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Background

The human right to a clean, healthy and sustainable environment was recently
recognised by the UN General Assembly and marks an important landmark for the
international community. It can help catalyse efforts towards combating the triple
planetary crisis, as well as to support States in fulfilling their human rights obligations
on environmental matters and achieve national development objectives.

The 2030 Agenda for Sustainable Development recognises that “private business
activity, investment and innovation are major drivers of productivity, inclusive
economic growth and job creation”'. Foreign direct investment (FDI) may, in particular,
play an important role in respect of transfer of technology, industrialization and digital
transformation, if aligned with the national development objectives and conditions of
the host country. Yet, the current regime governing foreign investment does not meet
the needs and realities of recipient countries, particularly host States located in the
Global South.

FDI should be responsible, sustainable, aligned with the national development
objectives of the host State, and support efforts towards fulfilling their human rights
obligations. Aligning inward FDI flows with national development priorities requires a
major reform of the international investment regime, based on a broad and holistic
approach?. A critical aspect of such reform is the need to promote the respect of
human rights as well as environmental protection by foreign investors. There is an
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increasing recognition that private parties, such as investors and corporations, have
an obligation to respond to climate change impacts and protect the environment?,
including by taking actions that prevent their involvement in activities that harm people
and the planet, and to provide effective remedies in case harm occurs*.

The impacts of investor-state dispute settlement mechanisms on measures to
advance the right to a clean, healthy and sustainable environment

Most international investment agreements (llAs) include dispute settlement provisions
that allow foreign investors to bring claims against measures taken by States that
affects investments even when they pursue legitimate public policy objectives. These
provisions make use of the international investor-State dispute settlement (ISDS)
mechanism and are known to have also been used by foreign investors in a way that
undermines compliance with international obligations of host States®.

Developing and least developed countries, which are among those most affected by
environmental degradation and climate change, have been at the receiving end of
many ISDS claims from foreign investors against their regulatory measures, including
environmental and climate measures®. The high cost of defending against such claims
and facing arbitral awards running into millions of dollars adds pressure to their already
fragile financial systems and also complicates efforts towards sovereign debt
restructuring’. For instance, some foreign investors have alleged that the legitimate
regulatory actions by countries, including environmental and human rights related
measures, have had the effect of expropriating their investment, and claimed millions
of dollars in compensation &
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One telling example is the dispute in Eco Oro v. Colombia®, where the host State acted
in accordance with the decision of its Constitutional Court to protect its high-mountain
ecosystems known as paramos, which are the main source of the country’s freshwater
supply and key to its climate change mitigation efforts. However, despite the existence
of a specific exception for environmental protection in the underlying IlA, the arbitral
tribunal held Colombia liable. It found that while Colombia’s actions did not amount to
an unlawful expropriation, it had violated the international law minimum standard of
treatment°.

Likewise, in Alamos Gold v. Turkey', the investor halted work on a mining lease in
Turkey’s northwestern region, after the government did not renew the investor’s
mining licenses. The project had drawn widespread protests as locals feared it would
badly damage the natural habitat in the forests where the excavation was taking
place'. There were also concerns the use of cyanide to extract gold would end up
contaminating the soil and waters of a nearby dam™. In this case, the investor has now
filed a $1 billion claim against the host State' alleging illegal expropriation of their
investment.

Some arbitral tribunals have considered environmental damage caused by investors
in their decisions, but these have been very rare. In Burlington v. Ecuador™, the host
State had filed a counterclaim alleging breach of its national environmental law. The
tribunal found that “certain sites displayed soil contamination for which Burlington was
held liable. Some mud pits were held to have been poorly constructed by the
consortium, with leaks in certain cases. Meanwhile, exceedances of chemicals were
found in groundwater at some sites, with no evidence allowing Burlington to rebut the
presumption that it was liable for these”'¢. Upholding the counterclaim, the tribunal
then awarded Ecuador $41.7 million; while simultaneously awarding the investor
$379.80 million for its claims for damages.
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The effects of ‘regulatory chill’ on State’s right to regulate

The current framework for ISDS increases the risk that States will face expensive
litigation related to their environmental protection and climate change actions, which
will not only affect the implementation of their Nationally Determined Contributions
(NDCs) but might also curtail the resources available for the realization of human
rights'. Therefore, the impact that 1l1As and ISDS might have on financial resource
mobilization is critical, particularly when developing countries are struggling with the
triple planetary crises, exacerbated by the negative impacts of the COVID-19
pandemics,

As Perrone notes, “Foreign investors may resist the changes of regulations through
diplomatic and legal strategies. If the changes are finally implemented, moreover,
investors may initiate an ISDS case requesting the review of the new regulation”.
Such (mis)use of ISDS by foreign investors has resulted in disproportionate and
exorbitant compensations being awarded by several arbitral tribunals against States.
It also increases the risk of ‘regulatory chil’ which hampers the ability of States to
design and adopt policies for promoting the public interest, achieving the Sustainable
Development Goals (SDGs), meeting their climate commitments, or ensuring the
protection of human rights.

Under these circumstances, the risk of regulatory chill is increasingly becoming an
obstacle for ensuring a clean energy transition and mitigating the worst impacts of
climate change, as new policy measures addressing these issues can affect investors’
operations and profitability2".

Responding to ‘regulatory chill’ and safeguarding States’ regulatory space

The risks created by abusive investors’ claims and the ensuing ‘regulatory chill’ de
facto limit the States’ capacity to adopt the necessary measures to respond to current
crises. In most ISDS cases, linkages between investment agreements and States
international obligations on human rights, environment protection and climate change
are simply not considered by arbitral tribunals, with some notable exceptions.
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For example, in Urbaser v. Argentina®, the emergency measures enacted by the host
country during its 2001-2002 economic crisis led to alleged breaches of the terms of
the concession agreement with the investor. In a counterclaim, Argentina said that the
failure of the investor “did not only affect mere contractual provisions, but basic human
rights, as well as the health and the environment of thousands of persons, most of
which lived in extreme poverty”. The Tribunal however found that no human rights
obligation to provide access to water existed on part of the investor when they entered
into the concession agreement, and no direct obligation could be placed on it through
international human rights law.

In one instance, the investor even sought to claim damages from the host country for
its failure to uphold its environmental obligations. For instance, in Allard v. Barbados?,
the investor claimed that Barbados’ alleged failure to abide by local and international
environmental obligations, as well as allegedly arbitrary changes made to prior land
zoning decisions had ‘destroyed the value’ of their investment, an eco-tourism project
located on natural wetlands on the south shore of Barbados?.

In the international investment regime, measures adopted to protect the environment
or realize human rights are deemed as exceptions to ‘investor protection’, rather than
as a matter within the regulatory power of the host State. While references to
sustainable development and protection of the environment are often found in
preambles of lIAs, they are absent in the substantive and legally binding provisions.

Public participation in these disputes has also been minimal or even non-existent in
the vast majority of cases. The fact that most of these arbitration proceedings usually
take place in Washington D.C. or The Hague makes it quite expensive and difficult for
local communities to make their voice heard®, even if they were made aware of the
ISDS claim in the first place.

In response to these limitations and gaps, there have been increasing efforts to have
investment treaties that are better aligned with environmental protection, sustainable
development and international human rights?.
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Developing countries have been at the forefront of the review of the IlAs, having
prompted a wave of reforms?” that aim to build up a more equitable international
investment framework. For instance, at the bilateral level, developing countries have
engaged in different reform processes for ISDS, such as allowing only state-to-state
arbitration, requiring the express consent of the host State, and adding explicit carve-
outs in sensitive areas in which the host state might want to maintain a certain level of
control for development purposes®, such as climate change, environmental
protection, taxation etc.?® Alternatives models for IlAs, such as the Brazilian
Cooperation and Facilitation Investment Agreement (CFIA) which excludes ISDS, have
also been emphasised in this context®.

Going forward, the inclusion of legally binding obligations for foreign investors and the
possibility of counterclaims should also be considered when States engage in the
review and modernization of their 1I1As3'. Corporate responsibility has become a critical
component of good corporate governance and ethical business conduct in recent
years, particularly regarding the respect of human rights and protection of the
environment®2.. The need to develop tools and mechanisms for promoting the
implementation of international standards related to good corporate conduct® has now
developed into a solid ‘business case’ for firms and investors to benefit from the
opportunities and incentives they stand to gain as model corporate actors®.

While UNCITRAL Working Group lll is currently undertaking a process to reform ISDS,
it has limited itself to only consider ‘procedural aspects’, while many of the critiques of
ISDS stem from the substantive content of investment treaties®. Given the intertwined
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nature of the issues affecting the whole system, procedural reform options should not
be considered in isolation from other systemic issues of ISDS, ranging from how
substantive provisions are interpreted and how damages are assessed, as well as how
the right of States to regulate for fulfilling their legitimate public policy can be
preserved?,

There are considerable efforts being undertaken by States to ensure that their
obligations under existing investment agreements do not undermine or conflict with
other international obligations, particularly on human rights®. The role for human rights
in international investment law should not be underestimated, and States must ensure
that sustainable development and protection of human rights continue to be their
highest priorities3®. Experiences from several developing countries show a particular
interest in the development of IIAs which include provisions on sustainable
development, corporate social responsibility and investor obligations. For example, the
recently adopted Protocol on Investment to the African Continental Free Trade Area
(AfCFTA)* is highly innovative in this regard and includes specific chapters devoted
to sustainable development and investor obligations. The Protocol provides a strong
and progressive template for modern investment agreements to follow“, as it provides
a balanced approach to fostering responsible investment and preserving the
regulatory space of developing countries*'.
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