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To meet the Paris Agreement aspirational goal to limit post-industrial global warming to

1.5 degrees Celsius, and thereby hopefully avoid the worst effects of climate change, global
emissions must reach net zero by around mid-century.! This unprecedented transformation of
the global economy and societies will require investment in the clean energy transition to
more than double to over US$4 trillion annually.? Given limited public resources, private
investment (backed by government policy support) must provide the lion’s share of funding,
particularly in emerging economies.> By helping to de-risk climate-friendly projects, well-
designed regulation of foreign investment could therefore potentially play an important role
in mobilizing the private capital necessary to close this enormous investment gap.

Yet international investment law — the legal system governing the promotion and protection
of foreign investment that is built on a global network of over 3,200 investment treaties and
trade agreement investment chapters (together, international investment agreements (“IIAs”))
— remains essentially silent on the subject of climate change and greenhouse gas emissions.
Moreover, [IAs are “climate-blind”, in that they do not distinguish between investments that
are low carbon or high carbon. Meanwhile, other investment-focused regulatory regimes,
most prominently the European Union (“EU”)’s new Taxonomy Regulation, are intended to
encourage the redirecting of capital flows into environmentally sustainable activities such as
clean energy.* On the face of it, the political economy of the investment treaty system
appears to be an outlier in a world rapidly embracing sustainability as a guiding principle of
finance, investment, and trade.’

But this does not mean the investment treaty system exists only to serve fossil fuel investors,
or that international investment law is inherently incompatible with deep decarbonization, as
some critics suggest.® International investment law is primarily derived from: (i) the
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provisions of IIAs that are agreed by contracting States and are governed by international
law; and (i1) the decisions of international arbitration tribunals that interpret and apply these
ITAs to disputes between foreign investors and host States, a procedure known as investor-
State dispute settlement (“ISDS”). The system is generally focused on establishing a
predictable and stable domestic legal and regulatory framework in host States. Nevertheless,
it is an adaptable system and is in principle open to progressive development, including
through well-established principles of treaty interpretation and international law.

Accordingly, the following discussion shall briefly consider some of the proposals to better
align the investment treaty system with climate change law and policy. The climate
alignment issue has recently gained particular significance in the context of the ongoing
negotiations to modernise the Energy Charter Treaty, with the EU proposing to exclude high
carbon investments from protection — a significant departure from the status quo of climate-
blind IIAs. Critics contend, however, that such proposals are insufficient and still fail to
align the ECT with the Paris Agreement and the necessity of carbon neutrality.

The discussion is structured as follows: (1) The Paris Agreement, Policy Support, and Market

Trends; (2) Climate-Related ISDS Arbitrations; and (3) The Alignment of the Investment
Treaty System with Climate Change Law and Policy.

(1) The Paris Agreement, Policy Support, and Market Trends

The Paris Agreement 2015, which aims to further the goals of the United Nations Framework
Convention for Climate Change 1992 (UNFCCC), has been described as “the indispensable
multilateral framework governing global climate action™.” Moreover, it has been
instrumental in forging today’s international political and business consensus that rapid, deep
decarbonization of all sectors of the global economy is necessary to combat climate change.®

Each State party to the Paris Agreement undertakes to pursue “domestic mitigation
measures” with the aim of achieving certain “nationally determined contributions” (NDCs),
in order to “reach global peaking of greenhouse gas emissions as soon as possible” and limit
global warming to well below 2 degrees Celsius, and ideally to 1.5 degrees Celsius.’ The
Paris Agreement also emphasises the need to make “finance flows consistent with a pathway
towards low greenhouse gas emissions and climate-resilient development™.!® Importantly,
like the UN Sustainable Development Goals 2015, the Paris Agreement further recognizes
the imperative of a “just transition” to carbon neutrality in which workers and communities
are supported.'!
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Energy accounts for two thirds of all greenhouse gas emissions, which means that the scaling
up of clean energy, combined with electrification, will be critical to achieving net zero.'?> To
quote the head of the International Energy Agency, Fatih Birol, the energy transition entails a
“worldwide undertaking of unprecedented speed and scale”.!3

Effective public-private collaboration will be critical to de-risking low carbon technologies
and systems, and thereby facilitating rapid pathways to their commercial viability at scale.'*
Historically, private investors were reluctant to invest in renewable energy projects, which
were perceived as high risk due to new solar and wind technologies being comparatively
expensive and the fact that such projects involve high upfront capital expenditures (sunk
costs) that must be recouped from long term income streams. Around two decades ago,
governments (particularly in Europe) therefore started introducing policy support (such as
feed-in-tariffs or, more commonly in the U.S., tax credits) to incentivise private investment in
renewable energy, and costs have since fallen radically as a result of massively scaled-up
production and innovation.'> Between 2010 and 2020, for example, the cost of electricity
from utility scale solar photovoltaics fell by 82%.'6

In competitive markets today, renewable energy prices have fallen below the threshold of
cost-parity with fossil fuels.!” President Biden has committed that the US grid will be 100%
clean electricity by 2035.'® Countries representing more than 60% of the world’s energy-
related emissions have pledged to be carbon neutral by mid-century.!® China plans for net
zero by 2060.2° Several oil majors have also pledged to hit net zero by 2050, and are
investing heavily in renewable energy.?!
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Moreover, the rapid growth of sustainable finance, ESG investing, and regulations such as
the EU’s new Taxonomy Regulation, are all starting to encourage the market to more fully
price long-term climate risks and to help redirect capital flows away from high carbon
investments and into climate-friendly activities.??> Larry Fink of BlackRock, the world’s
largest asset manager, has stated categorically that “climate risk is investment risk” and that

“we are on the edge of a fundamental reshaping of finance”.?3

Contrary to some expectations, the Covid-19 pandemic appears to have shifted the Overton
Window further in favour of deep decarbonization — manifest in the Biden Administration’s
pledge to half emissions by 2030,%* proposed massive clean energy infrastructure stimulus,?
and commitments to double public climate financing to developing countries and “to identify
steps through which the United States can promote ending international financing of carbon-
intensive fossil fuel-based energy while simultaneously advancing sustainable development

and a green recovery”.2¢

Environmental activist and investor Al Gore is optimistic that we are at the start of a
“sustainability revolution”.?’ Such optimism must, however, be tempered by the reality that
the world is still not on track to hit net zero by mid-century. “[T]he data does not match the
rhetoric”.?® Global energy demand will continue to increase;? in 2020, high-income
countries together generated only a third of global emissions.>* There is also the risk that net
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zero-2050
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change: Carbon emission promises 'put Earth on red alert” (12 Feb. 2021),
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2 IEA, Global Energy Review 2021 (Apr. 2021), https://www.iea.org/reports/global-energy-review-2021
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zero policies “protect business as usual, not the climate.”3! Despite governments’ net zero
pledges, coal plants are still being commissioned throughout Asia and as recently as 2020 in
Germany.*? Institutional investors, including pension funds, remain heavily exposed to high
carbon sectors.®® Direct government subsidies of fossil fuels are several times greater than
for renewables, with the International Renewable Energy Agency (IRENA) estimating that
the costs of unpriced externalities plus direct fossil fuels subsidies exceed renewables
subsidies by a factor of sixteen.*

The challenges are immense. IRENA predicts that investment in the clean energy transition
will have to more than double to over US$4 trillion annually.?> Given constraints on public
funding, private capital will have to provide the lion’s share of this investment.3¢
Unsurprisingly, leading investors in the clean energy transition, such as the Spanish energy
company Iberdrola, have placed lower risk countries with “high credit ratings, more-
predictable regulation, and stabler legal frameworks™ at the heart of their investment
strategy.3” But clean energy spending must be multiplied “within an annual global pool of
investible capital that is mostly held in OECD nations, while much of it will have to be spent
in the non-OECD developing world to deploy clean energy, with all the attendant risk.”3?

Governments are being called on to signal their willingness to support clean technologies and
to manage the orderly phase out of fossil fuels. As IRENA explains:

Government interventions will be critical in coming years both to react to the disruption
caused by the pandemic and to set the energy transition on track to achieve internationally
agreed goals. [...] Importantly, interventions must be persuasive enough to raise investor

3" The Conversation, “Climate scientists: concept of net zero is a dangerous trap” (22 Apr. 2021),

https://theconversation.com/climate-scientists-concept-of-net-zero-is-a-dangerous-trap-157368

Financial Times, “China is falling short on its climate pledge” (9 Mar. 2020),
https://www.ft.com/content/2cc58515-92ac-45fa-96bb-edb2050121fb; Financial Times, “Volkswagen boss
condemns German coal plant” (14 Feb. 2020), https:/www.ft.com/content/257071f4-4f14-11ea-95a0-
43d18ec715f5; Financial Times, “Climate change: Australia wrestles with its coal mining dilemma” (2 May
2021), https://www.ft.com/content/262db450-e619-4397-a46d-cce6c8ec83a9

Financial Times, “Vanguard tops list of world’s largest coal investors” (14 Jan. 2020),
https://www.ft.com/content/c032f5a4-9801-47d3-abf7-d5d9826558cc

IRENA, Energy subsidies: Evolution in the global energy transformation

to 2050, 45 (2020), https://www.irena.org/-
/media/Files/IRENA/Agency/Publication/2020/Apr/IRENA Energy subsidies_2020.pdf

IRENA, World Energy Transitions Outlook: 1.5 °C Pathway (March 2021), https://irena.org/-
/media/Files/IRENA/Agency/Publication/2021/March/IRENA_World Energy Transitions_Outlook 2021
IRENA, Unlocking Renewable Energy Investment: The role of risk mitigation and structured finance, 12
(2016), https://www.irena.org/publications/2016/Jun/Unlocking-Renewable-Energy-Investment-The-role-of-
risk-mitigation-and-structured-finance

Ignacio Galan, “The CEO of Iberdrola on Committing to Clean Energy”, Harvard Business Review (Nov.-
Dec. 2020), https://hbr.org/2020/1 1/the-ceo-of-iberdrola-on-committing-to-clean-energy

Dan Reicher, Jeff Brown, & David Fedor, Derisking Decarbonization: Making Green Energy Investments
Blue Chip, Stanford University 3 (2017), https://www.ourenergypolicy.org/resources/derisking-
decarbonization-making-green-energy-investments-blue-chip/; see also World Economic Forum, The Green
Investment Report - The ways and means to unlock private finance for green growth 9-19 (2013); Martijn
Wilder & Lauren Drake, “Setting up the International Mitigation Regime: Contents and Consequences”, The
Oxford Handbook of International Climate Change 359 (2016); Financial Times, “How the race for
renewable energy is reshaping global politics” (4 Feb. 2021), https://www.ft.com/content/a37d0ddf-8fb1-
4b47-9fba-7ebde29fc510
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https://hbr.org/2020/11/the-ceo-of-iberdrola-on-committing-to-clean-energy
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confidence to the levels needed to mobilise the massive amounts of private sector funding
required to achieve the 2030 targets of the Paris Agreement [...].%

Achieving net zero will require radical changes in “mindsets, regulation, and corporate
behavior”.4? In short, we require “first-class policy and policy implementation across the
planet” involving a mix of incentives, disincentives, and assistance. 4!

It is in this broader context that climate-related ISDS claims concerning fossil fuel phase-
outs, the stability of renewable energy policy support and the risk of sudden regulatory

change come into focus.

(2) Climate-Related ISDS Arbitrations

By far the largest number of climate-related ISDS cases to date have been commenced by
renewable energy investors. There are at least seventy known claims concerning changes to
renewable energy support schemes — in Canada, Europe, and most recently Japan — that
prima facie implicate climate change law and policy.*? In several of these cases, investors
have argued inter alia that such changes were made in response to political pushback on
renewable energy subsidies that were later perceived as having been initially set too high.*3

The law in this field is developing, and there are important factual distinctions between
decided cases. For example, in the approximately twenty awards published to date
concerning Spain’s modification and ultimate cancellation of a feed-in-tariff renewable
energy support scheme between 2010 and 2014, tribunals have taken differing views as to
whether or not, and why, Spain’s measures constituted a breach of the fair and equitable
treatment standard under the Energy Charter Treaty (“ECT”). A central issue has been the
basis and extent of investors’ legitimate expectations of regulatory stability, and the
corresponding limit on the host State’s freedom to modify policy support without incurring
an obligation to pay compensation to protected investors.

A clear majority of tribunals have found in favour of the investors in respect of at least some
of the contested measures, and have ordered Spain to pay in aggregate over EUR 1 billion in

3% IRENA, The post-COVID recovery: An agenda for resilience, development and equality, 117 (2020),
https://irena.org/-/media/Files/IRENA/Agency/Publication/2020/Jun/IRENA_Post-
COVID_Recovery_2020.pdf; see also Yongping Zhai, Investment in renewable energy is slowing down.
Here's why (3 Sept. 2019), https://www.weforum.org/agenda/2019/09/global-renewable-energy-investment-
slowing-down-worry/

Kenneth P. Pucker, “Overselling Sustainability Reporting”, Harvard Business Review (May-June 2021),

https://hbr.org/2021/05/overselling-sustainability-reporting

Martin Wolf, “Action must replace talk on climate change”, Financial Times (4 May. 2021),

https://www.ft.com/content/3fal54{3-84e7-4964-9a21-d3dbd41e1470

See, e.g., International Energy Charter, “Even more renewable energy investors rely on treaty protection:

updated statistics of investment arbitration cases under the Energy Charter Treaty” (12 Oct. 2020),

https://www.energycharter.org/media/news/article/even-more-renewable-energy-investors-rely-on-treaty-

protection-updated-statistics-of-investment-arb/

4 See, e.g., Greentech v. Italy, SCC Case No. V 2015/095, Final Award (2018), 99 418, 420; Watkins v. Spain,
ICSID Case No. ARB/15/44, Award (2020), 44 438-439; see also Financial Times, “Hong Kong energy fund
sues Japan in groundbreaking case” (3 Mar. 2021), https://www.ft.com/content/155dald7-075e-4122-adec-
ledfec51£582
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compensation.** A minority of tribunals have generally found in favour of Spain, however,
holding that most of the support scheme changes were reasonable and proportionate.*’

Notably, the awards do not appear to substantively engage with issues of climate change law
or policy — including thorny questions such as whether the retroactive cancellation of
renewable energy incentives is consistent with host States” GHG emissions commitments
under the Paris Agreement. 4

On the flip side of renewable energy claims, several climate-related ISDS cases have been
brought by fossil fuel investors,*” including two recent EUR 1 billion claims under the ECT
against the Netherlands concerning its policy to phase-out of coal power plants in order to
meet Paris Agreement targets.*®* On this basis, critics contend that the investment treaty
system — and the ECT in particular — wrongly protects high carbon investments and
undermines the Paris Agreement goals. To date, however, no ISDS tribunals have ruled on
the phase-out issue.

In this context, it is interesting to consider the growing number of cases against governments
and corporations in domestic courts that give legal effect to the Paris Agreement. In a
landmark 2019 test case, Urgenda v. Netherlands, the Dutch courts ordered the government
to cut its greenhouse gas emissions in order to meet the Netherlands’ obligations under the
Paris Agreement.** A similar argument is also currently being tested in the Dutch courts
against Royal Dutch Shell, where Friends of the Earth Netherlands are seeking an order that
Shell cut its emissions to zero by 2050, in line with Paris Agreement targets.>°

4 See, e.g., (i) awards finding a specific commitment for life of projects: Masdar v. Spain, Award (2018);

9REN v. Spain, Award (2019); OperaFund v. Spain, Award (2019); InfraRed v. Spain, Award (2019);
STEAG v. Spain, Decision on Jurisdiction, Liability and Principles of Quantum (2020); (ii) awards finding
legitimate expectation of a reasonable return: RREEF v. Spain, Award (2019); NextEra v. Spain, Final
Award (2019); RWE v. Spain, Decision on Jurisdiction, Liability and Certain Issues of Quantum (2019);
Cavalum v. Spain, Award (2020); Hydro Energy v. Spain, Decision on Jurisdiction, Liability and Directions
on Quantum (2020); PV Investors v. Spain, Final Award (2020); (iii) awards finding legitimate expectation
of no fundamental regulatory change: Eiser v. Spain, Award (2017); Novenergia v. Spain, Final Award
(2018); Foresight v. Spain, Final Award (2018); Antin v. Spain, Award (2018); Cube v. Spain, Decision on
Jurisdiction, Liability and Partial Decision on Quantum (2019); SolEs Badajoz v. Spain, Award (2019);
Watkins v. Spain, Award (2020).

See, e.g., BayWa v. Spain, Decision on Jurisdiction, Liability and Directions on Quantum (2019); Stadtwerke

Miinchen v. Spain, Award (2019); FREIF v. Spain, Award (2021); Eurus v. Spain, Decision on Jurisdiction

and Liability (2021).

See Annette Magnusson, “New Arbitration Frontiers: Climate Change”, in Jean Kalicki and Mohamed

Abdel Raouf (eds), Evolution and Adaptation: The Future of International Arbitration, ICCA Congress

Series, Volume 20 (2019), pp. 1024 (“None of the awards in the solar energy arbitrations published to date

contain any factual conclusions or arguments regarding CO2 emissions. GHG emissions appears not to have

been argued, nor have any international obligations relating to climate change mitigation.”).

47 Vattenfall AB, Vattenfall Europe AG, Vattenfall Europe Generation AG v. Federal Republic of Germany
(ICSID Case No. ARB/09/6), https://icsid.worldbank.org/cases/case-database/case-
detail?CaseNo=ARB/09/6

% Uniper SE, Uniper Benelux Holding B.V. and Uniper Benelux N.V. v. Kingdom of the Netherlands (ICSID
Case No. ARB/21/22), https://icsid.worldbank.org/cases/case-database/case-detail?CaseNo=ARB/21/22;
RWE AG and RWE Eemshaven Holding Il BV v. Kingdom of the Netherlands (ICSID Case No. ARB/21/4),
https://icsid.worldbank.org/cases/case-database/case-detail?CaseNo=ARB/21/4

¥ Urgenda Foundation v. State of the Netherlands, HAZA C/09/00456689 (2015),
http://climatecasechart.com/non-us-case/urgenda-foundation-v-kingdom-of-the-netherlands/

0 Milieudefensie et al. v. Royal Dutch Shell plc. (2019), pending, decision expected in May 2021,
http://climatecasechart.com/non-us-case/milicudefensie-et-al-v-royal-dutch-shell-plc/
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Will the Paris Agreement be given legal effect in future ISDS cases? In the following
section, we shall consider this issue and other ways in which alignment might be achieved.

(3) Aligning the Investment Treaty System with Climate Change Law and Policy

The two primary ways to accomplish alignment of the investment treaty system with climate
change law and policy are through: (1) IIA (re)negotiation by States parties to include
express language on the issue, such as we are seeing in the ongoing negotiations to modify
the Energy Charter Treaty; and (2) integration of climate law norms by ISDS tribunals when
interpreting an IIA, pursuant to Article 31(3)(c) of the Vienna Convention on the Law of
Treaties, which provides that “any relevant rules of international law applicable in the
relations between the parties” shall be taken into account when interpreting the terms of the
treaty.!

As for the second process, ISDS tribunals are empowered to progressively interpret IIAs in
accordance with general international law, including relevant climate or environmental
treaties. %> Moreover, tribunals may also have regard to international public policy, as Wendy
Miles QC has emphasised in the context of climate-related cases.>

Arguably, ISDS tribunals therefore already have the tools to address many climate change
issues. Indeed, in its November 2019 report, the ICC Task Force on the Arbitration of
Climate Change Related Disputes concluded that, even when silent on climate change,
existing treaties do not preclude alignment, and the Paris Agreement will likely be relevant
inter alia to an investor’s legitimate expectations.>*

Nevertheless, State practice in IIA negotiations will be important in framing the extent to
which international investment law is likely to be aligned with climate change law and
policy. 3

Newer IIAs negotiated since the Global Financial Crisis have increasingly focused on the
quality of investment, in order to promote sustainable development in the host State.>

51" Vienna Convention on the Law of Treaties between States and International Organizations or Between

International Organizations, Mar. 21, 1986, 25 ILM 543 (1986), article 31.

32 See, e.g, Peter A Allard v The Government of Barbados, PCA Case No 2012-06, Award (27 Jun. 2016), para
244; Joshua Paine, “Failure to Take Reasonable Environmental Measures as a Breach of Investment
Treaty?”, Journal of World Investment & Trade 18 (2017) 745-754.

3 See, e.g, Wendy Miles & Merryl Lawry-White, Arbitral Institutions and the Enforcement of Climate Change

Obligations for the Benefit of all Stakeholders: The Role of ICSID, 34-1 Foreign Investment Law Journal 17

(2019); Philip Morris Brands Sarl, Philip Morris Products SA, Abal Hermanos SA v. Uruguay, ICSID Case

No. ARB/10/7, Award, (8 Jul. 2016), para 30.

International Chamber of Commerce, Resolving Climate Change Related Disputes Through Arbitration And

ADR, ICC commission report 39 (2019), https://iccwbo.org/publication/icc-arbitration-and-adr-commission-

report-on-resolving-climate-change-related-disputes-through-arbitration-and-adr/

See e.g., Freya Baetens, “Combating Climate Change Through the Promotion of Green Investment: From

Kyoto to Paris Without Regime-Specific Dispute Settlement” (19 Nov. 2018) in K. Miles (Ed.), Research

Handbook on Environment and Investment Law (2019) 107-130, https://ssrn.com/abstract=3334925

% UNCTAD, UNCTAD's Reform Package for the International Investment Regime 15 (2018),
https://investmentpolicy.unctad.org/uploaded-files/document/UNCTAD_ Reform Package 2018.pdf; Diane
Desierto & Frédéric Gilles Sourgens, “Investment Law & Decarbonization”, in Law, Policy and Regulation
in Low-Carbon Energy Markets (Tade Oyewunmi et al. eds) 164-169 (2020); Netherlands Draft Model
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However, even these newer IIAs remain in effect climate-blind, in that they do not
distinguish between low and high carbon investments.

The investment treaty system is arguably behind the curve when it comes to reflecting
structural changes to private investment flows. By contrast to climate-blind IIAs, for
example, the EU’s new Taxonomy Regulation establishes a systematic classification of what
constitutes an environmentally sustainable economic activity, and requires financial
institutions and corporations to disclose this information.”” The EU believes the taxonomy
will encourage capital flows into sustainable investments.® A somewhat similar concept
distinguishing between “green” and “non-green” investments in IIAs was proposed by the
Stockholm Treaty Lab project.’® The merits of such binary classifications (rather than an
approach recognising, in the words of UN climate envoy and former central banker Mark
Carney, “fifty shades of green”) are debated, but taxonomies generally look set to proliferate
around the world.®® Will such developments be reflected in new I1As?

The potential direction of travel of State practice can be gleaned from negotiations ongoing
since late 2019 on the modernization of the ECT, an important multilateral investment treaty
which has been the basis for the vast majority of climate-related ISDS claims. ¢!

The issue of the ECT’s compatibility with the Paris Agreement and climate goals has recently
become increasingly contentious, particularly in the EU, with senior European government
ministers and the European Commission itself raising the prospect of withdrawal.?

The EU’s position is that “[t]he Modernised ECT should reflect climate change and clean
energy transition goals, and contribute to the achievement of Paris Agreement objectives.”®
To that end, the EU has proposed several material amendments to the ECT relating to climate
change, including the:

Bilateral Investment Treaty (Mar 22, 2019), https://www.rijksoverheid.nl/ministeries/ministerie-van-
buitenlandse-zaken/documenten/publicaties/2019/03/22/nieuwe-modeltekst-investeringsakkoorden
European Commission, EU taxonomy for sustainable activities: What the EU is doing to create an EU-wide
classification system for sustainable activities, https://ec.curopa.cu/info/business-economy-euro/banking-
and-finance/sustainable-finance/eu-taxonomy-sustainable-activities_en

B3 Id.

% Stockholm Treaty Lab, http:/stockholmtreatylab.org

0 Gillian Tett, Olive is the new green in fighting climate change, Financial Times (29 Jan. 2021),
https://www.ft.com/content/e37bb0b5-3362-497a-8df7-7c28095d0ch4; Financial Times, “EU green finance
rules must be politically sustainable” (20 Apr. 2021), https://www.ft.com/content/a608ead1-790d-4587-
8e77-9211066a0a03

Energy Charter Secretariat, Report of the Modernisation Group on Progress Made in Fulfilling the
Negotiations Mandate, CC 699 (16 Dec. 2020),
https://www.energycharter.org/fileadmin/DocumentsMedia/ CCDECS/2020/CCDEC202016.pdf

The Economist, “Stranded but costly: How some international treaties threaten the environment” (5 Oct.
2020), https://www.economist.com/finance-and-economics/2020/10/05/how-some-international-treaties-
threaten-the-environment; Euroactiv, “France puts EU withdrawal from Energy Charter Treaty on the table”
(3. Feb 2021), https://www.curactiv.com/section/energy/news/france-puts-eu-withdrawal-from-energy-
charter-treaty-on-the-table/; Investment Arbitration Reporter, “EC puts EU withdrawal from ECT on the
table, in case its reform objectives are not met” (3 Dec. 2020), https://www-iareporter-
com.ezproxy.law.stanford.edu/articles/ec-puts-eu-withdrawal-from-ect-on-the-table-while-belgium-asks-eu-
court-for-opinion-on-modernization-proposal/

Energy Charter Secretariat, Discussion of the Energy Charter Conference 2 (6 Oct. 2019),
https://www.energycharter.org/fileadmin/DocumentsMedia/CCDECS/2019/CCDEC201908.pdf
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e Graduated phase-out of investment protection for fossil fuels, pursuant to which existing
fossil fuel investments would be protected for a further ten years while future fossil fuel
investments would generally be excluded, subject to exceptions for certain gas power plants
and pipelines, which could be protected until 2040.%*

e Expansion of investment protection to include new types of lower carbon energy investments,
including hydrogen and biomass.®

e Reaffirming of Contracting Parties’ right to regulate to achieve legitimate policy objectives,
“such as the protection of the environment, including combatting climate change”;

e Addition of new language on regulatory stability and subsidies, purportedly “[f]or greater
certainty”, that the ECT “shall not be interpreted as a commitment from a Contracting Party
that it will not change the legal and regulatory framework”, and a Contracting Party’s
decision not to issue, renew or maintain a subsidy in accordance with its terms shall not
constitute a breach of the ECT unless a specific commitment has been made to the investor;*’

e Carving out of non-discriminatory measures designed to combat climate change from the
indirect expropriation standard, provided such measures are not manifestly excessive; 8

e Addition of a non-regression clause, which provides that Contracting Parties shall “strive to
ensure...and improve” high levels of environmental and labour protection, and shall not seek
to encourage investment by weakening such standards;* and the

e Addition of a new provision on “Sustainable development — Climate change and clean energy
transition”, including obligations on Contracting Parties to: “effectively implement the
UNFCCC and the Paris Agreement”; “promote and enhance the mutual supportiveness of
investment and climate policies and measures, thereby accelerating to the transition towards a
low emission, clean energy and resource efficient economy, as well as to climate- resilient
development”; and “promote and facilitate trade and investment of relevance for climate
change mitigation and adaptation”.

Most of these proposals focus on preserving host States’ policy space, which has been a
major trend in investment treaty-making over the past decade. The EU’s proposed distinction
between higher and lower carbon investments for the purposes of qualifying for investment
protection is, however, a fundamental departure from the status quo of climate-blind IIAs,
and is reminiscent of the Taxonomy Regulation’s aim to redirect capital flows into
sustainable investments. In a note accompanying its proposal to phase-out protections for
fossil fuels, the EU states:

In line with the Paris Agreement and its long term decarbonisation and energy transition
policies, the EU is bound to discourage all further investments into fossil fuel based energy
infrastructure projects, unless they are fully consistent with an ambitious, clearly defined
pathway towards climate neutrality in line with the long-term objectives of the Paris
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European Commission, European Union text proposal for the modernisation of the Energy Charter Treaty:
additional submission (March 2021), https://trade.ec.europa.eu/doclib/press/index.cfm?id=2248

1d.

European Commission, European Union text proposal for the modernisation of the Energy Charter Treaty
(2020), https://trade.ec.europa.eu/doclib/docs/2020/may/tradoc_158754.pdf

Id. at 5; see also Singapore-Australia Free Trade Agreement (SAFTA), amended text (2020), article 6(5);
The Mainland and Hong Kong Closer Economic Partnership Arrangement (CEPA) (2003), article 4(5);
Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP) (2016), article 9.6(5);
EU-Canada Comprehensive Economic and Trade Agreement (2016), article 8.9(3).

Id. at 8.

Id. at 8.
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Agreement and best available science. The EU will support international efforts to reduce the
environmental and GHG impact of existing fossil fuel infrastructure.”

In this context, it is interesting that the EU’s proposed permissive language on the removal of
subsidies does not distinguish between fossil fuel and clean energy subsidies. This raises the
question of whether the investment treaty system could do more to incentivize low carbon
investments, in addition to discouraging high carbon investments.”!

In theory, I1As should promote foreign investment in the host State by reducing political and
regulatory risk, which in turn reduces an investor’s cost of capital.”?> (That said, a clear causal
link between I1As and international investment flows, or investment decisions, or cost of
capital, has not been empirically established.”®) Viewed from a renewable energy investor’s
perspective, host States may be more likely to incentivize foreign investment in sustainable
activities — and thereby meet their decarbonization targets — if IIAs help to promote well-
designed policies and regulatory stability in the renewables sector, and discourage host States
from radically altering the policy support originally offered. Indeed, climate change lawyer-
turned-investor Martijn Wilder contends that the 36% decrease in renewable energy
investment in Europe between 2011 and 2012 stemmed from uncertainty in the market
following the regulatory changes that precipitated the ISDS claims discussed in section (2)
above.” And as discussed in section (1), stable policy support will remain vital to the clean
energy transition, particularly in emerging markets, even as new technologies become
competitive.

Among other matters, developing a reasonable approach to damages and quantum in climate-
related cases will also be important to alignment efforts. To date, however, the issue has
received relatively little attention and indeed is not specifically addressed in the EU’s
proposals for the modernised ECT.

Certainly, climate change adds additional layers of financial and scientific complexity to
damages issues. ISDS parties, experts and tribunals will have to grapple with the impact on
valuation of the physical and transition risks of climate change, including the issue of

70" BEuropean Union text proposal for the modernisation of the Energy Charter Treaty: additional submission

(March 2021), https://trade.ec.curopa.cu/doclib/press/index.cfm?id=2248
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Sustainable Investment, Deep Decarbonization, and Investor-State Dispute Settlement:
The Failure to Align The Investment Treaty System
With Climate Change Law & Policy?

stranded assets. Climate-related cases may also implicate new factors in financial modelling,
such as a social cost of carbon or border adjustment carbon taxes.”

The granting of compensation to investors impacted by climate policies is, of course, not the
exclusive preserve of ISDS tribunals.”® In July 2020, for example, Germany’s parliament
adopted a coal exit law that will pay EUR 4.35 billion to compensate coal plant owners for
forced shutdowns.”” Older workers who will be among the 6,000 resulting job losses will
also receive financial support under the German legislation, which seeks to reflect the
imperative of a just transition.”® There is as yet no sign, however, of agreement on an
international standard of compensation in fossil fuel phaseouts.

% % % % %

Negotiating rounds on the ECT’s modernization are set to continue through at least
November 2021.7 Meanwhile, climate change policy and law continues to develop apace.
An immediate challenge for the investment treaty system is to keep up with the energy
transition and sustainability revolution. For their part, international investment lawyers
should look outside of their professional silos, seeking insights from a broad range of experts,
investment policymakers and stakeholders, and critically consider what the system needs to
deliver in order to maintain its relevance and legitimacy in the net zero era.
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