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Abstract

Stability of existing agreements is the major means of investment protection at the disposal of multinational oil
companies. This is achieved by inserting stabilization clauses to ensure that future changes in policy or legislation of
the host country does not affect the existing agreement. Multinational oil companies are nevertheless confronted by
the reality that stabilization clauses do not in fact provide the requisite immunity against host government action. On
the part of host countries, it is recognized that their right to enjoy maximum benefits and to avoid adverse
consequences from the exploitation of petroleum cannot be compromised on the ground that stability is an express
term of the agreement. Therefore, renegotiation in the event of a fundamental change of circumstances surrounding
the agreement appears to be a viable option for both parties to a petroleum agreement. Hence, this research examines
the twin concepts of stability and renegotiation and their significance in international petroleum contracts.
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1. Introduction

The emergence of the New International Economic Order led to the evolution and consequent general international
acceptance of the principle of permanent sovereignty over Natural resources (Note 1). This gave birth to an era of
resource nationalism in natural resources-endowed countries (Note 2). In particular, developing countries took all
steps necessary to ensure that they derive maximum benefit from the exploitation of their natural resources. In this
regard, transnational mining agreements became the most viable option. This is more so with respect to petroleum
exploitation where capital and expertise requirement is relatively high, usually beyond the affordability of
developing countries (Note 3). Contractual relationship with multinational oil companies became inevitable.

A major source of conflict between host governments of developing countries and multinational oil companies
derives from the preoccupation of multinational oil companies with stability and predictability in contractual
relations on the one hand, and the persistent demands of host governments for a more flexible contractual regime on
the other (Note 4). This is because the underlying objectives of the two parties are significantly divergent. While
host governments aim at promoting economic growth and development through such foreign investment, the
multinationals are merely concerned with maximization of profit at the least risk (Note 5).

2. Nature of Transnational Petroleum Agreements

The relations between developing countries and multinational oil companies are often embodied in long-term
agreements which may be concessions, joint venture agreements, production-sharing agreements, risk service
agreements and so on. These agreements exhibit peculiar features. The first feature is their long-term character; the
activities of the investor in the host country, from exploration to the development and finally decommissioning
(Note 6), can only be performed over a very long period of time (Note 7). The second feature is that they are capital
intensive contracts (Note 8). The third feature is the high risk of operations in the petroleum exploitation. Such risk
is usually taken by the multinational oil company upon a reasonable expectation of the promise of a high profit
return (Note 9). These risks include the geological, commercial, technical, managerial, natural disaster risks, and last
but definitely not least, the political risk. One particular risk must however be pointed out: the risk of changes in the
regulatory regime leading to total or partial expropriation (Note 10).

2.1 Pacta Sunt Servanda

It may be recalled that pacta sunt servanda is a fundamental principle of law, the effect of which is that contractual
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obligations must be respected (Note 11). This principle has also been recognized in the specific context of petroleum
agreements. Today, it is widely held that the international minimum standard of protection to be afforded by a host
State to a foreign investor and its investments in the territory of the host State encompasses the requirement of good
faith (Note 12). Nevertheless, it is generally accepted that concessions for the exploitation of natural resources are
contracts that can be breached under international law (Note 13). This is because although an examination of the
major representative legal systems of the world shows that the principle of pacta sunt servanda or strict sanctity of
contract is widely accepted, under no legal system has the principle been found to be absolute (Note 14). It has also
been held that the contractual rights contained in the concession can be expropriated (Note 15). Expropriation is
among the most extreme measures a host country can adopt regarding foreign investment, and consequently
represents a special concern to foreign investors, may it be an outright, partial or “creeping” expropriation (Note 16).

It is consequently natural that investors seek protection against the risks investment contracts will be subject to
during its long life. Investors use risk management often, which may include (i) spreading the risk by associating
other parties to the venture, such as banks and industry partners, and/or by diversifying operations; (ii) obtaining a
political risk insurance (iii) defending against risk through legitimate pressure mechanisms, such as diplomatic
intervention or economic and financial persuasion; or (iv) structuring and managing the venture by associating the
host country or NOC to the venture, keeping a low visibility and/or putting across an image of fairness and
understanding of the host country’s social and economic problems. Investors however prefer to rely on stabilization
by contract to better protect their interests in such long-term investment contracts from political risk, namely by
including in it a stabilization clause (Note 17).

3. Stability in Transnational Petroleum Agreements

In petroleum agreements, stability is achieved through stabilization clauses. This is aimed at protecting the
Multinational Oil Companies, as private investors by restricting the legislative or administrative power of the Host
State, as sovereign in its country and legislator in its own legal system, from amending the contractual regulation or
even to annul the agreement (Note 18).

3.1 Stabilization Clauses
Stability may be ensured by providing that:

i.  “The agreement takes precedence over any provisions enacted subsequent thereto by way of legislation or
administrative regulation if the effect of such provisions is to the investor’s prejudice, a result that may be
achieved only by conferring to the agreement of the force of law so that its provisions may not be modified by
general legislation;

il.  Any modifications of the terms and conditions of the agreement may only be made by mutual written consent
of the parties, the effectiveness of this kind of provision depending again upon the agreement having acquired
the force of law; or

iii. The law applicable to the development agreement is the law of the host State in force at the time of the
conclusion of the contract, thus excluding the applicability of any future laws and regulations (a provision
referred to as freezing of the law).” (Note 19)

Stabilization clauses are in particular directed against: (1) the raising of taxes beyond the rates operating at the time
of the agreement or otherwise stipulated in the agreement. (2) The imposition of any fiscal changes in the general
industrial or commercial sectors in excess of the fiscal charges provided in the agreement. (3) The amendment of the
laws, such as corporate and tax laws, which were in force on the date of the agreement. (4) Expropriation,
nationalization and any other form of intervention in the enterprise (Note 20).

3.2 Legal Status of Stabilization Clauses

The legality and binding nature of stabilization clauses was upheld in Texaco v. Libya, Kuwait v. Aminoil, and AGIP
v. Congo. This reflects the general trend in international arbitral practice. The basis of the stabilization clause is that
the state is bound by the agreement contained in the clause not to apply any later changes to its law to the particular
contract or to alter the terms of the contract directly by legislation (Note 21). The point of contention however is
whether a contractual clause can achieve the effect of fettering the legislative sovereignty of a state (Note 22). This
is because it is trite law that a legislature is not bound by its own legislation and has the power to change it.
Moreover, the legislative powers of a state cannot be fettered by a mere contractual provision, particularly where the
exercise of that power is necessary to protect an overriding public interest. Even when a stabilization clause can be
upheld under international law, this would of course not detract from the factual power of the host country's
government to act in breach of it by changing the investment conditions. But this does not imply that stabilization
clauses are useless. They have a 'functional value' in that they strengthen the private contractor's bargaining position.
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In case of breach by the State of the undertaking under a stabilization clause, an arbitral award may enjoin the State
to refrain from applying the new laws and regulations to the private party or may condemn it to compensate the
latter for the economic prejudice suffered because of the breach of such an undertaking (Note 23). Although in this
context the State might raise before an international arbitrator the defence regarding the inalienable character of its
sovereign rights in order to void the clause of its effects, the reliance created in the private party by the State’s
promise is a sufficient strong argument to convince the international arbitrator that the foreign investor is entitled to
compensation for any damage so caused, even if the breach by the State of its stabilization commitment might not be
qualified as internationally unlawful (Note 24).

In AGIP Co. SpA v. Government of the Popular Republic of Congo (Note 25) the arbitral tribunal held that the
nationalization that was the subject-matter of the dispute violated both domestic and international law because it
breached the stabilization clause contained in the agreement. The arbitral tribunal stated:

These stabilization clauses, freely accepted by the Government, do not affect the principle of its sovereign legislative
and regulatory powers, since it retains both in relation to those, whether national or foreigners, with whom it has
not entered into such obligations, and that, in the present case, changes in the legislative and regulatory agreements
stipulated in the agreement simply cannot be invoked against the other contracting party (Note 26).

In Texaco v. Libya (Note 27), the sole arbitrator also dealt with a stabilization clause included in the concession
agreement. The clause provided that the concession would be construed according to the regulatory framework in
effect at the time it was granted and no changes in the legal system would apply without the parties’ agreement. In
the arbitrator’s opinion, although Libya could nationalize other investors’ property according to its sovereign powers,
it could not nationalize contractual rights protected by a stabilization clause.

In effect, arbitration practice demonstrates that in the presence of an express commitment not to alter the parties’
legal relationship, a State cannot invoke its sovereignty to disregard obligations acquired with respect to foreign
investors. In addition, it cannot, through measures based on its domestic law, terminate or substantially affect the
contractual rights of the investor (Note 28). Undoubtedly, a long line of international jurisprudence demonstrates
that state promises to foreign investors have been strongly enforceable as a matter of consistent international law
and practice (Note 29). Providing the justification for this position, the arbitral tribunal in Revere Copper v. OPIC
(Note 29a) held:

under international law the commitments made in favor of foreign nationals are binding notwithstanding the
power of Parliament and other governmental organs under the domestic Constitution to override or nullify
such commitments.

4. Renegotiation

Doubts concerning the legal effectiveness of stabilization clauses and the State’s desire to preserve its sovereign
prerogatives have brought about a new approach providing that if future laws or regulations enacted by the host
State should affect the foreign investor’s contractual position, negotiations shall be entered into in good faith in
order to reach an equitable solution to maintain or restore the economic equilibrium of the agreement. The
renegotiation clause may offer both parties protection against the hardship caused to either of them by a change of
those circumstances which were present at the time of the conclusion of the agreement. By undertaking to
renegotiate in good faith the agreement in case of any such change, the State binds itself to conduct negotiations
with the foreign investor instead of unilaterally altering the terms of the agreement (Note 30).

Renegotiation clauses usually provide that any law, regulation or any other government act subsequent to the
original contract that negatively affects the investor’s contractual interests will entitle him the right to request for the
contract renegotiation and that the host country will have the obligation of entering in such renegotiations in good
faith. A typical renegotiation clause will provide that either the host government or foreign investor has the right to
request for the contract adaptation if its equilibrium is negatively affected under the occurrence of an event that is
beyond the control of both parties.

4.1 Ground for Renegotiation

Renegotiation of existing transnational investments agreements is in general a reflection of fundamental changes in
the economic environment affecting the equilibrium of the agreement (Note 31). This change of circumstances
(expressed as clausula rebus sic stantibus), generally accepted under international law is a basis for eventual
adjustment and even termination of the agreement in case of a change in the fundamental condition on which the
agreement was based (Note 32).

In order for renegotiation clauses to work properly, it must be assured that the contract offers a clear definition of: (i)
changes of circumstances (ii) what effect on the contract should trigger the right to request for a renegotiation; and
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(iii) objective of the renegotiation (Note 33). Practice shows however that providing for clear and unambiguous
definitions is not an easy task. Wordings such as “a substantial change in the circumstances existing on the date of
the agreement” or simply “a change of circumstances”, “disproportionate prejudice” or “substantial economical
imbalance” and “removing the unfairness from the contract” or “restoring the economic equilibrium of the contract”
are commonly found (Note 34).

In Gabcikovo-Nagymaros Case (Note 35), Hungary sought to rely on, among others, the principles of impossibility
of performance and the occurrence of a fundamental change of circumstance as grounds to withdraw from its treaty
obligations. Whilst reinforcing the principle of pacta sunt servanda, the decision in that case also suggests that an
unforeseen fundamental change which affects the basis of an agreement could be a ground for renegotiating the
agreement. This is confirmed by the court's observation that newly developed norms of environmental law had to be
taken into consideration by the parties in implementing the treaty. It therefore, called on the parties to enter into
good faith renegotiation to re-examine the effects of the project on the environment, and to reach a satisfactory
solution that takes account of the objectives of the treaty (Note 36).

5. Conclusion

Although nation states are at liberty to determine the manner by which petroleum to which they lawfully lay claim
should be exploited, it is not in the national interest to undermine the positive socio-economic relevance of
transnational oil companies. Petroleum agreements provide the platform for mutually beneficial relationship
between host countries and multinational oil companies. This symbiosis can only be realized through carefully
drafted agreement between the parties. In addition, while ensuring that parties are bound to fulfill their part of the
bargain, there should be room for negotiations in the event of an occurring disequilibrium affecting the economic
condition surrounding the agreement. Here again, the element of good faith must be observed at all times, having as
a core aim, restoring the balance of the agreement.

6. Key Findings and Recommendations
6.1 Petroleum Agreements versus Quest for Sovereignty over Petroleum Resources

Among the existing principles of international law that developing countries attempted to diminish was the principle
of pacta sunt servanda underlying contractual commitments. They argued that their sovereignty over natural
resources superseded any contractual promise, including express commitments by the State not to impair those
contractual rights (Note 37). Furthermore, they proposed that any agreement with a foreign investor was subject to
modification or termination based on national interest motives alone (Note 38).

This quest for sovereignty has received international acceptance for it is generally recognized that respect for
contractual obligations does not imply that a State cannot exercise its sovereignty to adopt laws or regulations
within its accepted powers even if such measures may cause economic damage to those subject to its powers (Note
39). In these cases, the injured party may not have the right to compensation (Note 40). The point to ponder over
however, is whether such excessive exercise of state sovereignty is in fact advantageous to healthy economic
development. Perhaps, the example of the Venezuela oil nationalism (Note 41) makes this point relevant. Since 2004,
the Venezuelan government has been implementing its most significant oil field nationalization process in 30 years
(Note 42). Pursuant to a proclaimed right to ‘oil sovereignty’, Venezuela has taken actions that can be perceived as
detrimental to multinational oil investors (Note 43), ranging from unilateral increases in taxes and royalties, to
forced contract renegotiations, nullification of contracts and outright expropriations. These actions of the
government have resulted in squeezing multinational oil companies out of a national oil industry that is still in need
of substantial petroleum agreement to fulfill its potential. In addition to concerns that PDVSA (Note 44) has over
extended itself, there are also questions as to whether the current policies will dampen future investment in
Venezuela. Why should international oil companies risk investing in the volatile Venezuelan oil industry? How
confident can potential investors be that Venezuela will honor contracts instead of changing the rules of the game
once the initial investment is made?

It is worth stating here that the overall benefits of foreign investment for developing country economies cannot be
overemphasized. Given the appropriate host-country policies and a basic level of development, a preponderance of
studies shows that foreign investment triggers technology spillovers, assists human capital formation, contributes to
international trade integration, helps create a more competitive business environment and enhances enterprise
development (Note 45). All of these contribute to higher economic growth, which is the most potent tool for
alleviating poverty in developing countries. Moreover, beyond the strictly economic benefits, foreign investment
may help improve environmental and social conditions in the host country by, for example, transferring “cleaner”
technologies and leading to more socially responsible corporate policies (Note 46).
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Yet, these benefits do not accrue automatically. Conducive national policies on petroleum agreements are important
for attracting foreign investment to developing countries and for reaping their full benefits for development. Host
countries need to establish a transparent, broad and effective enabling policy environment for investment and this
must include reasonable contractual commitments. In this respect, renegotiation clauses become important tools in
the pursuit of state sovereignty since it has in many cases increased host countries’ participation in petroleum
development (Note 47). The aim should always be to maximize the benefits and minimize the costs (Note 48).

6.2 Defining Fundamental Change of Circumstances

The major concern of the multinational oil firms is not with the renegotiation clause but rather with the fear that the
flexibility created by the insertion of the renegotiation clause could be used by the state to alter key investment
conditions to its advantage (Note 49). An imprecise definition of what constitutes a fundamental change of
circumstance could leave room for manipulations in contractual relations. It may also create conflicts over whether
or not a triggering event has occurred.

Expressed as clausula rebus sic stantibus, fundamental change of circumstances is an escape clause that makes an
exception to the general rule of pacta sunt servanda. The change of circumstances triggering renegotiation lacks
standard definition but the concept has nevertheless gained wide acceptance in practice (Note 50) and is often
embodied in renegotiation clauses. For example Petroleum production agreement between the Government of Ghana
and Shell Exploration and Production Co. provides:

1t 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.... (Note 51)

The Vienna Convention on the Law of Treaties of 1969, where such principle is expressed, does not define what a
“fundamental change of circumstances” is, but rather states that such change cannot be invoked as ground for
termination or withdrawal from a treaty, except when such circumstances:

a) constituted an essential basis of the consent of the parties to the treaty, and
b) the effect of the change is radically to transform the extent of obligations still to be performed under the treaty
(Note 52)

In interpreting this section, the International Court of Justice (ICJ) has taken a very restrictive approach on what
amounts to a fundamental change of circumstance. This is illustrated by the Gabcikovo-Nagymaros Case, in which
Hungary sought to rely on, among others, the principles of impossibility of performance and the occurrence of a
fundamental change of circumstance as grounds to withdraw from its treaty obligations. These included political
changes in both Hungary and Slovakia, the project's diminishing economic viability, and the progress in knowledge
on the environment, and development of new norms of international environmental law. In its decision, the court
acknowledged that new norms and standards have been developed since the treaty was signed. Nonetheless, it did
not consider that new developments in the state of environmental knowledge and environmental law can be said to
have been completely unforeseen. The changed circumstances advanced by Hungary are, in the court's view, not of
such a nature, either individually or collectively, that their effect would radically transform the extent of the
obligations still to be performed in order to accomplish the project.

A combined reading of Article 62 of the Vienna Convention and the decision in Gabcikovo-Nagymaros Case throws
more light on the conditions to be fulfilled. First, the change must be of circumstances existing at the time the treaty
was made. Second, the change of circumstances must be "fundamental." Third, the change must not have been
foreseen by the parties. Fourth, the existence of those circumstances must have constituted an essential basis of the
consent of the parties to be bound by the treaty in the first place. Fifth, the effect of the change must be radically to
transform the "extent" of obligations still to be performed under the treaty.

It is thus submitted that the term should be carefully worded and defined in a variety of ways having, as a common
denominator, the conditions that the change must be such as to cause a disproportionate prejudice or 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 (Note 53).

0.3 Renegotiation in the Absence of Renegotiation Clause

Renegotiation is beneficial in a number of ways. To host governments, it provides a medium for revision of
contractual terms to meet changed economic conditions that could not have been reasonably foreseen at the time of
concluding the agreement. For multinational oil companies, renegotiation ensures security of investment by
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preventing unilateral adaptation of contractual terms by the government. To take advantage of these benefits, parties
usually insert renegotiation clauses. In other words, parties to international investment contracts can overcome the
pacta sunt servanda principle only if the contract contains a renegotiation clause (Note 54). The pertinent question
however, is can a party seek a renegotiation of contractual terms where an express renegotiation clause is not
embodied in the agreement?

It may be recalled that by Resolution No. XVI. 90 of 1968, OPEC declared that governments have a right to
renegotiate contracts with multinational oil companies (Note 55). In addition, the Draft United Nations Code of
Conduct on Multinational oil companies provides thus:

In the absence of contractual clauses providing for review or renegotiation, multinational oil companies should
respond positively to requests for review or renegotiation of contracts concluded with Governments or
governmental agencies in circumstances marked by duress, or clear inequality between the parties, or where
the conditions upon which such a contract was based have fundamentally changed, causing thereby unforeseen
major distortions in the relations between the parties and thus rendering the contract unfair or oppressive to
either of the parties. Aiming at ensuring fairness to all parties concerned, review or renegotiation in such
situations should be undertaken in accordance with applicable legal principles and generally recognized legal
practices (Note 56)

The attitude of many host governments to the issue of renegotiation is reflected in the following statement of US
Secretary of the Interior, Ken Salazar to an oil industry audience:

Just as your shareholders expect you to get a fair rate of return on your investments and to be wise stewards of
your balance sheets, the American people are asking the same of us as we manage their resources. . . . That means
we are going to take another look at royalty rates. It means that tax breaks that are no longer needed, and which
the American people can't afford, will disappear (Note 57).

It is therefore advisable that even in the absence of a renegotiation clause, the parties to a transnational petroleum
agreement should view renegotiation as a desirable phenomenon whenever the need for it arises. It should be seen as
a duty albeit with corresponding obligations. One such obligation is to seek to maintain the original equilibrium of
the agreement and not to make one party to secure profits or other benefits at the expense of the other. Again,
renegotiation should aim at adapting the agreement to the established changed circumstances and not attempt a
reformation of the entire agreement. Hence, one cannot but agree with the words of wisdom that:

Renegotiation should therefore be acknowledged as an Integral feature of the petroleum agreement process
(Note 58).
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