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Political risks1 may be a minor concern to a businessman investing in a
stable liberal democracy with an independent judiciary and a track
record of protecting property rights.
For example, a Belgian national investing in oil and gas properties in the
U.S. is reasonably confident that in
the unlikely event that the government nationalizes his property, the
government would have to account
for this action before a neutral U.S.
court, which would not allow such an
action to be taken arbitrarily, and
which would order that just compensation be a ~ a r d e d . ~
However, a foreign investor investing in an unstable regime or a regime
hostile to property rights has no such
assurances, and thus faces greater political risk.
The laws of a politically unstable
country may unexpectedly change to
an investor's detriment rendering his
:
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less. The investor's options may be
very limited, especially if the country
does not have an independent judiciary to serve as a check on its powers of
legislation. Furthermore, in most circumstances, the investor has no
standing under international law to
appeal this type sf matter to an international tribunal. International law

traditionally considers such matters
purelv within the jurisdiction and discretion of the country inv01ved.~
Investors with greater bargaining
power-those with large amounts of
capital and expertise which are needed by the government to develop its
economy and exploit its resourcescan often reduce these uncertainties
by asking the host state to grant the
investor specific assurances and
promises which can be enforced under international law. The state might
provide assurance, for example, that
will agree to settle disputes in a neutral forum (that is, not in the state's
own courts), and promise that the
state will not later pass internal legislation which may alter detrimentally
.
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a concession agreement, because
much of the significant international
law to date concerning agreements
between a private investor and a host
state focusses on concession agreements.
The international law principles discussed here concerning concession
agreements are, however, equally applicable to other investor-state contracts which also contain these assura n c e ~Therefore,
.~
whenever an investor negotiates an agreement directly
with a state or state agency, whether
the agreement is called a concession,
license, or joint venture, the investor
should attempt to negotiate the
clauses discussed here.
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This article focuses on hvo important assurances for which a prudent
investor in Russia or any other C.I.S.
republic should ask before committing
his resources.
This discussion of the relevant international law principles centers around
asking for these assurances In a specific type of investor-state contract called

A concession is one type of contract
between one state and a national of
another state. It differs from a standard contract in that one of the parties
to it is a sovereign state, which can
make the relationship subject to international law.
This has important ramifications for
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the investor.
The most important consequence is
that the concession agreement is given
international status. If the concession
includes the clauses discussed in this
article, then the state may not unilaterally change its terms without consequence in international law, despite
the fact that the obligations must be
performed on the territory of that
country.'
This is of vital importance to the
investor who wishes to invest in a
country which might be tempted to
change its laws in order to expropriate
the investor's profits and assets.
For example, if a well-drafted concession contract were to state that the
investing oil company has a right to
choose which shipping fleet to use to
transport the produced oil, then the
country may not later impose unilaterally on the company a requirement
that only government-favored tankers
can export
Two provisions are often inserted in
concession agreements in order to invoke these principles and to prevent
the state from unilaterally changing
the terms of the concession.
First, an international arbitration
clause contemplates that any disputes
arising in relation to the concession
shall be settled before an international
tribunal. This clause ensures the investor of a neutral forum to protect its
rights in the concession, including its
rights under the stabilization clause.'
Second, a stabilization clause,
which states that the law in force in
the country at the time the concession
takes effect is the law that will apply
to supplement the terms of the contract, is often included. A stablization
clause prevents the state from imposing new laws on the investor that
would change the terms of the concession or affect detrimentally the rights
maranteed thereunder.
"
The following focuses on the structure and validity of international stabilization clauses and arbitration clauses
in international contracts, and the
suitability for using these clauses in
Russia and other C.I.S. r e p ~ b l i c s . ~

Certain types of disputes seem to

recur in international oil and gas concessions.
For example, the state will often
raise dramatically the investor's taxes
after promising not to do so, or will
nationalize the investor's property
without providing adequate compensation. A prudent investor will negotiate an arbitration clause into the concession agreement so that if a dispute
cannot be resolved by negotiation,
these and other problems can be settled in a neutral forum.
The investor should insist that the
contract contain an international arbitration clause which provides that international arbitration shall be the
method to settle any disputes arising
in connection with the contract.
The presence of an arbitration
clause serves a dual function. First, it
defines the scope of an arbitration and
procedures and details by which the
arbitration shall be conducted. Second, and perhaps more important, it
helps to establish the jurisdiction of an
arbitrator to hear the matter.

Structure
A typical ad hoc international arbitration clause will provide detailed
provisions concerning the scope of the
arbitration clause, the method by
which a party can invoke arbitration,
the method for choosing the arbitrators, the procedural and substantive
laws that will apply, the procedure if
one party refuses to participate, the
method by which the arbitrators render a decision, and the time period
within which the parties must comply
with the results of the arbitration.
In addition, the clause usually states
that the decision of the arbitrators is
binding.
To illustrate, a portion of the international arbitration clause found in
the concession agreement that was the
subject of the B.P. v Libyan Arab
Republic arbitration is set forth below.
The first paragraph of the arbitration
clause establishes the consent of the
parties to arbitration, the scope of any
arbitration, and the method for choosing an arbitrator, and reads as follows:
"If at any time during or after the
currency of this Concession any difference or dispute shall arise between the
Government and the Company con-

cerning the interpretation or performance hereof, or anything herein contained or in connection herewith, or
the rights and liabilities of either of
such parties hereunder and if such
parties should fail to settle such difference or dispute by agreement, the
same shall, failing any agreement to
settle it any other way, be referred to
two Arbitrators, one of whom shall be
appointed by each such party, and an
Umpire who shall be appointed by the
Arbitrators immediately after they are
themselves appointed.
In the event of the Arbitrators failing to agree upon an Umpire within
60 days from the date of the appointment of the second Arbitrator, either
of such parties may request the President or, if the President is a national
of Libya or of the Country where the
Company was incorporated, the VicePresident, of the International Court
of Justice to appoint the ~ m p i r e . " ~
The remainder of the arbitration
clause concerns the matters referred to
in the paragraph immediately above.
As an alternative to ad hoc arbitration, which sets out the procedures
and administrative details of a possible arbitration in full detail, parties
may choose to have their arbitration
managed by an international arbitration system.
The International Center for the Settlement of Investment Disputes is one
of several organizations that provide,
for a fee, a detailed arbitration system,
a list of experienced arbitrators, and
administrative amenities.''

Validity and elf ect
The international arbitration clause,
in addition to defining the scope, procedure, and administrative details of
an arbitration, also serves as authority
for an arbitrator to claim jurisdiction
over a dispute. This is important, as
often a state will object to the jurisdiction of the arbitrator and will refuse to
recognize the validity of the proceedings. A firm basis in international law
for the validity of the tribunal's authority will assist the investor in later
efforts to enforce any award in its
favor.
International case law confirms that
an arbitrator has discretion to decide
whether or not he has authority to

REDUCING THE POLITICAL RISK

hear a matter presented to him." One
of the factors which is often cited in
the arbitrator's "jurisdiction to decide
jurisdiction" is the express consent of
the parties. This consent should be
found in the arbitration clause. As an
example, tLe arbitration clause in the
Texaco concession contains the following phrase:
"The Arbitrators . . . shall determine the applicability of this Clause
and the procedure to be followed in
the ~rbitration.""
The arbitrator in the Texaco case
cited this phrase as one of the justifications for his assuming jurisdiction.
If the arbitrator decides that he has
jurisdiction, then jurisdiction cannot
be revoked unilaterally by the state.
International law dictates that a government bound by an arbitration
clause cannot free itself of this obligation by unilateral action, such as by
changing its internal law or by unilaterally rescinding the contract.13
"It is well-established in case law that
the unilateral cancellation of a contract
can have no effect on the arbitration
clause which continues to be operative .
. . ."I4 An arbitration clause is severable
from the remainder of the concession
and thus cannot be nationalized by the
state even where the state nationalizes
other rights contemplated by the concession agreement.

Stabilization clauses
A stabilization clause states that the
law in force in the state at a given
date- typically, the time the concession takes effect-is the law that will
apply to supplement the terms of the
contract, regardless of future legislation, decrees, or regulations issued by
the government.'5
Its purpose is to "preclude the application to an agreement of any subsequent legislative (statutory) or administrative (regulatory? act issued by
the government . . . that modifies the
legal situation of the investor."16
In other words, the state alienates
its right to unilaterally change the
regime and rights relied upon by, and
promised to, the investor.

strucmre
The concession contract between
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the parties in Liamco v. Libya provides a good example of a stabilization
clause, which states:
"(1)The Government of Libya, the
Commission and the appropriate provincial authorities will take all steps
necessary to ensure that the Company
enjoys all the rights conferred by this
Concession. The contractual rights expressly created by this Concession
shall not be altered except by mutual
consent of the parties.
(2) This Concession shall throughout the period of its validity be con-

A stabilization clause

states that the law i n
force in the state at a
given date -typically,
the time the concession takes effect-is
the law that will apply to supplement
the terms of the contract, regardless of future legislation, decrees, or regulations
issued by the government.

strued in accordance with the Petroleum Law and the Regulations in force
on the date of execution of the Agreement of Amendment by which this
paragrph [sic] (2) was incorporated
into this Concession Agreement. Any
amendment to or repeal of such Regulations shall not affect the contractual
rights of the Company without its
consent."I7
The first paragraph makes it clear
that mutual consent of the parties is
needed to alter the contractual rights
secured by the concession. The second establishes that the municipal law
by which the concession is to be interpreted is fixed as of a certain date, so
that no later government legislation or
action can unilaterally infringe upon

the company's contractual rights.
The key element of the stabilization
clause is the removal of the government's right to unilaterally alter the
investor's rights by changing its municipal law; this is made more explicit
by the requirement that the investor's
consent is necessary before any such
change in law will affect the investor."

Validity and effect
International law upholds both the
validity of stabilization clauses and the
right of a sovereign nation to bind
itself through the use of such
cla~ses.'~
The tribunal in Texaco v. Libyan
Arab Republic2' stated that "[nlothing
can prevent a State, in the exercise of
its sovereignty, from binding itself irrevocably by the provisions of a concession and from granting to the
concessionnaire irretractable rights."
The tribunal in Texaco held that, "in
entering into concession contracts
with the plaintiffs, the Libyan State
did not alienate but exercised its sovereignty.""
Some nations protest, however,
that it is an infringement on their
sovereignty for a tribunal to rule that
they may not legislate in a way that
would violate the terms of a concession agreement.
A stabilization clause is valid in
principle under international law, although arbitrators differ as to the consequences of the violation of such a
clause." Generally, arbitrators will not
order specific performance of a concession agreement, even if it contains
a stabilization clause, due to respect
for state sovereignty and an inability
to enforce such an award (Texaco,
discussed below, is an exception to
this rule).
Instead, violation of a stabilization
clause is more likely to have an effect
on the amount of damages awarded or
on the certainty that damages will be
awarded.23
The decisions in several major international arbitrations are discussed in
the following to examine the current
state of international law concerning
stabilization clauses:
e Texaco -In Texaco, Libya nationalized the property and rights of sev-
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the Aminoil arbitrati01-1.~~
In 1948
era1 oil comoanies in violation of a
Aminoil was granted a concession by
concession agreement.2' The concesKuwait "for the exploration and exsion contained a stabilization clause
ploitation of
and natural
very similar to the Liamco clause disgas in what was then called the Kucussed above.
wait 'Neutral Zone'."34 In 1961, KuThe tribunal recognized the validity
wait became fully independent, and
of a stabilization clause in a concession
the concession was modified by a supagreement. The clause was one factor
plemental agreement. In December
in the tribunal's decision to declare the
1974, OPEC countries adopted the
taking illegal and to render an award
"Abu Dhabi formula," which effecof restitution (ie., a return of the property the government n a t i o n a l i ~ e d ) . ~ ~tively raised taxes on the oil produced
by Arninoil, to which Aminoil objectThe tribunal stated that this was "the
ed.35
normal sanction for non-performance
Negotiations
between the parties
although
of contractual ~bli~ations,"'~
"
were unsuccessful and Kuwait exprothe award was in fact atypical.
priated Arninoil's assets in 1 9 7 7 . ~In~
Nevertheless, the tribunal held that
the ensuing arbitration, Aminoil
where the contract was stabilized on a
claimed that this action was a breach
certain date by specific clauses, "the
of the stabilization clause contained in
decision of a State to take nationalizthe concession agreement. The stabiliing measures . . . carries international
zation clause reads:
consequences . . . ."27 This holding
"The Shaikh shall not by general or
demonstrates the potential signifispecial legislation or by administrative
cance of a stabilization clause to help
measures or by any other act whatever
convince an arbitrator to grant a remeannul this Agreement except as prody to an aggrieved investor.
vided in Article 11. No alteration shall
e Liamco-In Liamco v. Libya, Libbe made in the terms of this Agreeya had awarded concessions to
ment by either the Shaikh or the ComLiamco in 1955, and then nationalized
pany except in the event of the Shaikh
the concession rights in 1973." The
and the Company jointly agreeing
tribunal held this to be a breach of the
that it is desirable in the interest of
concession and awarded approximateboth parties to make certain alterly $80 million as darn age^.'^ The conations, deletions or additions to this
cession's stabilization clause was disAgreement ."37
cussed earlier in this article.
The tribunal held that, partially beThe tribunal stated that stabilization
clauses were valid in principle, alcause of the stabilization clause'; prothough it reasoned that this particular
vision that "contractual rights exclause did not accomplish what it
pressly created by this Concession
clearly contemplates on its face.
shall not be altered except by mutual
consent of the parties,"30 a "nationalFirst, the tribunal held that the staization of concession rights . . . constibilization clause did not prohibit natutes . . . a source of liability to
tionalization because it contained no
compensate the concessionnaire for
express prohibition.38 The arbitrator
said premature termination of the constated that a "contractual limitation on
cession agreement."31 The court did
the state's right to nationalise . . .
not award lucrum cessans (i.e., lost
would be a p&ticularly serious underprofits) to the investor, which means
taking which would have to be exthat the investor did not receive compressly stipulated for . . . ."39 He
pt.r~satiori
-for the iuii value of what
stated furti-ler that "jtjhe case of nawas taken.
tionalisation is certainly not expressly
However, the fact that a stabilizaprovided against by the stabilisation
tion clause was present was one of the
clauses of the C o n c e ~ s i o n . " ~
factors considered in the award of
Thus, this particular clause did not
"equitable cornpensati~n"~~
by the triprevent nationalization despite its apbunal.
parently clear and express wording.
0 Aminoil-A
recent international
Second, the tribunal held that the
- arbibration that contains a significant
fact that Aminoil agreed during proion of s t a b h t i o n clauses is
tracted negotiations to allow changes
-
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to the concession "brought about a
metamorphosis in the whole character
of the on cession."^' The tribunal's
position, in essence, was that since
the investor had been willing to compromise during negotiations, it had in
effect implicitly agreed to a weakening
of the stabilization clause. Therefore,
under this diluted or weakened stabilization clause, nationalization was
permissible under the concession
agreement as long as compensation
was paid.42
The tribunal held that the existence
of the clause merely warranted an
award of damages despite the wording of the stabilization clause which
seemed to clearly prohibit unilateral
changes in law. Nevertheless, the existence of the stabilization clauseeven weakened-was an important element in the tribunal's justification of
the award of damages. The standard
used to determine the amount of damages was that of "appropriate compensation" .43
The investor negotiating a stabilization clause should learn two valuable
lessons from this case. The first is that
a stabilization clause should be very
explicit in what it is meant to prohibit.
The clause should provide that the
State expressly waives its right to nationalize.
The second lesson is that a stabilization clause should provide that its
terms are binding regardless of subsequent compromise, negotiation, or
amendment of the contract unless
both parties provide expressly, in
writing, to change the meaning or
binding effect of the stabilization
clause.
This will allow the investor to negotiate changes in the contract with the
state if circumstances change, without
fear that a tribunal may later declare
that the investor had agreed to these
negotiations and somehow weakened
or changed the nature of the stabiuzation clause.%

Enfor~eabilifyof awards
of damages
The relevance of a stabilization
clause in international law is not that
it will be, or even can be, specifically
enforced,45 but rather that it makes
damages awarded by an international
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tribunal either more certain to be
awarded or likely to be higher than if a
stabilization clause were not present.
An award of damages, besides helping to bring international opinion and
pressure to bear upon the nationalizing state and thereby aiding in settlement negotiations between the parties, may sometimes be recognized
and enforced in national courts
against property of the defendant
state within the court's jurisdiction.
Various international agreements
and treaties are currently in force
which are designed to assist in the
enforcement of foreign arbitral
awards. Perhaps the most important
is the Convention on the Recognition
and Enforcement of Foreign Arbitral
Awards, first signed in New York in
1958, which provides for enforcement
of foreign arbitral awards.
This is useful "where the assets of
parties may be situated in different
countries and transnational enforcement is desired."46
Obtaining an award of damages is
desirable, despite problems in enforcement, as it increases the chances
an investor has of obtaining compensation from the offending state. Furthermore, the mere prospect of having
an award granted to an expropriated
investor will help to dissuade a state
from taking the investor's property in
the first place.

Damages clause
One of the benefits of having a
stabilization clause is the likelihood of
a higher damages award than would
otherwise be expected.
An additional method to help guarantee the award of the full value of the
rights taken is for the investor to negotiate a damages clause. The damages clause should provide, although
the state has no right under the contract to violate its terms, that if the
state exprepsates tb.e i ~ ~ p s t ~nmnr's
r--r
erty or other rights, the state is
obliged to compensate the investor for
the full value, including lost profits
(i.e., both damnum emergens and lucrum cessans).
An example of this type of clause is
found in a recent Ghanaian concession contract, which contained an arbitration clause with the following
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paragraph:
"If any Contractor's rights, interests
or property provided for herein are
expropriated, nationalized or otherwise taken by reason of any act of the
State or any central or local governmental authority of Ghana, then the
arbitrators shall apply the principle of
full and fair compensation for loss of
profits determined on the basis of a
going
The term "full and fair," and even
the term "lost profits," may be subject
to conflicting interpretations. The
damages clause should therefore provide for a specific method to determine valuation, in order to avoid disputes over which accounting method
is proper. This clause, if well drafted,
would also make a state more reluctant to expropriate in the first place,
since much of the temptation to take
property is removed if the expropriating party must pay for the expropriated property.
Several decisions and authorities indicate that the amount of damages
awarded may be higher if the expropriation is considered illegal under
international law.48
The concept of international "illegality" is, however, a vague and uncertain one. Therefore, it would be
advantageous for the investor to have
the stabilization clause provide further
that any nationalization or expropriation contrary to the terms of the agreement is, and is deemed to be by both
parties, illegal and unlawful under
international law. This should help to
further ensure an award of damages
which compensates the investor for
the full value of the property and
other contractual rights taken.

Investor-sltate contracts in
Russia, other 6.1.8. republics
The various clauses recommended
in this article should be of particular
importance to an investor in Russia or
one of the other C.I.S. republics, as
these states do not have impressive
track records of protecting private
property.
An investor should attempt to have
these clauses included in any contracts negotiated with any of these
states, whether or not the particular

state has in place its own laws purporting to protect foreign investment,
since the state's own internal laws are
less likely to give the investor protection under international law.
Russian law provides a good exarnple, for it has in place both laws
purporting to protect a foreign investor and laws which seem to allow the
investor to negotiate contractual
clauses discussed in this article. Foreign private investors were given specific guarantees in Part I1 of the Law of
the Russian Soviet Federative Socialist
Republic ("RSFSR) on Foreign Investment ("Foreign ~ n v e s t m e n t
Law") .49
Article 7 purports to be a protection
against uncompensated nationalization. It provides that "[floreign investments of the RSFSR are not subject to
nationalization . . . other than in exceptional cases . . . when these measures are undertaken in the public
interest. . . . In [such] cases . . . the
foreign investor shall immediately be
paid adequate and effective compensation." As noted above, however,
the worth of such guarantees is uncertain because the law that embodies the
guarantees can be changed by the
state itself and will be interpreted by
the state's courts.
Furthermore, because of the holdings
" of the international arbitrations
discussed above," an investor should
not depend upon an arbitral tibunal
interuretation that an internal law of
the state is an undertaking by the
government not to nationalize the investor's property. An international tribunal would likely decline to assume
jurisdiction absent a concession or
other agreement with an international
arbitration clause to provide the tribunal with jurisdiction."
Laws in Russia also contemplate
direct negotiation between the state
and an investor and do not seem to
exclude the right of an investor to
negotiate the clauses discussed in this
article. Article 40 of Russia's Foreign
Investment Law authorizes "[tlhe assignment to foreign investors of rights
to develop . . . natural resources"
through a "concession agreement concluded with foreign investors by the
RSFSR Council of Ministers or other
state organs so authorized . . . ."
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Article 9 states that "[dlisputes of foreign
- investors and enterprises with
foreign investments . . . are subject to
review by RSFSR courts, or, pursuant
to an agreement of the parties, by
arbitration courts." Thus, the Foreign
Investment Law of Russia contemplates that concession agreements,
with arbitration provisions, may be
entered into with foreign companies.j2
Besides the Foreign Investment
Law, a "law of particular importance
industry is the Law
to the
of the Russian Federation Concerning
Subsurface Resources enacted in February 1992"j3("Resources Law"). This
law allows underground resources to
be authorized through licenses. The
Resources Law also "envisions the
enactment of more detailed legislat i ~ n , "which
~ ~ was enacted in July
1992 as the Statute on Licensing of the
Use of Subsoil Resources ("Licensing
Statute").
The Licensing Statute adopts, unfortunatelyi an- approach "in which
the license takes the form of a mere
permit to carry out authorized administrative acts. -Such acts are treated as
regulations subject to unilateral
change by the government."j5
This would appear to leave no room
for stabilization clauses, which aim to
remove the state's discretion to unilaterally change the investment environ~
instead
ment. T h e - ~ i c e n s i nStatute
appears to corltemplate that the investor will be subject to the state's regulatory framework.
However, an initial draft of the Law
of the Russian Federation on Oil and
Gas ("Draft Law on Oil and Gas") has
been submitted to Parliament for con~ i d e r a t i o nand
~ ~ it appears to allow
direct negotiation between the investor and the state. The Draft Law on
Oil and Gas is intended to supplement
the Resources Law. "It is designed to
be largely
consistent with this law but
.
of equai weight so that ii can supply . .
. protections common to international
practice that are necessary to attract
the substantial long term investments
needed in petroleum operation^."^'
This proposed law requires an investor to obtain the right to explore
and exploit petroleum under a license
from the state. "Unlike the Licensing
Statute, [however,] the Draft Law on
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Oil and Gas defines the license as a
contractual arrangement,"j8 a format
which is more suitable for inclusion of
international arbitration and stabilization clauses.
The Draft Law on Oil and Gas "permit[~]the licensing authority and the
licensee to negotiate an agreement on
private arbitration for disputes arising
If this bill were to
under the li~ense."'~
be enacted into law, then the authority of the state and its relevant entities
to negotiate international arbitration
and stabilization clauses would be
clearer.
Although it is clear from the above
discussion that the legal framework in
Russia is uncertain and still developing, certain laws currently in place,
such as the Foreign Investment Law,
and certain laws currently before the
Russian Parliament, such as the Draft
Law on Oil and Gas, indicate that
direct negotiation between a foreign
investor and the state will probably
continue to be one way of doing business in Russia.
International arbitration and stabilization clauses are a good tool with
which the investor can better protect
his investment.
The laws of the other C.I.S. republics are also developing and it is uncertain whether these republics will be
willing to agree to include stabilization
and international arbitration clauses in
contracts entered into with foreign
investor^.^' These states will likely
need to be willing to agree to such
clauses in order to attract much-needed western skills, capital, and technolow.
This is made more likely by the fact
that intemational arbitration between
states and investors has been growing
Therefore,
in importance re~ently.~'
investors may be successful in having
these clauses inserted in contracts in
at least some of the C.I.S. republics, if
they insist upon tisem in negonaiions.

Russia and other republics of the
C.I.S. need the finances and knowledge of western investors. These investors will be attracted by reasonably
stable opportunities for making profits.

An anti-property communist history
and an unpredictable future will need
to be overcome before the republics
earn the trust of investors who are
wary, yet eager, to help the republics
and themselves create new wealth. A
state's willingness to agree to international arbitration and stabilization
clauses is a way to earn that trust.
Investors should push hard for
these clauses and Russia and other
C.I.S. republics would be wise to
agree to them.
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