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Climate Change and Securing Electricity Supply

Combating Climate Change and
Securing Electricity Supply: The
Role of Investment Protection
Law

Anatole Boute*
Groningen Center of Energy Law,
University of Groningen

Summary: This article builds upon the idea that
combating climate change and guaranteeing security
of electricity supply can relate to each other in a
mutually reinforcing way. It argues that investment
protection law could contribute to the realisation of
this potential synergy. Therefore, strong but
appropriate investment protection clauses should be
integrated in the relevant climate regulations at
international, European and national levels. In the
absence of such regulatory intervention, some
reflections are presented on the interpretation and
application of the existing investment provisions. On
the one hand, the legitimacy of constraining carbon
policies is examined in light of expropriation claims of
carbon-intensive investors. On the other hand,
attention is paid to the acute debate on the stability of
support schemes for alternative modes of electricity
production.

I. Introduction

Climate change and security of supply are generally
considered as the two major challenges characterising
the "new energy landscape of the 21st century."1 As
regards electricity markets, massive investments are
needed to reorganise this sector around more climate-
friendly patterns. At the same time, all major
international institutions stress the urgent need for
investments to replace ageing plants and to meet
increasing demand. 2 Together with Helm, it can thus
be considered that "the challenge of climate change
arises at the historical point when much plant needs
replacing anyway". 3 This coincidence in timing offers
a unique "opportunity to use this point of the
investment cycle to invest in substantial non-carbon
sources" 4 and thus to combat climate change and
guarantee security of electricity supply with the same
investment program.

It can be argued that in order to reap this potential
"double dividend ' 5 of future electricity investments,
climate and security of supply policies need to be
aligned. 6 However, climate protection policies, or

* Ph.D. researcher at the Groningen Center of Energy Law
(University of Groningen) and member of the Brussels bar
(Janson Baugniet). The author is grateful to Dr G. Block,
Prof M. Brus, Prof M. Roggenkamp and Dr E. Woerdman.
Any errors or omissions can only be attributed to the author.
1 Green Paper of the European Commission COM(2006)
105 final of 8 March 2006 on A European Strategy for
Sustainable, Competitive and Secure Energy, p. 4 (hereafter
"Green Paper on Sustainable, Competitive and Secure
Energy"). The Ministers of the Member countries of the
International Energy Agency refer to the "twin energy-
related challenges we confront". See Press Release (07)11 of
the Meeting of the Governing Board at Ministerial Level of
the International Energy Agency of 17 May 2007, Paris.
2 The European Commission considers that an amount of
C900 billion will have to be invested over the next 25 years in
power generation capacity alone. Communication of the
European Commission COM(2007)1 final of 10 January
2007 on An Energy Policy for Europe, p. 4 (hereafter
"Communication on An Energy Policy for Europe). See also
High Level Group on Competitiveness, Energy and the
Environment, Second Report on Long Term Energy Futures
and Investment in Power Generation and Energy Efficiency
(October 2006), p. 1; Eurelectric, Ensuring Investments in a
Liberalised Electricity Sector (2004), p. 50; Capgemini,
European Energy Markets Observatory 2006; At world level,
the International Energy Agency estimates that investments
in the energy-supply infrastructure of over $30 trillion are
needed over 2005-2030. International Energy Agency,
World Energy Outlook 2006. See also the 2006 G8 Summit's
Declaration on Global Energy Security, http://en.g8
russia.ru/docs/1 1html.
3 Helm, "European Energy Policy: Securing Supplies and
Meeting the Challenge of Climate Change" [2005] Paper
prepared for the UK Presidency of the European Union, p.
3 (hereafter "European Energy Policy").
4 Ibid., p. 3.
5 See World Bank, Clean Energy and Development: Towards
an Investment Framework, (2006), p. 3. The World Bank
notes that "[t]he global community today is working toward
a potential 'double dividend". This means meeting the needs
that are essential for economic growth and fighting poverty,
while at the same time leaving a smaller environmental
footprint. Strategies to support clean energy and a low
carbon economy are essential to fulfill this promise."
6 Helm provides in this view that "The challenge is not
simply to reduce carbon emissions, but to do so in a way
which does not prejudice the other objectives. An energy
policy designed to meet multiple objectives is a much more
complex problem, which is likely to require multiple
instruments". Helm, "Climate Change and Energy Policy",
in Helm (ed.), Climate Change Policy, (Oxford University
Press: Oxford, 2005), p. 323. See also Blyth and Hamilton,
Aligning Climate and Energy Policy - Creating Incentives to
Invest in Low Carbon Technologies in the Context of Linked
Markets fir Fossil Fuel, Electricity and Carbon, (Chatham
House: 2006); Blyth and Lefevre, Energy Security and
Climate Change Policy Interactions - An assessment Frame-
work, (International Energy Agency Information Paper:
2004). For the initiative of the United Kingdom in this view
see Hobday, "The Energy Review: Balancing Climate
Change With the United Kingdom's Energy Security
Challenge", International Energy Law and Taxation Review
[2006], 7, pp. 195-198.
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more precisely the way they are currently implemen-
ted, appear to conflict with the underlying principles
of policies in the field of security of supply.

The concept of security of electricity supply refers to
the ability of the electricity system to maintain the
balance between the demand and supply of electricity
in the long-term. 7 Maintaining this balance requires
the availability of sufficient primary energy sources,
the reduction of the long-term growth of electricity
demand, the adequacy of production capacity and the
adequacy of network capacity.8 A central component
of any credible security of supply policy relates to the
creation of a stable and secure investment climate.
Indeed, following the world-wide trend towards the
liberalisation of electricity markets, investment deci-
sions in additional production capacity are generally
taken by private investors. Given the high capital-
intensity and long-lived nature of electricity invest-
ments, market players will be highly reluctant to
regulatory changes and uncertainty that may affect the
profitability of their investments. An unstable and
insecure investment climate may thus affect the level of
generating capacity, and thus the ability of the
electricity system to meet the demand of final
consumers. 9 The International Energy Agency pro-
vides in this view that:

"Once investments are made, companies will need
to have the right to enjoy their investments without
unreasonable interventions from governments or
regulators, or discrimination in favour of their
competitors. It will be essential for potential
investors to know that their activities can be
conducted under a coherent framework of law
guaranteeing their rights and ensuring performance
of contracts and other agreements. [...] One of the
worst fears for investors is the possibility of
fundamental changes to the legal regime governing
an investment which would undermine the fiscal or
contractual undertakings that formed the basis of
original investment decision". 10

Based on this key prerequisite, initiatives have been
launched at the international and European level in
order to create a climate conductive to investments in
an adequate level of production capacity. So, the G8
declared at the 2006 Saint-Petersburg Summit that it
would enhance global energy security by "improving
the investment climate in the energy sector". 1 Besides,
the European institutions adopted, on 18 January
2006, Directive 2005/89/EC concerning measures to
safeguard security of electricity supply and infrastruc-
ture investment1 2 imposing on Member States to
safeguard security of electricity supply by "taking
the necessary measures to facilitate a stable investment
climate". 13

In contradiction to this approach, the implementa-
tion of climate protection policies is nowadays
characterised by regulatory uncertainty and instabil-
ity. Indeed, the international community as well as the
European institutions fail to provide investors with a

"clear, long-term climate change policy framework". 14

At the international level, the emissions reduction
targets provided in the Kyoto Protocol 15 do only offer
visibility until 2012.16 The question whether there will
be a post-2012 international climate regime and, if so,
what form this regime may take or what kind of
targets it may impose is still open. This absence of long
term visibility is even more present within the
European Emissions Trading Scheme, 7 where emis-
sion rights are allocated to the concerned installations

7 Eurelectric, Security of Electricity Supply - Roles, Respon-
sibilities and Experiences within the EU, (2006), p. 15;
Roggenkamp, "Re-regulating Electricity Supply in the
Netherlands: A Balancing Act between Energy Security
and Liberalisation", in Barton, Redgwell, Ronne and
Zillman (eds), Energy Security: Managing Risk in a Dynamic
Legal and Regulatory Environment, (Oxford University
Press: 2004), p. 279.
8 Boute, "De Handhaving van de Voorzieningszekerheid in
de Europese Elektriciteitsmarkt: Wat is de Toegevoegde
Waarde van Richtlijn 2005/89/EG ten opzichte van de
Elektriciteitsrichtlijn 2003/54/EG", Milieu en Energierecht
t2006], Vol. 2, pp. 111-112.

International Energy Agency, Power Generation Invest-
ment in Electricity Markets, (2003), pp. 89-93.
10 Joint Paper by the Energy Charter Secretariat and the
International Energy Agency presented to the 1998 G8
Energy Ministerial in Moscow. See also Eurelectric, Ensur-
ing Investments in a Liberalised Electricity Sector, op cit., p.
55. According to Eurelectric, "[t]he aspect of regulatory
certainty cannot be overstated. Governments must ensure a
stable, reliable and long-term framework for investments -
not a situation in which the parameters of the economic
environment are changed every couple of years."
11 2006 G8 Summit's Declaration on Global Energy
Security, op. cit., p. 2.
12 OJ 4.02.2006 L33/22, in the following the "Directive
2005/89/EC on Security of Electricity Supply".
13 See Art. 3 §1 and §2 (b) of Directive 2005/89/EC on
Security of Electricity Supply.
14 Sullivan and Blyth, Climate Change Policy Uncertainty
and the Electricity Industry: Implications and Unintended
Consequences, (Chatham House Briefing Paper: 2006), p. 2;
Blyth and Yang, Impact of Climate Change policy Un-
certainty in Power Investment, (International Energy Agency
Working Paper Series: 2006). See also Institutional Investors
Group on Climate Change, Investor Statement on Climate
Change, (2007), available at http://www.insightinvestment.-
com.
15 Kyoto Protocol to the United Nations Framework
Convention on Climate Change, (1997), entry into force
on 16 February 2005, thereafter the "Kyoto Protocol".
16 See Art. 3 of the Kyoto Protocol.
17 See Directive 2003/87/EC of the European Parliament
and of the Council of 13 October 2003 Establishing a
Scheme for Greenhouse Gas Emission Allowance Trading
within the Community and Amending Council Directive 96/
61/EC, OJ 2003 L275/32, amended by Directive 2004/101/
EC of the European Parliament and of the Council of 27
October 2004, OJ 2004 L338 (hereafter "Emissions Trading
Directive").
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in two separate phases (2005-2007 and 2008-2012).
Besides, policies related to the promotion of alter-
native modes of electricity production and energy
efficiency do also entail important political and
regulatory risks. These policies generally provide for
the creation of support schemes enabling the financial
viability of climate-friendly investments. The political
experience gathered in this field remains however
limited at the moment. It may be feared that, once
investments are made, public authorities will be
tempted to reconsider their commitments. 18

Given the threat that such uncertainty and instabil-
ity constitutes for electricity and climate protection
investments, it appears interesting to examine to what
extent investment protection law could offer some
relief to the concerned investors. Contrary to the
rather declaratory and general nature of the recent
initiatives in the field of security of supply, investment
protection law provides for binding provisions aiming
at protecting investors from expropriation and unrea-
sonable infringements of their property rights. Based
on these provisions, climate-friendly investments
suffering from ex post regulatory changes could try
to obtain that the commitments existing at the
moment of investing be respected. On the other hand,
however, holders of carbon-intensive assets could try
to obtain compensation for the imposition of drastic
emissions reductions affecting the economic value of
their investments.

The underlying question that this article intends to
examine is how investment protection law could
contribute to both combating climate change and
securing security of electricity supply. It thus focuses
on investment protection law as a mechanism to
realise the potential "double dividend" of future
electricity investments. Two specific questions are
raised. First, we analyse whether investors could
jeopardize climate protection policy by claiming that
it violates their property rights and thus constitutes a
so-called 'environmental expropriation'. 19 Second, we
examine to what extent investment protection law
could secure climate protection investments from the
adverse effects of regulatory change. These questions
are analysed respectively in the context of the
European climate policy and the implementation of
the Kyoto Protocol in other constituencies.

II. Climate policy and the protection of
property rights in Europe

The European institutions appear to have chosen a
dual approach to internalise the CO 2 externalities of
the electricity sector. On the one hand, electricity
production installations exceeding a certain capacity
have been included in the scope of the European
Emissions Trading Scheme. 20 A carbon constraint has
thus been imposed on the electricity production sector.

On the other, several legislative instruments have been
adopted to promote alternative modes of electricity
production 21 and to stimulate end-use energy effi-
ciency.

22

As already introduced above, the investment-
related issues at stake in the constraining internalisa-
tion approach differ from those related to the
supportive approach. However, it may be considered
that, under European law, the same investment-related
principles are relevant in both cases. These principles
are the protection of property rights and the freedom
to pursue an economic activity, the principle of non-
discrimination and equal treatment and the principle
of legal certainty and protection of legitimate expecta-
tions.

Under European Law in the broad sense, property
rights, encompassing the economic value of an
investment, 23 are protected by Art. 1 of the First
additional Protocol to the European Convention on
Human Rights, 24 providing that:

"Every natural or legal person is entitled to the
peaceful enjoyment of his possessions. No one shall

18 See Helm, Hepburn and Mash, "Credible Carbon

Policy", Oxford Review of Economic Policy, Vol. 19, p.
440, n. 3. See also Petterson, "Investing in Renewables: Can
We Trust the Subsidies?", presentation given at the Energy
Forum conference on Investing and Financing Long Term
Power Supply (2006).
19 Wagner, "International Investment, Expropriation and
Environmental Protection", Golden Gate University Law
Review, (1999), Vol. 465, p. 465.
20 In accordance with Annex I of the Emissions Trading
Directive, combustion installations with a rated thermal
input exceeding 20 MW are covered by the European
Emissions Trading Scheme.
21 See Directive 2001/77/EC of 27 September 2001 on the
Promotion of Electricity Produced from Renewable Energy
Sources in the Internal Electricity Market, OJ 27.10.2001
L283/33 (hereafter "Directive 2001/77/EC on Renewable
Electricity"); Directive 2004/8/EC of 11 February 2004 on
the Promotion of Cogeneration based on a Useful Heat
Demand in the Internal Energy Market and Amending
Directive 92/42/EEC, OJ 21.02.2004 L52/50 (hereafter
"Directive 2004181EC on High-Efficiency Cogeneration").
22 See, among others, Directive 2006/32/EC of 5 April 2006
on Energy End-Use Efficiency and Energy Services and
Repealing Council Directive 93/76/EEC, OJ 27.4.2006
Li 14/64 (hereafter "Directive 2006/32/EC on Energy End-
Use Efficiency").
23 See hereunder as regards the large interpretation of the
notion of "possessions" given by the European Court of
Human Rights.
24 Protocol to the Convention for the Protection of Human
Rights and Fundamental Freedoms, opened for signature
on 20 March 1952 (hereafter the "First additional Protocol
to the ECHR"); Convention for the Protection of Human
Rights and Fundamental Freedoms, opened for signature
on 4 November 1950 (hereafter the "European Convention
on Human Rights") available at http://conventions.coe.int/
treaty/EN/cadreprincipal.htm (hereafter the "ECHR").
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be deprived of his possessions except in the public
interest and subject to the conditions provided for
by law and by the general principles of international
law.

The preceding provisions shall not, however, in
any way impair the right of a state to enforce such
laws as it deems necessary to control the use of
property in accordance with the general interest or
to secure the payment of taxes or other contribu-
tions or penalties."

According to the interpretation of the European Court
of Human Rights, this Article contains three distinct
rules. 25 The first rule, formulated in the first sentence
of the first paragraph, is of general nature and
enunciates the principle of peaceful enjoyment of
property. The second rule, set out in the second
sentence of the same paragraph, subjects the depriva-
tion of possessions (or expropriation) to certain
conditions. The third rule, contained in the second
paragraph, recognises the right of states to control the
use of property in accordance with the general interest.
Since the second and third rules are specific provisions,
their applicability must be assessed before turning to
the first one. These three rules are however intrinsi-
cally connected with each other. Both second and third
rules have indeed to be interpreted in light of the
general principle of peaceful enjoyment of property. 26

In accordance with this principle, interference with
property rights may only be allowed if it pursues an
objective of 'public interest' and is proportional to this
objective. 27 It implies a "fair balance between the
demands of the general interest of the community and
the requirements of the protection of the individual's
fundamental rights. '28 This test will be considered to
be failed in case a measure is not appropriate to attain
a given aim, less harmful alternative measures exist, or
if it imposes "an individual and excessive burden" 29 on
the concerned persons. It must, however, be noted that
the European Court of Human Rights grants states a
wide margin of appreciation in the determination of
their policy.30

The Court of Justice of the European Communities
acknowledges the right to property as a principle of
Community law, besides the freedom to pursue an
economic activity. 31 It follows similar guidelines as the
European Court of Human Rights in its assessment of
alleged violations of this principle. Investors claiming
an illegitimate national or European interference in
the peaceful enjoyment of their possessions could thus
take this jurisprudence into account when defending
their cases.

In addition, the principles of non-discrimination
and equal treatment provide investors with a solid
legal basis to challenge regulatory interventions
unduly penalising certain actors in comparison to
others. Indeed, the Court of Justice of the European
Communities considers that, in accordance with these
principles, different situations may not be treated
similarly and that comparable situations may not be

treated differently. A difference of treatment may only
be justified if it pursues a legitimate aim, is based on an
objective criterion, and is proportionate to the pursued
aim.

32

Furthermore, the principles of legal certainty and
protection of legitimate expectations ensure investors
with a certain level of predictability of regulatory
intervention. 33 In accordance with these principles,
government intervention should not deprive actors
from what they could "reasonably expect". 34 It also
protects investors from interference in their "acquired
rights".

35

25 Judgment Sporrong and Lonnroth v. Sweden of 23

September 1982, ECHR [1982] Serie A nr. 52, at 24.
26 Judgment Sporrong and Lonnroth v. Sweden, op cit., at 26.

The European Court of Human Rights provided in this view
that "[t]he search for this balance [contained in the first rule]
is inherent in the whole of the Convention and is also
reflected in the structure of Article 1".
27 Fabri, "The Approach Taken by the European Court of
Human Rights to the Assessment of Compensation for
'Regulatory Expropriations' of the Property of Foreign
Investors", N.Y. U. Environmental Law Journal, [2002], Vol.
11, p. 163.
28 Ibid., at 26.
29 Judgment James v. United Kingdom of 21 February 1986,

ECHR [1986] Serie A, nr 98, at 34.
30 Mountfield, "Regulatory Expropriations in Europe: The
Approach of the European Court of Human Rights",
N.Y.U. Environmental Law Journal, (2002), Vol. 11, p. 146.
See also Betten and Grief, EU Law and Human Rights
Longman: 1998), p. 106.
1 See Case 44/79 Hauer v. Land Rheinland-Pfalz, judgment

of 13 December 1979, ECR [1979] 3727. See also Art. 295 of
the Treaty Establishing the European Community providing
that "[t]his Treaty shall in no way prejudice the rules in
Member States governing the system of property ownership."
32 Case 59/83 SA Biovilac NV v. European Economic
Community, judgment of 6 December 1984, ECR [1984] 4057.
33 It must be noted that the principles of legal certainty and
protection of legitimate expectations, as well as the
principles of non-discrimination and equal treatment could
be considered as "standards of treatment" of investors. This
conceptual category can be distinguished from the "depri-
vation of property rights" as such. See Fietta, "Expropria-
tion and the "Fair and Equitable" Standard - The
Developing Role of Investors" "Expectations" in Interna-
tional Investment Arbitration, Journal of International
Arbitration, (2006), Vol. 23(5), pp. 376-377.
34 Esteban, The Rule of Law in the European Constitution,
(Kluwer: 1999), p. 161. See Case 95-98/74 Union Nationale
des Cooperatives Agricoles de Crdles and others v. Commis-
sion,judgment of 10 December 1975, ECR [1975] 1615; Case
228/84 Pauvert v. Court of Auditors, judgment of 20 July
1985, ECR [1985] 1973.
35 The Court of Justice ruled in this respect that: "an
administrative measure conferring individual rights on the
person concerned cannot in principle be withdrawn, if it is a
lawful measure; in that case, since the individual right is
vested, the need to safeguard confidence in the stability of
the situation thus created prevails over the interests of an
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The Emissions Trading Scheme as "investment killer"?
The implementation of the Emissions Trading Scheme,
per definition, implies a certain impact on investments.
It is indeed designed to reduce the emissions of
greenhouse gases 36 of certain industrial sectors by
establishing an economic cost for their emission of
these gases. This cost is created by obliging the
operators of the targeted installations to cover their
emissions with a corresponding amount of emission
rights and by limiting the total amount of these
rights.37 This scarcity, as well as the burden imposed
on each sector and individual installation, is deter-
mined in the National Allocation Plans, where
Member States, under close scrutiny of the European
Commission, 38 assign (for free) an amount of emis-
sions rights to the companies. The impact of the
Emissions Trading Scheme on concerned investments
depends thus largely from the outcome of this
allocation process.

The recent decisions of the European Commission
on the National Allocation Plans for the 2008-2012
trading period has intensified the debate on the impact
of the Emissions Trading Scheme on investments in
the electricity sector. Indeed, it imposed drastic
reductions of the amount of emission rights proposed
by the Member States. 39 This approach has been
criticised as allowing the Emissions Trading Scheme to
become an "investment-killer". 40 In this context, the
situation of investments existing before the implemen-
tation of the Emissions Trading Scheme differs from
those resulting from new investments decisions.

Existing Installations
For operators of installations that have until recently
been operated without serious carbon restrictions,
these increasing constraints represent a substantial
change of the economic conditions underlying their
investments. A major European steel manufacturer
considered that this change violates its fundamental
rights and introduced claims before the Court of First
Instance,41 the Belgian Arbitration Court and the
French Council of State, challenging the validity of the
Emissions Trading Directive and the Walloon and
French implementing legislations.

The applicant, first, invoked a violation of its
property rights and the freedom to pursue an
economic activity. 42 It alleged that the implementation
of the Emissions Trading Scheme creates economic
conditions under which the operation of its plants
becomes "unsustainable" (sic). 43 This interference
would be unjustifiable given the current technological
impossibility to further reduce its emissions. More-
over, the claimant submitted that the purchase of

cont.
administration desirous of reversing its decision". Cases 7/
56 and 3-7/57, Algera v. Common Assembly, judgment of 12

July 1957 ECR [1957] 56, quoted in Snodgrass, "Protecting
Investors' Legitimate Expectations: Recognizing and Deli-
miting a General Principle", ICSID Review Foreign Invest-
ment Law Journal, [2006], Vol. 21(1), p. 26. See also
Esteban, The Rule of Law in the European Constitution, op
cit., p. 162.
36 The scope of greenhouse gases included in the Emissions
Trading Scheme has been temporarily limited to carbon
dioxide (C0 2). See Art. 3(a) of the Emissions Trading
Directive.
37 According to Art. 12, para. 3 of the Emissions Trading
Directive, each year operators of the installations covered by
the Emissions Trading Scheme (see Annex I) shall surrender
a number of allowances equal to the total of their emissions
during the preceding year.
38 Article 9 of the Emissions Trading Directive provides that
the National Allocation Plans should be notified to the
European Commission, that may reject them, or any aspect
thereof, in case of incompatibility with Art. 10 or Annex III
of the Directive.
39 So, in its assessment of the first set of National Allocation
Plans for the period 2008-2012, the European Commission
reduced the emissions rights by almost seven per cent below
the emissions proposed by Germany, Greece, Ireland,
Latvia, Lithuania, Luxembourg, Malta, Slovakia, Sweden
and the United Kingdom. See Press Release IP/06/1650 of
29 November 2006, Emissions Trading: Commission Decides
on First Set of National Allocation Plans for the 2008-2012
Trading Period. In its assessment of the Czech and Polish
National Allocation Plans, the Commission required a
reduction of the proposed emission rights of respectively
14.8% and 26.7%. See Press Release IP/07/412 of 26 March
2007, Emissions Trading: Commission Decides on Czech and
Polish National Allocation Plans for 2008-2012. For an
overview of the current allocation of emission rights to the
power generation sector in Europe see www.econ.cam.a-
c.uk/research/tsec/euets/ (updated until 23 January 2006).
40 Point Carbon, Press Release of 29 November 2006, EC
decision on NAP "hard to understand", says German
Movernment.

Action brought on 15 January 2004 by Arcelor S.A.
against the European Parliament and Council, Case T-16/
04.
42 In the same line, see Posser and Altenschmidt, "European
Union Emissions Trading Directive", Journal of Energy and
Natural Resources Law, [2005] Vol. 23, nol, p. 67-70. These
authors analyse the compatibility of the Emissions Trading
Scheme with the Community's fundamental rights, and in
particular the right to property. In their analysis of the
proportionality of the Emissions Trading Scheme, they
advocate the industrial cause and sustain that "[it is very
doubtful whether the requirement of suitability is met. Can
the world's climate really be saved with the help of emissions
trading in the 25 countries of the Community? Will it be
possible to fight a global greenhouse effect by just the
European operators or installations being subject limita-
tions while their American or Chinese competitors continue
to emit CO 2 without any restrictions? Can the threatened
sinking of the South Pacific islands be averted by the
imposition of restrictions on the European steel industry?"
These authors furthermore consider that "the Court will
have to verify whether the strains on the European economy
are actually in an appropriate proportion to the minor
advantages of European emissions trading."
41 Ibid.
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emissions rights at an unpredictable market price
would constitute a violation of the principle of legal
certainty, since it would be unable to precisely foresee
the financial implications of this policy. Furthermore,
the claimant invoked a breach of the principle of non-
discrimination, alleging that competing sectors, such
as the production of plastic (chemical industry), the
production of aluminium and the incineration of
waste, are not submitted to similar constraints.

Although these cases do not directly concern the
power generation sector, the reasoning developed by
the respective courts is, to a large extent, relevant for
investments in the electricity markets. In absence of a
judgement of the Court of First Instance, these claims
are analysed hereunder in light of the arrests of the
Belgian Arbitration Court 44 and the French Council of
State.

45

Both the Belgian and French courts rejected the
claimant's allegation of a violation of its property
rights. The arguments developed by the French Council
of State are however not very useful for this analysis. It
indeed provided that the claimant was, in fact, invoking
a violation of its property rights resulting from its
emissions reductions obligations. The amount of
emissions rights being determined under a different
Decree than the one under consideration, the Council
of State considered not to be entitled to pronounce itself
on this issue. The Belgian Arbitration Court, on the
contrary, assessed the compatibility of the Emissions
Trading Scheme with Art. 1 of the First additional
Protocol to the ECHR and concluded that:

"The limitations imposed by the quota regime on
the claimants do not prejudice at all their property
right on the installations they are operating and do
not prevent them in any way to define an industrial
and economic policy. If it is true that such policy
could necessitate certain adaptations in order to
answer the requirements of the quota regime, they
are [...] reasonable and proportionate to the aimed
purpose."

46

Indeed, the Belgian Arbitration Court unsurpris-
ingly confirmed that the Emissions Trading Directive,
and thus the Walloon implementing legislation, pursue
a double legitimate objective: reducing the European
greenhouse gas emissions and this on a cost-effective
and economically efficient matter. 47 It concluded to
the proportionality of the Walloon scheme by
considering that due account had been given to the
industrial reality of the Region, given its emissions
reduction obligations under the Kyoto Protocol, "this
environmental objective having to be considered as
contributing to a higher public interest. '48 Besides, the
Belgian Arbitration Court paid particular attention to
the proportionality of the sanctions regime created by
the Emissions Trading Directive. It considered these
sanctions as adapted to the needs of the Emissions
Trading Scheme since they provide incentives for the
concerned parties to respect their emissions reduction
obligations and thus enable the achievement of the

obligations under the Kyoto Protocol. Thus, the arrest
of the Belgian Arbitration Court clearly dismissed the
allegation that the implementation of the Emissions
Trading Scheme would violate property rights and
constitute a so-called "environmental expropriation".
It may be expected that, given the considerable leeway
left to European and national authorities, the Court of
First Instance49 will most probably confirm the
conclusions of the Belgian Arbitration Court. Given
the market-oriented nature of the Emissions Trading
Scheme and its alleged cost-efficiency, the Court is
indeed unlikely to rule that there exist less harmful
alternatives to attain the same emissions reduction
objectives. In the current political context, where the
combat of climate change constitutes an absolute
priority and where the Emissions Trading Scheme is
advocated as the prime policy instrument, an opposite
ruling would, in any case, be difficult to accept.

Moreover, the alleged violation of the principle of
legal certainty was also rejected by both Belgian 50 and
French courts. The French Council of State rejected
this argument univocally by ruling that the fact that
companies could not predict the market price of
emissions rights does not constitute a violation of the
principle of legal certainty.

As regards the alleged violation of the principle of
non-discrimination and equal treatment, the Belgian
Arbitration Court and the French Council of State
adopted diverging conclusions. Indeed, the Belgian
Arbitration Court dismissed this allegation, whereas
the French Council of State decided to submit a
prejudicial question to the Court of Justice of the
European Communities.

In its assessment of the discriminatory nature of the
scope of the Emissions Trading Directive, the Belgian
Arbitration Court referred to the reasons invoked by
the European Commission to justify the exclusion of
the chemical sector and waste incineration sectors.5 1

44 Belgian Arbitration Court, Arrest no 92/2006 of 7 June
2006.
45 French Council of State, Arrest no 287110 of 8 February
2007.
46 Translated from French by the author. Belgian Arbitra-
tion Court, Arrest no 92/2006 of 7 June 2006, p. 22, no B.16.
47 Belgian Arbitration Court, Arrest no 92/2006 of 7 June
2006, p. 21, no B.15.
48 Ibid.
49 See Pending Case T-16/04 Arcelor S.A. v. European
Parliament and Council.
50 The Belgian Arbitration Court did not analyse this issue
into detail, since it considered that it was not competent to
evaluate this claim.
51 Proposal of the European Commission COM (2001) 581
final of 23 October 2001 for a Directive of the European
Parliament and of the Council establishing a scheme for
greenhouse gas emission allowance trading within the
Community and amending Council Directive 96/67/EC, p.
10 (hereafter the "Commission's proposal for an Emissions
Trading Directive").
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As regards the chemical sector, the European Com-
mission invoked the limited amount of CO2 emitted by
this sector 52 and the high number of chemical
installations, which would "substantially increase the
administrative complexity of the scheme". 53 As
regards the waste incineration sector, the European
Commission justified its exclusion on the basis of the
complexities of measuring the carbon content of the
waste material burnt.54 Based on these arguments, the
Belgian Arbitration Court considered that the scope of
application of the Emissions Trading Directive has
been determined taking into account the objectives of
reducing greenhouse gas emissions on a cost-effective
and economically efficient matter. It considered that
the limitation of the greenhouse gases covered by the
Emissions Trading Directive to CO 2 is legitimated by
the measurability of this gas. The Belgian Arbitration
Court stretched this reasoning to justify the choice of
economic activities covered by the Emissions Trading
Scheme. It considered indeed that, at this stage, only
activities emitting CO 2 in important quantities were
covered, given "the measurability of this gas, but also
given the fact that it represents 46% of the greenhouse
gases emitted within the European Union. ' 55 The
Walloon Region could thus legitimately limit the scope
of application of its implementing legislation to
activities producing the biggest quantities of CO 2.
Other economic activities could be excluded because
they emit gases that are not so easily measurable or
CO 2 in much less quantities. In accordance with the
Belgian Arbitration Court, the difference in treatment
introduced by the Walloon legislation is thus justified
on the basis of an objective criterion. Moreover, as
already mentioned above, it considered this difference
in treatment as proportionate to the pursued objective.

On the contrary, the French Council of State
adopted diverging conclusions. Like the Belgian
Arbitration Court, it based its reasoning on the nature
of the greenhouse gas covered by the Emissions
Trading Directive. It considered nevertheless that the
plastic and aluminium industries emit identical gases
as the gases covered by the Emissions Trading
Directive. It considered furthermore that since these
industries produce materials that are partially sub-
stitutable to the products of the steel industry, they
compete with each other. The exclusion of the plastic
and aluminium industries of the scope of the Emis-
sions Trading Directive therefore constitutes a differ-
ence of treatment. Justifying this difference on the
basis of the relative share of the industries in the total
emissions of greenhouse gases and by the necessity to
establish progressively an Emissions Trading Scheme
did, contrary to the Belgian Arbitration Court, not
convince the French Council of State. It thus decided
to question the Court of Justice of the European
Communities on the validity of the Emissions Trading
Directive in light of the principle of non-discrimina-
tion given the fact that it applies the Emissions
Trading Scheme to the installations of the steel

industry, without including the plastic and aluminium
industries.

Consequently, a definitive answer on the legitimacy
of the current scope of the Emissions Trading Scheme
will depend on the assessment by the European
jurisdictions. Here again, it may be expected that,
given the large margin of appreciation of the
European Communities and the objective arguments
advanced by the European Commission, the non-
discriminatory nature of the current choices will be
confirmed. In any way, it may be argued that an
opposite ruling would not per se constitute a serious
set-back for climate policy. On the contrary, a
judgment of the Court declaring the current restric-
tions of the Emissions Trading Scheme as discrimina-
tory would present a solid argument to defend a
further enlargement of its scope. In the current context
of climate urgency, it could, for instance, be used to
support the inclusion of the road sector, if the
competing maritime and aviation sectors were to be
included in the Emissions Trading Scheme. As regards
the electricity production sector, it could, possibly,
provide an argument to extent the scope of the
Scheme, currently limited to installations with a rated
thermal input exceeding 20 MW, to all fossil-fuelled
power plants.

Ex-post adjustments and transfer rules
Another issue relates to the modification of the
amount of emission rights initially allocated to existing
installations. The question raises whether investors
could be protected against a reduction by Member
States of the quantity of allowances determined in
their National Allocation Plans.

In accordance with Art. 1 1 and Annex III, criterion
10 of the Emissions Trading Directive, Member States
have to determine the quantity of allowances before
the beginning of the trading periods. The European
Commission considers that "[t]his decision may not be
re-visited and no allowances may be re-allocated by
means of adding to or subtracting from the quantity
determined for each operator on the basis of a
government decision or a pre-determined rule." 56

52 Less than one per cent of the EU's total emissions of

carbon dioxide in 1990.
53 Commission's proposal for an Emissions Trading Direc-
tive, p. 10.
54 Ibid.
55 Translated from French. Belgian Arbitration Court,
Arrest no 92/2006 of 7 June 2006, p. 22, no B.15.
56 Communication of the European Commission
COM(2004) 500 final of 7 August 2004 on Commission
Decisions of 7 July 2004 concerning national allocation
plans for the allocation of greenhouse gas emission
allowances of Austria, Denmark, Germany, Ireland, the
Netherlands, Slovenia, Sweden, and the United Kingdom in
accordance with Directive 2003/87/EC, p. 7. It must be
noted that this Decision is challenged by Germany before
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The European Commission considers indeed that such
ex-post adjustments:

"would create uncertainty for operators, and be
detrimental to investment decisions and the trading
market. [...] Also downward ex-post revisions, that
might be argued have a beneficial environmental
effect, are detrimental to the certainty that busi-
nesses need in order to make investments that lead
to reductions of emissions. '57

The European Commission nevertheless does not
exclude adjustments where an installation is closed
during the trading period. The European Commis-
sion considers that Member States shall determine
themselves how to treat closed installations. The
emission rights initially allocated to the closed
installations may be transferred to new installations
or cancelled.

58

The Belgian Arbitration Court has analysed the
withdrawal or reduction of allowances in case of
closure of installations or long term interruption of
their operation in light of Art. 1 of the First
Additional Protocol to the ECHR and the principle
of freedom to pursue an economic activity. 59 In the
abovementioned case, the claimant argued indeed
that the non-allocation of emission rights in case of
plant closure constituted a violation of its property
rights. The Belgian Arbitration Court dismissed this
claim based on the reasoning that operators were
only deprived of emission rights determined in the
National Allocation Plans, but not already trans-
ferred to their accounts in the national registries. 60 It
considered that the operators cannot be considered as
owner of the emissions rights initially allocated in the
National Allocation Plans. The non-allocation of
these allowances can thus not be considered as an
expropriation in the sense of Art. 1 of the First
Additional Protocol to the ECHR. Moreover, the
Belgian Arbitration Court considered that the opera-
tor "knows, at the moment that the emissions rights
are initially allocated [in the National Allocation
Plans] that these can be withdrawn" 61 in case of
closure of its installations. 62

It is beyond the scope of this article to discuss all
issues related to the legal nature of emissions rights
and their impact on the regulations of plant closure
and transfer rules. Nevertheless, it should be noted
that the approach of the Belgian Arbitration Court
corresponds to a large extent with the current
regulatory and contractual practice as regards emis-
sions rights. It appears indeed that the registration of
emissions rights in the accounts in the national
registries appears to be a decisive criterion in the
creation or transfer of property rights. 63 Some argue
that the sole allocation of emissions rights could
already create a right, protected by Art. 1 of the First
Additional Protocol to the ECHR. 64 Indeed, the
European Court for Human Rights gives a very broad
interpretation to the notion of "possessions" of Art. I
of the First additional Protocol to the ECHR.65

However, it has to be noted that the European Court
for Human Rights pays particular attention to the
'circumstances" surrounding the creation of such
rights. 66 As regards the allocation of emissions rights,
the operators "know" that these rights can be with-
drawn in case of closure. 67 It thus appears difficult to
argue that the emission rights initially allocated in the
National Allocation Plans and not yet transferred to
the individual accounts could fall under the scope of

cont.
the Tribunal of First Instance. See Action brought on 20
September 2004 by the Federal Republic of Germany
against the Commission of the European Communities,
Case T-374/04. Germany considers that the prohibition of
"ex-post adjustments downwards" is in breach of Art. 9(3)
of the Emissions Trading Directive in conjunction with
Annex III thereto. It also alleges a breach of Art. 176 of the
Treaty Establishing the European Community.
17 Ibid., pp. 7-8. See also Marr and Schafhausen, "Emission
Allowance Trading in Germany: A New Environmental
Regime is Taking Shape", Journal of European Environ-
mental and Planning Law [2004] 1, pp. 23-25.
58 The European Commission specifies its preference by
noting that "retaining allowances following closures is
expected to create incentives for investment in clean and
efficient installations." Ibid., p. 8.
59 See Belgian Arbitration Court, Arrest no 92/2006 of 7
June 2006, no B.19 - 35. For an analysis see Paques,
"L'Emission Trading d la Cour d'Arbitrage", Amnage-
ment-Environnement [2006] 4, pp. 185-188.
60 A fundamental distinction has indeed to be made between
the decision on the amount of emission rights that will be
allocated for each trading period (this decision is contained
in the National Allocation Plans) and the effective yearly
transfer of those rights to the account of the operators in the
national registries (see Art. 11, 4 of the Emissions Trading
Directive).
61 Belgian Arbitration Court, Arrest no 92/2006 of 7 June
2006, p. 27, no B.27.1.
62 Furthermore, the Belgian Arbitration Court considered
that the withdrawal of emissions rights in case of plant
closure does not prohibit the operators to apply for such
rights in other Member States. The availability of emissions
rights in these countries will depend on their regulation.
63 See Art. 3 of the Emission Allowances Single Trade
Agreement for the EU Scheme, Version of 26 August 2006
drafted by the International Emissions Trading Association.
See also Brouhns, "Aspects Juridiques du Commerce des
Quotas d'Emissions de C02", AmMnagement-Environnement
2006] 1, p. 13.

See Pdques, "L'Emission Trading i la Cour d'Arbitrage",
oe cit., p. 189.

Heringa, "Artikel 1 Eerste Protocol EVRM: het eigen-
domsrecht", in Heringa (ed.), Eigendom in het milieurecht,
Centrum voor omgevingsrecht en Beleid/NILOS, Utrecht,

l19.
See Judgment Broniowski v. Poland of 28 September

2005, n. 38. See also Pdques, "L'Emission Trading d la Cour
d'Arbitrage", op cit., p. 189.
67 See Belgian Arbitration Court, Arrest no 92/2006 of 7
June 2006, p. 27, no B.27.1.

Copyright 2007 by Kluwer Law International. All rights reserved

No claim asserted to original government works



European Environmental Law Review August/September 2007 235

Climate Change and Securing Electricity Supply

application of Art. 1 of the First Additional Protocol
to the ECHR.68

New Installations
Operators of installations built after the adoption of the
Emissions Trading Directive can difficulty advocate a
violation of their property rights, based on increased
carbon constraints and competitive disadvantages. 69 It
can be considered that this will be the case even if these
installations are confronted with severe emissions
reduction obligations in subsequent trading periods.
Indeed, the Court of Justice of the European Commu-
nities has held in a consistent line of decisions that:

"[t]he foreseeability of the risks inherent in the
market conditions at the time when the applicant
began to manufacture and market those products
excludes the possibility of any recompense for the
loss of competitiveness which it has suffered." '70

Given the uncertainty characterising the allocation
of emission rights in future trading periods, market
players may decide to wait with their investments until
more certainty is provided. In the electricity markets,
where an important amount of investments is urgently
needed, such careful behaviour may seriously put the
security of supply at risk.

Based on this concern, the German government
proposed to provide new entrants71 with a long-term
free allocation guarantee of emissions rights. New
entrants would receive an amount of emission rights
corresponding to 100% of their emissions. The
allocation method would be based on benchmarks
taking into account the Best Available Technology for
each production cycle. Moreover, Germany com-
mitted not to apply a reduction factor to these
installations for a period of 14 years.

Germany justified this long-term guarantee for new
entrants by sustaining that emissions trading periods
do not correspond with the investment cycles of the
concerned installations. Highlighting this shortcoming
of the Emissions Trading Scheme, the German
government considered it necessary to intervene in
order to provide investors with "a high level of
planning security". 72 It advocated that guaranteeing
a certain amount of emissions rights for future trading
periods would "create the necessary balance between
environmental objectives and the need for investors to
have planning certainty, thus accelerating investment
decisions for new installations and the change towards
new technologies. ' 73 Moreover, the German govern-
ment justified this guarantee by referring to the limited
reduction potential of newly build installations.

The European Commission decided, however, to
refuse this long-term guarantee in its decision on the
second German National Allocation Plan. It provided
that the application of this guarantee constituted a
difference in treatment that unduly favoured new
entrants in comparison to existing installations. It
considered indeed that new entrants operate in a
similar situation than that of comparable existing

installations. According to the European Commission,
the arguments advanced by Germany to justify the
difference of treatment between these two categories
cannot be accepted. 74 First, the commissioning date of
an installation does not necessarily imply that it would
have no or only a lower reduction potential than
existing installations. Second, both categories are
concerned by the difference between the length of
the investment cycles and the trading periods of the
Emissions Trading Scheme. 75 Consequently, the long-

68 See however Pdques, "L'Emission Trading i la Cour

d'Arbitrage", op cit., p. 189.
69 It must be noted that the issues analysed in this chapter

do not directly relate to the notion of investment protection
as such. However, the proposed outcome is to a large extent
based on the principle of non-discrimination and has
therefore been included in the present article.
70 Case 59/83 SA Biovilac NV v. European Economic
Community, Judgment of 6 December 1984, ECR [1984]
4057, paras 28-29.
71 "New entrants" are defined under Art. 3(h) of the
Emissions Trading Directive as "any installation carrying
out one or more of the activities indicated in Annex I, which
has obtained a greenhouse gas emissions permit or an
update of [it] because of a change in the nature or
functioning or an extension of the installation, subsequent
to the notification to the Commission of the national
allocation plan."
72 Translated from German. Background Paper of the 2008-
2012 National Allocation Plan [20061 p. 4.
73 Commission Decision of 29 November 2006 on the
national allocation plans of Germany, p. 12.
74 It must be precised that, according to criterion 6 of Annex
III of the Emissions Trading Directive a difference of
treatment can be applied between new entrants and
comparable existing installations, provided this difference
is limited to a given trading period. See Commission
Decision of 29 November 2006 on the national allocation
Flans of Germany, p. 12.

Moreover, based on the conclusions of the Climate Change
Committee, the European Commission considered that this
long-term guarantee could "lead to serious distortions of
competition in the internal market". Furthermore, the Eur-
opean Commission argued that, from an environmental point
of view, the guarantees may "create incentives to invest in
carbon-intensive production modes thereby limiting the
options for the needed further reductions in greenhouse gas
emissions post-2012." Moreover, it considered that "[alt the
same time any type of allocation guarantee beyond 2012 limits
the scope for further harmonization of the allocation
methodology across the internal market in the context of
the EU ETS review." See Communication of the European
Commission COM(2006) 725 of 29 November 2006 on the
assessment of national allocation plans for the allocation of
greenhouse gas emission allowances in the second period of
the EU Emissions Trading Scheme accompanying Commis-
sion Decisions of 29 November 2006 on the national
allocation plans of Germany, Greece, Ireland, Latvia,
Lithuania, Luxembourg, Malta, Slovakia, Sweden and the
United Kingdom in accordance with Directive 2003/87/EC,
pp. 10-11.
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term allocation guarantee proposed by Germany must
be considered as a discriminatory measure. The
European Commission concluded in very strong terms
that there is "no relevant trade-off of individual
investment decisions with the environmental objectives
of the Community scheme, which are notably achieved
through the economic incentives to reduce emissions
created by the scheme for all installations. '76

With this statement, the European Commission
appears thus to elevate the combat against climate
change as an objective superior to the guarantee of
electricity supply. This approach, rejecting the initia-
tive of a Member State to provide its investors with
some long-term investment security, has generated
some critical political reactions. 77 Moreover, German
investors decided to challenge this decision before the
Court of First Instance on the basis that, since they use
the "Best Available Technologies", the European
Commission's decision would impose on them unrea-
listic constraints. 78 Referring to the long-term commit-
ments made by the German governments in its first
National Allocation Plan, they furthermore allege a
breach of the principle of legal certainty. 79

Independently of the outcome of the abovemen-
tioned claims, the decision of the European Commis-
sion appears to be difficulty understandable given
earlier statements, where it explicitly recognised that:

"Being in theory able to go back to the drawing
board prior to each allocation period means that
certainty can only be given for up to five years
ahead. This is considered by many as too short to
give sufficient predictability for investment deci-
sions in sectors which are capital intensive and
result in installations intended to be operated for
decades. The Commission shares these views and
regards [...] increased predictability as [one of the]
key strategic issues." '80

In opposition with the decision of the European
Commission, it can be considered that the apparent
contradiction between climate change policy measures
and security of supply concerns could be overcome
without having to prioritise one of these policy
objectives. The environmental objectives of the Emis-
sions Trading Scheme could be reconciled with
increased security of supply without violating the
principle of non-discrimination.

It could indeed be argued that a more favourable
allocation method for new entrants81 is legitimate since
their situation is by nature very different of the
situation characterising historical installations. Such
difference is particularly applicable to new comers
competing with historical players on the liberalised
electricity markets. First, it could be advanced that the
financial situation of these two categories of installa-
tions is different. While historical installations are
already totally or at least partially depreciated, new
installations are, on the contrary, confronted with the
repayment of substantial capital costs. Moreover, it
could be argued that historical installations have, in

contrary to new entrants, benefited from the "wind-
fall profits" 82 of the first allocation period. It is indeed
generally considered that the market price for emission
rights, initially allocated for free, has been passed on
to consumers.8 3 The electricity industry is considered

76 Commission Decision of 29 November 2006 on the
national allocation plans of Germany, p. 12.
77 The German environment minister for instance provided
that: "The Commission's dismissive attitude would imply
that neither the power plants built in 2005 and 2006, nor the
planned new builds through 2012 could rely on long-term
investment certainty." Press Release from Point Carbon of
27 November 2006, Germany will fight for free allocation
V8uarantee.

Rausch-Becker, "Unternehmen verklagen Briissel wegen
Emissionszertifikaten", 9 February 2007, available at
www.finanzen.net (consulted on 3 May 2007).
79 Ibid.
80 Communication of the European Commission
COM(2006) 676 final of 13 November 2006 on Building a
Global Carbon Market - Report Pursuant to Art. 30 of
Directive 2003/87/EC, p. 8. This analysis is shared by most
market players. It appears indeed from a review of the
application of the Emissions Trading Scheme that compa-
nies and industry associations "seek clarity and long-term
stability regarding the rules; and this, over longer periods.
This would ensure a stable climate for investments and the
renewal of asset portfolios. The main reason is that asset
lifetimes in capital-intensive industries are roughly between
20 and 60 years, with construction times spanning several
years." McKinsey and Ecofys, Review of EU Emissions
Trading Scheme - Survey Results (August 2006), p. 4. See
also High Level Group on Competitiveness, Energy and the
Environment, First Report on the Functioning if the Energy
Market, Access to Energy, Energy Efficiency and the EU
Emissions Trading Scheme (June 2006), p. 10 and High Level
Group on Competitiveness, Energy and the Environment,
Second Report on Long Term Energy Futures and Investment
in Power Generation and Energy Efficiency (October 2006).
81 It must be noted that the concept of "new entrants" is
used here in the meaning of Art 3(h) of the Emissions
Trading Directive. It must be distinguished from the notion
of "new comers" on the electricity markets, which refers to
new players competing with the "incumbent" (or historical
player) on the liberalised electricity markets.

The notion of "windfall profits" is based on the reasoning
that even if companies have received their allowances free of
charge, the market will value them. Power generators
incorporate this "cost" in their electricity prices, what
generates additional income. See Sijm, Neuhoff, Chen,
"CO 2 cost pass-through and windfall profits in the power
sector", Climate Policy, [2006] Vol. 6, pp. 49-72.
83 See European Commission DG Competition Report on
Energy Sector Inquiry SEC(2006) 1724 of 10 January 2007,
p. 199-202, thereafter "the Energy Sector Inquiry". DG
Competition considers that "[in addition to rising natural
gas prices, generators - as they explain in their answers -
have started to factor in the value of CO2 allowances in their
pricing decisions as an additional factor of production. [...]
In the view of electricity generators and traders, CO 2
allowances are like any other variable factor of production.
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to have benefited from this mechanism. Based on this
consideration, certain governments have limited the
amount of emissions rights allocated to the power
generation sector. Germany considered, for instance,
that since historical installations have benefited from
the allocation under the first trading period, these
benefits must be 'recovered' under the second National
Allocation Plan.8 4 However, new installations (in
particular of new comers on the electricity market)
are in a totally different situation since they have not
participated in the first trading period. The Energy
Sector Inquiry of DG Competition provides in this
view that "companies that enter the generation market
are concerned that the current allocation scheme
favours incumbents over new entrants. '8 5 It could
thus be considered that the allocation of emissions
rights to these new installations cannot be limited
because of advantages granted to historical installa-
tions during the first trading period. Furthermore, it
could be sustained that the operation of new installa-
tions by new comers generally differs from the
operation of existing installations by historical market
players, since the latter generally benefit from a large
and diversified power production portfolio. Indeed,
the specific production portfolios of the incumbents
allow them to limit the operating hours of their most
carbon intensive plants in case of unforeseen increase
of the market price of emissions rights. Electricity
producers just entering an electricity market do not
have such a production portfolio at their disposal.
They are therefore not able to operate their generally
newly built plants with the same flexibility.

Moreover, in case new and existing installations
would be considered as similar categories, it could be
argued that a more favourable allocation to new
entrants is reasonable and proportionate to the
pursued objective of "public interest". It could indeed
be sustained that by guaranteeing a more favourable
allocation of emission rights to new entrants, public
authorities aim at increasing security of electricity
supply. Indeed, by allocating a sufficient amount of
emission rights to new entrants for a given period,
governments would enable the realisation of new
power production projects. In line with the objective
and provisions of Directive 2005/89/EC on Security of
Electricity Supply,86 this would in turn allow securing
a sufficient level of generation capacity to meet
demand.

Regulatory change and the credibility of national
support schemes
Confronted with increasing carbon constraints and
long-term uncertainty, investors in the electricity
markets may decide to switch to alternative modes
of electricity production. The production of electricity
from renewable energy sources is indeed excluded
from the scope of the Emissions Trading Scheme. 87

Besides, combined heat and power installations gen-
erally benefit from a favourable treatment under the

National Allocation Plans. On the other hand, market
players may opt for the implementation of energy
efficiency improvement measures to reduce their
primary energy consumption and thus mitigate their
greenhouse gases emissions. However, it can be
considered that given the lack of internalisation of
carbon externalities in the current electricity prices,
these investments are generally not financially viable
without some form of public support.

The promotion of renewable electricity, high-
efficiency cogeneration and end-use energy efficiency
constitutes a substantial part of the European policy
on climate change. 88 At the same time, it represents an
important part of the European policy on security of
energy supply. 89 Indeed, these investments do not only
reduce the emissions of greenhouse gases from the
electricity sector, but also contribute to meet the
balance between the demand for electricity and the
available generation capacity, enable a reduction of
the import dependency on primary energy sources and
increase the diversity in electricity generation. Based
on the recognition of this "double dividend", Art. 7 of
Directive 2003/54/EC on the Internal Electricity
Market enjoins Member States to foresee tendering
procedures for energy efficiency improvement mea-
sures, to be launched in case the balance between the

cont.
As such, CO2 allowance prices have to be included in the
short run and long run marginal cost calculation of the
generating units. In this context - generators argue - it
would not matter whether C02 allowances were allocated
for free or had to be bought on the market." See also the
intervention of the Bundeskartellamt in RWE/E-ON,
December 2006, referred by Slotboom, "Antitrust Rules
and the Sector Inquiry", Presentation given at the European
Energy Law Seminar 2007, organised on 29-30 May 2007 at
Noordwijk aan Zee.
84 German allocation plan 2008-2012, p. 24. As regards the
Netherlands, see "Brinkhorst wil 'windfall profits' C02-
handel van energiebedrijven in allocatieplan aanpakken",
www.emissierechten.nl (consulted on 3 May 2007).
85 The Energy Sector Inquiry, op cit., p. 201.
86 In accordance with Art. 5, §2, a) of Directive 2005/89
security of electricity supply, Member States may take
"provisions facilitating new generation capacity and the
entry of new generation companies to the market".
87 Annex IV of the Emissions Trading Scheme concerning
the principles for monitoring and reporting provides indeed
that the emission factor for biomass shall be zero.
88 Communication of the European Commission
COM(2007) 2 final of 10 January 2007 on Limiting Global
Climate Change to 2 Degrees Celsius - The Way Ahead for
20250 and Beyond, p. 5.
89 Green Paper of the European Commission
COM(2006)105 final of 8 March 2006 on A European
Strategy for Sustainable, Competitive and Secure Energy;
Green Paper of the European Commission COM(2000) 769
final of 29 November 2000 on Towards a European Strategy
for the security of energy supply.
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demand and the supply of electricity is threaten. 90

Moreover, Directive 2005/89/EC on Security of
Electricity Supply encourages Member States to
promote alternative modes of electricity production
and energy efficiency. 9 1 Last but not least, Directive
2001/77/EC on Renewable Electricity,92 Directive
2004/8/EC on High-Efficiency Cogeneration 93 and
Directive 2006/32/EC on End-Use Energy Effi-
ciency 94 authorise Member States to develop support
schemes to enable the financial viability of these
investments.

It can nevertheless be considered that building its
business case on such support schemes also entails
some important investment risks. So, before taking
their investment decisions, investors will have to
determine whether the design of the schemes offers
them sufficient financial predictability.95 Moreover,
investments based on public support schemes could be
seriously hindered by posterior regulatory changes.

Ex-ante investment security
Two types of support schemes have been primarily
developed by the Member States to promote alter-
native modes of electricity production: feed-in-tariffs
and certificate schemes.96

Under feed-in tariff schemes or pricing systems, all
electricity generated from renewable or high-efficiency
cogeneration installations is paid a fixed minimum
price. This minimum purchase price is generally set
higher than the market price and guaranteed over a
specified duration of time.

Under certificate schemes, regulatory authorities
deliver tradable certificates for each MW of electricity
generated from renewable energy sources or high-
efficiency cogeneration units. The value of such
certificates is created by obliging electricity suppliers
to submit a certain amount of certificates to the
regulatory authorities. This amount is generally
determined in proportion to their supplies of electricity
to final consumers. Suppliers that fail to meet this
quota-obligation are fined. A secondary market for
certificates is created. On this market, eligible produ-
cers and suppliers with too many certificates can sell
their certificates to others market players.

Thus, under feed-in tariff schemes the regulatory
authorities determine the price and let the market
forces establish the amount of production capacity,
while under certificate schemes the authorities set a
capacity target and let the market forces determine the
price.97 By relying on market forces, the certificate
schemes expose investors to fluctuations in the market
prices. 98 It therefore may constitute a higher risk for
investors. 99 Feed-in tariffs schemes, on the contrary,

90 Directive 2003/54/EC of 26 June 2003 concerning

common rules for the internal market in electricity, OJ
15.7.2003 L176/37 (hereafter "Directive 2003/54/EC on the
internal electricity market").

91 See Art. 3, para. 2(e), Art. 3, para. 3(c) and Art. 5, para.
2(e) and (f) of Directive 2005/89/EC on Security of
Electricity Supply. It has to be noted that the reference to
alternative modes of electricity production and energy
efficiency in the final version of Directive 2005/89/EC on
Security of Electricity Supply has been drastically diluted in
comparison to the proposal of the European Commission.
See Boute, "De Handhaving van de Voorzieningszekerheid
in de Europese Elektriciteitsmarkt", op cit., pp. 118-119.
92 Recital 1 of Directive 2001/77/EC on Renewable Elec-
tricity refers to the "double dividend" of electricity
production from renewable energy sources to justify the
necessity of action at the European level by providing that
"[t]he Community recognises the need to promote renew-
able energy sources as a priority measure given that their
exploitation contributes to environmental protection and
sustainable development. In addition this can also [...]
contribute to security of supply and make it possible to meet
Kyoto targets more quickly."
93 Directive 2004/8/EC of 11 February 2004 on the
promotion of cogeneration based on a useful heat demand
in the internal energy market and amending Directive 92/42/
EEC, OJ 21.02.2004 L52/50 (hereafter "Directive 2004/8/
EC on High-Efficiency Cogeneration"). The "double divi-
dend" of high-efficiency cogeneration is explicitly under-
scored in Art. 1 of Directive 2004/8/EC on High-Efficiency
Cogeneration providing that the "the purpose of this
Directive is to increase energy efficiency and improve
security of supply."
94 Directive 2006/32/EC of 5 April 2006 on energy end-use
efficiency and energy services and repealing Council
Directive 93/76/EEC, OJ 27.4.2006 Li14/64 (hereafter
"Directive 2006/32/EC on Energy End-Use Efficiency").
Recitals 1 and 2 of Directive 2006/32/EC on End-Use
Energy Efficiency also refer to the "double dividend" by
stating that "Itihis Directive thus contributes to improved
security of supply. Improved energy end-use efficiency will
also contribute [...] to the mitigation of CO 2 and other
greenhouse gas emissions and thereby to the prevention of
dangerous climate change."
95 It must be noted that the issue of ex ante investment
security does not directly relate to investment protection law
as such. This analysis has been included within the scope of
this article given the fact that it intrinsically relates to the
issue of ex post investment security of support schemes.
96 Communication of the European Commission
COM(2005) 627 final of 7 December 2005 on The Support
of Electricity from Renewable Energy Sources, pp. 4-5,
thereafter the "Communication on the Support of Renew-
able Electricity"; See also Eurelectric, A Quantitative
Assessment of Direct Support Schemes for Renewables,
1st Edn., (2004), p. 9.
97 Sawin, National Policy Instruments Policy Lessons for the
Advancement & Diffusion of Renewable Energy Technologies
Around the World Thematic Background Paper, (January
2004), p. 6.
98 Van Dijk, Beurkens, Boots, Kaal, De Lange, Sambeek
and Uyterlinde, Renewable Energy Policies and Market
Developments, ECN, (2003), p. 20; Van der Linden,
Uyterlinde, Vrolijk, Nilsson, Khan, Astrand, Ericsson and
Wiser, Review of International Experience with Renewable
Energy Obligation Support Mechanisms, ECN, (2005), p. 7.
99 "Communication on the Support of Renewable Electri-
city", op cit., p. 5.
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are considered to provide "almost absolute market
certainty with respect to the tariff revenue stream to
investors". 100 However, by solely determining a
guaranteed minimum price, feed-in tariffs do not limit
the total quantity of electricity produced. Such
schemes are therefore characterised with an uncer-
tainty of the market share. In case of overwhelming
success of such scheme, the regulatory authorities may
be tempted to adjust the minimum price so as to avoid
an overflow of renewable or high-efficiency cogenera-
tion production units.

Ex-post investment security
Adjustments of support schemes occurring after
investments have been made are likely to seriously
undermine the trust of investors in public commit-
ments.10 1 It jeopardises the credibility and thus
efficiency of climate policy.

This concern has been acknowledged by the
European institutions.102 So, as regards support
schemes for high-efficiency cogeneration, Recital 30
of Directive 2004/8/EC on High-Efficiency Cogenera-
tion provides explicitly that:

"Within the purpose of this Directive to create a
framework for promoting cogeneration it is impor-
tant to emphasise the need for a stabile economical
and administrative environment for investments in
new cogeneration installations. Member States
should be encouraged to address this need [...] by
avoiding frequent changes in administrative proce-
dures etc."
As regards support schemes for renewable electri-

city production, Art. 4 of Directive 2001/77/EC on
Renewable Electricity enjoins the European Commis-
sion to foresee transition periods of at least seven years
and "maintain investors confidence" in case it would
present a harmonised European support scheme. 0 3

Moreover, the European Commission encourages
Member States to optimise and fine tune their support
schemes by "[ilncreasing legislative stability and
reducing investment risk." Indeed, in accordance with
the European Commission:

"One of the main concerns with national support
schemes is any stop-and-go nature of a system. Any
instability in the system creates high investment
risks [...]. Thus, the system needs to be regarded as
stable and reliable by the market participants in the
long run in order to reduce the perceived risks.
Reducing investment risk and increasing liquidity is
an important issue, notably in the green certificate
market." 1°4
However, no specific provision obliges Member

States to guarantee the stability of their domestic
support schemes. In this context, it appears interesting
to analyse to what extent the above-mentioned
investment-related provisions could offer investors
some protection in front of sudden regulatory changes
jeopardising the profitability of their investments.

First, regulatory interventions modifying ex post a

commitment to purchase eligible electricity at a
minimum price or the allocation rules of certificates
should be assessed under the principle of protection of
property rights. In accordance with the European
Court for Human Rights, the notion of "possessions"
within the meaning of Art. 1 of the First additional
Protocol to the ECHR has to be interpreted
broadly. 10 5 It encompasses every right or interest
having a patrimonial value. 10 6 Besides, the "circum-
stances" characterising the creation of rights have to
be taken into account. 10 7 Based on this extensive
interpretation, investors could argue that the grant of
certificates and the commitment to purchase electricity
at a minimum price could be considered as "posses-
sions". The current priority of promoting alternative
modes of electricity production could be considered as
a "circumstance" confirming the property right of the
eligible investors. In this view, regulatory changes
leading to a reduction of the guaranteed support, to
which investors are entitled at the moment of
investing, would breach the obligation to respect the
peaceful enjoyment of possessions.

Such alleged infringements of investors' property
rights will have to be justified by the regulatory
authorities. They will have to prove that this
interference pursues an objective of "public interest"
and respects the principle of proportionality. They will
have to demonstrate that their regulatory intervention
strikes a "fair balance" between the demands of the

100 Van Dijk, Beurkens, Boots, Kaal, De Lange, Sambeek
and Uyterlinde, op cit., p. 20.
101 These concerns are not purely hypothetic. In 2006, for

instance, the Walloon Region decided to reduce the amount
of certificates initially granted to existing high-efficiency
cogeneration installations. Although the Walloon Region
limited the applied reduction factor to installations existing
before the implementation of the scheme, it nevertheless
suddenly modified a commitment enacted by legislative
Decree.
102 Modifications and withdrawals of support schemes after
assessment of the European Commission are not analysed in
this paper. See therefore Gunst, "Impact of European Law
on the Validity and Tenure of National Support Schemes
for Power Generation from Renewable Energy Sources",
Journal of Energy and Natural Resources Law [2005] Vol. 23,

95-119, n. 2.
See Gunst, "Impact of European Law on the Validity and

Tenure of National Support Schemes", op cit., pp. 116-119.
104 Communication on the Support of Renewable Electri-
city, op cit., pp. 16-17.
10 Heringa, "Artikel 1 Eerste Protocol EVRM: het
eigendomsrecht", in Heringa (ed.), Eigendom in het milieur-
echt, Centrum voor omgevingsrecht en Beleid/NILOS,
Utrecht, p. 19.
106 See judgment Van Marie e.a v. The Netherlands of 26 June
1986, Serie A, n. 101. See also judgment Pressos Compania
Naviera v. Belgium of 20 November 1995, Serie A, n. 332.
107 See judgment Broniowski v. Poland of 28 September
2005, n. 38.
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general interest of the community and the requirement
of the protection of the individual's fundamental right.
In accordance with the consistent jurisprudence of the
European Court for Human Rights, the taking of
property without payment of an amount reasonably
related to its value is likely to violate Art. 1 of the first
additional Protocol to the ECHR. Consequently,
investors could advocate that a diminution of the
amount of aid to which they were entitled when
investing could only be justified if the authorities
compensate them in proportion of the amount
retained. However, as already mentioned above,
Member States benefit from a broad margin of
appreciation in the implementation of their policies.
The success of such claims will depend from the
appreciation of the European courts and can thus not
be guaranteed in advance.

Second, investors facing such regulatory changes
could allege a breach of the principles of legal certainty
and protection of legitimate expectations. It could
indeed by considered that ex post modifications of
support commitments are unpredictable regulatory
interventions that deprive actors from what they could
"reasonably expect". Since, according to the legal
environment existing at the moment of investing,
investors were entitled to this support, they could also
allege a violation of their "acquired rights".

Third, the principles of non-discrimination and
equal treatment could also be invoked. Indeed, it
could be argued that, given the lack of internalisation
of external costs in the current electricity price,
renewable and high-efficiency cogeneration units are
in a different situation than traditional fossil-fuelled
power plants. They should thus, in accordance with
the principle of non-discrimination, be treated differ-
ently. Their higher operating costs in relation to
carbon intensive plants legitimate thus a support from
the public authorities.

Perspectives
The expropriation claims directed at the Emissions
Trading Scheme and the implementing national
legislations are likely to be rejected by the European
jurisdictions. Indeed, the consistent jurisprudence of
the European Court for Human Rights and the Court
of Justice of the European Communities afford
European and national authorities a large margin of
appreciation in the choice of their policy objectives
and the instruments to attain them. This large margin
of appreciation could, however, turn against climate-
friendly investments by enabling the justification of
regulatory interference in the acquired rights to public
support. It could thus be feared that Art. 1 of the
Additional Protocol to the ECHR could not offer
sufficient protection against regulatory changes affect-
ing the economic viability of climate-friendly invest-
ments. Against this background, it could be argued
that the stability and predictability of national support
schemes should be guaranteed by secondary European

legislation. In this view, an amended version of
Directive 2001/77/EC on Renewable Electricity, Direc-
tive 2004/8/EC on High-Efficiency Cogeneration and
Directive 2006/32/EC on End-Use Energy Efficiency
could encompass a provision, modelled on the basis of
Recital 30 of Directive 2004/8/EC, obliging Member
States to respect their commitments as regards the
support of climate-friendly investments. A similar
provision should be included to guarantee the stability
of a European support scheme, in case the European
Commission would propose an harmonisation. Such
European obligation would reinforce the principle of
legal certainty by providing a clear legal basis to
respect the legitimate expectations of investors.

The assessment of the Emissions Trading Scheme
under the principle of non-discrimination appears to
be more delicate. Nevertheless, it can, here again, be
considered that given the large margin of appreciation
of national and European authorities, such an assess-
ment is unlikely to jeopardize the current European
climate policy. The principle of non-discrimination
may even support climate-friendly investments, by
legitimating a more favourable treatment in compar-
ison to fossil-fuelled power plants. It may also serve as
a legal basis to reconcile the objectives of security of
supply and climate policy, by justifying a more
favourable treatment of new entrants using the "Best
Available Technologies". The European Commission
does, however, not support this thesis. By elevating
climate protection policy as an objective superior to
security of supply, it is accused to jeopardise urgently
needed investments in the electricity market. Market
players will indeed refrain from investing if the
obligations they will face during the pay-back period
of their investments are uncertain. In this context, it is
difficultly understandable why market players using
the "Best Available Technologies" at the moment of
investing could not benefit from long- or, at least,
medium term certainty. Such investments guarantee
indeed that the current need in additional production
capacity will be answered with the least emitting fossil-
fuelled power plants.

Ill. The Kyoto Protocol and the
international law on foreign investment

It is generally considered that the ability of developing
and transition countries to upgrade their electricity
systems and reorient them towards more sustainable
patterns will, to a large extent, depend on the
involvement of foreign investors. In this view, the
world-wide trend towards liberalisation and privatisa-
tion of the electricity markets enables market players
to contribute to the financing of the required invest-
ments. Moreover, the flexibility mechanisms of the
Kyoto Protocol aim at stimulating the transfers of
foreign capital and climate-friendly technologies in

Copyright 2007 by Kluwer Law International. All rights reserved

No claim asserted to original government works



European Environmental Law Review August/September 2007 241

Climate Change and Securing Electricity Supply

those countries. 0 8 The demand for such transfers is
likely to be further stimulated by the development and
implementation of more stringent climate legislation in
countries bound by emissions reduction obligations
under the Kyoto Protocol. 10 9

It must, however, be recalled that the readiness of
foreign investors to participate to the financing of this
transition to more secure and sustainable electricity
markets will depend on the ability of the host countries
to guarantee a stable and secure investment climate.110

This essential pre-requisite to the effective contribu-
tion of the private sector to the international combat
against climate change and increased security of
supply raises serious problems. It can indeed be
considered that the electricity systems with the highest
financing needs and the highest potential for emissions
reductions tend to be in countries with the worst
investment climates, the efficient development and
financing of these systems having been hindered by
these risky environments.'

Investment agreements, signed at the bilateral,
multilateral and sector level, aim at integrating these
concerns of stability and predictability of foreign
investors, by providing them, among others, with
protection against expropriation and discrimination,
and by guaranteeing them a minimum standard of
treatment. The provisions of the Energy Charter
Treaty (ECT),112 largely inspired by the North
American Free Trade Agreement (NAFTA), 113 aim
at promoting international investment flows in the
energy sector by granting such fundamental rights to
foreign investors.' 14

In the same way as NAFTA 1" 5 and like most
investment treaties, Art. 13 of the ECT protects
foreign investments against expropriation, nationali-
sation and "measures having effect equivalent to
nationalization or expropriation". Such government
regulatory intervention must indeed be legitimated by
a public purpose, taken on a non-discriminatory basis,
be in accordance with "due process of law" and
accompanied by the payment of "prompt, adequate
and effective compensation." Besides, Art. 10(10)
formulates the so-called pacta sunt servanda clause
by requiring Contracting Parties to observe all the
obligations they have entered into with investors.

Moreover, in accordance with international invest-
ment law,116 Art. 10(7) of the Energy Charter Treaty
enjoins the Contracting Parties to accord foreign
investors "treatment no less favourable than that
which it accords to Investments of its own Investors or
of the Investors of any other Contracting Party or any
third state." This clause, together with Art. 10(1),
defines the national treatment and most favoured
nation principles constituting a non-discriminatory
standard of treatment for foreign investors.

Furthermore, Art. 10(10) of the Energy Charter
Treaty, more generally, requires the Contracting Parties
to guarantee "fair and equal treatment" to foreign
investors. They shall in no way be accorded "treatment

less favourable than that required by international law,
including treaty obligations." This provision is gener-
ally known in international investment law as the
"minimum standard of treatment" clause.

Finally, like NAFTA," 7 Art. 26 of the ECT grants
the possibility to foreign investors to directly challenge
violations of these investment protection provisions
before an international arbitration tribunal. Depend-
ing on the ratification of the ECT by the concerned
host countries, foreign investors in electricity markets
could thus sue Contracting Parties in case of
illegitimate government intervention in their invest-
ment rights. The question raises whether these rights,
negotiated more than 10 years ago in the context of the
break down of the Soviet Union, are adapted to the
particularities of climate investments and offer them
sufficient protection against illegitimate interference
by states.

108 It is referred here to the Clean Development Mechanism

(see Art. 12 of the Kyoto Protocol) and Joint Implementa-
tion (see Art. 6 of the Kyoto Protocol). For a legal analysis
see Freestone and Streck, Legal Aspects of Implementing the
Kyoto Protocol Mechanisms - Making Kyoto Work, (Oxford
University Press: 2005).
109 See Verhoosel, "Foreign Direct Investment and Legal
Constraints on Domestic Environmental Policies: Striking a
'Reasonable' Balance Between Stability and Change", Law
and Policy in International Business, [1998] Vol. 29, p. 453.
110 World Bank, Clean Energy and Development: Towards
an Investment Framework (April 2006), p. 24.
111 Fankhauser and Lavric, The Investment Climate for
Climate Investments: Joint Implementation in Transition
Countries, (2003), p. 22. These authors consider that there
is "a clear negative relationship between the scope for JI and
the general business environment. This makes intuitive
sense, as the countries with the worst investment climate will
have attracted the lowest amount of (foreign or domestic)
investment. Such investments generally increase resources
efficiency and upgrade the capital stock: actions that usually
lead to a reduction in greenhouse gas emissions."
112 Signature in December 1994, entry into force April 1998.
113 Signature in December 1992, entry into force in January

1994.
114 See Konoplyanik and Wilde, "Energy Charter Treaty
and its Role in International Energy", Journal of Energy and
Natural resources Law, [2006], Vol. 24, n. 4; Wdilde,
"International Investment Under the 1994 Energy Charter
Treaty", in Walde (ed.), The Energy Charter Treaty - An
East-West Gateway for Investment and Trade,(1996), pp.
251-314.
115 See Art. 1110 of Chapter 11 of NAFTA.
116 See, for instance, Arts 1102 and 1103 of NAFTA. A
similar formulation of this standard can also be found in the
articles I and III of the 1994 General Agreement on Trade
and Tariffs (GATT) and Art. 2 of the Agreement on Trade
Related Investment Measures (TRIMs) as well as in most of
international economic treaties.
'17 See Chapter XI, Art. 1115 -1138, of the North American
Free Trade Agreement, establishing a similar "investor-state
arbitration" mechanism.
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Before analysing this question, it appears essential
to examine whether these investment protection
clauses could be used to protect existing carbon-
intensive foreign investments from the implementation
of national climate protection legislation. 118

The implementation of the Kyoto Protocol as
"environmental expropriation"?
Investment protection treaties have often been criti-
cised as substantially jeopardising the regulatory
sovereignty of states, in particular their right to
implement stricter environmental regulations.119 This
criticism intensified after a NAFTA arbitral tribunal
ruled in the so-called Metalclad case that an environ-
mental regulation affecting the economic value of a
foreign investment constituted an illegitimate expro-
priation. 120 Indeed, like the ECT, NAFTA provides
protection against expropriation and measures "tan-
tamount" or "having effect equivalent" to expropria-
tion. The arbitral tribunal interpreted this provision
extensively by ruling that:

"expropriation under NAFTA includes not only
open, deliberate and acknowledged takings of
property(...) but also covert or incidental inter-
ference 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." 121

On this basis, investors could paralyse any environ-
mental regulation interfering even "incidentally" with
their property rights by claiming that it constitutes an
indirect expropriation. So, foreign holders of carbon-
intensive assets could seriously obstruct national climate
policies by arguing that the implementation of emissions
reduction obligations by host states constitutes a
measure "having effect equivalent" to expropriation.

It can however be considered that the risk that such
"environmental expropriation"'122 claims represents
for national climate policies has been limited by
previous and subsequent arbitral awards narrowing
down the concept of "measure having effect equivalent
to expropriation". So, in the Pope and Talbot case, 123

the arbitral tribunal ruled that it did not consider "that
the phrase 'measure tantamount to nationalization or
expropriation' in Article 1110 broaden[ed] the ordin-
ary concept of expropriation under international
law."' 124 This is reassuring since it is an accepted
principle of international law that "a State is not liable
for economic injury which is a consequence of a bona
fide 'regulation' within the accepted police power of
states."' 125 In the S.D. Myers case, 126 the tribunal noted

118 This analysis is limited to the post-establishment phase of

investments. Thus, it does not tackle issues related to the
access for foreign investors to host countries. Moreover, it
does not examine the prohibitions on performance require-
ments. See Werksman, Baumert and Dubash, "Will Inter-
national Investment Rules Obstruct Climate Protection

Policies?", World Resources Institute Climate Notes [2001].
It must be noted that an analysis of the potential conflict
between climate regulations and security of electricity
supply from the perspective of "pre-investment" rights is
of high importance. The recent claim of an American group
of electric utilities against the refusal of local authorities to
authorise a coal-fired power station on the basis of climate
concerns illustrates the relevance of such an analysis. See
PacifiCorp and UAMPS, Utilities File Notice of Lawsuit
over IPP Unit 3, Press release of 18 July 2007.
119 Beauvais, "Regulatory expropriations under NAFTA:
emerging principles & lingering doubts", New York
University Law Review, [2002] Vol. 245, p. 3; See also Cho
and Dubash, "Will Investment Rules Shrink Policy Space
for Sustainable Development? Evidence from the Electricity
Sector", World Resources Institute Working Paper, (2003),
p. 5. Cho and Dubash consider that "active social and
environmental policies in the electricity sector may conflict
with the principles guiding investment rules."
120 Metalclad Corporation v. United Mexican States, ICSID
Case n. ARB(AF)/97/1, 30 August 2000, (hereafter "Metal-
clad'). Metalclad Corp., a US waste management company,
had received a permit from the federal Mexican authorities to
develop a hazardous waste landfill facility. However, the
municipality denied a building permit to the company.
Thereafter, the Governor of the state declared the concerned
area natural reserve. The company considered that this
obstruction constituted an expropriation of its property.
121 Metalclad, para. 50.
122 See Wagner, op cit., p. 465.
123 Pope and Talbot Inc. v. Canada, UNCITRAL-NAFTA,

20 January 2000, available at http://www.dfait-maeci.gc.ca/
tna-nac/AwardMerits-e.pdf, (hereafter "Pope and Tal-
bot"). Pope & Talbot, a US company with a subsidiary in
Canada, challenged the limitation of export quotas estab-
lished by Canada for certain provinces in application of the
Softwood Lumber Agreement. The company claimed that
as this export regime imposed different obligations on
producers manufacturing in different Canadian provinces, it
had a discriminatory impact. Moreover it alleged that the
Canadian administration of the Softwood Lumber Agree-
ment was a measure "tantamount to"expropriation as it led
to a loss of ability to sell to its traditional market.
124 Ibid., para. 96, 104;
125 Sedco, Inc. v. National Iranian Oil Co., Interlocutory

Award 9 Iran-U.S. Cl. Trib. Rep. 248, (1985), quoted in
Wagner, op cit, p. 509; This principle received confirmation in
other decisions, mainly within the Iran-U.S. Claims Tribunal.
See Aldrich, "What constitutes a Compensable Taking of
Property? The Decisions of the Iran-United States Claims
Tribunal", 88 American Journal of International Law, 585,
(1994); "[N]o compensation is due when the measure is
necessary in order to protect the public from a danger arising
from the property."; Dolzer, "Indirect Expropriation of Alien
Property", ICSID Review - Foreign Investment Law Journal
[1986] Vol. 41, p. 62. See also Wagner, op cit., p. 516. The
author concludes his chapter about "indirect expropriation in
international law" by the following statement: "This discus-
sion demonstrates that international law does not require
compensation for the economic impact of regulations that are
a legitimate exercise of government police power."
126 S.D. Myers, Inc. v. Government of Canada, UNCITRAL-
NAFTA, November 2000 (hereafter "S.D. Myers"). S.D.
Myers, a US hazardous waste disposal company with offices
in Canada claimed that a Canadian export ban of PCB
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that expropriation implies "taking" and "transfer" of
property. 127 To evaluate if a measure is "tantamount
to" expropriation attention has to be paid to its
substance. 128 Expropriation implies the deprivation of
ownership rights. 129 Regulations involve only a lesser
interference. The tribunal even stated that "[r]egula-
tory conduct by public authorities is unlikely to be the
subject of legitimate complaint under Article I 110 of
the NAFTA ...." Finally, in the famous Methanex
case, 130 the arbitral tribunal confirmed this interpreta-
tion and thus rejected definitively the findings of the
Metalclad tribunal by stating that:

"as a matter of general international law, a non-
discriminatory regulation for a public purpose,
which is enacted in accordance with due process
and, which affects, inter alios, a foreign investor or
investment is not deemed expropriatory and com-
pensatory unless specific commitments had been
given by the regulating government to the then
putative foreign investor contemplating investment
that the government would refrain from such
regulation."
The evolution of the NAFTA case law relating to

expropriation shows a reassuring trend.' 3' Despite the
Metalclad precedent and the aggressive interpretation
of expropriation clause by investors, the tribunals
seem to exclude regulations for public purposes of the
scope of the expropriation clause, provided that they
are scientifically based, 132 do not discriminate 33 and
do not entirely deprive the owner of its property
rights. 134 On this basis, it can be considered that
climate protection policies are unlikely to be qualified
as expropriation since they generally do not deprive
the owners of carbon intensive assets of the "entire"
value of their property. Along this line, it can be
concluded, together with Wdlde and Kolo, that
"[c]ontrary to the claims made recently [...] with
respect to NAFTA by environmentalist NGOs, it is
unlikely that courts or arbitrators will find a compen-
sable expropriation in cases where governments issue
environmental regulation for legitimate purposes.1 135

It can be considered that an opposite approach would
contravene the polluter pays principle. Following that
principle, the individual polluter and not the society in
general has to bear the costs of a polluting action. 136 It
would thus be highly contradictory to require govern-
ments to compensate companies for the economic
consequences of regulations that, like climate policies,
strive to internalize the environmental costs of private
industrial activities.

cont.
waste to the United States violated the provisions of
Chapter 11 of the North American Free Trade Agreement.
It alleged that the ban was taken to favour domestic PCB
waste disposers and thus constituted a violation of Canada's
non discrimination obligation. It claimed that it had not

received fair and equitable treatment because it was denied
due process. The Company stated also that it was entitled to
damages as the act caused losses of business opportunities
and thus was "tantamount to" expropriation.
127 S.D. Myers, para. 280.
128 "An expropriation usually amounts to a lasting removal

of the ability of an owner to make use of its economic
rights". Ibid., para. 283;
129 Ibid., para. 282.
130 Methanex Corp. v. United States, UNCITRAL-NAFTA,
7 August 2005, available athttp://naftaclaims.com/Disputes/
USA/Methanex/Methanex FinalAward.pdf. In March
1999, California banned MTBE in gasoline based on a
research that concluded that it constituted a significant risk
for the environment. Methanex, a Canadian company
manufacturing methanol, which is a constituent of MTBE,
claimed that this ban violated the investment protection
provisions of Chapter 11 of the North American Free Trade
Agreement. The company alleged that the measure con-
stitutes an expropriation as it interferes with its sales and
goes far beyond what is necessary to protect the environ-
ment. Following the company, other measures are better
appropriated to attain the objectives. It also considered that
California intentionally sought to discriminate the com-
pany. For an analysis of the Methanex case see Mann, "The
Final Decision in Methanex v. United States: Some New
Wine in Some New Bottles", International Institute for
Sustainable Development, [2005]. Newcombe, "The Bound-
aries of Regulatory Expropriation in International Law",
ICSID Review-Foreign Investment Law Journal, [2005] Vol.
20, n. 1. Douglas, "Nothing if Not Critical for Investment
Treaty Arbitration: Occidental, Eureko and Methanex,
Arbitration International, [2006], Vol. 22, n. 1; Subedi,
"The Challenge of Reconciling the Competing Principles
within the Law of Foreign Investment with Special
Reference to the Recent Trend in the Interpretation of the
Term 'Expropriation' ", The International Lawyer, [2006]
Vol. 40, n. 1.
131 Beauvais, op cit., p. 3; Gantz, "Potential conflicts
between investor rights and environmental regulation under
NAFTA's Chapter 11", George Washington International
Law Review [2001]; Brower, "Investor-state Disputes under
NAFTA: A Tale of Fear and Equilibrium", Pepperdine Law
Review, [2001] Vol. 43.
132 Newcombe, op cit., pp. 35-36.
133 The requirement of non-discrimination is further exam-

ined hereunder.
134 Thus, unlike what has been alleged by the non

governmental opposition movement to the Multilateral
Agreement on Investment (MAI) negotiated in the frame-
work of the Organisation for Economic Cooperation and
Development (OECD), expropriation should not be the
major issue of concern. After this overview, we can indeed
state, in the same line as other scholars, that the challenge to
the regulatory sovereignty of states does not lay in the
drafting of an expropriation clause in an international
investment agreement. Brower, op cit., p. 10; Kolo and
W5i1de, op cit., p. 846; Sampliner, "Arbitration of Expro-
priation Cases Under U.S. Investment Treaties - A Threat
to Democracy or the Dog that Didn't Bark?" , ICSID
Review - Foreign Investment Law Journal, [20031 Vol. 42. p.
43.
135 Kolo and Wilde, op cit., p. 846.
136 Sands, Principles of International Environmental Law,
(Cambridge University Press: 2003), pp. 279-285.
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The question raises now whether, instead of
condemning states for "environmental expropriation",
arbitral tribunals could constrain climate policies on
the basis of the non-discrimination principle. It
appears indeed from the NAFTA case-law that
arbitral tribunals could consider environmental reg-
ulations as "hidden protectionism", discriminating de
facto foreign investors. 137 Like under the jurisprudence
of the European Court of Human Rights, the NAFTA
arbitral tribunals first assess whether the concerned
measures treat foreign investors differently than
domestic investors operating "in like circumstances."
Once a difference in treatment is established, they
examine whether this difference could be reasonably
justified for public purpose reasons. 138 Within this
assessment, tribunals have been inclined to examine
whether other reasonable alternatives are available to
achieve the same objective of public interest. 139 The
S.D. Myers case illustrates how such assessment can
jeopardize environmental policies. 140

Finally, existing investors could try to challenge
climate policies by alleging a breach of the principle of
fear and equitable treatment. The arbitral tribunal in
the OEPC case provided indeed that "[t]he stability of
the legal and business framework is (...) an essential
element of fair and equitable treatment". 14 1 The
tribunal ruled on this basis that states have an
"obligation not to alter the legal and business
environment in which the investment has been
made". 142 It must however be noted that such
extensive interpretation of the principle of fear and
equitable treatment is an exception in the existing
arbitral case-law.143

In this context, it could be argued that the potential
conflict between investment protection rules and
national climate policies could be solved by referring
to Art. 31(3)(c) of the Vienna Convention on the Law
of treaties. 144 In accordance with this provision,
treaties shall be interpreted by taking into account
"any relevant rules of international law applicable in
the relation between the parties." The Kyoto protocol
could thus serve as "interpretative context"' 145 of the
investment treaties and so "inform"' 146 the interpreta-
tion of the relevant investment protection clauses. On
this basis, arbitral tribunals confronted with investors'
claims jeopardising national climate policy should take
account of the urgency to act to attain the objectives of
the Kyoto Protocol.

Regulatory change and climate protection investments
International investment law may not only be used by
foreign investors to threat the implementation of the
Kyoto Protocol. It may also constitute a potential
legal basis to protect climate-friendly investments.

Especially in the electricity production sector, the
financial viability of climate protection investments
heavily relies on public support. Besides the traditional
political risks in the host countries, these investments
are thus exposed to changes in the international and

national regulations establishing these support
schemes. As regards investments basing their busi-
ness-cases on the flexible mechanisms of the Kyoto
Protocol, these risks can be considered as limited. The
credits are indeed issued by international bodies that
are unlikely to withhold them for budgetary reasons.
However, as regards national support schemes,
investors may more easily face unforeseen adaptations
of the regulatory environment existing at the moment
of investing. Confronted with such changes under-
mining the viability of their climate-friendly invest-
ments, and threatening the long-term credibility of any
future national climate policy, investors may try to
obtain compensation by alleging a violation of
investment protection law.

It can however be considered that most investment
protection treaties have been negotiated in a context of
globalisation and economic liberalisation. The Energy
Charter Treaty, for instance, has been suggested as a
mechanism "to help the former Socialist countries in
their transition to market economies."' 147 Although the
concern for climate issues has, to a certain extent, been
taken into account during the negotiations, the Energy

137 See S.D. Myers.
138 See S.D. Myers, para. 250. The arbitral tribunal

considered that "the assessment of "like circumstances"
must also take into account circumstances that would justify
governmental regulations that treat them differently in
order to protect the public interest".
139 See S.D. Myers, para. 116.
140 In the S.D. Myers case, the arbitral tribunal established a
difference in treatment, but considered that the environ-
mental purpose pursued by the concerned regulation was
legitimate. It nevertheless ruled that it was not sufficient to
justify the export ban as several legitimate alternatives were
available to achieve this goal. The proposed alternatives
were to grant subsidies to the Canadian industry and to
source all government requirements. These appear however
to violate certain WTO provisions of the Agreement on
Subsidies and Countervailing Measures and the Govern-
ment Procurement Agreement. Gantz., op cit., p. 318.
141 Occidental Exploration and Production Company v. The
Republic of Ecuador,l July 2004, para 183, available at
www.asil.org/ilib/OEPC-Ecuador.pdf, quoted in Snodgrass,
"Protecting Investors' Legitimate Expectations: Recogniz-
ing and Delimiting a General Principle", ICSID Review
Foreign Investment Law Journal [2006] Vol. 21(1), p. 7.
142 Occidental Exploration and Production Company, op cit.,
para. 191.

Snodgrass, op cit., p. 47.
'44 8 ILM 679.
145 Verhoosel, "The Use of Investor-state Arbitration under
Bilateral Investment Treaties to Seek Relief for Breaches of
WTO Law", Journal of International Economic Law (June
2003), p. 496.
146 Ibid.
147 Konoplyanik and Wilde, op cit., p. 524. See also

Lubbers, "Forword", in Wdilde, The Energy Charter Treaty,
op cit., p. xiii - xvii.
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Charter Treaty remains primarily aimed at "tradi-
tional" energy investments. 148 It must therefore be
examined whether the above-mentioned investment
protection provisions are adapted to the special
features of climate-protection investments, in particu-
lar in the electricity markets. This fundamental issue
lies at the heart of the first case settled by an arbitral
tribunal under the Energy Charter Treaty: Nykomb v.
the Republic of Latvia.149

To reduce the environmental impact of its electricity
production sector and to meet the increasing electricity
demand without having to rely to heavily on imports
from neighbouring countries, the Republic of Latvia
decided in 1995 to enact a law promoting alternative
modes of electricity production. This law aimed at
stimulating private investments, and in particular
foreign investors, to produce electricity from renew-
able energy sources or from cogeneration installations
by entitling them to a higher than normal electricity
price. At that time, the electricity supply market was
not yet liberalised. The monopolist supplier of
electricity, Latvenergo, had thus to purchase the
electricity from independent producers at the regulated
higher price. This minimum price corresponded to the
double average sale tariff of electricity and was
guaranteed for a period of eight years starting from
commissioning. It is generally agreed that, given the
low electricity prices, private investments in cogenera-
tion installations would have been impossible without
this guaranteed economic premium. 150

Based on this support scheme, Nykomb, a Swedish
electricity company, decided in 1999 to invest in the
Latvian electricity market. It became the sole share-
holder of a local company, Windau, that was involved
in the construction of a cogeneration plant. For the
output of this plant, Windau had concluded a Power
Purchase Agreement with Latvenergo, explicitly refer-
ring to the regulated prices provided in the 1995 law.
At the moment of investing, Nykomb thus relied on
the guaranteed minimum purchase price for the
economic viability of its investment.

However, when in 1999 the plant in question was
ready for operation, Latvenergo refused to pay the
double tariff provided in the 1995 law, as contractually
agreed. Indeed, in the meanwhile, the regulated
purchase price for electricity produced from cogenera-
tion installations had been substantially reduced by
the Latvian authorities. Latvenergo argued that it was
only hold to purchase the electricity produced by
Windau/Nykomb at this reduced price. It continued,
however, to pay the double tariff to other cogenera-
tion plants operated by domestic investors. Consider-
ing that this refusal to pay the initially guaranteed
purchase price constituted a violation of the invest-
ment protection provisions of the Energy Charter
Treaty, Nykomb launched an investor-state arbitra-
tion.

The starting point of the arbitral tribunal was that
the double tariff was "unequivocally"''51 set up by the

1995 law, providing Windau/Nykomb with a "statu-
tory right" to the double tariff for a period of eight
years. Besides, the arbitral tribunal considered that the
Power Purchase Agreements concluded by Latvenergo
have to be interpreted as fixing the purchase price at
the moment of signing the contract. Therefore,
Windau/Nykomb also benefited from a "contractually
established right" to the double tariff provided in the
1995 law. 152

The arbitral tribunal considered that the Republic
of Latvia was responsible for Latvenergo's failure to
pay the double tariff. It based its reasoning on the fact
that the purchase prices for electricity were regulated.
Latvenergo had no commercial freedom to decide or
negotiate them, but was obliged to apply them in the
purchase contracts. According to the arbitral tribunal,
Latvenergo was "an instrument of the State in a highly
regulated electricity market." 153 The state-ownership
of Latvenergo appears thus to have played an
important role in the tribunal's decision to "attribute"
its actions to the state. 15 4 It must however be noted
that, following the liberalisation and privatisation
trend, state-owned enterprises play an ever decreasing
role in the electricity markets. Even Transport and
Distribution System Operators, generally considered
as natural monopolists, fall more and more into the
hands of private players. In such a context, the
question raises whether the arbitral tribunal would
still have found the state responsible for the failures of
a private actor.

After having established that the double tariff was
due and that the state was responsible for its non-
payment, the arbitral tribunal analysed whether this
failure constituted a measure "having effect equivalent
to expropriation" in the sense of Art. 13 of the Energy
Charter Treaty. Nykomb considered that by taking
away a substantial part of the income of its cogenera-
tion plant, the Republic of Latvia made its enterprise

148 Bradbrook, "Significance of the Energy Charter

Treaty", Applied Energy, [1999], Vol. 64, p. 251-262.
149 Nykomb Synergetics Technology Holding AB v. Republic
of Latvia, 16 December 2003. For a thorough analysis of
this arbitral award see "The First Energy Charter Treaty
Arbitral Award", Journal of International Arbitration, [2005]
Vol. 22., n. 2, p. 83-104; Wetterfors, "The First Investor-
State Arbitration Award Under the 1994 Energy Charter-
Nykomb Synergetics Technology Holding AB, Sweden
('Nykomb') vs the Republic of Latvia", Transnational
Dispute Management, [2005] Vol. 2, n. 1; Hob~r, "Invest-
ment Arbitration in Eastern Europe: Recent Cases on
Expropriation", American Review of International Arbitra-
tion, [2003] Vol. 14, p. 438-442.
150 See Nykomb, Chapter 3.1; Wilde and Hobr, op cit., p.
85; Wetterfors, op cit.
'.' Nykomb, Chapter 3.5.10.
152 Nykomb, Chapter 3.8.
153 Nykomb, Chapter 4.2.
154 See also Wiilde and Hob~r, op cit., p. 92.
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not economically viable. Its investment thus became
worthless. The Republic of Latvia responded that a
diminution of the revenue of the plant only prolonged
its pay-back period. This would not amount to an
expropriation. It sustained moreover that the 1995 law
establishing the double tariff was already modified
when Nykomb invested in Windau. Nykomb was
aware of Latvenergo's refusal to pay the double tariff.
In according with the Republic of Latvia, Nykomb
thus accepted any risk related to the change in law.
The arbitral tribunal did not follow the Republic of
Latvia on this last point. It indeed ruled that
"[g]enerally, a Contracting Party to the Treaty cannot
be relieved of its obligations under the Treaty simply
by letting it be announced that legally binding
commitments, upon which the foreign investors is
relying, will not be honoured. ' 155

However, the arbitral tribunal dismissed the expro-
priation claim by ruling that:

"[t]he decisive factor for drawing the border line
towards expropriation must primarily be the degree
of possession taking or control over the enterprise
the disputed measure entail. In the present case,
there is no possession taking of Windau or its
assets, no interference with the shareholder's rights
or with the management's control over and running
of the enterprise apart from ordinary regulatory
provisions laid down in the production licence, the
off-take agreement, etc." 1 56

Moreover, the arbitral tribunal did not consider
that the non-payment of the statutory and contrac-
tually acquired right to the double tariff constituted a
breach of the pacta sunt servanda clause obliging the
Contracting Parties to respect the commitments they
have entered into with investors.

It did however rule that the claimant has been
subject to a discriminatory measure, violating Art. 10(1)
of the ECT. Indeed, Latvenergo purchased the elec-
tricity produced from cogeneration units owned by
domestic industrial players at the double tariff, whereas
it refused this payment to a foreign investor operating
in comparable conditions. The Republic of Latvia
argued that the situation of the domestically owned
installations was different from the situation of the
plant owned by Windau/Nykomb. The difference in
treatment would thus be justified. The arbitral tribunal
nevertheless considered that the Republic of Latvia did
not sufficiently substantiate its allegations. Without
searching for any "discriminatory or protectionist
intent", 157 the arbitral tribunal ordered the Republic
of Latvia to pay compensation to Nykomb on the basis
of the violation of the non-discrimination clause.

Although, at the end of the day, this arbitral award
was issued in favour of the investor, it can be argued
that the reasoning followed by the tribunal does not
offer appropriate protection to climate-friendly invest-
ments in general. Indeed, the arbitral tribunal solely
concluded to a violation of the non-discrimination or
national treatment clause. It explicitly rejected the

alleged expropriation claim and did not consider a
breach of the pacta sunt servanda clause. States may
however not always limit the withdrawal of the
promised support to foreign investors. In cases of
general refusal to pay the legally established rights,
foreign investors could not rely on a violation of the
principle of national treatment. It appears therefore
useful to argue in favour of a broader interpretation of
the expropriation clause and a stricter application of
the pacta sunt servanda clause in favour of climate-
friendly investments.

As mentioned above, the qualification as expropria-
tion or measure "having effect equivalent" to it
generally requires a "substantial deprivation" of the
economic use of an investment. 158 Together with Wdlde
and Hob6r, it can be argued that, in casu, the
commitment made in the Power Purchase Agreement
concluded between Latvenergo and Windau constituted
the "essential foundation for the investment without it,
it could not survive economically". 59 Given the fact
that the external costs generated by the production of
electricity are rarely internalised in the electricity prices,
alternative modes of electricity production are rarely
economically viable without public support. For this
reason, public support schemes appear often to be
conditions sine qua non for such investment decisions.
Their unilateral withdrawal or modification is likely to
substantially affect the economic viability of such
investments and should thus be considered as a measure
"tantamount" to expropriation.

Similar conclusions may be drawn from the fact
that the arbitral tribunal refrained to clearly conclude
in favour of a breach of the pacta sunt servanda clause,
although it considered that the payment of the double
tariff constituted a "statutory and contractually
established right" for the foreign investor.

Perspectives
The Nykomb case perfectly illustrates the idea that
climate policy, security of supply and investment
protection law relate with each other in a mutually
reinforcing way. Indeed, the law enacted by the Latvian
government aimed at both guaranteeing security of
electricity supply and reducing the emissions of the
electricity production sector. Investment protection law
ensured that foreign investments generating this "double
dividend" could rely on the policy framework enabling
the viability of their investments.

It can, however, be considered that this interplay is
not unproblematic. On the one hand, the NAFTA

155 Nykomb, Chapter 4.3.3, point (c).
156 Nykomb, Chapter 4.3.1.
157 Wetterfors, op cit., p. 10.
158 See Fortier and Drymer, "Indirect Expropriation in the

Law of International Investment: I Know It When I See It,
or Caveat Investor", ICSID Review- Foreign Investment
Law Journal, [2004] Vol. 19, pp. 304-306.
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jurisprudence shows that instead of supporting climate
policy, investment protection law could turn against it.
On the other hand, the application of the traditional
investment protection clauses appears, in some cases,
to be inappropriate to the particular features of
climate-friendly investments.

In contrast with the criticism expressed by opposi-
tion movements to investment treaties, the expropria-
tion clause does not seem to represent a serious risk for
climate protection policies. However, the extensive
interpretation of the non-discrimination clause in the
NAFTA jurisprudence appears to impose on states a
heavy substantiation burden that could possibly hinder
the effectiveness of their policy choices. On the other
hand, the expropriation clause does not appear to offer
appropriate protection to climate-friendly investments.
The non-discrimination clause, however, could offer
some relief to investors. It will nonetheless be useless
against general modifications of support schemes.

In this context, it appears interesting to refocus the
debate on the expropriation clause as a potential
mechanism to safeguard the potential "double divi-
dend" of future foreign electricity investments. It is
indeed generally agreed that the qualification of a
measure as expropriation depends, to a large degree,
"on the circumstances in which the question arises". 16°

In their assessment, arbitral tribunals are likely to pay
attention to "the extent to which the measure may
undermine the investor's reasonable and legitimate
expectations represented by the investment."' 16 1 The
current political context is characterised by the urgency
to combat climate change and thus to reorient the
electricity sector towards more sustainable patterns. The
promotion of alternative modes of electricity production
is a substantial part of such policy. In this context, the
stability and reliability of support schemes appear to be
an "investor's reasonable and legitimate expectation".
Inferences with this legitimate expectation that affect the
economic viability of climate-friendly investments
should amount to expropriation and be duly compen-
sated. On the other hand, refocusing the debate on the
expropriation clause by underscoring the investor's
legitimate expectations may serve to safeguard the
legitimacy of national climate policies. States could
indeed argue on this basis that established carbon-
intensive investors may not "postulate that the environ-
mental regime should be absolutely frozen, especially in
the case of large-scale economic development projects
and of technological innovation and changing environ-
mental expectations and accepted standards."' 62

It can be considered that where the expropriation
threshold cannot be met, climate-friendly investors
affected by a change of regulation could build there
case on the violation of the obligation of fair and
equitable treatment.16 3 Indeed, this obligation requires
from states "treatment that does not affect the basic
expectations that were taken into account by the
foreign investor to make the investment."' 164

Nevertheless, some questions are left open. What if

technologies that, at the moment of investing, are
considered as climate-friendly suddenly appear, on the
basis of new scientific evidence, to be seriously
harmful for the environment? Such situation would
for instance not be inconceivable as regards invest-
ments in bio-fuelled power stations. 165 Such type of
investments generally benefits from support since it is
considered to contribute to the emissions reduction
efforts of the electricity sector. However, the scientific
community begins to express some concerns as regards
the sustainability of such technologies. On the one
hand, states could consider the change in science as a
fundamental change in circumstances, legitimating a
breach of commitments in accordance with the rebus
sic stantibus principle. On the other hand, the
concerned market player based its investment on the
legitimate expectation that it could benefit from
support for its investments.

It can moreover be considered that the protection
offered by investment treaties is limited to investors

159 Wdilde and Hob~r, op cit., p. 98.
160 Fortier and Drymer, op cit., p. 306.
161 Ibid.
162 Wdlde and Kolo, op cit., p. 824, quoted in Forter and

Drymer, op cit., p. 309.
163 See Fietta, "Expropriation and the "Fair and Equitable"
Standard - The Developing Role of Investors" "Expecta-
tions" in International Investment Arbitration, Journal of
International Arbitration (2006) Vol. 23(5), pp. 399.
164 Thcnicas Medioambientos Tecmed, SA v. United Mexican
States, Award of 29 May 2003, para. 154, available at
www.worldbank.org/icsid/cases/laudo-051903 %20-Eng-
lish.pdf. The tribunal further provided that: "the foreign
investor expects the host State to act in a consistent manner,
free from ambiguity and totally transparently in its relations
with the foreign investor, so that it may know beforehand
any and all rules and regulations that will govern its
investments, as well as the goals of the relevant policies and
administrative practice or directives, to be able to plan its
investments and comply with such regulations. [...] The
foreign investor also expects the host State to act
consistently, i.e. without arbitrarily revoking any pre-
existing decisions or permits issued by the state that were
relied upon by the investor to assume its commitments as
well as to plan and launch its commercial and business
activities." The concept of "legitimate expectations" has
been further defined in the NAFTA context as relating to "a
situation where a Contracting Party's conduct creates
reasonable and justifiable expectations on the part of an
investor (or investment) to act in reliance on said conduct,
such that a failure by the NAFTA Party to honour those
expectations could cause the investor (or investment) to
suffer damages." International Thunderbird Gaming Cor-
poration v. United Mexican States, award of 26 January
2006, para. 147, available at http://ita/law.uvic.ca/docu-
ments/Thunderbird/Award.pdf. For a thorough analysis of
this principle see Snodgrass, "Protecting Investors' Legit-
imate Expectations", op cit.
165 See in particular the acute debate around the use of
palm-oil for electricity generation.
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operating in host countries having ratified such
treaties. However, a lot of countries characterised
with so-called "low hanging fruits" as regards their
emissions reduction potential are not Contracting
Parties to such investment treaties. Russia, for
instance, refused to ratify the Energy Charter Treaty.
It can be feared that, even if this country manages to
create the adequate institutional framework for the
implementation of Joint Implementation projects,
investors will be reluctant to implement large scale
emissions reduction projects without adequate invest-
ment security. It appears therefore interesting to argue
in favour of the integration of investment protection
rules in the Kyoto Protocol. Just like the Energy
Charter Treaty that aims to stimulate investments in
the energy field by establishing investment protection
rules, the Kyoto Protocol could encompass investment
protection rules so as to stimulate climate-friendly
investments. 166 One may take the view that such a
climate-friendly investment regime offers several
advantages. First, it would enable the effective
implementation of the flexible mechanisms of the
Kyoto Protocol in countries with the highest potential
for cheap emissions reductions, but with risky invest-
ment regimes. Second, it could explicitly protect
climate-friendly investments against the change of
national support schemes underlying their business-
case. Third, it would avoid using investment protec-
tion clauses as legal basis to jeopardise climate policy,
given its ultimate purpose to reconcile investment
protection law with climate policy.

IV. Conclusion

Long-term stability and predictability of climate policy
appear to be the missing links between climate
protection and security of electricity supply policies.
An appropriate investment protection regime could
offer investors this required stability. However, the
current application of the existing investment-related
provisions of European and international law fails to do
this. These provisions appear, at least to a certain extent,
to represent a threat to climate policies and they may
not offer appropriate protection against unforeseen
government interference in climate-friendly investments.

In order to provide investors with sufficient stability
and predictability to generate the urgently needed
investments to reduce the emissions of the electricity
sector and to ensure a balance between electricity
demand and supply, some modifications of the existing
legislative framework are necessary. First, the concerns
of investment protection must be integrated in the
relevant legislative texts. At the European level,
Directive 2001/77 on Renewable Electricity, Directive
2004/8/EC on High-Efficiency Cogeneration and Direc-
tive 2006/32/EC on Energy End-Use Efficiency should
guarantee the stability of national (or European)
support schemes for a sufficient duration of time. Such

modifications could be introduced within the third
Energy Package expected to be published in September
2007. At the international level, investment protection
provisions should be integrated in the Post-2012 Kyoto
regime. Second, investors should be provided with a
long-term vision on the future direction of climate
policy. As advocated by the High-Level Group on
Competitiveness, Energy and the Environment, the
European Emissions Trading Scheme should be
reviewed in order to "increase the level of certainty
for investors, for instance through longer term clarity
on allocation and emissions reductions". 167 In this view,
the endorsement by the Council of the European Union
of "a firm independent commitment" to reduce by at
least 20% the European emissions of greenhouse gases
by 2020 compared to 1990 must be welcomed, 168

although its binding force is questionable. In parallel,
long-term greenhouse gas reduction targets should be
included in the post-2012 Kyoto regime.

In the absence of such regulatory adjustments, one
may take the view that investment protection law
should play its reconciliatory role. Until the external
carbon costs generated by the electricity production
sector are not internalised in the electricity prices,
climate policies aiming at this internalisation should
not amount to expropriation. Moreover, climate-
friendly investments shall be safeguarded against
regulatory changes of the conditions existing at the
moment of investing. The ability of investment
protection law to guarantee the sovereignty of states
to combat climate change while providing investors
with sufficient certainty will determine the credibility
and thus feasibility of future climate initiatives.

166 See also International Institute for Sustainable Devel-
opment, Rethinking Climate Change as a Sustainable
Investment Regime, available at http://www.iisd.org/invest-
ment/sectoral_issues, consulted on 15 March 2007; Van
Asselt, Gupta and Biermann, "Advancing the Climate
Agenda: Exploiting Material and Institutional Linkages to
Develop a Menu of Policy Options", Review of European
Community and International Environmental Law [2005] Vol.
14, n. 3, p. 262; More generally see Mann, von Moltke,
Peterson and Cosbey, HSD Model International Agreement
on Investment for Sustainable Development - Negotiators'
Handbook Second Edition, IISD, (2006).
167 High-Level Group on Competitiveness, Energy and the
Environment, First Report on Contributing to an Integrated
Approach on Competitiveness, Energy and Environment
Policies - The Functioning of the Energy Markets, Access
to Energy, Energy Efficiency and the EU Emissions Trading
Scheme, (2 June 2006), p. 10. See also High-Level Group on
Competitiveness, Energy and the Environment, Second
Report - Long Term Energy Futures and Investment in
Power Generation and Energy Efficiency, (30 October 2006).
168 Council of the European Union, Presidency Conclu-
sions, 8-9 March 2007, p. 12. See also the "binding"
objectives to achieve 20% of primary energy savings by 2020
and to achieve a 20% share of renewable energies in overall
European energy consumption by 2020.
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