 1 (5) J. World Investment 21; J. Salacuse,
“Renegotiating International Business Transactions: The Continuing Struggle of Life against Form”, (2001)
35 International Lawyer, 1507, 1514-21.

2 UN Document E/1983/17/Rev./ as amended by subsequent negotiation up to January 1986.
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circumstances where adaptation is a better remedy than termination. A major issue with the law
currently is that it drives in the direction of discharge — to put an end to the contract - without
sufficiently considering adaptation in order to maintain the relationship of the contract.
Renegotiation clauses seek to provide contractual flexibility and adjustment. However, as we have
seen they have a very limited effect. Such clauses can work where the parties do their best in good
faith and do not require the parties to reach agreement. Thus, once the parties have tried to find a

solution they have no further obligation. This is based on cooperation of the parties.

7.1. The Concept of Renegotiation and Obsolescing Bargain

Petroleum contracts are very vulnerable to disruption because the original bargain would become
obsolete over time. Given the power of the state, there is not much to restrain the power to make
the bargain obsolete. As this thesis has argued, part of the reason is that the relational character
of the parties’ transaction is not fully recognised. The legal framework of the contracted is
grounded in a presentiated understanding of the contract. In the legal view, everything for which
the parties wish to provide should be foreseen and incorporated into the contract; the consequence
is that all situations, whether foreseen or unforeseen, are dealt with through the contractual
framework and through legal rules which assume the basic adequacy of the contractual

framework.

The result is that the contract is governed by a framework which is static and cannot dynamically
deal with changes. This classical model of contracting thus reinforces the obsolescing character
of the bargain. The law of expropriation is based on a static understating of contract. Once the
bargain becomes obsolete, the law does not do anything to prevent the obsolescence, because of
its presentiated understanding of contracting and only permitting discharge. The contract is not a
dynamic instrument, and adaptation will not therefore take place through the law, nor will the law
actively encourage the adaptation of the contract. The presentiated bargain has become obsolete,
and the law’s efforts will therefore be directed towards providing compensation for the loss of the

bargain.

The alternative approach, on which the relational contract theory is premised, is based on the idea
of the contract as creating equilibrium, rather than a static framework. The contractual
equilibrium is dynamic and hence exhibits resilience in the face of changing circumstances. The
parties’ contract is seen as creating a framework for such adaptation, rather than being a fully
presentiated instrument. In principle, stabilisation and renegotiation clauses can accommodate
such a dynamic approach for contracting. They could be able to avoid getting stuck to
presentiation of the contract. However, as it is shown, stabilisation and renegotiation clauses in

practice have a limited effect where there is not a cooperative behaviour between the parties.
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Renegotiation clauses only require the parties to do their best to find a solution and do not require
the parties to reach an agreement. Once the parties have tried to reach an agreement in good faith,

they have no further obligation. Thus, they cannot adequately deal with erosion of the equilibrium.

7.2. Transactional Stability & Contractual Flexibility: Pacta Sunt Servanda & Rebus Sic
Stantibus in International Petroleum Transactions

The role of stability in international petroleum transactions is crucial. International oil companies
are aware that host governments through different methods may control the business venture.
Therefore, international oil companies seek a reasonable degree of certainty with regards to the
financial and regulatory regime.® The balance between transactional stability and flexibility
through adaptation is necessary. Renegotiation clauses are one type of adaptation but we need a
form of adaptation that has the certainty of pacta sunt servanda - which renegotiation clauses do

not have - and flexibility of renegotiation clauses.

International petroleum agreements usually contain the stabilisation clause to restrict the
regulatory power of the host state to unilaterally change or terminate the contract.* However,
certain questions arise here for consideration. What is the necessity to have a mechanism for
adjustment and what types of benefits could it bring to the agreement? As discussed in the
previous chapters, stabilisation clauses are used to provide a stable framework for operating the
business venture and obtaining certainty from the host state and public agency. However, such
clauses cannot always grant the international oil company adequate protection. Sometimes, host
states use their power to modify contractual equilibrium in their own interest as the guardian of
the public interest. In addition, stabilisation clauses may be in conflict with the host government’s
sovereignty.® Thus, the use of stabilisation clauses might be problematic in long-term petroleum
transactions, as such transactions contain both public and private law factors as discussed in

chapter two.®

$T. Waelde, “Revision of Transnational Investment Agreements in the Natural Resources Sector”, (1978)
10 Law. Of Am. (currently University of Miami Inter-American Law Review) 265; T. Waelde and G. Ndi,
“Stabilising International Investment Commitments: International Law Versus Contract Interpretation”,
(1996) 31 Tex, Int’l L. J. 215, 220-30; I. Shihata, “Factors Influencing the Flow of Foreign Investment and
the Relevance of a Multilateral Investment Guarantee Scheme”, (1987), 21 Int’l Law, 671; T. Waelde,
“Investment Policies and Investment in the Mineral Industries”, (1992) 7 ICSID Rev. FILJ 94.

4 C. Wallace, The Multinational Enterprise and Legal Control: Host State Sovereignty in an Era of
Economic Globalisation, (The Hague, Kluwer Law International, 2002) 971; A. Kolo and T. Waelde,
“Renegotiation and Contract Adaptation in International Investment Projects” (2000) 1 J. World Inv. &
Trade 5, 7; T. Waelde & G. Ndi, (1996) supra note 3, 228.

5 A. EI-Khoseheri and T. Riad, “The Law Governing a New Generation of Petroleum Agreements: Changes
in the Arbitration Process”, (1986) 1 ICSID Rev. FILJ 257, 262-3; A. Redfern and M. Hunter, Law and
Practice of International Commercial Arbitration, (London, 5" ed., Sweet & Maxwell, 2009) 103; M.
Sornarajah, The Pursuit of Nationalised Property, (Dordrecht, Lancaster, Nijhoff, 1986) 3-51; P.
Bernardini, “The Renegotiation of Investment Contract”, (1998) 13 ICSID Rev. FILJ 411,415.

® A. Maniruzzaman, “The New Generation of Energy and Natural Resources Development Agreements:
Some Reflections”, (1993) 11 JENRL 207; P. Bernardini, ibid, 412.
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The problem arises where the state gives supremacy over the contractual commitments created
under the petroleum contract and seeks to alter the agreement. It is said that in the exercise of
sovereign power if the government breaches the contract it does not automatically give rise to
liability.” Nonetheless, according to another point of view taken by some scholars, breach of state
contract in exercise of sovereignty per se will result in state liability.® The legal protection of the
agreement from unilateral change by the host state is not completely satisfactory and in some
occasions its effectiveness is doubtful.® Thus, the foreign investor seeks to improve the

contractual protection by other contractual devices.

International petroleum contracts cover a very long duration for exploration and production
phases. Therefore, they require the commitment of huge capital which considerably increases
associated risks and makes the petroleum industry volatile. Foreign oil companies make a risk-
reward assessment as to the regulatory and fiscal regime of the host country to decide whether or
not to commit their capital. The foreign investor considers the petroleum project based on the
legitimate expectations about rate of return, taxation and labour costs and other financial charges
in the host country.™ International petroleum contracts are exposed to future events for a long
time, the impact of which on the agreement is not easy to be predicted. The weaknesses of
stabilisation clauses discussed in Chapter five reflect the fact that an emphasis on preserving the
terms of the bargain (rather than the underlying equilibrium) cannot guarantee the viability of the

contract.

As discussed earlier, petroleum contracts are not isolated and discrete. They are a type of
relational agreement and cannot be presentiated. Therefore, any changes in the industry will have
an impact on the economics of the project. When considerable changes in the original expectation
of the parties takes place, such fundamental changes will affect the financial return for the parties.
Under such circumstances parties seek to revise the contractual arrangement. These issues thus
highlight the role of adaptability. Some commentators assert that “it is idle to freeze the position
of the parties for long periods to conditions that become so out of date. Either parties will include
renegotiation provisions in their contracts or they will act as if they were there”.™* Furthermore,
in long-term investment agreements the pressure for change is high and host governments either

in developing or developed countries may seek renegotiation even where applicable law or the

7 1. Brownlie, Principles of Public International Law (Oxford, Oxford University Press, 2003) 522-7; C.
Wallace, (2002), supra note 4, 976.

8 1. Brownlie, ibid; D. O’Connell, International Law, (London, Stevens and Sons, 1970) 993.

°® T. Waelde, “Is the Treatment of the Umbrella or Pacta Sunt Servanda Clause in the SGS v Pakistan
jurisdictional decision correct?” OGEL, 1, issue 5, (2003).

10 A, Kolo & T. Waelde, (2000), supra note 4, 29.

11 D. Vagts, “Coercion and Foreign Investment Rearrangements”, (1978) 72 AJIL 17, 22; A. Kolo and T.
Waelde, (2000), supra note 4, 21.
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contract do not provide a ground for such renegotiation.'> The host government may improve
environmental standards by setting new regulations. This legitimate right for enhancement of
environmental regulations by national or international standards is one of the foreign oil
company’s concerns.* Compliance with enhanced regulation and new environmental standards
will increase costs for the foreign investor. As a result, the economic viability of the business
project may require an adjustment. Renegotiation will serve as a device for adapting the

agreement and reducing the risk of dispute and confrontation.**

When the host state and the foreign oil company conclude an agreement the extent and future
prices of petroleum are usually unknown. Hence, if the parties have a flexible approach on
agreement they can later adapt the contract to the changed political, economic, commercial
situations.™ Indeed, insertion of adaptation provisions in the petroleum contract will contribute
to transactional stability. If the efficacy of the stabilisation clause is doubtful, an adaptation
mechanism may provide protection against unilateral modification or termination of the
agreement.’® It has been stated that “a major source of conflict between host governments of
developing countries and transnational corporations derives from the preoccupation of
transnational corporations with stability and predictability in contractual relations on the one
hand, and the demand of host governments for a more flexible contractual regime on the other”.*’
In fact, the host government under the adaptation mechanism binds itself not to unilaterally alter
or revoke the contract in case of changed circumstances and to adjust the agreement. Therefore,
unlike the existing law which can only offer renegotiation and stabilisation clauses which provides
certainty by freezing contractual regulation, the adjustment mechanism protects the contract by
flexibilisation contractual arrangements throughout the duration of the contract against unilateral

alteration by a sovereign act.'® The contractual adjustment is thus more in line with the nature of

12 For example, The North Sea oil renegotiations of the mid-1970 in the UK; W. Peter, Arbitration and
Renegotiating of International Investment Agreements, (London: Kluwer Law International, 1995) 240; J.
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(The Hague, Kluwer Law International, 2001) 29, 51.
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private law governing the contractual relationship between the parties. It will therefore result in
compensation to restore the contractual equilibrium where alteration of regulations and laws

disturb the equilibrium.*

Where adjustment is sought, the reluctant party may invoke the principle of pacta sunt servanda
or sanctity of contract requiring that agreement of the parties to a contract must be observed.?’ On
the other hand, the seeking party can invoke the principle of rebus sic stantibus or changed
circumstances for initiating adaptation.?! However, as discussed in detail in chapters two and five,
the principle of sanctity of contract is not absolute.? It is grounded in classical contract theory of
freedom of contract.® According to this theory, contract is made of free will of the parties.?* It is
stated that “this principle of free contract, which was the legal encapsulation of laissez-faire and
the mainstay of industrialisation, worked on the basis that everyone had complete freedom of
choice in determining who they would contract with, on what terms, and that oppressive bargains
could be avoided by simply finding someone else to make the bargain with”.?® For the strict
application of this principle to the short-term contracts and to the agreements equal contractual

parties might be suitable.”®

This principle is widely recognised as a general principle of law.?” However, the extent to which
this principle might be applicable to international petroleum contracts is of great significance. The
legal nature of international petroleum agreements is different from normal commercial contracts.
International petroleum agreements are concluded between unequal parties who are the state or
state entity and the international oil company.?® Due to the nature of international petroleum
contracts which require large scale capital, technology and are complex, it might not be possible
to predict and manage all possibilities at the time of contracting.? In other words, “the parties
know that during the long-term period covered by their agreement, many unforeseen political,

economic, regulatory and technical circumstances may arise to drastically change the balance of

19 p, Bernardini, (1998), supra note 5, 418.

20 Black’s Law Dictionary, (5" ed., 1979), 999.

2L N. Nassar, Sanctity of Contracts Revisited: A Study in the Theory and Practice of Long-Term
International Transactions, (Dordrecht, M. Nijhoff, 1995).
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benefits from the project that the parties contemplated at the time that they signed the project
agreement”.®® Therefore, it seems that insisting on the original contractual arrangement and
reliance on the principle of sanctity of contract does not lead to a fair outcome.*! Capital exporting
countries argue that international investment agreements and international treaties are in the same

category and therefore they will be subject to the principle of pacta sunt servanda.*

However, it is very difficult to support this argument. It is noted that “one important fact that in
case of treaties between sovereign states, there is a mutual surrender of sovereignty does not exist
in case of investment agreement”.® According to this argument, the legal consequence is that the
host state cannot change or terminate the agreements made with foreigners.® Hence, the legal
consequence of this argument that international investment contracts and international agreements
are the same is that governments cannot exercise sovereign power because it is widely agreed that

treaties “cannot be impaired by unilateral decisions”.*®

As discussed in previous chapters, the principle of pacta sunt servanda is a classic theory based
on the free will of the parties. However, “this extreme freedom of contract come to be abused by
parties with greater bargaining power and thus provoked both legislative and judicial
interventions for striking a better balance”.® As the will theory came to be abused by parties with
greater bargaining power, it has been replaced by an ‘objective theory of contract’. The aim of
the objective theory is that contracts can be modified by states or their courts on grounds of
equity.®” In recent years, host governments have intervened in contracts to regulate contractual
terms by legislative and administrative means. With the role of governments in regulation of the
economy, it could be fair to say that the principle of sanctity of contracts is eroded.* According
to Professor Waelde, in natural resources, agreements made with a foreign investor, the host

government due to its sovereignty could unilaterally change or terminate the contract.*

As we have seen in the fifth chapter, the principle of permanent sovereignty over natural resources
forms a part of jus cogens of international law and therefore the principle of pacta sunt servanda
does not have any impact on investment agreements between a foreign investor and a host

government.“® Under the Vienna Convention on the Law of Treaties “if a new peremptory norm

%0 ], Salacuse, (2001), supra note 1, 1327; A. Kolo & T. Waelde, (2000), supra note 4, 6-7.
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of general international law emerges, any existing treaty which is in conflict with that norm
becomes void and terminates”.*! In line with the commentators supporting the view that the
principle of permanent sovereignty over natural resources forms a part of jus cogens of
international law, Article 64 of the Convention has upheld that view. However, it is opposed by
some international arbitration and has not been accepted as jus cogens.*? In addition, the arbitrator
in Texaco noted such resolutions have “no binding force and carry no obligations for the Member

States”.*®

The United Nations General Assembly Resolution 1803 (1962) on Permanent Sovereignty over
Natural Resources states “foreign investment agreements freely entered into by, or between,
sovereign states shall be observed in good faith...”** Thus, it does not deny that there is a rule of
international law which requires that a state has the duty to respect contracts freely entered into
with a foreign party. This means the rule should not be understood in the traditional sense of pacta
sunt servanda. Therefore, the argument that the principle of pacta sunt servanda is overridden by
the principle of permanent sovereignty over natural resources is weak. Nevertheless, it affirms

that the application of the principle of pacta sunt servanda is not absolute.*®

It has been argued that under no legal system (municipal or international) has the principle of
pacta sunt servanda been found to be absolute.”* One commentator stated that “the French
doctrine of imprevision, the corresponding doctrine of Wegfall der Geschaftsgrundlage in
German law and the concept of good faith in other civilian systems, all provide for the revision
of contracts in appropriate cases by reference to objective criteria not traceable to the will of the

parties”.*’

41 Article 64 of the Vienna Convention on the Law of Treaties 1969.

42 The Tribunal in AMOCO case observed that “the quoted rule, [however], must not be equated with the
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the public good. Rather, private parties who contract with a government are only entitled to fair
compensation when measures of public policy are implemented at the expense of their contract rights. No
justification exists for a different treatment of foreign private interests. To insist on complete immunity
from requirements of economic policy of the government concerned would be the most certain way to cause
the repudiation of the quoted rule”. Award No. 310-56-3 of 14 July 1987, 15 Iran-US Claims Tribunal, 189,
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Furthermore, as discussed in chapter two, the classical contract theory of relationship emphasises
‘discreteness’ (a one-off transaction between the parties) and ‘presentiation’ (a detailed contract

stipulating all the parties’ expectations and remedies for breach).

“A discrete contract applies more to businessmen operating locally in a stable environment.
Hence, the market place paradigm applicable to a ‘one-time’, discrete transaction is not applicable
to a long-term (relational) or contract which spans over 10-20 years. In such a continuous or
relational contract, the signed agreement is basically viewed as a framework for future
cooperation between the parties. And since the contract hardly deals exhaustively with the parties’
rights and obligations, it should be flexible enough if it is to sail through the storm and waves of

the uncertain future”.*

In this context, the principle of rebus sic stantibus which is generally recognised under
international law provides room for amendment and adaptation of agreements where
circumstances change fundamentally.*® Under international law, the Vienna Convention on the
Law of Treaties (1969) has recognised both principles of pacta sunt servanda in Article 26 and its
counterpart rebus sic stantibus (change of circumstance) in Article 62.%° Contracting parties to
international investment contracts should understand each other’s demands in good faith. Neither
the principle of sanctity of contract nor rebus sic stantibus shall be applied to all circumstances.
Parties should critically weigh these equal principles towards each other.® Both principles are
equal and parties in case of fundamental change of circumstance should seek to adapt the contract

through a renegotiation in good faith to re-establish the contractual equilibrium. This research
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ground for terminating or withdrawing from a treaty: (a) if the treaty establishes a boundary; or (b) if the
fundamental change is the result of a breach by the party invoking it either of an obligation under the treaty
or of any other international obligation owed to any other party to the treaty. 3- If, under the foregoing
paragraphs, a party may invoke a fundamental change of circumstances as a ground for terminating or
withdrawing from a treaty it may also invoke the change as a ground for suspending the operation of the
treaty”. The Convention is available at
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suggests concentrating upon a functional analysis of the causes of the inherent instability of these

contracts.%?

Additionally, where the parties to the business venture come to conclude a contract from different
a culture that may have completely different understandings of business transaction adjustment
could be helpful.>® For example, Asians and Westerners have utterly different business styles.
Westerners, particularly Anglo Saxons, often see “the transaction as set in the concrete of a

lengthy and detailed contract, without the possibility of modification”>*

and they might place
“high value on the sanctity of a contract and on the predictability or certainty that comes from
knowing exactly what commitments they have made”.>® In contrast, Asians view business
transactions in the relationship between the contracting parties® and they seek to avoid conflict
to maintain a durable relationship. They “may have a less legalistic background and may view a
formally negotiated agreement as merely a step in an ongoing process of accommodation and
agreement seeking”.>” Under this culture a businessman who is a party to a contract assumes that
the long-run relationship contains an implied principle for adapting and adjustment of the
relationship when it undergoes fundamental changes.®® In this case, this thesis would say that it
is wise to incorporate a renegotiation clause into the contract to narrow down the gaps between
the parties to satisfy them by offering a middle ground. Indeed, a long-term contract needs
cooperation and renegotiation clauses by standing in the middle between total contractual rigidity
and complete relational flexibility.> Therefore, a renegotiation clause does have a facilitative role

in stabilising international petroleum transactions whose nature produces a high risk of instability.

I have established that the contractual equilibrium and its maintenance is the most important part
of international petroleum investment agreements.®® International investment contracts should
provide amendment and adaptation of contractual terms if the economic equilibrium of the
contract is damaged.®® It will guarantee dynamism of the contract and maintain the agreement
economically viable. The adjustment is seen as an essential part of the contractual relationship in
long-term investment transactions which is indeed a mechanism for preserving relationality,

overcoming the OBM, and maintaining the contractual equilibrium.
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7.3. The Adjustment of International Petroleum Agreements without Renegotiation
Provisions

In case of change of equilibrium of the contract and where there is no explicit mechanism for
renegotiation of the agreement, it can only be made through applicable law or other contractual
terms.®? Indeed, these may provide a triggering point for renegotiation of the agreement to adapt
it to the changed circumstances. This section discusses those routes and analyses various scenarios

in pursuing adjustment of the contract in the absence of an explicit mechanism.

The question of applicable law for petroleum agreements is very important because it will
determine the conditions under which a contracting party is entitled to the contract change.® The
governing law will also frame the legal consequences of failed renegotiation and liability of the
party where the failed renegotiation is attributed to a party. This section is intended to discuss
whether and under which conditions a party in an international petroleum investment may find a
triggering point to initiate renegotiation of contract where there is not an explicit provision by
agreement. In accordance with the universally known and widely accepted principle of party
autonomy the contracting parties may choose the law they presume appropriate for their contract.
However, where the parties choose national law some issues such as compensation or taking over
of foreign private property are subject to international law rules to determine the state liability.**
Parties can also choose international law to apply to their contract.®® In addition, the parties may
choose a combined approach made of national, international law and general principles of law or
sometimes with reference to practices in international petroleum transactions.®® These occasions
may pose difficulty for arbitrators where they try to identify the applicable rules.®” In such
circumstances “arbitrators have a natural tendency to select those principles which are
international and are seen as a reflection of an international consensus, while they are likely to
disregard principles of national law which are inconsistent with generally recognised principles
of international law. This preference reflects the natural preference of international arbitral
tribunals for internationally recognised principles”.% For the aim of this chapter to identify the
context of generally recognised legal principles referred to in petroleum contracts, the response

of the major legal systems to the question of adaptability of long-term international investment
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contracts between a state or state entity and a foreign investor will be examined. Furthermore,
adjustment of long-term international petroleum contracts under international law will be

discussed.

7.3.1. Civil Law
French law is grounded in the principle of sanctity of contract and this principle has been strictly

upheld by courts. Discharge from contractual commitments is restricted only to impossibility,
mainly by reason of force majeure. In the traditional view, force majeure is an unpredictable,
irresistible event which makes the performance of the contract impossible.®® Additionally, the
event must not arise from either party’s fault. This is grounded in good faith and is articulated in
the French Civil Code, Articles 1134 and 1135. In French case law, changed circumstances are
not sufficient grounds for relief from contract performance. It is stated that “no factor of time or

equity can authorise a judge to modify the positions of the parties”.”

There is a very interesting point in respect of the distinction between discharge and adjustment.
The point really is that in some cases it is appropriate to bring the contract to an end (discharge)
because the relationship is irretrievably damaged. However, there are many cases in which the
contract can be salvaged and kept alive through adjustment. The law currently does not let
scholars even ask this question: should the contract be ended or is it better to adjust it and keep it
alive? There is simply no way of even asking this question and there is no practical way of
adjusting the contract to keep it alive. The entire law centres on the binary understanding and
either goes back to the original rights and duties — requiring the parties to abide by these
commitments — or brings the contract to an end and provides for compensation. Neither of these
focuses on the equilibrium. In contrast, adjustment concentrates upon the equilibrium rather than
the rights and duties. It asks what adjustment can be made to bring the rights and duties of the
parties back into the position that keeps the contract in equilibrium. That shows the significance
of this distinction. Likewise, force majeure only allows discharge, not adjustment. Imprevision
allows adjustment of contracts made with the state or state entity. Thus, administrative contracts
can be adjusted, even if the private contract cannot — which is not important for the purpose of
the thesis at all, as all the issues which | have raised in chapter two and here in this chapter are
due to the fact that the contract involves a state party on one side i.e. an administrative agreement.
The thesis is not intended to discuss whether rebus sic stantibus and pacta sunt servanda should

9 A. Puelincks, “Frustration, Hardship, Force Majeure, Imprevision, Wegfall der Geschaftsgrundlage,
Unmglichkeit, Changes Circumstances: A Comparative Study in English, French, German and Japanese
Law”, (1986) 3. J. Int’l . Arb. 47.

0 Article 1134 provides that “Agreements lawfully entered into take the place of the law for those who
have made them. They may be revoked by mutual consent, or for causes authorized by law. They must be
performed in good faith”. Article 1135 requires that “Agreements are binding not only as to what is therein
expressed, but also as to all the consequences which equity, usage or statute give to the obligation according
to its nature”. See also, N. Nassar, (1995), supra note 21, 196-8; W. Peter, (1995), supra note 12, 188.
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lead to a broad power of adjustment in private contracts; it is not an issue which | will consider
here at all. The thesis only considers their role in administrative contracts. French and German

laws permit that and it is the reason that | examine them in this section.

French law has also developed a doctrine as to administrative contracts which are concluded with
public institutions or the government. The doctrine of imprevision empowers the courts to revise
the provisions of a contract as they might become excessive and exorbitant due to the advent of
extraordinary circumstances.”* Under this doctrine courts may adapt the contract where the
economic equilibrium by unpredictable change of circumstances is seriously disrupted

(adjustment and not discharge).

The doctrine of imprevision applies where the economic equilibrium of the contract by an
unforeseen change of circumstances — unrelated to the activity of the host government- is
damaged. The Conseil d'Etat in the key case of Gaz de Bordeaux, stated that “the basis of
imprevision in administrative contracts is the need to ensure continuity of public service” and
“just as the Company cannot not argue that it should not be required to bear any increase in the
price ... it would be totally excessive if it is admitted that such increases are to be considered a
normal business risk; on the contrary, it is necessary to find a solution that puts an end to
temporary difficulties, taking into account both the general interest ... and the special conditions
that do not allow the contract to operate normally ...; to this end it is necessary to decide, on the
one hand, that the Company is required to provide the concession service and, on the other hand,
that during this period it must bear only that part of the adverse consequences that a reasonable
interpretation of the contract allows”. " In this case, a private contractor signed a contract to the
gas for the city of Bordeaux. However, he as a result of the unprecedented rise in coal prices asked
for equitable adjustment. This was granted because his ruin might have disrupted the gas supply
for the city. The Conseil d'Etathas set out the elements of the circumstances that permit
adjustment of administrative contracts. The event must be unforeseeable and external to the
parties, exceed all reasonable expectations and result in a profound unbalancing of the contract.
The key point of the French administrative law doctrine is that the private contractor has a right
to an indemnity from the state or its enterprise if it establishes both that the difficulties
encountered were exceptional and unforeseeable and that they upset the financial equilibrium of

the contract. This doctrine has important implications on petroleum contracts because they will

L The Libyan American Oil Company (LIAMCO), v. the Government of the Libyan Arab Republic, (1981)
201ILM 1, 73.

2 The doctrine of “imprevision” is presented by French Conseil d’Etat. See, Gas Bordeaux Case, Consegil
d'Etat, Compagnie générale d'éclairage de Bordeaux, Rec. 125, concl. Chardenet, 30 March 1916,
S.1916.3.17; W. Peter, (1995), supra note 12, 186-200.
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be concluded with state or state entities. This provides for adjustment in international petroleum

contracts. It will allow termination of the contract only where the event is final and irremediable.”

German law is grounded in the principle of sanctity of contracts. However, it recognises relief
from contractual performance where performance is impossible without fault on either side.
German courts have formulated a doctrine on revision of contract which allows for adjustment of
the contract when the transaction’s foundation has collapsed. This doctrine is called ‘Wegfall der
Geschaftsgrundlage’ or the doctrine of the foundation of transactions. The situations in which
according to this doctrine, relief from contract performance is permitted are three grounds: (a)
cases where the purpose of the contract cannot be fulfilled because of the occurrence of
subsequent unforeseen events; (b) cases where the performance has become impracticable or
where the value of the counter-performance has significantly changed; (c) mistake in shared basic

assumptions. This doctrine is based on the concept of good faith.™

German case law explained the doctrine as “the common representation of both contracting parties
at the time of signing of the contract, or the representations of one party which have been
perceived and implicitly accepted by the other party, with regard to the existence or future
occurrence of circumstances upon which the intention for contracting of both parties is based.
The basis of the transaction may be missing if the parties were, at the signing of the contract, in
mutual error with regard to a major condition for the transaction; it may have lapsed if the
circumstances, after the signing of the contract, changed unexpectedly or in a way which was not
anticipated.” The contract may only be adapted within these restrictive conditions. Under this
doctrine the contract can be adapted or terminated where “uncontrollable change in the
circumstances surrounding the contract that leads to a fundamental disequilibrium in the contract
and puts an undue burden on the party who had not anticipated and accepted that risk in the

contracts™.”®

However, courts do not revise the contract for mere change in onerousness or risk of the
agreement which freely has been concluded. Section 313 of BGB requires the main pillars of the

doctrine of the foundation of transactions. It empowers the courts to step in and change the

3 A. Maniruzzaman, (1992), supra note 22; A. Kolo & T. Waelde, (2000), supra note 4, 36; N. Horn,
Arbitrating Foreign Investment Disputes, (London: Kluwer Law International, 2004); F. Fucci, “Hardship
and Changed Circumstances as Grounds for Adjustment or Non-Performance of Contracts; Practical
Considerations in International Infrastructure Investment and Finance”, (American Bar Association Section
of International Law, Spring Meeting, April 2006).

4 The German Civil Code (BGB), in Section 242 under the title of ‘Performance in good faith’ has required
“An obligor has a duty to perform according to the requirements of good faith, taking customary practice
into consideration”. See also, N. Horn, (1985) supra note 51, 19; W. Peter, (1995), supra note 12, 186; B.
Markesinis & H. Unberath, The German Law of Contract: A Comparative Treatise, (2" ed., Oxford, Hart
Publishing, 2006) 319.

5 N. Horn, (1985) supra note 51, 19; W. Peter, (1995), supra note 12, 186-191; R. Goode, Commercial
Law, (Penguin Group, London, 1995) 191.
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contract terms where they think it is necessary to correct a disturbance of the foundation. The

section under the title of ‘interference with the basis of the transaction’ requires that:

“(1) If circumstances which became the basis of a contract have significantly changed since the
contract was entered into and if the parties would not have entered into the contract or would have
entered into it with different contents if they had foreseen this change, adaptation of the contract
may be demanded to the extent that, taking account of all the circumstances of the specific case,
in particular the contractual or statutory distribution of risk, one of the parties cannot reasonably
be expected to uphold the contract without alteration. (2) It is equivalent to a change of
circumstances if material conceptions that have become the basis of the contract are found to be
incorrect. (3) If adaptation of the contract is not possible or one party cannot reasonably be
expected to accept it, the disadvantaged party may revoke the contract. In the case of continuing

obligations, the right to terminate takes the place of the right to revoke.”®

The test for defining the foundation of the transaction is the essential assumptions of the parties
which contemplate the parties’ expectations. Where the foundation of the transaction is disrupted,
an adaptation of the contract is required. If such an adjustment process is not possible, the
disadvantaged party could withdraw from the contract. Therefore, the disadvantaged party has a
right to adapt the contract terms or in exceptional cases, terminate the contract. The contractual
risk allocation is therefore is key ingredient to the doctrine. According to the principle of pacta
sunt servanda the subsequent change of the contract must be restricted to the extreme cases. Thus,
where one party cannot be asked to bear the risk of a subsequent change of events or to bear the
risk of certain assumptions on which the contract is grounded, the doctrine of the foundation of

contract permits adjustment.”

“The decisive issue is the extent to which the equivalence between the mutual performances of
the parties has been disturbed. It is assumed that contracts provide basically for the equivalence
of performances. If this equivalence has been profoundly disturbed by unforeseen circumstances,
the contract may be adapted to the changed circumstances”.” Consequently, in case of the
collapse of the foundations of the contract, parties are under duty to negotiate in good faith to
adapt the agreement. In addition, in certain cases courts may adapt the contract. Adaptation may
only be granted if the balance between performance and counter-performance has been so
profoundly disturbed that the limitation of the reasonably assumed risk has been exceeded and

the interest of the disadvantaged party is no longer safeguarded at all.”

76 Section 313, German Civil Code (BGB), (2002).

7 B. Markesinis & H. Unberath, (2006), supra note 74, 323-337.

8\W. Peter, (1995), supra note 12, 186-191; N. Nassar, (1995), supra note 21, 198.
S W. Peter, (1995), supra note 12, 186-191; N. Horn, (1985), supra note 51, 23-4.
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7.3.2. Common Law

Under English law the traditional position is that the contract is absolute and parties must perform
the contract even where most of the circumstances are changed and the agreement is
burdensome.®® English law gives courts a limited power to discharge, and no power to adapt.
Moreover, there is no duty under common law on the parties to renegotiate contractual terms nor
do the courts have the power to adjust the contract and adapt it to the changed circumstances.®
Nonetheless, the courts in a number of cases made a party free from obligation under the concept
of “frustration’.®> When the contract performance physically or legally becomes impossible or
when the performance is possible but only in a very difficult manner from that originally
contemplated without fault on either party, then frustration has taken place.® Indeed, “a contract
is said to be frustrated when a supervening event occurs which so fundamentally affects the
performance of the contract that in the eyes of the law the contract comes to an end and both
parties are discharged from any duty to perform”.®* It should be emphasised that the effect of
frustration is the termination of the contract, and the court has no power to adapt the contractual
terms to the changed circumstances. The English courts interpret the doctrine of frustration very
narrowly and they rarely apply this.®* It is said that “the English doctrine of frustration as currently
applied is too strict and narrow to produce that degree of adjustment which the commercial

community would regard as fair”.

However, English courts in numerous cases have recognised contractual terms providing
flexibility to enable parties to adapt the contract to change of circumstances. The foreseeability
plays a significant role in commercial risk allocation and the text of the contract can require
instructions for adaptation of the contract terms in the event of a substantial change in the
economic environment.®” One commentator has noted “the narrowness of the doctrine of
frustration does not act as a barrier to the parties themselves inserting into their contracts a range
of clauses which will enable them to adapt their contract to meet changing conditions. A wide

range of devices are available to contracting parties to enable them to adjust or suspend the

8 R. Goode, (1995), supra note 75, 140; S. Woolman, Contract (Edinburgh, Sweet & Maxell, 1994) 195.
8L W. Park, “Gaps and Changed Circumstances in Energy Contracts: the Devil in the Detail”, (2015) 8 (2)
Journal of World Energy Law and Business, 90-91; W. Peter. (1995), supra note 12, 186.

82 p, Atiyah, An Introduction to the Law of Contract, (Oxford, Clarendon, 1995) 229-44; Also, for example
see the leading case Krell v. Henry, in which a party was discharged from paying, because there was
frustration of the purpose of the contract (rooms had been rented to view a procession which was cancelled
due to the King's illness). [1903] LR 2 KB 740.

8 N. Nassar, (1995), supra note 21, 196.

84 G. Treitel, Frustration and Force Majeure, (London, Sweet & Maxwell, 1994) 230; R. Goode, (1995),
supra note 75, 140.

8 F. Lui, “The Doctrine of Frustration: an Overview of English Law”, (1988) J. Maritime L. and Comm.
261; W. Peter, (1995), supra note 12, 198.

8 R. Goode, (1995), supra note 75, 143.

87 W. Park, (2015), supra note 81, 89-90.
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contract in the light of unforeseen events”.® Similarly, it is stated that; “the general principle is
that the parties are free to stipulate those events that are to be considered as frustrating the contract,
or as entitling one party or the other to an adjustment of the terms, and if the parties fail to do so

the law will not intervene”.®

The US practice proposes a more flexible approach to the situation where circumstances change.
It is referred to as ‘commercial impracticability’ which is mentioned in section 268 (2) of the
Restatement (Second) of Contracts and section 2-615 of the Uniform Commercial Code.® Relief
from contractual commitments may be sought under the doctrine of impracticability, where
excessively burdened performance such as severe shortage of raw material or unpredictable
shutdowns of major sources of supply has taken place. Parties may also request renegotiation.**
In addition, courts under American law which recognises a narrow ground for relief from
unpredictable onerous contractual obligations have adjusted contractual terms where at the time
of conclusion of contract the change was unforeseeable or where holding the party to continued
operation of the agreement may have given rise to bankruptcy.** Under the US law, renegotiation

of long-run contracts in case of extreme unforeseeable onerous events is recognised.*®

The above discussion has established that major legal systems of the world have widely
recognised the principle of pacta sunt servanda or sanctity of contracts in stricto sense.®*
Nonetheless, where the fundamental purpose of the contract does not exist anymore, the contract
will no longer be valid and comes to an end (discharge, rather than adjustment). The point to be
made is that the principle of sanctity of contract is not absolute. The legal position of legal systems
where the contract as a result of drastic change of circumstance becomes onerous which disturbs
the original equilibrium is different. Under the US practice, the concept of renegotiability when
the contract becomes onerous for a party is recognised. In addition, it has been accepted in all
civil law countries and it becomes more prominent when a party is a government or a state body.
Under English law, courts have shown that they rarely interfere with the contractual terms and

tend to uphold the validity of contract.*

8 E. McKendrick, “The Regulation of Long-term Contracts in English Law”, in J. Beatson & D.
Friendmann, (eds.), Good Faith and Fault in Contract Law, (Oxford, Clarendon Press, 1995) 305, 322.

8 R. Goode, (1995), supra note 75, 140; N. Horn, (1985), supra note 51, 21-29.

% A Sykes, “The Doctrine of Commercial Impracticability in a Second-Best World™, (1990) 19 J. of Legal
Studies, 43; G. Treitel, (1994), supra note 84, 238.

% W. Fox, International Commercial Agreements: A Primer on Drafting, Negotiating and Resolving
Disputes, (London, Kluwer Law International, 1998) 217.

92 Aluminium Co. of America v. Essex Group Inc., 449 F. Supp. 53.

% A, Kolo & T. Waelde, (2000), supra note 4, 135.

% Z. Kronfol, Protection of Foreign Investment: A Study in International Law, (Leiden, 1972) 82.

% A. Kolo & T. Waelde, (2000), supra note 4, 37.
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7.3.3. The Position of International Law

As suggested earlier, 1 look at various contexts in which mandatory adjustment is used and
investigate to see if we can draw on those contexts to structure a system of mandatory adjustment
for international petroleum contracts. | have established the various types of rules of mandatory
adjustment which currently exist, in domestic law but also in international law. Thus, I look at the
use of mandatory adjustment in another legal system of law and try to explore whether the use of

which as a basis to create a new mechanism for international petroleum transactions is feasible.

Under international law, the principle of rebus sic stantibus or change of circumstances is widely
accepted.® This principle will govern all contracts even where they do not contain a specific
clause.”” The Vienna Convention on the Law of Treaties, 1969 has recognised change of
circumstances.® According to the treaty provisions the legal effect of change of circumstances is
that the disadvantaged party subject to the procedure which is articulated in Article 65, may
request renegotiation or withdrawal from obligations.*® However, this Article does have a limited
application only in exceptional circumstances. It has been worded carefully to avoid uncertainties
on the sanctity of international contracts as provided by Article 26 of the treaty.*® Furthermore,
this position is supported by the International Court of Justice (1CJ) which stated; “a fundamental
change of circumstances must have been unforeseen; the existence of circumstance at the time of
the Treaty’s conclusion must have constituted an essential basis of the parties to be bound of the
Treaty”.*®* The tribunal held that, “the negative and conditional wording of Article 62 of the
Vienna Convention on the law of Treaties is a clear indication moreover that the ability of Treaty

relations requires that the plea of fundamental change of circumstances be applied only in

% N. Horn, (1985), supra note 51, 25; I. Brownlie, (2003), supra note 7, 620; N. Nassar, (1995), supra note
21, 200-205; “The principle that a treaty is subject to an implied condition that if circumstances are
substantially different from those obtaining when it was concluded, then a party to the treaty is entitled to
be released from it”. OED Online. Oxford University Press.

% A. Kolo & T. Waelde, (2000), supra note 4, 47.

% Article 62 of the Convention provides: “Fundamental Change of Circumstances. 1-A Fundamental
change of circumstances which has occurred with regard to those existing at the time of the conclusion of
a treaty, and which was not foreseen by the parties, may not be invoked as a ground for terminating or
withdrawing from the treaty unless: (a) the existence of those circumstances constituted an essential basis
of the consent of the parties to be bound by the treaty; and (b) the effect of the change is radically to
transform the extent of obligations still to be performed under the treaty. 2- A fundamental change of
circumstance may not be invoked as a ground for terminating or withdrawing from a treaty: (a) if the treaty
establishes a boundary; or (b) if the fundamental change is the result of a breach by the party invoking it
either of an obligation under the treaty or of any other international obligation owed to any other party to
the treaty. 3- If, under the foregoing paragraphs, a party may invoke a fundamental change of circumstances
as a ground for terminating or withdrawing from a treaty it may also invoke the change as a ground for
suspending  the  operation of the treaty”. @ The Convention is available at
http://untreaty.un.org/ilc/texts/instruments/english/conventions/1_1_1969.pdf.

9 G. Haraszti, “Treaties and Fundamental Change of Circumstances”, (1974) Vol. 11, 146 RDC-Collected
Courses 1.

100 Article 26 of the Convention on the Law of Treaties requires “Pacta Sunt Servanda. Every treaty in force
is binding upon the parties to it and must be performed by them in good faith”. See also, N. Horn, (1985),
supra note 51, 25.

101 Gabcikovo Nagymaros Project Case, (Hungary/Slovakia), 37 ILM 1998, 162.
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exceptional circumstances.”*® According to Article 1 of the Vienna Convention, this convention
is only applicable to inter-states treaties.'® However, it is asserted that “Aurticle 62 is a strong
argument for the existence of a general legal principle which might also be relevant to
transnational contracts with or between private parties”.’** Moreover, it has been suggested that
there is an obligation to renegotiate where the original contractual equilibrium which was made
at the time of conclusion is disrupted by fundamental change of circumstances. Therefore, parties
may request renegotiation of international commercial contracts.’® This legal point of view was
held based on the United Nations General Assembly Resolutions.’® In addition, the United
Nations Economic and Social Council (ECOSOC) draft Code of Conduct on Transnational
Corporations in Article 5 has stated that transnational corporations should renegotiate with
governments where the conditions upon which the contract was based have fundamentally

changed. Even where there is no relevant clause to require so.'%’

However, under international law there is no consensus on whether there is a duty of renegotiation
of international contracts. On the one hand, developing countries argue that the principle of
sanctity of contracts is overridden by permanent sovereignty of host governments over natural
resources. Indeed, such contracts upon which economic development and public welfare were
based are important for public interests.’® In contrast, developed countries emphasise the
protection of the foreign investor and sanctity of contract. They argue that “insistence of
developed countries on the sanctity of contracts did at no point explicitly or implicitly reject the
application of contract law concepts such as change of circumstance, but it rejected the developing
countries’ claim to a right to unilaterally change, revoke or coerce the renegotiation of a contract

on the grounds of sovereignty and new economic policy alone.”*%°

The above examination shows that it is not clear whether in instances where international
investment contracts concluded with governments have undergone fundamental changes in
surrounding circumstances, there is a duty of renegotiation or not. Thus, the position of

international law on such situations is controversial and blurred.

102 |bid, para 104.

103 Article 1 of the Convention requires “The Present Convention applies to treaties between States”.

104 N. Horn, (1985), supra note 51, 25.

105 M. Sornarajah, (1988) supra note 26, 113; M. Sornarajah, (2000), supra note 16, 53.

106 General Assembly Resolution 1803 (X V1) 14 December 1962, “Permanent Sovereignty Over Natural
Resources™; the Charter on Economic Rights and Duties of States (CERDS) UN Resolution 3281, 1974.
107 Article 5 of ECOSOC Code of Conduct on Transnational Corporation 1979.

108 R, Geiger, “Unilateral Change of Economic Development Agreements”, (1974) 23 ICLQ 73; S. Asante,
(1979), supra note 17, 420; M. Sornarajah, The International Law on Foreign Investment, (3 ed.,
Cambridge, 2010).

109 A, Kolo & T. Waelde, (2000), supra note 4, 40.
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7.3.4. Force Majeure, Hardship Clauses and International Petroleum Contracts

In the absence of express provisions relating to renegotiation of contract when a party insists on
renegotiation of agreement it might be sought either by the hardship concept of international
contract law or force majeure clause incorporated into the contract.**° Force majeure and hardship
clauses are employed to minimise the damage that may be incurred by one of the contracting
parties over the performance of contract in changed circumstances.'** For the purpose of this
section two points will be discussed. First, the legal nature and concept of such clauses and the

second, the extent to which such clauses can be used for triggering renegotiation.

A force majeure clause in the traditional sense is used for unavoidable and unforeseeable events
which are beyond the control of the parties.*? It will only include events of fundamental character
which give rise to permanent or temporary obstruction that are excuses from the performance of
contract.'® These clauses are aimed at dealing with unforeseeable events that make the
performance of the contract temporarily or permanently impossible. In the petroleum industry,
force majeure provisions are used in two different ways. First, they may be included in the
petroleum contract but the legal definition and consequences are determined by the given
applicable law.™* The second is that parties define the concept of force majeure and prescribe
types of events which constitute a valid excuse in the contract. Thus, the parties do not refer the
definition to the governing law.™ Force majeure provisions where the fulfilment of contract
becomes extremely onerous or impossible usually provide for termination of the agreement.

Hence, under the traditional sense it does not restore the contractual equilibrium.*

However, force majeure clauses in current use have less strict conditions for taking place. They
also provide for suspension, although not termination of agreement. The consequences of a force
majeure event are dependent upon the contractual provisions. However, it generally only
postpones the performance of contractual obligations.'’ Termination of contract is only for

exceptional circumstances when the event continues for a significant amount of time.**® It means

10 K. Berger, (2003), supra note 18, 1350.

11 M. Sornarajah, (1988), supra note 26, 113.

112 M. Blessing, “Mandatory Rules of Law versus Party Autonomy in International Arbitration”, (1997) 14
J. Int’l Arb. 23; W. Peter, (1995), supra note 12, 235.

113 N. Horn, (1985), supra note 51, 131.

114 K. Blinn, C. Duval, H. Le Leuch, International Petroleum Exploration & Exploitation Agreements:
Legal Economic and Policy Aspects (New York, Barrows, 2009) 287; N. Horn, (1985), supra note 51, 131.
115 T, Carbonneau, “Rendering Arbitral Awards with Reasons: The Elaboration of a Common Law of
International Transactions”, (1985) 23 Colum. J. Transnational L. 579, 594.

116 A El Chiati, “Protection of Investment in the Context of Petroleum, Agreements”, (1987) IV Recueil
Des Cours, 235-7; M. Sornarajah, (2000), supra note 16, 53.

173, Smith & A. Behrman, “The Importance of a Strong Force Majeure Clause in an Unstable Geopolitical
Environment”, (2015) 8 (2) JWELB 125.

118 K, Blinn, (2009), supra note 114, 292.
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that the party whose performance is delayed is entitled to an extension of time for performance.*°

Such clauses contain a duty to make the best efforts to overcome the force majeure events by
renegotiation.*® Force majeure clauses usually define events which constitute force majeure and
the means by which their impact can be minimised to maintain the relationship.'** Although such
clauses primarily address the non-performance of the agreement and the liability arises out of this,

where the supervening events cause temporary impossibility they provide contract adaptation.

119 3, Smith & A. Behrman, (2015), supra note 117, 120.

120\, Peter, (1995), supra note 12, 236.

121 |iquefied Natural Gas Sales Agreement, concluded between Japanese and Canadian parties in 1982,
under Article X111 defines the force majeure events as follows:

“Article XII11- FORCE MAJEURE- 13.1:

Excuse for Non-Performance. In the event that any party to this Agreement is rendered unable, wholly or
in part, by force majeure to carry out its obligations under this Agreement, such party shall give notice by
telex or telegraph to the other parties to this Agreement in the English language setting forth the full
particulars of such force majeure and the estimated duration thereof as soon as possible after the occurrence
of said force majeure. Upon the giving of such notice the obligations of such party, insofar as they are
affected by such force majeure, shall be suspended, except for the obligations to make payments hereunder,
during the continuance of any inability so causes, but for no longer period, and such cause shall so far as
possible be remedied with reasonable dispatch. The party claiming force majeure shall exercise reasonable
efforts to mitigate the effects of such force majeure on the performance of its obligations under this
agreement.

13.2: Meaning of Force Majeure. The term “Force Majeure” as employed herein shall mean any event
beyond the reasonable control of the parties hereto, including without limitation, acts of God; forces of
nature; perils of the sea; shipwrecks; collisions; stranding; bursting of boilers; breakage of shafts; acts of
the public enemy; wars; blockades; civil wars; insurrections; strikes; lockouts or differences with workmen;
riots; disorders; quarantines; epidemics; landslides; lightning; earthquakes; atmospheric disturbance;
typhoons; tornados; fires; storms or storm warning; floods; subsidence or washouts; soil erosion; arrests;
restrains of government or judicial body (including Canadian or Japanese, federal, provincial, prefecture or
local) including restraints in the form of orders, rules or regulations asserting authority to prohibit
performance of this Agreement other than the obligations to remit payments under this Agreement; civil
disturbances; explosions; inability to obtain natural gas supply; acts, orders, requests, requisitions,
directives, diversions; embargoes, import or export restrictions, priorities, or expropriations of government
or governmental authorities; interferences by civil or military authorities, legal or de facto, whether
purporting to act under some constitution, decree, law or otherwise, inability to obtain necessary materials
or supplies; serious accidental damage; and without limitation by enumeration, any other cause or causes
(whether of the kind enumerated or otherwise) not reasonably within the control of the party claiming force
majeure. It is understood and agreed that the settlement of strikes or differences with employees shall be
entirely within the discretion of the party having the difficulty. Notwithstanding the foregoing, both buyers
and seller shall make reasonable efforts so that the supply of LNG shall not be interrupted due to strike,
lockout or other industrial disturbance.

13.5: Subject to Arbitration. In the event of a dispute between the parties hereto as to the validity of a claim
of force majeure, the dispute shall be resolved in accordance with the provisions of article XVIII. The party
asserting the claim of force majeure shall have the burden of proving that the circumstances constitute valid
grounds of force majeure under this article X1l and that such party has exercised reasonable efforts to
remedy the cause of any alleged force majeure condition.

13.6: Extended Force Majeure. If an event of force majeure occurs and appears likely to continue for a
period in excess of thirty (30) days, the parties shall immediately consult for the purpose of determining
what action should be taken to mitigate the effects thereof”. Cited in K. Blinn, supra note 114, 287; M.
Bartels, Contractual Adaptation and Conflict Resolution: Based on Venture Contracts for Mining Projects
in Developing Countries, (Kluwer Law and Taxation Publishers, Deventer. Netherlands, Antwerp, Boston,
London, 1985) 32; K. Berger, (2003), supra note 18, 1352; W. Peter, (1995), supra note 12, 235; M.
Sornarajah, (2000), supra note 16, 119-120.
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However, hardship clauses primarily address adaptation of the agreement by re-establishment of

the contractual balance.*?

A recent model clause in AIPN Model International Joint Operating Agreement in Article 1.1
defines force majeure as “those circumstances beyond the reasonable control of the Party

concerned”. The Model Agreement in Article 16 as to force majeure requires that:

“If as a result of Force Majeure any Party is rendered unable, wholly or in part, to carry out its
obligations under this Agreement, other than the obligation to pay any amounts due or to furnish
Security, then the obligations of the Party giving such notice, so far as and to the extent that
obligations are affected by such Force Majeure, shall be suspended during the continuance of any
inability so caused and for such reasonable period afterwards as may be necessary for the Party
to put itself in the same position that it occupied before the Force Majeure, but for no longer
period. The Party claiming Force Majeure shall notify the other Parties of the Force Majeure
within a reasonable time after the occurrence of the facts relied on and shall keep all Parties
informed of all significant developments. Such notice shall give reasonably full particulars of the
Force Majeure and also estimate the period of time that the Party will probably require to remedy
the Force Majeure. The affected Party shall use all reasonable diligence to remove or overcome
the Force Majeure situation as quickly as possible in an economic manner but shall not be
obligated to settle any labour dispute except on terms acceptable to it, and all such disputes shall

be handled within the sole discretion of the affected Party.”*?®

Once supervening events take place, the force majeure obligates the parties to cooperate, and
make their best efforts to overcome and mitigate the consequences of such events in order to find
an equitable outcome. The force majeure clause may require suspension of performance where
the performance of the contract is temporarily impossible, adaptation and adjustment of the
contract according to the force majeure circumstances and finally termination of the contract
where the force majeure events are permanent.*?* The force majeure clause plays an important
role in petroleum contracts where there is no renegotiation provision. Modern petroleum contracts
contain force majeure clauses which promote flexibility through obligating parties to renegotiate,
adapt the contractual terms and continue their relationship instead of abrupt termination and

discharging obligations.*®

12 D, Yates, “Drafting Force Majeure and Related Clauses”, 3 J. Contract Law, (1990) 202; P.J.M,
Declercq, “Modern Analysis of the Legal Effect of Force Majeure Clauses in Situations of Commercial
Impracticability”, (1995) 15 J. Law and Commerce, 213.

123 AIPN Model International Joint Operating Agreement, 2012.

124 G, Delaume, “Excuse for Non-Performance and Force Majeure in Economic Development Agreements”,
(1971) 10 Columbia J. Transnational Law, 257; J. Smith & A. Behrman, (2015), supra note 117, 119-20.
125 H, Konarski, “Force Majeure and Hardship Clauses in International Contrctual Practice”, (2003) 4 Int’l
Business Law J. 407.
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Hardship clauses were not used in international contracts for exploration and exploitation of oil.*?

However, hardship clauses are usually used in international investment contracts and natural gas

sales contracts.’?” A hardship clause is employed for the situations in which the performance of

contract is possible but is extremely burdensome,’?

reached the ‘limit of sacrifice’”.'?

when “the burden posed on one party has

A leading scholar has noted the factors that need to be available for an event to be considered as
a hardship event. First, the event must be outside the control of the parties. Thus, the event must
not result from a failure or default of the claiming party. Second, it must be of fundamental
character to damage the equilibrium of the contract and third, it must be completely
uncontemplated and unpredictable.**® In fact, hardship clauses are similar to force majeure clauses
except that they do not contemplate situations which will terminate the contract.**! Hardship
clauses provide for adjustment of the contractual commitments to re-establish the equilibrium
which has been disrupted by change of circumstances.*®* In addition, it has been stated that they
are a “specific type of renegotiation clause, which only apply in situations similar to force
majeure”.*** Therefore, the underlying idea behind the hardship clause is adaptation of the

contract rather than termination of the relationship.***

Hardship clauses operate when the situation fundamentally changes the original equilibrium of
the contract and makes the performance of the contract burdensome for the disadvantaged party.
Such clauses always require a duty of renegotiation on the parties. The legal effect of the hardship
clauses is adjustment of the contract terms to restore the damaged equilibrium of the contract.**®
The hardship situation may be caused by financial, legal, political, technical, economic factors
that seriously and adversely affect a party.**® The fundamental alteration of the equilibrium of the

contract has two manifestations. First, a substantial increase in the cost of performance for the

126 K, Blinn, (2009), supra note 114, 287; A. El Chiati, (1987), supra note 116, 108.

127 K. Blinn, (2009), supra note 114, 288; C. Schmitthoff, “Hardship and Intervener Clauses”, (1980) JBL
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130 C. Schmitthoff, (1980), supra note 127, 82,85; Article 6.2.2 of the UNIDROIT Principles of International
Commercial Contracts, 2010; D. Yates, (1990), supra note 122, 186-203.
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135 Article 6.2.2 of the UNIDROIT Principles of International Commercial Contracts, 2010.

138 UNCITRAL Legal Guide on Drawing up International Contracts for Construction of Industrial Works,
UN Publication, No. E.87.V.10, p242.
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disadvantaged party who performs his obligations. Second, a substantial decrease in the value of

the performance received by one party.™*’

A good example of a hardship clause which is used in the contract for Sale of Natural Gas is as

follows:

“Hardship: when entering into this Agreement the parties contemplate that the effects and
for consequences of this Agreement will not result in economic conditions which are
substantial hardship to any of them; provided that they will act in accordance with sound
marketing and efficient operating practices. They therefore agree on the following:

a) Substantial hardship shall mean if at any time or from time to time during the term of
this Agreement without default of the party concerned there is the occurrence of an
intervening vent or change of circumstances beyond said party’s control when acting as
a reasonable and prudent operator such that the consequences and effects of which are
fundamentally different from what was contemplated by the parties at the time of entering
into this agreement (such as, without limitation, the economic consequences and effects
of a novel economically available source of energy), which consequences and effects
place said party in the situation that then and for the foreseeable future all annual cost
(including, without limitation, depreciation and interest) associated with or related to the
processed gas which is the subject of this agreement exceed the annual proceeds derived
from the sale of said gas. Notwithstanding the effect of other relieving or adjusting
provisions of request the other for a meeting to determine if said occurrence has happened
and if so to agree upon what, if any, adjustment in the price then in force under this
agreement and/or other terms and conditions thereof is justified in the circumstances un
fairness to the parties to alleviate said consequences and effects of said occurrence. Price
control by the Government of the state of the relevant buyer(s) affecting the price of

natural gas in the market shall not be considered to constitute substantial hardship”.'*

As discussed earlier, international petroleum contracts are concluded between a state or state
agency and an international oil company. One question that may be posed here is whether such
state entities are able to rely on force majeure or hardship clauses for the events that are caused
by the host government’s interference with the contract to cope with the circumstances or to ask
for adjustment of contract. The principle of the separation between state and state entity is widely

accepted.™ The renegotiation of separate legal personality of such entities in all times will put

137 Article 6.2.2 of the UNIDROIT Principles of International Commercial Contracts, 2010. 213, 214.
138 K., Blinn, (2009), supra note 114, 297.
139 W. Peter, (1995), supra note 12; A. El Chiati, (1987), supra note 116, 55.
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contracts with state-controlled enterprises at risk.**® Therefore, the state entity will particularly be
able to claim to be released from contractual commitments by relying on force majeure even for
such events caused by its own government. However, it is a starting point and there are situations
in which the principle of separation is not accepted as a defence. It is observed that “the starting
point will have to be the principle that the separation between the state enterprise and the state is
respected and that therefore normally acts of public authority by the state have to be accepted as
an excusing case of force majeure...if the contract itself stipulates that the state enterprise is to be
considered responsible for certain acts of state, no force majeure can be claimed if such an act of

state then actually occurs”.**

Force majeure invocation subsequent to interference of the government is not recognised for the
state enterprise in many arbitral awards. Yet, a fact based inquiry on the basis of all relevant
circumstances for the final award is required.** In international petroleum investment contracts,
force majeure and hardship clauses in theory provide a triggering point to restore the economic
equilibrium of the contract where circumstances changed. It may bring about flexibility and may
guarantee contract performance. Yet, the principle of sanctity of contract is a general rule for
performance of contractual obligations. Force majeure clauses are used to accommodate the
contract with unpredictable, fundamental change of circumstances. They involve acts of God that
may make the performance of the contract temporarily or permanently impossible and also cover

the change of economic equilibrium of the contract.

Hardship clauses are used when the performance of the contract becomes extremely burdensome.
Therefore, such clauses are not intended to allow parties to seek relief because the contract simply
becomes onerous, or where it is a bad bargain. It is stated that “in a contract, each party accepts a
certain number of risks and cannot free itself from its obligations if a certain risk materialises.
The mere fact that the risk falls heavily on one of the parties, is, as yet, not a valid argument for
a variation of the contract”.**® This argument has been endorsed by international arbitral
awards.** It is presumed that parties to a contract are knowledgeable about the transaction and
are aware of the risks which may be posed by such transactions.!*®> The international arbitral

tribunals interpret silence of the parties on possible contingency as a concise decision to take the
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risk. This principle has been widely accepted and serves as a standard for distribution of risk in

the contract. 46

7.4. The Thesis Proposal: Mandatory Adjustment by the Third Party

This section explores adjustment and limits of renegotiation in international petroleum
transactions and proposes a mechanism of mandatory adjustment. In petroleum transactions
where the commerciality of the project is not viable or the equilibrium of the contract is damaged,
parties by renegotiation seek to restore the contractual balance. In many cases, parties sought
renegotiation to maintain the relationship and their reputation in the international investment
environment.™’ Renegotiation of the contract occurs after concluding the agreement, when the
parties have increased transactional understanding, mutual interests and the petroleum project is
operational. In order to achieve a favourable outcome, parties should act in good faith and
cooperate. The good faith is the main requirement of renegotiation. As the renegotiation process
with a lack of good faith and in a confrontational manner cannot lead the parties to achieve a

reasonable solution.*®

I have shown that the underlying idea behind the renegotiation is dynamic stability. Renegotiation
finds its legal ground in the contract terms and where the agreement does not include such
provisions, renegotiation can be triggered either where applicable law permits it or where
triggering events take place. Hence, the thesis proposal merely encourages parties to incorporate
renegotiation clauses in their contract and should not be meant as a duty to renegotiate is implied
in every contract. The duty of renegotiation of long-term agreements in good faith even where the
contract does not contain explicit provisions is derived from interdependence of the parties and
economic rationality of cooperation and performance of the agreement rather than a break
down.*® However, | should emphasise that incorporation of renegotiation clauses into the
contract creates a clear framework for adaptation and serves as a mechanism for the allocation of
risk. Renegotiation provisions are recognition of future changes in the relationship of the parties
over time. This can avoid contractual disequilibrium and initiation of arbitration process that is
very costly. However, the adjustment clauses cannot overcome the limits of the renegotiation
procedure and are unable to create a relational mechanism which does not suffer from the

weaknesses of the renegotiation clauses.
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I have already discussed that the renegotiation clause does not require the parties to reach an
agreement. It only obligates the parties to do their best efforts to reach an equitable solution. It is
underscored by the tribunal that “an obligation to negotiate is not an obligation to agree”.*>
Nevertheless, this thesis argues that the obligation of the parties to make their best efforts is a
legal obligation which needs to be defined, therefore it is necessary to now define it. In the
renegotiation process, the best efforts of the parties means considering needs and interests of the
other party, commitment and seriousness to the negotiation, flexibility and good faith are thus

required.™*

If a party refused to renegotiate where the contract contains explicit provisions, it will be breach
of the contract because it is a legal obligation and compensation is required. On the other hand, a
failed renegotiation which has been conducted in good faith does not create liability, unless it is

proved that a party has not behaved in good faith.*®2

In case of failure of renegotiation where the parties conducted a renegotiation in good faith, two

scenarios can possibly arise:

First, the contract can be silent about the consequences of a failed renegotiation, in this situation
the contract remains unchanged and the original contractual terms are effective because no new
agreement has been reached. Second, where the parties have not reached an agreement, the
renegotiation clause can refer the matter to the third party for adaptation. The third party can be
an arbitral tribunal, expert, court or a panel of experts. The renegotiation clause determines the
power of the third party as to the adaptation of the agreement. It is undisputable that a contract
can be adapted according to the parties’ intention, commercial usage and background of their

relationship by the third party.'® The third party’s decision is binding and final.*>*

The proposed approach by this thesis suggests two tiers. Firstly, the parties should renegotiate
and adapt the contract according to the requirements of the clause. Secondly, in case of failure of
a renegotiation, a panel of three experts, not only from lawyers, but broader composed of an
economist, an engineer and a lawyer will look at the surrounding circumstances to deal with the
conflict of interests, against the background of the contractual equilibrium that the parties sought

to achieve in their original transaction. The panel’s decision will be final and binding.

150 AMINOIL Award, (1982) 24 ILM 976.

151 K. Berger, (2003), supra note 18, 1364-5; N. Nassar, (1995), supra note 21, 181.

152 p, Bernardini, (1998), supra note 5, 410-19.

153 N. Nassar, (1995), supra note 21, 171-5.

154 W. Debevoise, “The Arbitrability of Gaps in Long-term Scientific, Technical, and Industrial
Development Contracts”, (1976) 17 Harvard Int’l. L. J. 122; H. Strohbach, “Filling Gaps in Contracts”,
(1979) 27 Am. J. Comparative. L. 479, 482.

293



However, before | discuss the mechanism further, an important issue arises here in relation to the
legitimacy of the tribunal. One may pose the question that the proposed panel is a huge erosion
of the host government’s sovereignty which is usually for the interests of developed countries —
investors and thus against the interests of developing countries — host governments that is
illegitimate. Such tribunals enjoy low legitimacy and for example, like the ICSID which is
running into trouble with many developing countries in Latin America withdraw from the
Washington Convention (1965). How can the mechanism guarantee the interests of both parties,
maintain legitimacy and respond to that threat? There are international arbitral bodies which have
significant legitimacy. The Permanent Court of Arbitration, and the United Nations Tribunals for
the Law of the Sea are classic examples. Developing countries do not see the tribunal biased
against them and indeed, it is not biased against them. They happily engage with the process and
initiate the cases. In contrast, it is very difficult to find cases initiated by developing countries
under the ICSID.

The way in which the Permanent Court of Arbitration (PCA) works could guarantee the interests
of both parties. It has legitimacy and developing countries use it all the time. They trust it and
expect the tribunal to uphold their interests and in practice, the tribunal does. The point is that
such a mechanism must be entrusted to a tribunal of that type to ensure that it does not become
yet another source of contention where it is about the evolution of genuine norms. It is feasible
because it has already been made in relation to the Permanent Court of Arbitration and the
Convention on the Law of the Sea. Part of the reason that ICSID and other international tribunals
are not popular amongst developing countries is because such tribunals are grounded in a strongly
presentiated understanding. If they move away from the classical model that makes a binary
division and does not take into account of the parties’ interests in restoring the equilibrium,
towards a more relational understanding, the tribunal can reach legitimacy. This means that the
countries have a very limited room to manoeuvre to defend their public interests. Whereas, a
dynamic relational model of contractual relationship, can provide sufficient room for host
countries to strike a balance between the public and private interests. The discussion of this
section is not only about change of tribunals but also about changes to international investment
law itself. There is a need to take the law away from the very presentiated understanding it
currently has. We need a shift towards a more relational understanding of contract, and the parties’
obligations. As a result, host countries will have enough power to defend the public interest of

their citizens. Indeed, the relational model looks at the interests of both contracting parties.

These bodies show that there is nothing about intrinsic to international tribunals that denies them
legitimacy. In this regard, examination of French and German laws is important because it shows
according to the legal rules and case law it can be done in a way that protects the interests of the

public body.
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Hence, the point is taking adequate account of the interests of developing countries. What will
guarantee that the tribunal takes account of the issue? The approach to guarantee the interests of
both contracting parties has two aspects. First, there are tribunals which do take account of
interests of developing countries because the law is properly structured in a way that contractual
equilibrium, the parties’ expectation and future relationship matter. Secondly, once the tribunal
moves away from the presentiated understanding of the contract to a more properly structured

relational approach to adjustment, this can overcome the issues with legitimacy.

The thesis solution is that the adjustment mechanism should be anchored in that type of approach,
rather than existing investment law in relation to expropriation and stabilisation, which is already
somewhat poisoned. Then this would be a much better way of preserving the contractual
equilibrium in a way that respects the interests of both parties. International investment law as it
stands lacks legitimacy but the thesis solution will have far greater legitimacy than international
investment law has because the thesis anchors it in an understanding of the contract and a basic
existing legal position that respects the interests of both parties and in institutions like the PCA
that have international legitimacy. It has to be underlined that the legitimacy of the third party
mechanism does not come from the relational model. The legitimacy of this mechanism comes
from the third party mechanism. Indeed, it is legitimate based on the fact that it was created in a
legitimate way. The fact that third party mechanism is grounded in the relational model does not
increase the legitimacy. The thesis in this chapter cited the precedents to show that it is possible

to have a legitimate third party mechanism.

The contract adaptation by the third party is foreseen by certain institutions, such as the ICSID
and the ICC and they have developed rules and facilities to carry out the contract adaptation.™®
This approach is also upheld by arbitral practice. For example, the tribunal in AMINOIL held that
“there can be no doubt that, speaking generally, a tribunal cannot substitute itself for the parties
in order to modify a contract, unless that right is conferred upon it by law or by the express consent
of the parties. For that, the consent of both parties would be necessary”.**® Thus, express consent
of the parties in the agreement for adaptation and modification of the contract by the third party
is required. In addition, the other side of the point is that once such consent has been given, the

tribunal can — and in practice not infrequently does — exercise them to adjust contracts.™’

Another example in support of third party adaptation can be seen in the Atlantic LNG project

where the passage of time brought changes in economic conditions that affected the use and value
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of the commodity and distorted the parties’ original bargain.**® The parties have expressly agreed
in the contract that the arbitrator can adapt the contract in case of failure of the renegotiation. In
respect of revision of the price formula when the circumstance changes, Section 8.5 of the
Contract provides that: “If at any time either party considers that economic circumstances in Spain
beyond the control of the parties, while exercising due diligence, have substantially changed as
compared to what it reasonably expected when entering into this contract and the contract price
resulting from application of the original price formula does not reflect the value of Natural Gas
in the Buyer’s end user market, then such party may request that the parties should enter into
negotiations to determine whether or not such changed circumstances exist and justify a revision
of the contract price and, if so, to seek agreement on a fair and equitable revision.”**® If the parties
cannot reach an agreement on a new formula within six months, and renegotiation failed either
party could ask the arbitral tribunal to adapt the contract according to the criteria set out in the

contract.'®

I have discussed in chapter six that the parties have no obligation to reach agreement. In other
words, a failure to agree is not a breach of contract. The subject matter of adaptation may be: (i)
technical questions, as can be defined by designs, estimates of quantities, quality requirement, or
etc; (i) values like the value of a certain portion of work, cost estimates, market price; (iii)
contractual terms such as time for delivery, manner of payments, and other duties of contracting

parties.

Third party intervention may have the following functions as to the contract: (i) filling gaps in the
contract such as determining the time for delivery of materials, determining the technical design;
(i) changing the contract such as making changes to quality standards to adapt the work, e.g. to
newly discovered subsoil conditions, changing a price, postponing the time for completion of the
project; (iii) clarification of ambiguities such as questions regarding contractual duties.*®* In
reality the distinction between gap-filling, modification, and clarifying is not clear. Sometimes
the parties may disagree on whether there is an actual gap to be filled or, alternatively, whether
the decision to be made by the third party constitutes a modification or merely a clarification of

the meaning and contents of an existing clause.®

The need for wide use of independent experts as to complex projects is reflected in the practice

of petroleum companies.*® In the context of third party intervention, the third party has to make
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a number of decisions such as adapting the contract to unknown or changed circumstances. The
practical requirements for effecting third party intervention are manifold. First, the third party’s
power should be broad enough to allow necessary flexibility. Second, the decision must be quick
and binding if it is to bring about a quick and solid settlement of a dispute.'®* Where the parties
included a renegotiation clause aimed at making it possible to adapt their contract to changing
circumstances tending to upset the original contractual equilibrium, the third party’s intervention
can then remedy any lack of agreement by the parties on the nature or extent of the modification
to be made. Adaptation of contract is called for by a contract which is complete but becomes

incomplete due to a change in circumstances.

As discussed earlier, an adjustment clause — a clause which refers things to a third party has gone
beyond a traditional renegotiation clause and can be a middle ground between total contractual

rigidity and complete relational flexibility.®®

It has shown that the third party adaptation of
petroleum agreements in practice can be through the renegotiation clause which refers the matter
to the third party, where the parties failed to reach an agreement. This research argues that the
third party should examine whether the renegotiation process has been made according to its
conditions, adapt and amend the contractual terms and thus determine the rights and obligations
of the parties in light of the past conduct of the parties. According to the thesis proposal, the panel
should seek to restore the equilibrium of the contract through assessment of the extent of risk and
loss incurred by either party to distribute the loss and allocate risks. In order to re-establish the
equilibrium, the panel can change the contractual terms and determine the amount of damages
payable to the injured parties. In practice, it has been foreseen and there are petroleum contracts
referring the failed renegotiation to an expert or a panel as third party to adapt the agreement. For
example, the Turkmenistan PSA 1998, in Article 27.2 states that should the parties fail to arrive
to an agreement, the parties shall refer the matter to the expert. However, all other disputes
regarding breach of the contract, interpretation and validity must still be settled by the arbitral

tribunal. 1%

7.4.1. The Content and the Procedure for Third Party Mechanism: Model Clause

The third party may conduct the proceedings as he considers appropriate, taking into account, the
circumstances of the case, the need for a speedy settlement, and the express wishes of the parties.
Such procedural discretion allows the third party intervener to play an active part. He may take
every appropriate step to sort out matters, to soften any positions and to identify common grounds.

The exact manner of the third party intervener’s assistance will vary from one case to another and
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depend, in particular, on the wishes of the parties. For example, the third party will be guided by
the renegotiation clause, principles of objectivity, fairness and justice, giving consideration to,
among other things, the rights and obligations of the parties, the usages of the trade concerned
and the circumstances surrounding the dispute, including any previous business practice between
the parties.’®” These guidelines make it clear that he does not have to follow strictly provisions of
any substantive law. There are special reasons for having a panel of experts. For example, in a
complex project such as petroleum projects, parties might wish to have a number of different

experts who understand and can explain the economics and the law.

The main advantage of third party adaptation materialises when the proceedings are amicable,
speedy and inexpensive. The best approach is to provide for simple and informal procedures, as
done by the UNCITRAL Conciliation Rules. In cases where the parties’ disputes concern the
renegotiation and adaptation of the contract, the third party mechanism can have advantages.
Expert determination (ED), as an instrument for dispute resolution has been used by the oil and
gas industries in various ways and has for long been crystallized by the English courts.*®® ED can
be defined as “a means by which the parties to a contract jointly instruct a third party to decide
an issue between them”.** A good example is Article 37.3 of the Iraqg Model Production Oil Field
Technical Service Contract (2009), which provides that disputes arising between the parties (with
respect to relevant technical matters) may, at the election of either party be referred to an

independent expert for determination.'”

37.2. “The Parties shall endeavour to settle amicably any dispute arising out of or in
connection with or in relation to this Contract or any provision or agreement related
thereto. Where no such settlement is reached within 30 days of the date when one Party
notifies the other Party of the Dispute, then the matter may, as appropriate, be referred by
the Parties to their senior management for resolution. Where no such settlement is reached
within 30 days of such referral to management, any Party to the Dispute may refer the
matter, as appropriate, to an independent expert.

37.3. If any dispute arises between the Parties with respect to relevant technical matters
or adaptation of the contract, such dispute may be referred to an independent expert for
determination. Such expert shall be agreed upon by the Parties to the Dispute and shall
be willing to undertake such evaluation, and shall be independent, shall not be originated
from, or have been at any time a citizen of, the country in which any of the Parties to

Dispute is organised, and shall have no interest in or relation to either Party or with any
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the entities constituting the Parties and shall be qualified by education, experience, and
training to evaluate the matter in Dispute. The Expert shall render its decision within one
month following the Expert’s formal acceptance of its appointment, or within such further
time as the Parties may agree in writing. The costs of the Expert determination shall be

1171

shared equally by the Parties.

Accordingly, the ED clause made provisions regarding Expert’s appointment and cost, neutrality,
qualification, and decision timeframe. Contracting parties need to decide the basis of appointment
for the independent third party since some commercial contractual issues such as adjustment of
the agreement are more suitable for determination by a third party acting as expert rather than an
arbitrator. It follows that ED is widely used in the oil and gas industry as a dispute resolution
mechanism where the issue is primarily technical or commercial in nature.*’® The oil and gas
industry is an international market with those involved potentially having assets scattered in many

different countries. Petroleum contracts are long term in their nature,'”

involving multiple
stakeholders, and can be particularly complex, both technically and legally. Contractual disputes
can cost oil and gas companies millions of dollars, not only in terms of their profits but also in
terms of damages incurred to reputation and the potential for ruining future joint ventures. In
electing ED as the primary method of dispute resolution, the Iragi government sought to avoid

such consequences by adaptation of the contract.

An Australian judge, has highlighted the benefits of using ED and held “on a practical level, ED
has apparently been attractive, largely because it is less expensive and speedier, avoids the rigours
of the application of the rules of evidence and procedure and offers a finality which avoids delays,
potential re-hearing and appeals, which is particularly suitable where the parties may have a
continuing relationship”.*"* The principle applies to both the oil and gas industry and many other
sectors where ED is popularly in use. However, this is not to say with absolute certainty that ED
is a panacea,’’ as issues such as; enforcement, complexity, immunity and the challenge of ED’s
decisions have made the election of ED as a method of dispute resolution a crucial or even critical

choice for the parties to the contract.

The experts decision binds the parties and unless the ED agreement provides otherwise, under the

common law an ED can only be challenged on the grounds of fraud, bias or that the expert has

171 |bid.

172, Kendall & J. Farrell, (2008), supra note 169, 55.

173 See Thames Valley Power Ltd v Total Gas & Power Ltd [2006] 1 Lloyd’s Rep. 441. (contract to supply
of gas over a 15-year period); Superior Overseas Development Corp and Phillips Petroleum (UK) Co v
British Gas Corp [1982] 1 Lloyd's Rep. 262 (25 years gas supply contract).

174 The Heart Research Institute Ltd v Psiron Ltd [2002] NSWSC 646, 86.

175 ], Williams, “Expert determination: no panacea”, (2008) I.E.L.R. 223.
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answered the wrong question or has otherwise materially departed from his or her instructions.*"

In highly technical and complex industries such as oil and gas, a panel of suitably qualified experts

is more likely to produce a reliable answer to the parties’ needs than arbitrators or a judge.'’”

In addition, a major key to the third party mechanism (panel of experts) is speed. “one cannot
suspend drilling operations while the lawyers get to work on arguing the dispute but an expert can
make a decision in minutes (if required) or days/weeks as appropriate”.}”® Hence, whereas
“arbitration can be, and too often is slow and expensive”,*”® the same cannot purely be said of a
third party mechanism, particularly, where the test or formula to be applied is clear (adjustment

of the contract) and the question contractual or technical.*®

Additionally, the third party mechanism is confidential. This is in the interests of companies, both
in respect to future investors, the preservation of important trade secrets and public opinion, to be
perceived as credible. Additionally, the proceedings are normally informal and flexible.*®! The
general view is that third party mechanism offers a faster, lower-cost alternative to arbitration in
many commercial circumstances, offering a legally binding decision almost impervious to
challenge.'® This is true of its attractiveness and suitability to the oil and gas industry. It is
therefore submitted that, the UK law of ED (particularly that of England and Wales) is well
developed, with a line of leading authorities establishing its bases (although the law is all common

law, there being no relevant statute) and defining its limit.

Apportioning costs and entitlements in an oil or gas field is often necessary to settle matters
between the participants in unitised projects.’® In a unitised project, parties having differing
interests in two or more different areas agree that a field underlying their respective tracts should
be developed and produced as one project. The exact proportions in which oil and gas is present
in the respective tracts become fully apparent only as wells are drilled during the course of
operations. Sometimes the issue is not the amount of oil but rather the amount of recoverable
reserves, in which case prediction of costs and prices well into the future becomes necessary, and
issues of economics are as important as those of geology. By a process known as re-determination

of equities, the parties agree that the proportion which their respective stakes bear to one another

176 See, Jones v Sherwood Computer Services Plc [1992] 1 W.L.R. 277 [287].

17 Lord Slynn in Mercury Communications Ltd v Director General of Telecommunications [1996] 1
W.L.R. 48.

178 H, Dundas, “Dispute Resolution in the Oil & Gas Industry: an Oilman's Perspective”, (2004) 3 OGEL
3.

179 H. Dundas, “Expert determination: Recent Developments and the Effective Way Forward in Energy
Disputes”, (International Energy Law Review, 2008) IELR 162.

180 3, Williams, (2008), supra note 175, 225.

181 |bid.

182 | bid.

18 D, Daintith, United Kingdom Oil and Gas Law, (Sweet & Maxwell,) 115.
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is to be reassessed after a certain period, or at periodic intervals. If the parties are unable to agree
on the precise application of the method of calculation to the information derived from the drilling

and production, the dispute may be referred by agreement to an expert to determine.'®*

The court has heard a series of cases on expert determination in recent years. There were two
cases on completed re-determinations in unitisation contracts. In both cases the method of re-
determination used by the experts was challenged on the grounds of mistakes in relation to
interpretation of the agreement. The court’s investigations were very extensive in both of these

judgments.

In order to make the discussion more clear, it is useful to present an example. The most common
form of expert involvement is in unitisation contract, and the determination of tract participation.
The appointed expert is required to rule on matters in dispute. The UK Court of Appeal in the
case of Arco British Limited et al v Sun Qil (Britain) Limited et al relating to the first
redetermination of equity for the Balmoral Field, UK North Sea, examined expert determination.
The expert redetermination conducted by Gaffney, Cline & Associates Limited had increased the
claimant’s tract participation at a time when low commodity prices coupled with historically high
development costs meant that an increase in equity resulted in a back-adjusted loss of revenue of
around £50 million in 1988 currency. Therefore, the claimant sought to reduce its tract
participation. To this end, the claimant contended that the expert had deviated from implicitly
prescribed technical procedures in the agreement by not tying seismic survey data to well control
data. The court decided that the paragraph in question could not be read as implying exclusivity
because that would have placed an undue constraint on the expert by forcing him to ignore other
pertinent data that would normally be taken into account.'®®

The court held: “While it cannot be said that it would be unreasonable for the parties to the
agreement to have decided to impose the constraint, in the absence of their indicating that this is
what they required | consider it would be wrong to infer such a constraint which could result in
the expert being prevented from coming to a decision which he regarded as being the correct

decision on all the data available”.*®’

Accordingly, an important aspect of the expert’s assignment is that the expert is required to make
a determination. This means that he should start with a (possibly agreed) database of petroleum

geoscience and engineering data and determine tract participation by following the technical

184 |bid.

185 See, Arco British Ltd. v. Sun Qil Britain Ltd. (1988); and Amoco (UK) Exploration Company v. Shell
(UK) Ltd. (1989).

186 Arco British Ltd et al v Sun Oil Britain Ltd et al (1988) Court of Appeal, Judgment WL 622765, 31.
187 I bid.
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procedures contained in the contract. In the event that no technical procedures are prescribed, the
expert is required to follow good international petroleum practice in delivering a decision. In
either case, the deliverable is an absolute tract participation and the expert must disclose his
workings for verification purposes. All the expert’s work has to be auditable and replicable.
The parties are strictly only able to rebut the expert’s initial decision where there is a manifest
error, i.e. an error that is so obvious that it cannot be a matter of opinion, or where there is evidence

of breach of contract, fraud or conflict of interest.

Provision for expert determination in an unitisation contract is usually embodied within
Agreement. The key is to achieve a balance between under-prescription, which leaves too many
matters open for dispute, and over-prescription, which can give rise to unworkable procedures
when more becomes known about the character of the constituent reservoir(s) of the subject oil

or gas field.
7.4.1.1. Essential Elements of an Expert Clause: Some Principles
Expert clauses should contain the items in this list.
1- The issue to be determined
2- The experts’ qualifications
3- The duty to act as an expert
4- How the expert is to be appointed
5- That the experts tribunal’s decision will be final and binding
6- Provisions for awarding the costs between the parties
7- Procedure for the actual reference, and
8- Time lines

In addition, regarding the implied terms in an expert clause, as a contract law concept, implied
terms underpin the law of expert determination, because some basic terms are not spelt out,
namely, that the parties would not accept a final decision intended to have a binding effect when
that decision was vitiated by dishonesty, partiality or mistake.'®® Dishonesty and partiality are
never mentioned in expert clauses as factors whose presence the parties agree would be sufficient
to upset a decision, as they are so obvious and a term may therefore be implied. Where the expert
must act independently, there is an implied term that the parties will not seek to interfere with the

expert’s independence.’® Furthermore, in one case it was held to be an implied term that the

188 |hid.
189 Baber v. Kenwood Manufacturing Co. Ltd. and Whinney Murray & Co. (1978) 1 Lloyd’s Rep. 175, 181.
190 Minister Trust Ltd. v. Traps Tractors Ltd, (1954) 1 W.L.R. 963, 975.
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expert should act lawfully and fairly, hence, an unfair determination was invalid.*** Most
contracts contain an implied term that the parties will cooperate with each other in the

performance of the contract, and this will apply to a clause providing for expert determination.®

7.4.1.2. Is there any Restriction on the Types of Disputes Referred to ED?

An expert determination clause is an agreement between the parties that the specified disputes
shall be determined by an expert. There is nothing unusual about such a provision and parties are
held to their bargain if they agree to such a clause. Neither is there anything unusual about the
clause providing that the expert's decision shall be ‘final and binding” or ‘conclusive’, and
provisions such as that do not oust the jurisdiction of the Court. The effect of the clause is to make
the decision of the expert final and binding, providing the matters referred to him are ones which
the agreement contemplates. All disputes will entail issues which concern any one of, or a
combination of, fact, law (including contractual interpretation) or technical issues. In principle,
there is no reason why any of these issues or a combination of them could not be determined by
an expert. Considerable care is required when formulating the scope of the issue to be decided by
the expert. The validity of an expert determination may be challenged where the expert is required
to decide a technical question but, in so doing, it is necessary for the expert to form a view as to

the correct contractual interpretation of the relevant clauses.'®?

The ability to set aside an expert determination is dependent on whether or not the expert has
carried out the task which he or she was contractually required to undertake. If the expert has
carried out that task, the fact that errors were made or the expert took irrelevant matters into
account does not render the determination challengeable. On the other hand, if the expert has not
performed the task contractually conferred on him or her, but rather performed some different
task, or carried out his or her task in a way not within the contractual contemplation of the parties,

objectively ascertained, then the determination will be liable to be set aside.'*

7.4.1.3. Jurisdiction

The word ‘jurisdiction’ is used to describe the nature and scope of the expert’s task. It is therefore
an important issue to be determined. The expert clause is the first part of a contract to look at to
find out what the expert’s task is, but the expert clause has to be read in the context of the whole
contract to discover its full meaning. An expert clause should not be read in isolation from the

191 John Barker Construction Ltd. v. London Portman Hotel Ltd, (1996) 83 B.L.R. 31.

192 See for example, Panamena Europea Navigacion (Compania Limitada) v. Frederick Leyland & Co. Ltd,
(1947) A.C. 428, 436; Bloor Construction (UK) Ltd v. Bowmer & Kirkland (London) Ltd, (2000) B.L.R.
764.

198 AGL Victoria Pty Ltd v SP1 Networks (Gas) Pty Ltd (2006) 244 CLR 305.

194 Ibid.
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performance of obligations of the parties, the commercial purpose of the agreement and

contractual background of the parties.

The task of the experts, the issue to be determined and the manner in which it is to be performed
are, obviously, central questions. Ambiguity and uncertainty about them can promote disputes
that prevent the operation of the third party clause. Some clauses state that disputes may be

referred to an expert, others suggest that they shall be referred to an expert. The latter is suggested.

Where the parties have entrusted the power of a decision to an expert, the extent of the expert’s
jurisdiction depends upon the contractual terms. It should be noted that each agreement depends
on its own terms, read in its own context, and little assistance can be gained from other cases

decided in relation to different contracts.®®

Expert determination is not a type of legal proceedings like litigation which has a formal and
highly regulated structure, nor does it have machinery for its supervision by judges as does
arbitration.'®® The expert clause in the parties’ contract is the only document to have a decisive
effect and then only if it lays down the procedure in detail, which many do not. Whatever
procedure is followed it must be ensured that the expert has a copy of the contract incorporating
the expert clause and the basic information about the issue the expert is to decide and between

whom it is to be decided.

7.4.1.4. The Qualifications of the Expert Tribunal
The clauses establish conclusively what qualifications the experts are supposed to have. It is
therefore important to provide for this in the third party clause. For example, according to the

thesis’ proposal, the experts’ tribunal should be lawyer, technical expert and economist.

7.4.1.5. The Requirement for Joint Applications

Difficulties sometimes arise when one of the parties refuses to join the other party to appoint an
expert. This can be avoided by a provision enabling either one of the parties to apply
independently.

Referring issues to a named individual is not advisable unless a dispute has already arisen. The
reason for this is that some time may pass after the making of the original contract containing the
reference to the specifically named individual. By the time a dispute arises that individual may
have died, retired or be unavailable or may simply refuse to conduct as an expert.*®’

195 National Grid Plc v. M25 Group Ltd (1999) 1 E.G.L.R. 65.

1% M. Fontaine, Drafting International Contracts: An Analysis of Contract Clauses, (Martinus Nijhoff,
Leiden, 2009) 523.

197 Ibid, 520.
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However, professional qualifications are usually stipulated. The qualification may be membership
of a particular professional certificate or academic degree. The expert may also be required to

have relevant experience.

7.4.1.6. Criteria for the Experts’ Suitability

The criteria needs to be specific, but not so as to limit the availability of experts. A clause which
says no more than, the expert is to be ‘suitably qualified’ can provide material for a wasteful
argument if a dispute arises. The expert clause may lay down criteria for the experts’ suitability.
Where there is a matter of education, training and experience it is best to specify an academic

degree, professional certificate or membership of a professional body.

7.4.1.7. The Final and Binding Decision: The Procedure

Expert determination results in a binding result. If a procedure set out in a contract does not
necessarily lead to a binding result, the system is not expert determination. Expert clauses
commonly provide that the decision will be “final and binding’, and it is in the interests of the
parties. ‘Final’ means that the decision is not subject to review and ‘binding’ means that the parties
are obliged to comply with the decision. Thus, insertion of both terms will preclude subsequent

arguments. %

It is not common to specify a particular form for the decision. If a form is specified and not
followed, the decision may be invalid, depending on the nature and degree of the departure from

the specified form.

The implied duty to cooperate ought to make it unnecessary to stipulate that the parties are to
provide the expert with all information and documents required. In addition, some expert clauses
require that the expert is to make a decision by a particular date. These provisions are included to

encourage speed, which is generally desirable.

7.4.1.8. Expert Determination in Practice: Advantages, Disadvantages, Remarks and
Additional Examples
Expert determination has the following advantages as compared to other methods of dispute

resolution, in particular arbitration and litigation:

1- Itallows the appointment of an expert who is familiar with the technical issues. This gives
confidence to disputants that decisions would be reached based on the individual's
knowledge - who is expert of the field.

198 Re Benfield Greig Group Plc, Nugent v. Benfield Greig Group Plc, (2000) 2 B.C.L.C. 488.
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2-

It is usually cheaper, quicker and less formal than arbitration or litigation. Along with that
it comes up with an added benefit of being less formal than the mentioned two methods
of dispute resolution.

It helps parties to maintain business relationships, as it is confidential and less adversarial
than litigation or arbitration. It gives flexibility to oil and gas disputants to choose their
own set of rules and regulations.

The expert's decision is normally final and binding because, unless the parties provide
otherwise, the decision can only be challenged on limited grounds.

It has been discussed above that ED has its own problems. There are some other issues regarding

ED:1%°

1-

The outcome of expert determination cannot be easily challenged and there is very narrow
margin of it being appealed other than fraud and manifest error.

This method is usually used to determine the technical and financial side of disputes
without any interpretation of law.

The expert or umpire concludes the outcome based on his own findings and there are no
rules for natural justice or due process to be followed.

The ED process is not easily enforceable until there is a bilateral agreement between
international disputants.

The main drawback is that ED does not provide the cross-border enforceability benefit of the New

York Convention 1958, and judgments are not enforceable across borders.?*® However, ED offers

a far faster, lower-cost alternative to arbitration in many commercial circumstances, offering a

legally binding decision almost impervious to challenge.?®* ED offers a number of pitfalls but

these are easily avoided by: (i) leaving as much of the procedural matters to the ED as possible;

(ii) seeking unreasoned determinations; and (iii) otherwise structuring the ED to minimise the

possibility of challenge. It is easily possible to carry out an ED in a £100 million dispute in 30
days for less than £50,000.2%

The procedure is normally dictated by the terms of the original agreement made between the

parties, incorporating the expert's terms of reference.

The following points should be covered:

1-

Matters in dispute should be identified at the outset;

199 Ibid, 525.
20 H, Dundas, “Expert Determination: Recent Developments and the Effective Way Forward in Energy
Disputes”, (2008) 5 International Energy Law Review, 162-8.

201 1bid.
202 1hid.
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2-

Certainty should be provided in relation to the time at which the issues for decision have
to be finalised. This will prevent parties from introducing new issues once the
determination is in progress;

Although neither party will have the burden of proving its case before the expert, the
terms of reference should make it clear that the expert is required to make his decision on
the basis of all the material before him;

Scope of the expert's function — does this extend to deciding issues involving how the
contract itself is constructed??%

In addition to the model ED clause mentioned above, according to the leading academic scholars

and practitioners, an ED clause could be drafted as follows:

“If the parties are unable to agree on adjustment of the contract in accordance with the
provisions of renegotiation, either party may request that the matter be referred for
decision to a panel of experts (Panel). If, and to the extent that, any such dispute or
difference has not been settled pursuant to the renegotiation within 60 days of the
commencement of the renegotiation, it shall, upon the filing of the request for expert
determination by either party, be referred to the panel of experts. The Panel of experts
includes a law professor, an engineer and an economist to adapt the contract according to
the provisions mentioned in the contract, the relationship background and the parties’
interests. The Panel shall attempt to agree with the Parties upon the procedure and
timetable to be followed in the expert determination. The Panel shall deliver its decision
within 60 days. If and to the extent that any such matters cannot be agreed, the Panel may
in its sole discretion adopt such procedures and timetables as it shall consider appropriate

and these shall be binding on the parties.”?*

The issue can also be referred to a panel of experts appointed by the President of Association of

International Petroleum Negotiators (AIPN).

“In the event that any dispute arising out of or in connection with reaching agreement on
renegotiation and adjustment of the contract, the parties agree that determination of
experts shall be conducted expeditiously by the parties to the dispute. The party desiring
an expert determination shall give the other party to the dispute written notice of the
request for such determination. If the parties to the dispute are unable to agree upon an
expert within 10 days after receipt of the notice of request for an expert determination,

then, upon the request of any of the parties to the dispute the President of Association of

203 G, Born, International Arbitration and Forum Selection Agreements: Drafting and Enforcing, (3" ed.,
Wolters Kluwer, New York, 2010) 100-120.

204 1bid.
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International Petroleum Negotiators (AIPN) shall appoint such experts and shall
administer such expert determination through the ICC’s Rules for Expertise. All parties
agree to cooperate fully in expeditious conduct of such expert determination and to
provide the expert with access to all facilities, documents and information. The panel of
experts shall endeavour to resolve the dispute (adapt the contract to the changed
circumstances) within 30 days after the appointment, taking into account the
circumstances requiring an expeditious resolution of the matter in dispute. The experts’

decision shall be final and biding on the parties to the dispute.”®

The third party adaptation which is proposed by this study implies intervention of an institution
or a person to adapt the contract to the changed circumstances. It is the essential idea of hardship
clauses, renegotiation clauses, ICC Adaptation Rules, and the UNCITRAL Conciliation Rules
which provide for the intervention of a third party.?®® The ICC Rules on the Regulation of
Contractual Relations (ICC Adaptation Rules) 1978 provide for a procedure for the binding

contract adjustment by the third party.?”’

It provides that in the event of hardship, parties should
renegotiate to adapt the contract. Failing an agreement within 90 days, each party is entitled to
refer the case to the ICC Standing Committee to obtain the appointment of a third party. The third
party decides what revision is needed and the decision is binding.?® The third party’s decision “is
inserted into the contract and is binding on the parties as the contract”.?®® In addition, the
UNCITRAL Conciliation Rules 1980 have provided a set of rules that conciliation serves as a
means for renegotiation of the contract.?*° Contractual third party intervention is more flexible
and speedy and these features are the advantage of this approach. The decision of the third party

intervener is part of the management of complex long-term contracts.?*

Institutional arbitration rules, usually, are silent on the issue of the third party’s powers to adapt
the contract. The same approach is adopted by the UNCITRAL Arbitration Rules. However, in
some cases, arbitration institutions provide for specific rules for the adaptation of contracts

separate and distinct from those regarding arbitration proceedings. Such solution clearly denotes

205°T, Martin, International Dispute Resolution, (Association of International Petroleum Negotiators, 2011)
15.

206 N, Horn, “Procedures of Contract Adaptation and Renegotiation in International Commerce”, in N. Horn
(ed.), Adaptation and Renegotiation of Contracts in International Trade and Finance, (Antwerp, London,
1985) 173, 175.

207 p, Bernardini, (1998), supra note 5, 422; ICC Rules for the Adaptation of Contract, Pub. No. 326 (1978).
208 N, Horn, “Third Party Intervention”, (1985) 13 Int’l Bus. Law. 139.

209 Adaptation of Contracts, ICC Publication No.326 (1978) 8, cited in P. Bernardini, (1998), supra note 5,
422.

210 UNCITRAL Conciliation Rules 1980, Articles, 1,7, 13; available at
http://www.uncitral.org/pdf/english/texts/arbitration/conc-rules/conc-rules-e.pdf

211 N. Horn, (1985), supra note 208, 140-1.
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the idea that the adjustment of contracts is not considered as traditional arbitration and,

consequently, is not part of the judicial task of arbitrators.

This approach, for instance, is adopted by the Belgian Centre for Arbitration and Mediation
(CEPANI), which provides for Adaptation of Contracts Rules. In particular, Article 1 establishes
that such rules apply only if the parties “have so agreed with a specific clause” and if they “wish
to have recourse to a third person whose mission shall be to complete the contract on items
unforeseen by them, or to adapt their common intent to new situations”. The third appointed party
issues a written recommendation or a decision that is binding for the parties but that does not
constitute a judicial decision or an arbitral award.?' In light of analysis of such rules, it is evident
that the clause and the procedure for referring the dispute to the third party for adaptation should

be flexible and does not need to be too precise.

The legal analysis of contract adaptability by a third party under common law and civil law legal
systems will show that the civil law system is more lenient than common law towards the
adaptation of contract.?*® In German law, where the requirements of a collapse of the foundation
of the transaction (Wegfall der Geschaftsgrundlage) are met, the arbitrator similar to a court can
adapt the agreement.?** In French law, courts can intervene in an administrative contract either
through the parties’ reference or in order to ensure fairness to maintain the contract continuation
in the event of changes of circumstance under force majeure doctrine.?*® English law has taken a
restrictive approach about the courts power to adapt the contract. The courts are not called upon
to write the contract for the parties and decide about the future cooperation of the parties.?® The
courts usually excuse the parties from the contract performance, however, they have no power to
adjust or adapt the contractual terms.?” The adjustment of long-term contracts in the event of
commercial impracticability is permitted in the US legal system to avoid injustice in the
contractual relationship.?'® Under German Civil Code (BGB), Section 317 provides that the
parties can empower a third person to determine the contractual performance. If the parties do not

provide guidance on how the third person should reach the decision, such a clause is not valid.*°

212 http://www.cepani.be/en/search/site/ Adaptation%200f%20Contracts%20Rules.

213 A, Al Faruque, (2006), supra note 166, 3.

214 N. Horn, “Procedures of Contract Adaptation and Renegotiation in International Commerce”, in N.
Horn (ed.), Adaptation and Renegotiation of Contracts in International Trade and Finance, (Antwerp,
London, 1985) 173, 180.

215 A, Al Faruque, (2006), supra note 166, 4.

216 N, Horn, (1985) supra note 206, 180.

217 L, Trakman, “Frustrated Contracts and Legal Fictions”, 46 Modern L. Rev. (1983) 39-55; A. Al
Faruque, “Possible Role of Arbitration in the Adaptation of Petroleum Contracts by Third Parties”, (2006)
2 (2) Asian Int’l. Arb. J. 155.

218 A, Al Farugue, (2006), supra note 166, 4.

219 Sections 317-319 of German Civil Code; N. Horn, supra note 51, 184; Section 317 requires that “(1)
Where specification of performance is left to a third party, then in case of doubt it is to be assumed that the
specification is to be made at the reasonably exercised discretion of the third party. (2) If the specification
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The present study proposes that international petroleum transactions as a long-term relationship
need a panel of experts including, independent technical consultants to decide about complex
technical projects.?® The adapted contract is an enforceable agreement because parties have

agreed to the result of third party intervention.?*

The thesis proposal is supported by international practice. The inclusion of a renegotiation clause
combined with a provision calling for the third party adaptation where the parties are not able to
find an equitable solution can contribute to the transactional stability and ultimately reduce the
likelihood of a dispute.??? According to the ICSID convention, under Article 25(1) an arbitral
tribunal cannot adapt the contract, because only legal disputes are arbitrable under the convention.
Nevertheless, if the parties fail to agree about the revision of a contract, their disagreement gives

rise to a legal dispute as it concerns rights and obligations of the parties.??

In addition to the above-mentioned examples of rules and laws that reflect current practice,
another example in which the proposed contractual mechanism is echoed is in the UNIDROIT
and PECL Principles. For example, the UNIDROIT Principles have provided a framework for
contract adaptation by a third party where the parties’ renegotiation in the event of hardship failed.
In the event of a hardship, the disadvantaged party may request a renegotiation to modify the
terms of contract in light of the changed circumstances.?®* In this regard, the arbitration tribunal
in the ICC Case No. 10351/2001 expressly referred to the principle of good faith as a principle
that is generally applicable to international contracts and that implies the duty of the parties to
adapt the agreement in order to rebalance it, upon the occurrence of unforeseen events altering
its equilibrium. If the parties fail to reach an agreement, the principles permit either party to call
for a third party to adapt the contract with a view to restoring its equilibrium or terminate the
contract.?”® The arbitrators held that the obligation to execute contracts in good faith, in addition
to be provided by the applicable law, is a general principle of international contract law (being
provided by Article 1.7 of the UNIDROIT Principles) and that, according to such obligation, the

parties have to adjust the contract in order to rebalance it when the original conditions change.

is made by more than one third party, then in case of doubt, the agreement of all parties is necessary; where
an amount is to be specified and several amounts are specified, then in case of doubt, the average amount
applies.”

220 1t is also mirrored in Guidelines for the Use of Consultants by World Bank; N. Horn, supra note 206,
185.

221 N Horn, supra note 206,189-90.

222 ], Salacuse, (2001), supra note 1, 1514; J. Gotanda, “Renegotiation and Adaptation Clauses in
Investment Contracts, Revisited”, (2003) 36 Vand. J. Transnat’l L. 1461, 1469.

223 p, Bernardini, (1998), supra note 5, 423-4.

224 International Institute for the Unification of Private Law (UNIDROIT), Principles of International
Commercial Contracts, Articles 6.2(2) and 6.2(3); See also, J. Gotanda, (2003), supra note 222, 1470-71.
225 UNIDROIT Principles, Article 6.2(3); ICC Case No. 10351/2001, (2009) 20 ICC Int’l Ct.Arb.Bull.76
(partial award 2001).
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If a substantial change that was not predicted at the time of execution takes place in the
circumstances on which the agreement was based so that a party suffers or is foreseen to suffer
substantial hardship, which is likely to continue, arising from that change, then the parties shall
immediately consult and make mutually acceptable revision of the terms and conditions
appropriate to alleviate or eliminate the hardship, in a spirit of mutual understanding and

cooperation.

An accurate definition of the principle of hardship and a description of the relevant triggering
conditions are provided by both the International Institute for the Unification of Private Law
Principles of International Commercial Contracts (UNIDROIT Principles) and the Principles of
European Contract Law (PECL). In particular, Articles 6.2.1 and 6.2.2 of the UNIDROIT

Principles provide that:

“There is hardship where the occurrence of events fundamentally alters the equilibrium
of the contract either because the cost of a party’s performance has increased or because
the value of the performance a party receives has diminished, and (a) the events occur or
become known to the disadvantaged party after the conclusion of the contract; (b) the
events could not reasonably have been taken into account by the disadvantaged party at
the time of the conclusion of the contract; (c) the events are beyond the control of the
disadvantaged party; and (d) the risk of the events was not assumed by the disadvantaged
party.”
In its turn, Article 6:111 of the PECL provides that:

“(1) A party is bound to fulfil its obligations even if performance has become more
onerous, whether because the cost of performance has increased or because the value of
the performance it receives has diminished. (2) If, however, performance of the contract
becomes excessively onerous because of a change of circumstances, the parties are bound
to enter into negotiations with a view to adapting the contract or terminating it, provided
that: (a) the change of circumstances occurred after the time of conclusion of the contract,
(b) the possibility of a change of circumstances was not one which could reasonably have
been taken into account at the time of conclusion of the contract, and (c) the risk of the
change of circumstances is not one which, according to the contract, the party affected
should be required to bear.”

The aim of the hardship clause is to rebalance the contract in order for the parties to maintain

their relationship instead of terminating it and, even in this case, parties usually referred to the

principle of good faith.?*® Therefore, hardship clauses also provide for the renegotiation between

226 C. Brunner, Force Majeure and Hardship under General Contract Principles: Exemption for Non-
performance in International Arbitration, (Kluwer Law International, 2008) 1-22.
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the parties upon the occurrence of the hardship event. Article 6.2.3 of the UNIDROIT Principles
and Article 6:111, paragraph 3, of the PECL, provide that upon the failure of the renegotiation, it
is possible for the parties to resort to courts that can terminate the contract or adapt it in order to
rebalance it. Finally, it has to be underlined that the extent of hardship provisions in the petroleum
industry is not limited to the revision of the price but is broader and can regard any contract
condition.??’ Due to this general application, usually such clauses do not provide for specific

parameters on how to adjust the contract, as, instead, it often happens in price review clauses.??

The ICC International Court of Arbitration in Andersen Consulting Business Unit Member Firms
v Arthur Andersen Business Unit, applied the UNIDROIT Principles and decided the case.??
Andersen Consulting Business Unit (hereinafter ACBU) and Arthur Andersen Business Unit
(hereinafter AABU) were two business units of the Andersen Worldwide Organisation
(hereinafter AWO). AWO, set up in 1977 was a network of more than 140 member firms
operating in over 75 countries and linked to each other through Member Firm Interfirm
Agreements (hereinafter MFIFAs). Member firms of AWO practiced accounting, audit and
consulting services. In 1989 after restructuring member firms’ practice, AABU conducted audit
and tax and other financial advisory services and ACBU systems integration and other consulting
services. Nevertheless, relationships between the two business units constantly deteriorated. On
the one hand, AABU member firms, increasingly conducted consulting business, began
developing their own consulting practices; on the other, ACBU member firms complained that
such behaviour constituted undue interference with their own professional practices. They tried
to avoid overlapping activities but it was unsuccessful. Consequently, in 1997 ACBU member

firms filed a request for arbitration before the ICC International Court of Arbitration.*®

According to the claimants, the respondents by expanding consulting practices and failure of
coordination in relation to the activities of the member firms and implementation of guidelines
had fundamentally breached the inter-firms agreement. Respondents rejected the claim of breach
and argued that the claimants behaved in bad faith for having filed the request for arbitration
instead of following the procedure in case of controversy required by the MFIFAs. According to
the arbitration clause, the tribunal is not bound to apply the substantive law of any jurisdiction,
but must use the agreement policy and decide on the basis of general principle of equity. The ICC
tribunal held that “the UNIDROIT Principles of International Commercial Contracts are a reliable

source of international commercial law in international arbitration that have enjoyed universal

227 | bid.

228 | bid.

229 Andersen Consulting Business Unit Member Firms v. Arthur Andersen Business Unit Member Firms
and Andersen Worldwide Societe Cooperative, Final Award of 28 July 2000, ICC International Court of
Acrbitration, Geneva, Number 9797, http://www.unilex.info/case.cfm?id=668
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acceptance and, moreover, are at the heart of those most fundamental notions which have

consistently been applied in arbitral practice”.?®

The tribunal found that AABU member firms competed with ACBU member firms, but such
conduct did not constitute a breach of the obligation under the MFIFAs. It held that “AABU by
disrupting Claimants’ business opportunities and hiring away their personnel, may have breached
their implicit obligation to cooperate and to pursue their professional practice in accordance with
the principle of good faith and fair dealing which is inherent in international contracts and
expressly stated in Article 1.7 of the UNIDROIT Principles”.?*? The tribunal finally, rejected the
claimants request for US $ 100 million in damages but held that with the termination of the
MFIFAs the claimants lose their right to use the Andersen name. Nevertheless, the tribunal
allowed the claimants a reasonable period of time to adjust to the new situation after which the
claimants had to cease use of the Andersen name. The tribunal added that it is a well-established
rule of law that a fundamental breach of a contract gives the aggrieved party the right to terminate
the contractual relationship. This general rule is reflected in the MFIFAs which provide that the
effect of a material breach thereto entitles the wronged party to terminate its MFIFA. Under the
UNIDROIT Principles of International Commercial Contracts, a party may terminate a contract
when the failure of the other party to perform an obligation under the contract amounts to a
fundamental non-performance. The consequence of termination is to release the parties from their
obligation to effect and to receive further performance.”® Consequently, the claimants were
released from all of their obligations to the AABU under the MFIFAs as of the date that the award

was notified to the parties.

The short discussion of Arthur Andersen arbitration demonstrates that the tribunal applied the
good faith and adjustment rules under the UNIDROIT Principles to basically create a fair outcome
which was a good settlement agreement. It provides for an orderly dissolution of partnership, joint
intellectual property rights and the use of trademarks over the transitional period. These issues
have been done through application of the tribunal’s power and by use of such principles. It shows
how tribunals actually use their power in a way that adequately recognises the dynamic character
of the contract and they are able to defend the equilibrium. Also, the tribunals use their power
wisely to maintain the contractual balance to place the parties in the position in which equilibrium

is restored.

The thesis mechanism maintains the contractual relationship and will not interject unpredictability

into the contract and reduces the cost of the contract.?** It is stated that; “In so doing the court will

231 jbid
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seek to make a fair distribution of the losses between the parties. This may or may not, depending
on the nature of the hardship, involve price adaptation. However, if it does, the adaptation will
not necessarily reflect in full the loss entailed by the change in circumstances, since the court will,
for instance, have to consider the extent to which one of the parties has taken a risk and the extent

to which the party entitled to receive a performance may still benefit from that performance”.?*

According to the proposed contractual approach, since the decision of the panel is final,
renegotiation provisions should clearly define the scope of power of the panel and explicitly set
out the conditions regarding the extent of adaptation according to good faith to maintain the
contractual balance and find an equitable solution. In addition, given the very long duration of
petroleum agreements, the third party should adjust the contract with objectivity to reach the
purpose of the contract consistent with the parties’ intention mirrored in the contract terms. The
panel should restore the equilibrium according to the intention of the parties, original agreement

and the background of the relationship.

As discussed above, a mechanism which provides for renegotiation of the contractual terms in the
event of disruption of the equilibrium and if the renegotiation process fails refers the case to a
panel of three experts, including a lawyer, an independent technical consultant and an economist
can avoid the conflict and minimise investment disputes. Through the mechanism, the panel
should seek to restore the equilibrium and determine the rights and obligations of the parties
according to the changed circumstances. The third party’s power should be subject to some

principles such as maintaining equilibrium and fairness and should be the last resort.

7.5. Conclusion

This chapter has found that the generally accepted principle of sanctity of contract or pacta sunt
servanda is widely recognised under international law and major legal systems. This principle is
not absolute and under specific conditions and exceptional circumstances the contract may be
adapted to the changed circumstances. It is also established that force majeure and hardship
clauses were used to enhance flexibility in the contract and provide a triggering point for
renegotiation. However, force majeure and hardship clauses may not be employed against all

unfavourable changes in the equilibrium of contract or bad bargain.

Recognition of the need for adaptation of long-term contracts through a relational model can
ensure the dynamic evolution of the parties’ relationship. The renegotiation clause is seen as an
effective instrument for maintaining the equilibrium of the contract by virtue of flexibililisation

and stabilisation of transactions. Such clauses reinforce the mutability of the agreement, promote

235 UNIDROIT Principles, Article 6.2 (3), comment 7, p. 221.
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stability and create a balance between sanctity of contract and the need for operating the contract
and fairness. The classical model of relationship focuses on the presentiation, sanctity of contract
and performance of the contract in a static model of relationship which may result in an unfair
outcome or termination of the relationship. Nevertheless, the renegotiation clause in a relational
model can promote the contract flexibility and alleviate the strength of the static model and

sanctity of contract to seek a fair and reasonable outcome.

As discussed above, given the long duration of petroleum agreements, the huge investment, long
payback period and the limited foreseeability of the parties concerning potential future events,
contractual flexibility and adjustment are vital to keep the contract consistent with the future
contingencies.?®® The legal discussion as to contractual mechanism of contract adaptation by the
third party is part of the legal debate of two competing principles of pacta sunt servanda and rebus

sic stantibus which I have already discussed in detail.

A balance between flexibility and certainty should be struck. The current trend is to confer a broad
competence for contract adaptation on the third party which is consistent with pragmatism and
commercial necessity.*” The contract adaption by consent of the parties is also in line with the

party autonomy and sanctity of contract.

The thesis in this chapter suggested its proposal for adjustment of contractual relationships by
virtue of the mandatory adaptation by the third party. Additionally, the content, procedure,
advantages, disadvantages and model clause for such mechanism were presented. The proposed
approach by this thesis suggests two tiers. Firstly, the parties should renegotiate and adapt the
contract according to the requirements of the clause. Secondly, in case of failure of a
renegotiation, a panel of three experts, not only from lawyers, but broader composed of an
economist, an engineer and a lawyer will look at the surrounding circumstances to deal with the
conflict of interests, against the background of the contractual equilibrium that the parties sought
to achieve in their original transaction. The practical requirements for effecting third party
intervention are manifold. First, the third party’s power should be broad enough to allow
necessary flexibility. Second, the decision must be quick and binding if it is to bring about a quick
and solid settlement of a dispute.

However, the adaptation process requires the cooperation of the parties to reach an equitable
outcome. If the parties are unable to reach agreement in order to adapt the contract with changed

circumstances, the third party intervention is an effective mechanism to preserve the agreement’s

236 A, Al Farugue, (2006), supra note 166, 161.
237 p, Berger, “Power of Arbitrators to Fill Gaps and Revise Contracts to Make Sense”, (2001) 17 (1) Arb.
Int’l 1-2.
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financial viability. The third party mechanism is not a panacea. However, as this thesis has made
clear, it is an attempt to restore the contractual equilibrium and to avoid the problems caused by
the classical model. The third party intervention where contracting parties have agreed that the
panel’s decision would be final and biding could practically maintain the relationship in a multi-
million dollar project and adjust the contract in the parties’ interests. The panel’s decision would
be according to the background of the parties’ relationship, their intent, and provisions of
renegotiation. This approach can be an alternative to dispute resolution by avoiding costly
disputes.
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Chapter 8: Conclusion

This thesis sought to explore how well the existing law deals with the preservation of the equilibrium,
and attempted to suggest an adaptive mechanism to protect the equilibrium against the obsolescence
and restore the damaged contractual equilibrium. This research focused upon preserving equilibrium
of the contract, the interplay between risk of the host government’s interference with the foreign
investor’s property rights (expropriation) and the obsolescing bargain (erosion of bargaining power)

and their impact on the equilibrium of international petroleum investment agreements.

In addition, it analysed the role of certain contractual clauses in managing the risk of expropriation as
an attempt to maintain the contractual equilibrium to protect the parties’ interests. The thesis provides
a comprehensive analysis of the equilibrium of the contract, obsolescing bargain of power and risk of
expropriation as a factor disrupting the contractual equilibrium according to the examination of
contractual theories and arbitral practice. This research aims at suggesting a distinct analysis of the
contractual equilibrium by rejecting the existing contract law theory. This study particularly
concentrates upon the importance of maintaining contractual equilibrium for minimising international
investment disputes. The research seeks to investigate whether the existing law has been able to

preserve stability of contractual equilibrium in long-term relationships.

The thesis for this objective scrutinised two rival accounts of law, namely, the classical and relational
theories to discuss the extent to which they can cope with the obsolescing bargain and erosion of the
equilibrium. The current study examined the success of contractual mechanism in the preservation of
the equilibrium and the way in which contractual devices work. Then, the study analysed the role of
such mechanism in minimising investment disputes by examination of contract practice and

international arbitrations.

It examined practice of international petroleum arbitrations and the response of this practice to the
substantive law in the field of petroleum. It is throughout the study discussed that there is no unity of
opinion within scholars regarding the selected substantive law issues. However, the law in this area is
progressed and later tribunals learned from their precedents. Thus, tribunals have come to more
realistic decisions by taking balanced and sophisticated approaches. The international arbitral practice
and development of substantive law in international petroleum transactions are important to lawyers,
arbitrators, contract drafters, scholars, international oil companies and host states to plan for
unfavourable events that could change the original equilibrium of the contract to avoid contractual
imbalances and disputes. It could also help the tribunals and contracting parties in the interpretation of
the contractual terms and to promote future negotiations for business projects between host

governments and foreign investors.
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In this chapter, the researcher seeks to conclude some important points in evaluation of contractual
mechanism in mitigating risk of taking over and contractual imbalances. This will not repeat all

findings and conclusions that have been made in previous chapters.

This thesis found that international petroleum transactions are vulnerable. The government or state
agency is a contracting party and has sovereign power to alter the arrangements which contractually
agreed to. The project would be implemented within the host state territory. Thus, in order to
minimise the obsolescing bargain and as a result alteration of contract, contractual devices for
protection of the parties’ interests and maintaining the equilibrium are necessary. The recent
developments in the energy industry revealed that host countries have considerably shifted from direct
expropriation to indirect expropriation through more subtle methods to change the equilibrium in the
foreign investor’s disadvantage. The examination of the academic literature and cases indicate that
host governments employ different methods including increasing taxes, change of foreign exchange
control and setting new environmental regulations to unilaterally alter the contractual terms. As
discussed earlier in chapters two and three, this is the host state’s response under in the classical
model to restore a damaged equilibrium. Since the classical model of contracting does not allow for
adaptation, host states interfere with petroleum contracts. This is the main reason for the major
problem in the petroleum industry, i.e. expropriation.

In international petroleum investment transactions, contractual techniques are widely used to mitigate
the risk of contractual disequilibrium. Because of the obsolescing character of bargain, contractual
stability and transactional certainty are more important than normal commercial contracts. As noted
earlier, the stabilisation clause cannot offer full and absolute protection. However, breach of such
clauses makes expropriation unlawful and would increase amount of compensation. Thus, in order to
maintain the contract financially viable over the life of the petroleum contract as a long-term
relationship, contractual arrangement should be well designed and contain a mechanism to re-
establish the equilibrium between the parties. Additionally, another factor is contractual flexibility and
the ability of adapting to changing conditions. Indeed, adjustment is necessary for long-term and
complex investment agreements to restore the economic balance between the contracting parties

according to the original terms.

In this context, the renegotiation clause can be an effective technique to decrease occurrence of
agreement change by host states and to avoid conflict. Such clauses could offer a middle point
between contractual flexibility and stability. Hence, this blend approach which contains both stability
and flexibility in international petroleum agreements is the most effective tool. This reveals the
significance of interaction between contracting parties and how they are interdependent to implement
the project. This mechanism would be an appropriate device to distribute the economic profits

between the host country and the international oil company. In addition, this could maintain the
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equilibrium of the contract. This approach would therefore decrease the possibility of occurrence of

indirect expropriations that could take place by host states’ intervention.

The contractual mechanism that has been discussed in this research could reduce the risk of the host
government’s interference with the foreign investor’s property rights and avoid conflicts. Contractual
devices could not completely prevent resource nationalism or exercise of sovereign power. Thus, they
cannot entirely eliminate the risk of expropriation and disequilibrium. Nevertheless, breach of such
clauses will make the government action unlawful and will substantially increase the amount of
compensation. The analysis of the academic literature and practice in international petroleum
investments showed a trend towards indirect expropriation in recent time. Hence, the role of such
clauses in minimising and management of such risk is outstanding. It is notable that contractual
mechanism neither can entirely remove the risk of indirect expropriation nor may completely limit the
sovereign power of the host state. However, insertion of such clauses in a contract maintains a balance
between the international oil company and the host government’s interests. This could manage and
reduce the risk of interference with the investor’s property rights and alteration of contractual balance.
It has established in chapters three to six, the significance of the role of contractual devices in

international petroleum transactions.

It was discussed throughout this research that in order to reduce the risk of host state interference and
disruption of equilibrium, contracting parties should conclude a fair balanced contract containing
provisions providing economic interests for both parties. The application of fairness and good faith in
a long-term contractual relationship in a high-risk industry like the petroleum industry could be seen
as a solution that allocates risks and rewards. This approach would establish a mutual balance
between the host government and the foreign oil company’s interests. Finally, there are other
investment protection mechanisms which may enhance protection. They are as supplement not
alternative to contractual devices such as BITs, MITs and insurance. However, it should be mentioned
that in case that contractual clauses cannot completely prevent the risk of expropriation they will
increase amount of compensation. In case of failure of adjustment of the contract, the thesis proposal
is mandatory adjustment which the parties have already agreed to. The outcome of third party
adjustment will be binding for the parties and is a solution for maintaining the relationship when the

parties were unable to reach an agreement.

In chapter two the legal nature of international petroleum contracts, the OBM, relational and classical
theories of contracting and the relevant law and practice were discussed. This chapter scrutinised
whether petroleum agreements were articulated by strict contractual terms or by flexible legal norms
to adapt to changes. According to the classical contract law, contract adjustment is inefficient and
unnecessary for allocation of resources and does not have any benefit to society. This will improve

certainty and trust not only in the contractual relationship between the parties but also in international
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society. The principle of pacta sunt servanda is respected but it is not absolute and there is a major

shift to relationality by elements of relational theory.

Additionally, the chapter addressed the principle of sanctity of contract and its implications under the
classical and the relational contract theories. The contractual equilibrium is defined by attaching
significant weight to the role of surrounding circumstances. It includes circumstances at the time of
contracting and those encompassed the contract over the contractual relationship. International
tribunals use surrounding context to define contractual commitments and to enforce good faith in the
relationship of the contracting parties. International arbitrations have widely recognised the role of
surrounding circumstances and obsolescing bargain to define the contractual content. The Iran-US
Claims Tribunal in many cases has clearly rejected the argument that the principle of pacta survanda
is a rule that per se is sufficient to define contractual commitments. It has considered the subsequent
conduct of the contracting parties as one of the elements that determine contractual content.!
Consequently, the classical model and the way in which the law attempts to foresee and finalise every
single issue at the time of contracting with no further adaptation in the future, would not protect the

parties’ interest.

It was underlined that the contractual relationship operates in an evolving context and not in vacuum.
Thus, adaptation of the contract for maintaining the equilibrium would preserve reasonable
expectations of the contracting parties. Despite the classical theory of relationship defining contractual
content by intention of the contracting parties and formalistic rules, the relational contract theory
determines the contractual relationship in light of surrounding circumstances and what is appropriate,
rational and reasonable in that context. In long-term contractual relationships which are subject to
changes contracts and contained terms are not the exclusive source of contractual commitments.
Nevertheless, the surrounding context and conduct of the parties would define the context of
relationship. The second chapter has also discussed the factors which constitute and disturb the
equilibrium, and the response of contract law and arbitral practice to the relational understating of

contract.

Chapters three and four addressed direct and indirect expropriation. The interference of the host state
with the foreign investor’s property is the main reason for arising disputes. These chapters examined
direct and indirect taking of foreign investor’s property to investigate how well the law of
expropriation deals with the preservation of contractual equilibrium in long-term contracts. It has been
addressed that the claim of expropriation can be established whenever what was taken constitutes
property rights capable of being compensated. The examination of petroleum arbitrations revealed
that the notion of property includes contractual rights, company’s shares, and tangible and intangible

property rights. Thus, taking measures that substantially affect or alter such rights could constitute

121 Iran-US CTR. (1989) 79; Anaconda-Iran, Inc. v. Iran, 13 Iran-US CTR. (1986) 199.
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expropriation and would be compensable. The response of the arbitral practice to such conflicting
areas and the extent to which the host government can interfere with the foreign investor’s property to
control the energy industry were also examined. It demonstrated that in modern times arbitral
tribunals take an expansive approach in defining property rights. In addition, it is confirmed by
international arbitrations that management rights and involvement in the process of making decisions
for a company are not always independent property rights capable of being expropriated. However,

the tribunal can employ them as a factor for deciding the exact date of expropriation.

Additionally, chapter three looked at the control mechanism available to host state over international
oil companies operating within its jurisdiction. It has been endorsed by international arbitral practice
that host states have the right to control the operation of international oil companies over the life of
business in their territory. However, the exercise of this right and taking over of foreign-owned
property shall be lawful. The certain requirements for a lawful taking have been widely recognised by
arbitral tribunals. The taking over of the property must be for public purpose, on a non-discriminatory
basis and with the payment of compensation. The chapter demonstrated the response of petroleum
arbitral practice to these basic requirements and discussed the conflict arises out of the relevant
arguments. Excluding of LIAMCO arbitration, all arbitrations have endorsed the public purpose
requirement as a condition for a lawful taking. International petroleum arbitrations indicate that taking
over of foreign investor’s property for purely financial purposes or to avoid contractual commitments
or for political reasons will be contrary to the public purpose requirement and are therefore unlawful.
However, the host state may expropriate property of one investor and leaves the other intact. This
could be non-discriminatory and lawful as long as the government action is justified. In addition, the
third requirement for a lawful taking, namely, compensation was discussed. The examination of
scholarly opinion and arbitral practice show that taking of property must be compensated and
international law sets out limitations for host governments to exercise their rights to control and

regulate operation of international oil companies.

In chapter four the question of indirect expropriation, the distinction between direct and indirect
expropriation, legitimate regulation and its distinguishing factors from indirect taking were discussed.
The measures that may affect property rights which are not considered wrongful and do not result in
liability and compensation payment examined. Such measures that fall into the category of the police
power of the host government will not give rise to liability. The areas of conflict that may arise out of

this argument have examined.

In addition, two main approaches under the scholarly opinion and arbitral practice in the assessment
of host government’s actions were discussed. The first approach emphasises the effect of host state’s
measures on the foreign investor to enjoy and use the property. Other approach recognises the effect

of host state’s measure but the purpose of the host state in taking such measure is the major factor in
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determining whether or not expropriation has taken place. The first approach is widely supported by
scholarly writings and arbitral awards. In determination of expropriation, international tribunals
initiate a fact-based scrutiny and in this process, the governmental action must have substantially

deprived the foreign investor of its ownership rights.

The measure must affect the ability of the investor in the enjoyment and use of property and if it
partially affects the property it would not amount to expropriation. The legitimate expectation of the
foreign investor is another significant factor that its deprivation by the host state could result in an
expropriation. The legitimate expectations reflect the host state’s obligations to the international oil
company and the foreign investor’s reliance on such undertakings that have motivated the oil
company to take the risk and bring the capital and technology to the host state’s jurisdiction. Thus,

disappointment of the legitimate expectation is a breach and would amount to an expropriation.

The analysis of the arbitral practice shows that deprivation of the foreign investor is the main criterion
in determining expropriation. Therefore, even when the host state’s measure does not bring gain but
affect the foreign investor’s property right it amounts to an expropriation. Most of petroleum arbitral
awards were decided by the Iran-US Claims Tribunal. The tribunal’s practice is in line with
international law principle that in the application of a bona fide regulation, the occurrence of
economic injury to the foreign oil company would not give rise to liability. Governmental measures
affecting the shareholder’s rights would not amount to expropriation per se. However, if such
measures are accompanied by other governmental actions and their effects together are to deprive the
foreign investor and to take the control of business venture, then it will be an expropriation. The
careful consideration of petroleum arbitral practice also demonstrated that the effect of the host state’s

measures on the international oil company is the key factor in establishing an expropriation.

In addition, chapter four discussed the adequacy of the law of expropriation and compensation in
preserving the equilibrium and, thus, protecting contracting parties’ interests. The significance of the
preservation of the contractual equilibrium, and contractual relationships were examined. Further,
theoretical and practical problems regarding termination of contract, instead of maintaining the
contract discussed. The challenge of determination of compensation in international investment law
under the classical model of contracting were addressed. It underlined the vitality of the preservation
of contracts, and the contractual equilibrium in the relational model of contracting. This chapter also
picked up the ultimate purpose of the contracting parties under the classical model, namely,
enforcement of an award. The analysis of case law established the inadequacy of the existing law in
maintaining the contractual equilibrium and underlined necessity of the preservation of contractual
relationships. The research followed the discussion and revealed that enforcement of awards against
the host states, in the field of oil and gas would be problematic. Consequently, this would be very

costly and sometimes after decades, the injured party has not been compensated.
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Chapter five studied contractual stability, legal value of stabilisation clauses and the effect of such
requirements on international petroleum contracts. The significance of contractual stability in
international petroleum contracts has discussed throughout the chapter and it has been shown that
such clauses are aimed to guarantee that host government will not use its power as sovereign state to
alter or terminate the contract. For examination of legal value of stabilisation clauses this chapter
discussed their legal validity and effectiveness under scholarly writings, international arbitral practice
and applicable law. The examination of scholarly writings demonstrated that there was a controversy
between legal scholars. Where domestic law of the host state is applicable law then stabilisation
clauses could not limit the legislative and administrative powers of a sovereign state. Thus, the
question of legal validity and effect of such clauses would not arise.

In case that national law of the host state is governing law if the government’s actions give rise to
denial of justice or where the action is wrongful, it would lead to international liability. This easily
can explain that why international oil companies are reluctant to place their contractual relationship
under provisions of host state’s domestic law. The chapter has also examined the response of
international petroleum arbitrations to the question of legal validity and effectiveness of these clauses.
It was shown that there are two legal viewpoints in arbitral decisions on the legal nature of
stabilisation clauses. In a number of decisions, arbitrators have given full effect to such clauses but in
other cases tribunals have subjected their validity and effects to certain requirements and their effects
have been limited. The incorporation of stabilisation clauses into a petroleum agreement could hinder

the unilateral change or termination of contractual relationship.

However, the host state still holds sovereign rights to legislate to regulate the economic, energy
industry and to set new regulations to guarantee public interest. Such clauses cannot completely
remove inherent instability and would not guarantee a complete protection in this volatile industry.
Stabilisation clauses for being effective have to be drafted clearly and only cover a limited period of
time. The analysis of international petroleum arbitral awards showed that stabilisation clauses could
strengthen the contractual position of the international oil company but they cannot be used as a full

protection mechanism against taking of property rights by the host state.

The analysis of international arbitral practice and scholarly opinion in this research demonstrated that
contractual clauses could not completely protect the equilibrium against external contingency or host
states’ sovereign powers. Such techniques cannot guarantee the transactional stability for long-term
international petroleum agreements. Hence, such clauses do not advocate contractual certainty for
contracting parties and this study proposed renegotiation techniques to promote transactional stability

and decrease inherent uncertainty in international petroleum contracts.

Chapters six and seven are interrelated. In these chapters, theories of renegotiation and the question of
how contract adjustment could promote contractual stability were discussed. The chapter examined
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adjustment of international petroleum agreements in the presence of renegotiation clauses, traditional
and modern renegotiation clauses, the practice of adjustment and international arbitral awards. The
chapter then explored the situation where the contract includes a renegotiation clause and examined
renegotiation clauses in international petroleum agreements. The triggering events, the duty of
renegotiation, checklist for drafting renegotiation clauses, principles for the renegotiation process and
the extent to which a contract could be adjusted by a renegotiation clause have been addressed.
Further, the chapter discussed the response of international petroleum arbitrations to renegotiation of
contractual relationships. In chapter seven, the interplay between principles of pacta sunt servanda and
rebus sic stantibus, and adjustment of contracts in the absence of specific provisions were examined.
In addition, the chapter studied hardship and force majeure clauses and their positions in relation to
adjustment of contractual relationship. Hardship and force majeure clauses are aimed at adjusting the
contract in the event of unpredictable fundamental changes in the surrounding context of the contract.
Hardship events take place when performance of the contract becomes extremely onerous. The force
majeure event happens when the contract implementation temporarily or permanently becomes
impossible, because of acts of god. The mere disruption of contractual equilibrium will not constitute
force majeure. Thus, contracting parties cannot rely on force majeure or hardship clauses for bad
bargain or contractual disequilibrium that could take place over the contractual relationship. They can
seek relief for contractual imbalances where there is an explicit provision for renegotiation. The

analysis of international arbitral awards and scholarly opinion has endorsed it.

Examination of the arbitral practice in the field of petroleum, demonstrated that the contract
adjustment and renegotiation are widely recognised. The requirements for the renegotiation process
were discussed and set out in some petroleum awards. The tribunal in AMINOIL arbitration argued
that contracting parties must renegotiate in good faith and this requires awareness of the interests of
the other party, sustained upkeep of the renegotiations over a period of time appropriate to the
circumstances, and a preserving quest for an acceptable compromise. The duty of renegotiation does
not obligate contracting parties to reach an agreement. Failed renegotiation could be breach of
contract if it can be attributed to one party’s conduct. However, one party’s refusal to the latter party’s
proposal will not constitute a breach of duty of renegotiation as long as it is justified by normal
commercial practice and made in good faith. The adjustment should restore contractual equilibrium
that has been damaged and should also take into account other contractual terms and reasonable

expectations of the parties for this aim.

The thesis hypothesis which the existing law is grounded in a classical model that builds on a
presentiated understanding of petroleum contracts, treating them as a one-off bargain and creates a
static framework was discussed. It was demonstrated that due to the prsentiated understanding of
agreements when contracts are concluded they become obsolete and host states due to the regulatory

power have the ability to alter the contract in the foreign investor’s disadvantage. The entire classical
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model does not lead to adjustment and only reinforces the parties’ rights and duties and will therefore
result in a breach. As a result, the law of expropriation and stabilisation clauses cannot preserve
stability of contractual equilibrium in long-term relationships. The thesis in chapter seven proposed
and discussed its mandatory mechanism for adjustment of contracts. The content and procedure for
third party mechanism, its problems and model clauses were discussed. The proposed mechansim by
this thesis suggests two tiers. First, the parties should renegotiate and adapt the contract according to
the requirements of the clause. Secondly, in the event of failure of a renegotiation, a panel of three
experts, not only from lawyers, but broader composed of an economist, an engineer and a lawyer will
look at the surrounding circumstances to deal with the conflict of interests, against the background of
the contractual equilibrium that the parties sought to achieve in their original transaction. The panel’s
decision will be final and binding. The thesis proposal seeks an adjustment of contract with the parties
in the first level. Then, in order to resolve the dispute and avoid termination of the contract suggests
mandatory adaptation by a panel of experts. This package of renegotiation and mandatory adjustment
under a relational model of contracting — which is new in this sense — would protect the contracting
parties’ interests. Consequently, this mechanism would restore a damaged equilibrium. As noted
earlier, this mechanism is not a panacea, but at least is an attempt based on reality in order to protect

the contractual equilibrium and resolves disputes.

The thesis has established a solid foundation for further researches regarding management of
international investment disputes. The study has also established a new theoretical framework in
which bargaining power relationships and the source of conflict in the host government and the
foreign investor relationship were analysed. The new theoretical model can systematically examine
the risk of expropriation, the interplay with the contractual clauses, the concept of obsolescing
bargain, and the disrupted equilibrium of the contract which may lead to disputes. | have established
that the contractual clauses can minimise the risk of expropriation and restore the equilibrium which
improve transactional stability and flexibility. In case of failure of renegotiation, the third party
adjustment can preserve the equilibrium. The thesis solution is that the adjustment mechanism should
be anchored in the approach which respects interest of both parties, rather than existing investment
law in relation to expropriation and stabilisation which is already somewhat poisoned. Then there will

be a much better way of preserving the contractual equilibrium.

Finally, the research does not intend to be exhaustive nor cover all the relevant issues as to the
management of international petroleum contracts. Nevertheless, this research can be used in the
examination of the areas which were not studied in this research but need further studies. For
example, the law of compensation, the assessment and limiting compensation, the response of
international petroleum arbitral awards and force majeure clauses as a renegotiation tool, are of the

guestions which may be raised.
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