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	The future of stabilisation clauses: the scope of these clauses is being reassessed by the UN to strike a balance between human rights and the need to promote and enable viable investment

On 11 March 2008, Professor John Ruggie the UN Special Representative on Business and Human Rights, published a research project on Stabilisation Clauses and Human Rights (conducted with the help of the International Finance Corporation). In light of the findings in the report, Professor Ruggie is currently conducting multi-stakeholder consultations to formulate proposals to balance the competing issues at stake. 

These proposals are likely to include a set of model clauses, which may be sector specific. They may also call for increased transparency in investment contracts with states. This would be in line with the decision taken by energy giant BP in 2003 to publish its investment contracts relating to the BTC Pipeline. When these contracts were criticised, BP publicly amended them using a "Human Rights Undertaking" to avoid the potential negative impact of stabilisation clauses on human rights.

The present bulletin is the second in a series of e-bulletins looking at human rights issues that can arise under international law for trans-national companies. It highlights the key points arising from Professor Ruggie's important report.

Summary and business impacts

The forthcoming UN recommendations will not be binding on investors. Nonetheless, large corporates will no doubt be wary of overlooking them due to reputational risk. The recommendations will also influence State parties when they come to negotiate or renegotiate their contracts. Corporates will therefore be keen to keep abreast of decisions taken by market rivals regarding the publication of such clauses and their content.

Background

For over 30 years, stabilisation clauses have been a common feature of long-term investment contracts with States, particularly in the infrastructure, mining and energy sectors. Effectively they are a contractual device insulating contracts from changes in the legal environment surrounding them. Long term contracts are vulnerable to political or regulatory risk: over the life of a project the host state may undergo a government change and a new government may implement different policies and regulations in respect of foreign investment. Such changes may affect not only the profitability of the project in the short term but ultimately its viability. In order to guarantee the stability of their project, investors will usually require a stabilisation clause providing that the terms will not be altered unilaterally or terminated by the State. 

However, concerns about the impact of such clauses on human rights have been raised by civil society groups. They argue that by seeking to avoid the application of new human rights laws to an investment, stabilisation clauses limit States' powers to implement their obligations under international law. Where the clauses request that the host State compensate the foreign investor when compliance with human rights obligations affect the profitability of the investment, the State's incentive to comply with international law is, they argue, diminished. 

The findings of the report

The report analyses numerous contracts regarding investment projects worldwide and across the industry sectors. Since stabilisation clauses vary so widely in scope, it considers them in three broad categories: (1) freezing clauses (2) economic equilibrium clauses and (3) hybrid clauses.

1. Freezing clauses
The most far-reaching (and contentious) clauses are freezing clauses, which aim to ensure that the law applicable to the investment will not change over the life of the project. These can freeze host State law on the day the agreement is made, so that subsequent legislation will not apply to the relationship between the parties to the agreement. Alternatively, they can provide that in the event of any conflict between new legislation and the provisions of the agreement, the latter will prevail. 

2. Economic equilibrium clause
This kind of stabilisation clause requires that, should the host State enact any legislation or take any administrative measures which aggravate the costs of the project, the parties will consult to determine the economic consequences of such a change and the host State will compensate the investor. Therefore, these clauses restrict the scope of subsequent legislation but mitigate its adverse impact on the contract. 

3. Hybrid clauses
Some concession agreements attempt to combine the effects of the types of stabilisation clauses above. They commonly provide for a State to exempt an investor from new laws. 

The impact on human rights 

Whilst the report indicates that freezing clauses are still commonly used, it suggests that they are rarely enforced in practice. The main legal consequence of a breach of a freezing clause is the obligation to pay compensation, so in practice they are unlikely to actually prevent a government from enacting new social or environmental laws. Nevertheless, the report emphasises that from an ethical point of view, there is concern that a government might be bound to pay compensation to a foreign investor for a loss which corresponds to an "advancement" in human rights. 

A key finding of the study is the disparity between contracts concluded with OECD countries and those signed by non-OECD countries. The former tend to contain economic equilibrium clauses more than freezing or hybrid clauses. Moreover the economic equilibrium clauses found in such contracts tend to be limited to certain types of laws (i.e. they are less likely to cover social and environmental laws than clauses found in non-OECD contracts) and often contain features aimed at ensuring fairness in the application of the clause. The report mentions for example a threshold loss which needs to be met before that obligation to compensate arises. Likewise, many economic equilibrium clauses in OECD countries limit the application of the clause to laws which are discriminatory towards the investor. 

Recommendations

Some of the key ideas that emerge from the contracts analysed in the report are as follows:

· to "benchmark appropriate and reliably dynamic standards" at the outset of projects. Following the approach taken in the BP Human Rights Undertaking, the report recommends applying internationally recognised social and environmental standards to the investment project;
  

· to use a risk sharing approach whereby new laws of general application remain at the risk of the investor whereas the cost of new laws applying specifically to the investment are supported at least in part by the host-State;
  

· to apply an economic equilibrium clause to both the investor and the host-State so that a windfall in revenues, (or lower costs for the projects), are shared between the investor and the host-State;
  

· to use minimum loss thresholds under which no compensation is due by the host State; and
  

· to use an independent third party to verify claims of losses and to determine how the costs of new legislation should be apportioned between the parties. 

These approaches to stabilisation provide examples that could contribute towards model clauses in the future.

Comments

The recommendations in Professor Ruggie's latest report go some way towards achieving a balance between the interests of investors, state and civil society. It is hoped that the proposals to be developed following the consultation process and planned follow-up studies will, as far as possible, reflect the needs of all interested parties. Herbert Smith will continue to be involved in the consultation. We would therefore be happy to discuss and pass on any views that you have on this issue and its impact upon your business.

 

Forthcoming seminar notice

International boundary disputes and rights of capture: new directions in international law? 

Herbert Smith partner Dominic Roughton will be giving a seminar on this important topic on Tuesday, 9 September 2008 in our London offices at 6pm. With the aid of various maps and diagrams, Dominic will illustrate the key issues involved in delineating State boundaries and allocating or sharing ownership of natural resources. 

If you are interested in attending, please contact Sally Whittaker.


 



  

To subscribe or unsubscribe
To enquire about further publications, or to unsubscribe from this e-bulletin, please email Sally Whittaker, or visit the Herbert Smith website here.

The content of this article does not constitute legal advice and should not be relied on as such. Specific advice should be sought about your specific circumstances.
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