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ABSTRACT 

 

 

Foreign direct investment in the mining and oil industries is invariably fostered through the 

signing of concession agreements between the host State and the investor. Such concessions 

may contain fiscal incentives, to encourage the flow of FDI. However, such concessions are 

also susceptible to alteration by the host State, once the investment has been sunk. This may 

include increasing taxes or outright nationalization.  

 

To avert this, investors will often insist on the insertion of stabilization clauses. These clauses 

constitute an undertaking on the part of the host State, that they will not take any 

administrative or legislative action that would adversely affect the rights of the investor. Such 

clauses are well recognized by arbitral tribunals and the unilateral abrogation of these clauses, 

will have pecuniary consequences. Not only will the host State have to pay damnum 

emergens but also lucrum cessans as part of the compensation package to the investor.  Such  

a position promotes efficiency as per the efficient breach theory, by discouraging the State 

from terminating concession agreements unless they will make some money, even after 

compensating the investor for lost future profits.  However, this ultimately renders 

stabilization clauses inflexible because they preclude the host State from pursuing legitimate 

public functions.  

 

Such a position, necessitates some form of contractual flexibility. However, the legitimate 

expectations of the investor also ought to the protected. The means of achieving this balance 

is by the inserting renegotiation clauses in the concession agreements.  
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CHAPTER ONE: INTRODUCTION 

 

1.0 BACKGROUND  

 

Foreign direct investment involves ‘the transfer of tangible or intangible assets from one 

country to another for the purpose of their use in that country to generate wealth under the 

total or partial control of the owner of the assets’.
1
  Acquiring such an interest in another 

economy will invariably create a contractual relationship between the investor and the host 

State which could span for a period of up to thirty years or more.
2
 During the said period, the 

investor will pour substantial resources into the host State in order to foster viable operations. 

The investor expects to recoup this initial investment and also to make a profit from it over 

the period that the contract subsists. In the long term however, the contract may become 

susceptible to various political risks.  

 

As a result of these risks, historically, there was a general reluctance to invest in developing 

countries due to the non-commercial risks which threatened the investments. These non-

commercial risks manifested themselves inter alia through political risks which led to war 

and any other civil disturbance or an outright regime change, typically through extra-

democratic means like military coups. Such events would often be succeeded by seizure of 

foreign owned property through nationalization or indirect seizure by making it more onerous 

for concessionaires to run their operations. This led to efforts by the international community, 

                                                           
1
 M. Sornarajah The International Law on Foreign Investment (3

rd
 edn, Cambridge University Press 2010) 8. 

See also International Monetary Fund, Balance of Payments Manual (International Monetary Fund 1993) 86 
2
 Rudolph Dolzer and Christoph Schreuer, Principles of International Investment Law (2

nd
 edn, OUP 2012) 21 
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led by the International Monetary Fund and the World Bank to encourage investment in 

developing countries.
3
  

 

Many of these non-commercial and political risks, are addressed by insurance schemes 

through the Multilateral Investment Guarantee Agency (MIGA), which operates under the 

auspices of the World Bank.
4
 In addition, the World Bank encouraged potential host States to 

create an environment that attracted foreign direct investment. For many resource rich 

nations, this involved liberalizing their economies and revising their investment codes. The 

purpose of this was to enable developing countries to attract new capital, the transfer of 

technology and know-how, the creation of jobs, increased access to other markets and the 

strengthening of the local private sector.
5
 

 

Host States thus began introducing investment friendly legislation. Such legislation included 

various incentives, including preferential tax breaks for a given period. In addition, they 

addressed issues such as compensation for expropriated property, provisions for 

externalization of profits and dispute settlement. For example, the Zambian Development 

Agency Act 2006, provides tax incentives for investments that exceed $500,000 and these are 

to last for a period of 5 years.
6
 Furthermore, if the investor is operating in a priority sector or 

rural area then they are exempt from paying customs duties on any machinery acquired.
7
  The 

Act also provides that any disputes arising out of the privatization process are to be settled by 

                                                           
3
 ibid, see also World Bank, Legal Framework for the Treatment of Foreign Investment (World Bank 1992) 

4
 See Ibrahim F.I. Shihata ‘The Multilateral Investment Guarantee Agency’ (1986) 20 International Lawyer 

485-497, See also Article 2(a) of  the Convention Establishing the Multilateral Investment Guarantee Agency, 

1985 
5
 Invesment Law Reform: A Handbook for Development Practitioners (World Bank 2010)  6 

6
 See sections 55 and 56 of the Zambian Development Agency Act 

7
 Section 57 of the Zambian Development Agency Act  
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arbitration. This legislation is a means through which Zambia, as a host State, consents to 

have such disputes settled by arbitration.
8
  

 

Furthermore, should the government expropriate the investor’s property; the latter is entitled 

to compensation which ‘shall be made promptly at the market value and shall be fully 

transferable at the applicable exchange rate in the currency in which the investment was 

originally made, without deduction for taxes, levies and other duties, except where those are 

due’.
9
 Moreover, investors are allowed to transfer profits made from their operations.

10
 

Neighbouring Namibia has similar provisions in its Foreign Investment Act.
11

 

 

Certainly, since the 1980s, the flow of foreign direct investment to developing countries has 

increased dramatically.
12

 A plethora of resource rich nations have been recipients of this 

foreign capital. The relationship between resource rich host States and foreign investors is 

governed through inter alia concession agreements between the aforementioned parties. The 

purpose of the concessions is to enable the investor to explore and exploit their natural 

resources for a period of time. During the course of operations, investors are to pay the host 

State taxes and royalties, often at a preferential rate. 

 

Within these concessions, investors will often seek additional contractual undertakings from 

the host State, designed to further protect their investment. These invariably come in the form 

of stabilization clauses which are express undertakings on the part of the host State that they 

                                                           
8
 Andrea Marco Steingruber, Consent in International Arbitration (OUP 2012) 119-201 

9
 Section 19 of the Zambian Development Agency Act 

10
 Section 20 of the Zambian Development Agency Act 

11
 Act No. 27, 1990 

12
 Zakia Afrin, ‘Foreign Direct Investments and Sustainable Development in the Least Developed Countries’ 

(2004) 10 Annual Survey of International & Comparative Law 215-232, 217 and Tim Büthe and Helen Milner, 

‘The Politics of Foreign Direct Investment into Developing Countries: Increasing FDI through International 

Trade Agreements?’ (2008) 52 American Journal of Political Science 741-762, 742 
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will not unilaterally jeopardize the investor’s interests through legislative or administrative 

means. Given the length of concession agreements, a change of prevailing circumstances may 

episodically necessitate the renegotiation of certain terms of the contract. Stabilization 

clauses lead to rigidity, when what the parties need is flexibility.
13

 In this thesis, I therefore 

argue that in addition to stabilization clauses, renegotiation clauses should also be included. 

These, in turn, will foster a flexible relationship between the two parties to the concession.  

2.0 ISSUE AND HYPOTHESIS 

 

2.1 The Resource Nationalism Cycle 

 

The investor is exposed to various risks when they commence with operations in the host 

State. These risks are particularly evident in the advanced stages of the resource nationalism 

cycle.
14

 This cycle begins when the host State grants a concession to the investor, who is 

invariably a foreign company. The cycle ends with the host government wishing to exert 

greater control over its natural resources, once the operations have commenced and have 

become more profitable.   

 

Resource rich nations, typically, do not possess sufficient capital or know-how needed to 

explore and exploit their vast endowments of natural resources. Invariably, resource rich 

nations rely heavily on foreign direct investment which brings in the much needed capital and 

other peripheral benefits.
15

 Government policy is usually structured towards attracting foreign 

direct investment. They will do this through liberalizing the economy and also including tax 

                                                           
13

 Anne Van Aaken ‘International Investment Law Between Commitment and Flexibility: A Contract Theory 

Analysis’ (2009) 12 Journal of International Economic Law 507-538, 509 
14

 See generally Thomas W. Wälde, ‘Renegotiating Acquired Rights in the Oil and Gas Industries: Industry and 

Political Cycles Meet the Rule of Law’ (2008) 1 Journal of World Energy Law and Business 55 
15

 James C. Baker, Foreign Direct Investment in Less Developed Countries: The Role of ICSID and MIGA 

(Quorum Books 1999) 5  
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incentives in the concession agreements. The agreement is usually structured in a way that 

the investor will run the operations and generate and retain its profits. However, out of these 

profits, the investor is expected to pay the host State taxes and a royalty. These terms are 

negotiated at a time when prices of the particular natural resource are experiencing a low.
16

 

The government, to encourage investment, may adopt a very liberal stance and grant the 

investors various legal and fiscal incentives.
17

 

 

When the prices begin to experience a sustained upward trend, the perception is that the 

foreign investor is making a larger profit. In such an instance, the host State may wish to 

exert greater control over their natural resources. This may be influenced by a national anti-

investment sentiment. Stoking the fires of this nationalistic mood, might be the fact that, due 

to low tax and royalty rates, the State is not fully maximizing the benefits of this windfall in 

the price of the nation’s natural resource.  

 

Whether or not the government takes a resource nationalist stance, also depends largely on 

the type of political regime in the host State. Resource nationalism will typically occur where 

the political pressure exists and there are few checks and balances on the executive. An 

authoritarian regime is less likely to adopt a resource nationalistic stance, because even 

though there are fewer checks and balances, there are no elections and therefore the political 

pressure is not quite present. They may only act if their political hegemony is threatened. A 

democratic regime is also less likely to adopt a resource nationalist stance. This is owing to 

the fact that whilst the political pressure may exist by way of regular elections, ultimately the 

checks and balances that typically exist in a fully democratic State may preclude them from 

acting in a manner that has an adverse effect on the investor. The host State is most likely to 

                                                           
16

 Wälde, (n 14) 55 
17

 Thomas W. Waelde and George Ndi, ‘Stabilizing International Investment Commitments: International Law 

Versus Contract Interpretation’ (1996) 31 Texas International Law Journal 215, 223 
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adopt a resource nationalistic stance in a hybrid system. This is a system where the executive 

is still accountable to the people through set elections but where once in power they are less 

susceptible to checks and balances. Under such a system, the host State is likely to adopt a 

resource nationalistic stance because they are influenced by their need to retain power in the 

next election and there are no institutional mechanisms in place to prevent them from taking 

actions that will increase their actions of doing so. An example of such a system is Russia.  

 

Once the host State takes a resource nationalist stance and seeks means and ways to have a 

greater share in the profits being generated by the investor, it ultimately means taking a less 

liberal stance than that taken during the negotiation stage. In moderate cases, this may mean a 

revision of the tax incentives that the foreign investors are receiving. In extreme cases, this 

may even lead to the outright nationalization of the investors assets.
18

  

2.2 The Obsolescing Bargain Model 

 

The obsolescing bargain model states that concession agreements are susceptible to later 

alteration by the host government once operations have commenced.
19

 During the negotiation 

stages, investors are very aware that most resource rich nations depend on their capital to 

explore and exploit their natural resources. They are also aware that all the incentives given 

by the host State could easily be taken away once operations commence. Because the State 

needs the investment, they are in a relatively weaker position because at this point the 

investor could easily take their capital to a jurisdiction where they have the best chances of 

maximizing their investment. In this sense, the investor has a wider selection than the host 

                                                           
18

 G. Joffé, P. Stevens, T. George, J. Lux and C. Searle ‘Expropriation of Oil and Gas Investmentments: 

Historical, Legal and Economic Perspectives in a New Age  of Resource Nationalism’ (2009) 2 Journal of 

World Energy and Business 3-23, 22 
19

 See generally Raymond Vernon, Sovereignty at Bay: The Multinational Spread of US Enterprises (Longman 

1971)  
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government who really have to make do with a relatively small number of investors seeking 

to enter their jurisdiction.  

 

Taking advantage of this fact, the investor will use its economic muscle to request conditions 

from the host State, that will work to the former’s benefit. However, there remains the 

possibility that once the operations have commenced, the host State could then intervene by 

utilizing the legislative and administrative prerogatives at its disposal. For example, the host 

State could, through its legislature, pass laws to reverse any tax incentives previously granted 

or to simply foster the process of nationalising the investor’s asset as mentioned above. They 

could also use their national army to occupy the premises of the investor’s operations.
20

 In 

this sense, once operations have commenced, the host State becomes the stronger party and 

the investor is in a considerably weaker position than it was during the negotiating stage.
21

  

2.3 The Rigidity of Stabilization Clauses 

 

Wary of the eventualities raised in the preceding subsection, foreign investors will often insist 

on the insertion of various clauses in the concession agreement. They may for example insert 

arbitration clauses in the contract, as a means of ensuring that should a dispute arise, it will be 

heard in a neutral forum outside the scope of national law. They may also insist on the 

insertion of stabilization clauses in the concession agreement.
22

 These are provisions that 

generally state that, for a given period of time, the government is precluded from making any 

legislative changes or taking administrative action that will have an adverse effect on the 

rights contained within the concession agreement.  

                                                           
20

 See Benevuti et Bonfant v People’s Republic of Congo (1982) 21 ILM 740 
21

 See Sornarajah (n 1) 281 
22

 Piero Bernardini, ‘Investment Protection under Bilateral Investment Treaties and Investment Contracts’ 

(2001) 2 Journal of World Investment 235,  241 
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Therefore, in an instance where there is a conflict between the contractual rights contained 

within the concession containing a stabilization clause and subsequent municipal law, the 

former will always take precedence.
23

 Although arbitral tribunals, for practical reasons, do 

not claim the right to compel specific performance, their respect for stabilization clauses and 

the sanctity of contracts is reflected in the compensation awards they render.
24

 

 

The difficulty with such a position, it leads to rigidity in the contracts. Such rigidity may not 

withstand the realities of the mines and minerals industry. The world prices of natural 

resources, like copper and oil for example, are rather mercurial. A mineral that costs a certain 

amount one year, may experience a dramatic increase in subsequent years. This was certainly 

evidenced in my case study on the Republic of Zambia as detailed in Chapter five of this 

thesis, which had seen a dramatic increase in the flow of foreign direct investment.
25

 This 

increase was largely as a consequence of the liberalization of the Zambian economy which 

was undertaken subsequently to the fall of socialism which took place in 1991.
26

  

 

The Zambian economy has historically been linked to copper production. Prior to 

liberalization of the economy, the mines were in State hands, under the auspices of Zambia 

Consolidated Copper Mines (ZCCM). After 1991, however, the government embarked on a 

privatization programme. This eventually culminated in the mines being split into seven and 

being sold to foreign mining companies. To attract these companies, the government of 

                                                           
23

 See Sapphire International Petroleum Ltd. v. National Iranian Oil Co. (NIOC) (1967) 35 I.L.R. 136, Saudi 

Arabia v. Arabian American Oil Co. (Aramco) (1963) 27 I.L.R. 117, BP v Libya (1979) 53 I.L.R. 297 and 

Texaco Overseas Oil Petroleum Co./Califorina Asiatic Oil Co. v Libya (1978) 17 ILM 1 
24

 See Jason W. Yackee, ‘Pacta Sunt Servanda and State Promises to Foreign Investors Before Bilateral 

Investment Treaties: Myth and Reality’ (2009) 32 Fordham International Law Journal 1550 
25

 See generally Muweme Muweme  ‘Foreign Direct Investment: What Difference for Zambia?’ (2001) Jesuit 

Centre for Theological Research Bulletin, Number 50, http://www.jctr.zm/for-di-invest.htm  
26

 See generally John Lungu ‘Copper Mining Agreements in Zambia: Renegotiation or Law Reform?’ (2008) 

117 Review of African Political Economy 403 
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Zambia, among other things offered a preferential tax regime. Mineral royalties were to stand 

at 0.2 percent, which was lower than the 3 percent stipulated in the Mines and Minerals Act. 

Furthermore, the corporate tax rate was reduced from 35 percent to 25 percent.
27

 

 

In 2004, when most of the concessions were signed, the price of copper stood at US$2421.48 

per ton on the London Metal Exchange (LME). In July 2006, this increased dramatically to 

US $7726.74 per ton. By October 2007, this had further increased to US$ 8020.59 per ton. 

These dramatic increases, led to calls for the government of Zambia to reconsider the 

preferential tax regime that the mining companies were enjoying. In 2008, the government of 

Zambia acceded to these calls.
28

 They firstly passed the Mines and Minerals Development 

Act of 2008 which cancelled all concessions entered into prior to the passage of the 

aforementioned act. Subsequently, the government of Zambia proceeded to raise the 

corporate tax and royalty rates to 30 percent  and 3 percent respectively.
29

 This was done, 

ostensibly, to ensure that the people of Zambia benefitted from the high copper prices.
 30

  

 

Contained within the cancelled concessions, were stabilization clauses.
31

 If the matter were to 

be decided by an arbitral tribunal, it is likely that the government’s action may have 

pecuniary consequences.
32

 Even though the stabilization clause purports to prevent host 

States from unilaterally abrogating the contract, in the event that commodity prices escalate, 

                                                           
27

 John Lungu, The Politics of Reforming Zambia’s Mining Tax Regime (Southern Africa Resource Watch 

2009) 15 
28

 Jan-Bart Gewald and Sebastiaan Soeters, ‘African Miners and Shape-Shifting Capital Flight: The Case of 

Luanshya/Baluba’ in Alastair Fraser and Miles Larmer (eds) Zambia, Mining, and Neoliberalism: Boom and 

Bust on the Globalized Copperbelt (Palgrave 2010) 166 
29

 Lungu, The Politics of Reforming Zambia’s Mining Tax Regime (n 27) 19 
30

 Sangwani Ng’ambi, ‘Stabilization Clauses and the Zambian Windfall Tax’ (2010) 1 Zambia Social Science 

Journal 107, 107 
31

 Evaristus Oshionebo, ‘Stabilization Clauses in Natural Resource Extraction Contracts: Legal, Economic and 

Social Implications for Developing Countries’ (2010) 10 Asper Review of International Business & Trade Law 

1, 4 
32

 Waelde and Ndi, (n 17) 
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it is clear that governments are unlikely to abide by the terms of contracts that are too rigid. 

As noted by Joffé et al, ‘Despite the inclusion in original contracts of stabilization clauses 

designed to anticipate and counter the risk implicit in the obsolescing bargain, this outcome is 

inevitable. Stabilization clauses have rarely been effective since producer governments still 

enforced changes in contractual terms to reflect their perception of their right to capture 

additional rent.’
33

 It has thus been observed that long-term agreements must be seen as 

susceptible to continuous adjustment, rather than ‘a body of fixed rights and obligations 

impervious to political, economic and social changes’.
 34

 It has further been observed: 

 

Such an approach would, of course, constitute a radical departure from traditional doctrine, but, as 

has already been pointed out, the Anglo-American theory of contract has not always remained 

fossilized and inflexible. A departure from current traditional doctrine is therefore not necessarily 

inimical to the common interest of both investors and host governments. 
35

 

 

A change of circumstances is made inevitable, because of the mercurial nature of natural 

resource prices. Once prices experience a sustained upward trend, this will trigger a resource 

nationalist stance. Host States are more likely either to raise taxes or nationalize assets 

belonging to the investor. Although in practice stabilization clauses do not prevent host States 

from taking such action, there are pecuniary consequences. Not only will the host State have 

to compensate the investor for the market value of the nationalized asset, they will also have 

to compensate the investor for lost future profits.  

 

                                                           
33

 Joffé, Stevens, Lux and Searle (n 18) 22 
34

 Samuel K.B. Asante, ‘The Concept of Stability of Contractual Relations in the Transnational Investment 

Process’ in Kamal Hossain (ed), Legal Aspects of the New International Economic Order (Frances Pinter 1980) 

259 
35

 ibid 
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Such conduct is only efficient, if the host State makes some money even after having fully 

compensated the investor. The difficulty with this position, is that whilst it protects the 

legitimate expectations of the investor, it does not give the State sufficient leeway to exercise 

its legitimate public functions. Typically, when the State nationalizes it is not just for the 

purposes of maximizing wealth, but also for the purposes of reorganizing its socio-economic 

structures.  

 

This thesis therefore advances the view that some form of flexibility is needed in concession 

agreements.  This enables both the host State and the investor to negotiate the terms of the 

contract in such a way that the former can benefit from its natural resource without 

jeopardizing the interests of the latter. This flexibility could be fostered through the insertion 

of renegotiation clauses in concession agreements.
36

 Such clauses, bind the parties to 

renegotiate the terms of the contract, in good faith, when prevailing circumstances change. In 

the event that the parties fail to reach an agreement, the matter can be settled by a third party. 

This will usually be an international arbitrator.
37

  

 

Such clauses can be contrasted with stabilization clauses. Although such clauses are 

respected by international arbitral tribunals, on the basis of pacta sunt servanda, the 

mercurial nature of natural resources will inevitably lead to a fluidity in the prevailing 

circumstances. The rigidity of these clauses may prove to be problematic for both the State 

and the investor in the long run. It has been seen that governments seeking to maximize the 

                                                           
36

 See Jeswald W. Salacuse, ‘Renegotiating International Project Agreements’ (2000) 24 Fordham International 

Law Journal 1319, 1362-1363  
37

 Piero Bernardini, ‘The Renegotiation of the Investment Contract’ (1998) 13 Foreign Investment Law Journal 

411, 415 
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benefits of a windfall in prices, will still unilaterally cancel contracts despite an express 

undertaking not to do so.
38

  

 

3.0 SCOPE AND SIGNIFICANCE OF THE STUDY 

 

The focus of this thesis will be the natural resource sector. Most of the case law covered in 

this study deals with the oil and petroleum industry. The case study on Zambia will deal with 

copper. In addition, this study deals exclusively with foreign investment as opposed to 

domestic investment. This distinction is made because although foreign investment is 

governed by some domestic legislation, it is largely governed by international investment 

law. Therefore, the rights and obligations are of an international character. These rights and 

obligations will be reflected in the cases covered in this thesis.  

 

The geographical and chronological scope of the case study in this thesis is generally limited 

to the Republic of Zambia, and events leading up to and including the windfall tax of 2008.  

As the case study shows, the mining industry is dominated by foreign companies such as 

Glencore, Vedanta and First Quantum Mining Ltd, among others.
39

 It will also give examples 

of other resource rich nations that accentuate the cyclical nature of the resource nationalism 

cycle. One such nation is Venezuela.  

 

In order to foster economic development, least developed countries will need to exploit their 

natural resources. This process can be accelerated through foreign direct investment. In order 

to put investors at ease host States will have to make contractual undertakings to protect the 

investor’s economic rights such as stabilization clauses. The difficulty here however is that 
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when the price of the natural resource escalates, it appears that the investor benefits more 

than the host State, which triggers the resource nationalism cycle.  

 

This research is therefore significant because it examines the effect of stabilization clauses by 

carefully scrutinizing the cases and scholarly writings that exist on the subject. It shows that 

in the advanced stages of the resource nationalism cycle, stabilization clauses are too rigid. 

Therefore, contractual flexibility is needed in order to protect the legitimate expectations of 

the investor and the ability of the host State to pursue legitimate public functions.  

 

In turn, my research will benefit not only Zambia but any other resource rich country in 

benefiting from a windfall in the price of their natural resources. At the same time, I will be 

looking at ways in which the investor can still benefit from a windfall in prices so as to create 

a win-win situation for both parties. This, it is argued, is accomplished through a flexible 

relationship facilitated through the insertion of renegotiation clauses in the concession 

agreement.  

4.0 RESEARCH METHODS 

 

This thesis takes a doctrinal approach. Under the doctrinal approach, my research will focus 

on the relevant sources pertaining to international investment law.
40

 This means looking at 

primary and secondary sources. The former will involve looking at legal instruments, 

whereas the latter will involve looking at academic literature such as books and journal 

articles. 
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The primary legal sources will mainly focus on some treaties and customary law manifested 

in United Nations General Assembly Resolutions pertaining to permanent sovereignty over 

natural resources. In the case study on Zambia, we will also be looking at national sources of 

law such as the national laws including the Mines and Minerals Act of 1995, the Mines and 

Minerals Development Act of 2008. I will also cover provisions on expropriation dealt with 

by the Constitution of Zambia. In addition, we will be looking at the concession agreements 

signed between the government and the foreign mining companies. The thesis also includes 

relevant case law. Although the thesis does mention some cases decided by the International 

Court of Justice, it will mainly focus on awards rendered by international arbitral tribunals.  

 

5.0 OUTLINE OF THE CHAPTERS 

 

This thesis is divided into seven chapters including this introduction and the conclusion.  

Chapter two, of this thesis begins by defining foreign direct investment.
41

 It will then proceed 

to discuss the resource nationalism cycle. This particular chapter will look at the factors 

contributing to resource nationalism. It will demonstrate that resource rich nations, lacking in 

know-how and financial capacity, will often acquiesce in very liberal contractual terms, 

which largely favour the investor, in order to attract much needed foreign direct investment. 

In this sense the host State is the weaker party because it needs the investment. Once the 

investment is sunk however, the host State has various prerogatives at their disposal which 

could be used to alter the terms of the concession.  At this point the investor is the weaker 

party. This process describes what is referred to as the ‘Obsolescing Bargaining Model’.  
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Various factors contribute to the host State taking a more resource nationalist stance. It will 

be seen that it is primarily influenced by a sustained upward trend in the price of the natural 

resource. This may lead to the host State seeking to maximize the benefits accruing from the 

windfall in prices. There may also be political pressure. Chapter two will show that resource 

nationalism is easier to adopt in a system where the executive is still accountable to the 

people through elections, but has very few checks and balances. Chapter two will also show 

that in a bid to counter the risks emanating from resource nationalism cycle, investors will 

often insist on various clauses. One of these is the stabilization clause. Such clauses constitute 

provisions under which the host State is precluded from undertaking any legislative or 

administrative actions that will change the legal regime that exists at the time the investor is 

entering into the host State.   

  

Chapter three discusses the effect of stabilization clauses.
42

 The first part, discusses the 

principle of permanent sovereignty over natural resources. The principle was developed in 

the aftermath of World War II, when previously colonized nations began to attain their 

independence. With political independence, they also sought to have a greater influence on 

the exploration and exploitation of their natural resources, with which they were well 

endowed. This principle, it will be seen, is often invoked by States that unilaterally abrogate 

concession agreements that contain stabilization clauses. It will be seen that this argument is 

generally not looked upon with a kindly eye. Tribunals instead take the view that when States 

freely enter into agreements containing stabilization clauses, they are bound by them. This is 

because tribunals respect the sanctity of contracts and often cite pacta sunt servanda as the 

basis of their decisions. Under the sanctity of contracts, the will of the parties must be 

respected and the insertion of stabilization clauses is a reflection of that will. Therefore, they 
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must be upheld. Thus, it will be seen that where a state unilaterally terminates a concession 

containing a stabilization clause, before the term of the contract has elapsed, then there are 

pecuniary consequences.  

 

These consequences are highlighted in chapter four of this thesis.
43

 This chapter will show 

that where the State breaches a contract with the investor, the former must compensate the 

latter. There are two standards propounded under international investment law: appropriate 

compensation and the “Hull formula”. Under the former, compensation is determined on a 

case by case basis, taking into account all the relevant circumstances. Under the latter, 

compensation ought to be prompt, adequate and effective.  Regardless of the standard 

adopted, arbitral tribunals invariably award lost future profits (lucrum cessans) as part of the 

compensation package. In this sense, the law relating to compensation under international 

investment law promotes efficiency. That is to say, that the parties to a concession have an 

incentive to perform unless doing so would be inefficient. The government would have acted 

efficiently if it made some money even after having compensated the investor for its sunk 

costs and lost future profits. This is the very essence of the efficient breach theory under 

contract law, which will be covered in Chapter four. In this chapter I argue that one of the 

pillars of the efficient breach theory is wealth maximization. That is to say that the objectives 

of the parties are fully translated into monetary terms. However, the limitation with this is 

that wealth maximization is not always the goal of the State. Typically, when the State 

terminates a contract it is for public purposes. The State typically terminates concessions 

because it seeks to reorganize its socio-economic policies. Thus, whilst the compensation 

standard promotes efficiency, it does not give the State sufficient flexibility to pursue its 

legitimate public functions.   
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To further illustrate this point, Chapter five of this thesis is a case study on Zambia and the 

windfall tax the government of the aforementioned jurisdiction introduced in 2008.
44

 Zambia 

is a mono-economy which relies primarily on its vast copper reserves. The first part of the 

chapter will examine the early stages of the Zambian mining industry. It will be seen that in 

the initial stages, all mining rights were vested solely in the British South Africa Company.  

These rights were obtained through a series of treaties signed with various tribal Chiefs 

operating in Northern Rhodesia, as Zambia was called prior to its independence in 1964. This 

included Chief Lewanika, the Paramount Chief of Barotseland. The British South Africa 

Company had the authority to issue concessions, and to receive a royalty from the revenue 

made from mining operations, in Northern Rhodesia. By the time of independence, the 

copper mining industry was dominated by two corporations: the Anglo American 

Corporation and the Roan Selection Trust.  

 

This dominance was a cause for concern to Kenneth Kaunda and his United National 

Independence Party (UNIP). Of particular concern was the fact that the two companies were 

foreign, reinvested little and the current regime did little to benefit the people of Zambia.  

President Kaunda and UNIP adopted a policy of ‘humanism’. This was a socialist ideology 

under which the government saw it as their responsibility to look after every Zambian, under 

the auspices of a one-party State. In line with this ideology, they proceeded to nationalize the 

mining industry and eventually placed it under Zambia Consolidated Copper Mines (ZCCM), 

which was a State owned corporation.  
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For years the government of Zambia achieved their goal of looking after the people of 

Zambia by providing various amenities including education, healthcare and jobs. However, 

this was to be short-lived. When the copper prices plummeted and world oil prices escalated 

in mid 1970s, the government of Zambia was compelled to borrow money to make up for the 

shortfall in the national budget that this caused. This eventually led to a debt crisis. The 

subsequent economic crisis, led to questions about the legitimacy of the UNIP government 

and their ability to handle the country’s affairs. President Kaunda, was thus compelled to 

reintroduce multiparty democracy to Zambia in 1990. His UNIP party was defeated by 

Frederick Chiluba’s Movement for Multiparty Democracy (MMD), which swept into power 

in 1991.  

 

The new government adopted a more liberal approach to the economy and proceeded to 

privatize the mining companies. Although privatization brought some benefits, it also brought 

some hardships to the people living in mining towns including loss of jobs, loss of healthcare 

facilities and degradation of schools, roads and the environment. This was further 

compounded by the huge appreciation in copper prices and tax incentives that the mining 

companies were enjoying.  

 

This led a perception that the mining companies were gaining more from operations than the 

people of Zambia. There were, therefore, calls to increase the tax rate so that the people of 

Zambia could maximize the potential benefits they could receive from the foreign mining 

companies. The public discontent was reflected in the results of the 2006 General Election. 

Although the MMD ultimately won this election, they did lose a lot of ground in the urban 

areas and mining towns of the Copperbelt. The Patriotic Front, made significant gains.  These 

gains were attributed to the fact that they promised effectively to increase taxes on mining 



19 
 

companies and reduce taxes of mine workers. The MMD government could not ignore these 

gains. Thus, the Zambian government introduced the windfall tax in 2008. They did this by 

cancelling all development agreements that had been entered into before 2008, through the 

Mines and Minerals Development Act 2008. The development agreements contained 

stabilization clauses. Yet despite these clauses, the Zambian government proceeded to take 

the resource nationalist stance it did.  

 

In chapter six, I argue that some form of flexibility is needed in the contract and this can best 

be achieved by the insertion of renegotiation clauses in concession agreements.
45

 As seen in 

previous chapters, it is not in the interest of either the investor or the State to have contracts 

that are too rigid. With regards to contracts that do not contain renegotiation clauses, the 

parties could still rely on the principle of rebus sic stantibus (changed circumstances). This 

can be relied upon if adverse circumstances occur during the life of the contract, that could 

not have been anticipated at the time that it was signed. The application of this principle is 

very limited and applies only to situations that have adversely affected the parties. That is not 

actually the case where there has been a windfall in the price of natural resources because the 

parties actually benefit from this.  

 

I thus advocate that the most appropriate course of action is the insertion of renegotiation 

clauses in concession agreements. Such a clause would stipulate: the event that would trigger 

the renegotiation, the effect of the trigger event on the parties, the objectives to be achieved 

during the course of renegotiation and, finally, the course of action that ought to be taken in 
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the event that the renegotiation fails. Succeeding chapter six will be my conclusion which 

simply offers a summary of the main points raised in this thesis.
46
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CHAPTER TWO: FOREIGN DIRECT INVESTMENT, THE RISKS AND 

MITIGATION OF THOSE RISKS 

 

1.0 INTRODUCTION 

 

Foreign direct investment involves the transfer of tangible or intangible assets from one 

country to another. The purpose of this is to use those assets to generate wealth. These assets 

are either totally or partially controlled by the owner.
1
 Among the myriad benefits this brings 

to resource rich nations is access to foreign capital. Typically, due to a shortage of domestic 

capital, resource rich host States will have to rely on foreign capital as a means through 

which they can explore and exploit their natural resources. To attract foreign capital, the host 

State will thus offer various fiscal incentives to the investor.
2
 

 

Investors on the other hand, are attracted to the host State by the prospect of making a profit 

once their initial investment has been sunk.
3
 However, the long term nature of investment in 

resource rich nations renders the investor susceptible to a number of risks which jeopardize 

their chances of making a profit. One such risk is the resource nationalism cycle.
4
 This is a 

cycle which typically manifests when the price of the natural resource experiences a boom. 

The windfall profits that this boom generates will often elicit opportunistic behaviour on the 

part of the State. The State will seek to gain greater control over its natural resources in order 
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to maximize the benefits of the windfall profits. This may include increasing taxes or simply 

nationalizing assets belonging to the investor.
5
  

 

These risks can be mitigated through various means. One of these means is political risk 

insurance. This could be done through private insurers or through government sponsored 

schemes such as the Overseas Private Insurance Corporation (OPIC) and the Multilateral 

Investment Guarantee Agency (MIGA).
6
 The investor could also protect themselves through 

the insertion of various clauses in the concession agreement. For example, in order to ensure 

that disputes are heard in a neutral forum outside the fray of the host State’s jurisdiction, the 

parties can insert an arbitration clause.
7
 Moreover, to prevent the sort of opportunism induced 

by the resource nationalism cycle, stabilization and renegotiation clauses are often included 

in the concession agreement.
8
   

 

The aim of this chapter is to discuss foreign direct investment, the risks associated with it and 

the means through which these risks are mitigated. The second part of this chapter explores 

the meaning of the term ‘foreign direct investment’. The third part examines resource 

nationalism cycle and the risks emanating therefrom. The fourth part will serve as an 

overview of the mechanisms investors utilize in mitigating those risks. The fourth part will 

consist of a conclusion. 
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2.0 FOREIGN DIRECT INVESTMENT DEFINED 

 

Definitions of foreign direct investment can be found in various national laws and investment 

protection treaties.
9
  For example the United Nations Conference on Trade and Development 

(UNCTAD) defines foreign direct investment as ‘an investment involving a long-term 

relationship and reflecting a lasting interest and control by a resident entity in one 

economy…in an enterprise resident in an economy other than that of the foreign investor.’
10

 

From this definition, we can see that there must be a transfer of assets from one jurisdiction to 

another. The investment must be made to acquire a lasting interest in an enterprise operating 

in an economy other than that of the investor. The investor’s purpose is to have an effective 

choice in the management of the enterprise.  

 

Portfolio investment falls outside the scope of this definition.  This is owing to the fact that 

portfolio investment was seen as an ordinary commercial risk which the investor is generally 

aware of. This is owing to the fact that the investor takes upon himself, the risks associated 

with such investments. If the investor suffers a loss of any kind he cannot sue the domestic 

stock exchange or the public utility running it. There is no basis upon which the investor can 

seek a remedy.
11

   

2.1 Conflicting Approaches to the Interpretation of Investment 

 

Myriad investment disputes are tabled before the International Centre for Settlement of 

Investment Disputes (ICSID).
12

 In order for the tribunal to accept jurisdiction over a matter, it will 

have to concern an ‘investment’. This is provided for in Article 25 of the Convention on the 
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Settlement of Investment Disputes between States and Nationals of Other States (ICSID 

Convention) which says:  

 

The jurisdiction of the Centre shall extend to any legal dispute arising directly out of or in relation 

to an investment between a Contracting State (or any constituent subdivision or agency of a 

Contracting State designated to the Centre by that State) and a national of another Contracting 

State, which the Parties to the dispute consent in writing to submit to the Centre. 

 

The term investment is not defined under the ICSID.
13

 From the travaux preparatoires it is 

clear that the draftsmen of the ICSID Convention had attempted to adopt a definition of 

investment. This potential definition is found in Article 30 of the draft convention which 

defined investment as, ‘any contribution of money or other assets of economic value for an 

indefinite period or, if the period be defined, for not less than five years’.
14

  However, this 

definition was ultimately discarded.
15

 The framers thought it was perhaps better to leave the 

term ‘investment’ to be defined by States in their own agreements.
16

 The importance of some 

sort of definition or at least guidelines regarding what constitutes an investment cannot be 

overemphasized. This is because, whether or not the ICSID tribunal accepts jurisdiction, 

depends largely upon whether the subject matter tabled before them involves an investment.
17

  

 

Attempts have been made, by ICSID tribunals, to interpret the term investment. Arbitral 

tribunals are generally agreed on the fact that the term investment depends on the four factors 
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identified in the early case of Fedax NV v Venezuela.
18

 These are: (i) that the investment 

should exist for a certain duration, (ii) the multinational corporation should gain regular 

profits and returns, (iii) there must be an assumption of risk (iv) there must a contribution to 

the economic development of the host State. Where there appears to be disagreement 

amongst the tribunals is on whether or not all four elements ought to be contemporaneously 

present.  

 

The tribunal in Malaysian Historical Salvors Sdn Bhd (MHS) v Malaysia
19

 (MHS) identified 

the two main categories adopted by arbitral tribunals in determining what activity amounts to 

an investment. These are the ‘jurisdictional approach’ on one hand and the ‘typical 

characteristics’ approach on the other. Under the jurisdictional approach the tribunal will 

invariably deny jurisdiction, if not all the elements identified in the Fedax case are present. 

On the other hand, typical characteristics approach is more flexible and states that all four 

elements need not be present at the same time. Both approaches will be discussed in turn.  

 

2.1.1 The Jurisdictional Approach 

 

 

The jurisdictional approach was first adopted in Salini Construttori SpA v Morocco
20

 The 

question before the arbitral tribunal in this case was whether a civil construction contract 

constituted an investment. The arbitral tribunal firstly looked at the bilateral investment treaty 

(BIT) between Italy and Morocco under which this dispute was brought. They held that the 

contract did indeed fall within the definition of investment under the aforementioned BIT.
21
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However, the tribunal then went on to discuss whether it was an investment under Article 25 

of the ICSID Convention. The tribunal noted that Convention itself was silent on what 

constituted an investment.
22

 They thus opined that, ‘investment infers: contributions, a certain 

duration of performance of the contract and a participation in the risks of the transactions…In 

reading the Conventions preamble, one may add the contribution to the economic 

development of the host State of the investment as an additional condition.’
23

   

 

The tribunal further added that the elements identified may be interdependent. For example, 

the level of the risk undertaken may be contingent on the amount of money contributed and 

the duration of the contract. For this reason the tribunal opined that the criteria should be 

assessed conjunctively rather than disjunctively.
24

 In other words all elements should be 

present concurrently or the subject matter cannot amount to an investment. The tribunal also 

noted that the risk undertaken by the investor should not merely be an economic risk but a 

qualified risk.
25

 The difficulty with this is that the tribunal does not define what constitutes a 

qualified risk. Consequently, it is difficult to be persuaded of the arbitral tribunal’s 

reasoning.
26

  

 

The jurisdictional approach was also adopted in Joy Mining Machinery Ltd v Egypt27. That is 

to say that all the elements identified in Fedax should be present at the same time. The 
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tribunal preferred the jurisdictional approach because in their view any other approach would 

have turned Article 25 of the ICSID Convention into ‘a meaningless provision.’28 In this 

particular case the arbitral tribunal considered the activity in question as merely commercial 

since ‘the production and supply of the kind of equipment involved in this case is a normal 

activity of the Company, not having required a particular development of production that 

could be assimilated to an investment.’29  

 

Furthermore, the arbitral tribunal noted that the contract made no mention of foreign 

investment nor was there an express intention on the part of the investor to activate Egypt’s 

authorisation procedures for foreign investment.30 The tribunal also held that since the total 

price of the supply had actually been paid at the beginning of the contract, this negated any 

possibility of gaining regular profits and returns. In addition, they found that the company’s 

actions did not involve a qualified risk but were merely a commercial risk. Once again they 

did not mention what amounted to a qualified risk. The tribunal ultimately denied 

jurisdiction, notwithstanding their concession that the operation did contribute to the 

economic development of the host State.31 

 

The importance of economic contribution was highlighted in the subsequent case of Patrick 

Mitchell v Democratic Republic of Congo32 another case which adopted the jurisdictional 

approach. The arbitral tribunal held that because economic contribution to the host State was 

an ‘obvious and unquestioned’ effect of an investment it was therefore an objective 
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requirement.33 This position was brought into doubt by the two LESI cases in which the 

arbitral tribunals did not think economic contribution was particularly important. LESI-

Dipenta v Algeria34 for example the arbitral tribunal said that for an activity to constitute an 

investment it should fulfil three conditions: ‘a) the contracting party has made contributions 

in the host country; b) those contributions had a certain duration; and c) they involved some 

risks for the contributor.’35 In the tribunal’s view, contribution to the economic development 

of a country was not an essential requirement because it is ‘something that is difficult to 

ascertain and that is implicitly covered by the other three criteria.’36 The arbitral tribunal in 

LESI Sp.A. and ASTALDI v Algeria37 adopted a similar if not identical position.38 Both 

tribunals accepted jurisdiction.  

 

However, in the subsequent case of Bayindir v Pakistan39  accepted jurisdiction but based on 

the Salini test.40 The tribunal held that ‘to qualify as an investment, the project must represent 

a significant contribution to the host State’s development.’41 In Pey Casado v Chile42 the 

tribunal also adopted a jurisdictional approach but as in the LESI cases they disregarded the 

importance of the investor’s contribution to the development of the host State. As far as they 

were concerned ‘economic development’ is encompassed in the other three requirements 

anyway. Furthermore, in their view the criteria should be viewed as requirements rather than 
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hallmarks.43 To do otherwise as was stated in Joy Mining, would render Article 25 of the 

ICSID Convention meaningless. In Helman v Egypt44 the tribunal adopted an even more 

restrictive definition of investment when they said that, ‘to be characterized as an investment 

a project must show a certain duration, a regularity of profit and return, an element of risk, a 

substantial commitment, and a significant contribution to the host State’s development.’45 

 

The subsequent case of MHS v Malaysia46 is interesting because although the sole arbitrator 

ostensibly took a jurisdictional approach here he seems to be suggesting that a certain activity 

could constitute an investment despite the absence of certain requirements. This results in 

what has been described as a confused decision.47 The arbitrator in this case firstly noted that 

there was an absence of regularity of profits and returns. In his opinion however this element 

was immaterial because the criterion is not always decisive and because it had ‘not been held 

to be an essential characteristic or criterion in any other case cited in this Award.’48 The 

arbitrator also noted that although the investor had made a commitment by expending his 

own funds, ‘the size of the contributions were in no way comparable to those found in Salini, 

Bayindir, and Joy Mining.’49 

 

The arbitrator held further that the operation was not for the requisite time frame of two to 

five years as stipulated in Salini. Although the project itself ran for a period of two years the 

contract itself was meant to be completed within eighteen months. 50 Thus the actual duration 
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was merely incidental. In other words the arbitrator was relying more on the time frame that 

was contractually foreseen by the two parties because, ‘[t]he nature of the project meant that 

the Claimant could have completed it within a shorter period than two years and was in fact 

contractually required to do so within 18 months.’51 The arbitrator went on to say that: 

 

although the Claimant satisfies the duration characteristic or criterion in the quantitative sense, it 

fails to do so in the qualitative sense.  However, such failure does not, by itself, mean that the 

project was not an ―investment within the meaning of Article 25(1) since a holistic assessment of 

all the hallmarks still needs to be made.
52 

 

The arbitrator further noted that the risk involved was a typical business risk and not a 

qualified risk. Once again, the tribunal did not define what amounted to a qualified risk.53 The 

arbitrator ultimately denied jurisdiction on the basis that the activity did not contribute to the 

economic development of the host State. In the arbitrator’s view this particular hallmark was 

the most important because ‘the other typical hallmarks of “investment” are either not 

decisive or appear only to be superficially satisfied.’54  This was eventually annulled which 

shows the inadequacy of the jurisdictional approach. The annulment committee noted that the 

constrictive approach adopted by the arbitrator ignored ‘the bilateral and multilateral treaties 

which today are the engine of ICSID’s effective jurisdiction.’55 The ad hoc Committee 

favoured the typical characteristics approach because it was more congruous with the 

intentions of the draftsmen of the ICSID Convention.  
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2.1.2 The Typical Characteristics Approach 

 

The typical characteristics approach is less restrictive than the jurisdictional approach in that 

a tribunal may still accept jurisdiction notwithstanding the fact that all the four elements are 

not present at the same time. The initial purpose behind excluding a definition of investment 

under the ICSID Convention was to ensure that Article 25 remained adaptable to the transient 

nature of international investment.
56

 The typical characteristics approach is more consistent 

with this intention than the jurisdictional approach.
57

  

 

The first tribunal to adopt a typical characteristics approach was that in CSOB v Slovakia.
58

 

Here the tribunal opined that although the activity involved in this case did not satisfy the 

other criteria identified in the Fedax case, it did nonetheless involve a significant contribution 

to the economic development of the host State. For this reason it was an investment under the 

ICSID Convention.
59

 They justified this overdependence on economic development by 

stating that ‘these elements of the suggested definition, while they tend as a rule to be present 

in most investments, are not a formal prerequisite for the finding that a transaction constitutes 

an investment as that concept is understood under the Convention.’
60

 The tribunal essentially 

took the view that it is not necessary to have all the Fedax criteria present. By extension 

therefore a project could classify as an investment under Article 25 of the ICSID Convention 

despite some of those elements not being present. In MCI v Ecuador
61

 the tribunal stated that 

                                                           
56

 Vargiu, ‘Beyond Hallmarks and Formal Requirements: A “Jurisprudence Constante” on the Notion of 

Investment in the ICSID Convention’ (n 26) 763 
57

 ibid  
58

 (1999) 14 ICSID REV-FILJ 251 
59

 ibid, paragraph 88 
60

 ibid, paragraph 90 
61

 ICSID Case No. ARB/01/8, 25
th

 September 2007, IIC 303 (2007)  



32 
 

the hallmarks identified by previous arbitral tribunals were to be regarded as mere examples 

as to elements that determine the existence of an investment.
62

 

 

The tribunal in Biwater v Tanzania
63

 also chose not to adopt the rigid Salini test, and instead 

called for ‘a more flexible and pragmatic approach…which takes into account the factors 

identified in Salini, but along with all the circumstances of the case.’
64

 They were of the 

opinion that there was no justification for the constrictive approach adopted in Salini because 

the criteria adopted did not appear in the ICSID Convention nor were they fixed and 

mandatory according to the law. The arbitral tribunal ultimately said that, ‘it is doubtful that 

arbitral tribunals sitting in individual cases should impose one such definition which would 

be applicable in all cases and for all purposes.’
65

 

 

2.1.3 Jurisprudence Constante on the Term Investment  

 

 

Clearly there are problems with this dichotomy in approaches towards defining the term 

investment. This is owing to the fact that it leads to uncertainty. This is especially more so 

with the very problematic jurisdictional approach. The jurisdictional approach is 

objectionable for three reasons.
66

 It is firstly objectionable because it is inconsistent with the 

rationale behind not having a definition of investment in the first place. Secondly, arbitral 

tribunals adopting the jurisdictional approach tend have a propensity for ignoring the 

definitions of investments contained in Bilateral Investment Treaties. An example of this was 
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in the MHS proceedings. This was also the case in Romak v Uzbekistan.
67

 Although this was 

not an ICSID case, it accentuates this point. Romak, a Swiss based firm, had entered into a 

contract, for the supply of wheat to Uzbekistan. When Romak ran into difficulties receiving 

payment, they initiated arbitral proceedings against the aforementioned State. One of the 

issues raised here is whether this constituted an investment. Article 1(2) of the Bilateral 

Investment Treaty between Switzerland and Uzbekistan, rendered a very broad definition of 

investment to include ‘every kind of asset’ which had some economic value.
68

 Romak 

asserted that this is the definition that ought to be followed. The arbitral tribunal rejected this 

subjective definition and refused to interpret the Bilateral Investment Treaty in a way which 

would ‘render meaningless the distinction between investments, on the one hand, and purely 

commercial transactions on the other.’
69

  

 

The tribunal further disagreed with the contention that ‘the definition of “investment” in 

UNCITRAL proceedings (i.e. under the BIT alone) is wider than in ICSID Arbitration.’
70

 

Such a suggestion, in the tribunal’s view, would widen or narrow the substantive protections 

offered under the Bilateral Investment Treaty and thus lead to unreasonable results.
71

 The 

tribunal saw no basis for adopting a definition of ‘investment’ that was different to that 

adopted by ICSID tribunals. They thus adopted the objective criteria adopted in Salini, 

instead of utilizing the definition adopted in the Bilateral Investment Treaty. In their view, the 

contract for the supply of wheat was a one-off commercial transaction and therefore did not 

fall under the definition of ‘investment’ as per the Salini test.
72

 This illustrates arbitral 
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tribunals propensity for ignoring the definitions contained in Bilateral Investment Treaties, in 

favour of the jurisdictional approach highlighted above.  

 

Finally, the jurisdictional approach has its inner contradictions.
73

  One the one hand it 

attempts to espouse a formal definition of investment by identifying certain elements. Yet on 

the other hand, there is no consistency in the case law, with regards to which requirements are 

applicable and which ones are not. The tribunal in Salini, required four criteria to be present, 

whereas the LESI cases only required three.  

 

A more adequate approach is the typical characteristics approach. This is because it gives the 

arbitral tribunals the flexibility needed in determining whether they have jurisdiction, on a 

case by case basis.
74

 Although this does not make the law more certain, it at least ensures it 

makes it more likely that an activity will amount to an investment. Moreover, arbitral 

tribunals are able to take into account BITs which invariably contain within them, their own 

definitions of investment.
 75

 The only difficulty with this of course, is that it is so open ended 

that it still renders it difficulty for the parties to determine what does amount to an 

investment.
 76

 The advantage however, is that because it is so open ended, it gives the ICSID 

tribunal the opportunity to capture as many disputes as possible. This in turn allows the 

tribunal to decide a matter on its merits, rather than dismissing it because of a mere 

technicality.  

 

To address the problem of having two divergent approaches to the definition of investment, it 

is advanced that tribunals ought to progressively establish a jurisprudence constante.  That is 
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to say, they must have a range of decisions that constantly reaffirm the same interpretation of 

the term investment. This will progressively make a general rule out of that interpretation.
 77

 

It does not become precedent per se, but rather it will become one that will have a persuasive 

effect on subsequent arbitral tribunals.  As Vargiu notes:  

 

For the establishment of a jurisprudence constante on the notion of investment however, a step 

back would be needed from the advocates of both approaches. Supporters of the "jurisdictional" 

approach should recognise that there is nothing in the ICSID Convention that requires a project to 

satisfy formal requirements in order to be qualified as an investment. On the other hand, some 

more formalism should be adopted by the advocates of the "typical characteristics" approach, in 

order to define with more certainty what those "typical characteristics" are in practice.
78

 

 

Certainly a jurisprudence constante would ensure some form of predictability in the law, in 

the same way that the common law does.  Furthermore, with the flexibility that it entails, 

having a jurisprudence constante perhaps makes it more likely that a certain activity will 

indeed classify as an investment. This is especially so if the jurisprudence constante 

established leans more in favour of a typical characteristics approach which is wide and 

leaves open the possibility of examining definitions promulgated in the BITs from which the 

arbitrators draw their jurisdiction. Furthermore, as noted above, it is also congruous with the 

wishes of those that drafted the ICSID convention.  
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2.2 Foreign 

 

The term ‘foreign’ is also somewhat problematic. This is owing to the fact that investors tend 

to operate through their subsidiaries which are typically incorporated in the host State. For 

example if a given company wanted to operate in a country like South Africa they would 

need to incorporate their subsidiary in the aforementioned jurisdiction. Because this 

subsidiary is incorporated in South Africa it technically ceases to be a foreign corporation 

despite the fact that the constitution of its shareholders remains largely foreign. This may 

present a potential problem if the host State does something to injure the interests of the 

multinational corporation.  

 

Such a problem is illustrated in the Barcelona Traction79 case. In this case the firm was 

incorporated in Canada however an alleged 88 percent of its shareholders were Belgian. The 

company was operating in Spain where in 1938 the Spanish government declared the 

company bankrupt and took some other detrimental actions against Barcelona Traction. The 

corporation itself did not have locus standi in the International Court of Justice and therefore 

needed a State to bring an action against Spain on its behalf.  

 

The Canadian government would not take up the case to the International Court of Justice on 

behalf of Barcelona Traction. However, because a majority of the company’s shareholders 

were Belgian, the Government of Belgium took the action to the International Court of 

Justice saying that this company was its national. The International Court of Justice held that 

Belgium had no right to sue. The International Court of Justice held that the determining 
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factor in the nationality of a corporation is where it is actually incorporated as opposed to the 

composition of its shareholders.80  

 

Clearly, because investors operate through their subsidiaries which are incorporated locally, 

the Barcelona position if applied rigidly may potentially cause problems vis-à-vis the 

protection of the investment. This is owing to the fact that under international law only the 

State of which the corporation is a citizen may bring action in the International Court of 

Justice. Now if the corporation is a citizen of the host State then it is unlikely that the latter 

will bring an action against itself in the International Court of Justice. To overcome this 

challenge States will explicitly include ‘shares’ within the definition of investment in their 

treaties.81  

 

Rigidly applying the Barcelona case may also create an obstacle to an injured corporation 

seeking redress before the ICSID Tribunal. According to Article 25(2)(a) of the ICSID 

Convention one must be a national of a contracting State other than ‘the State party to the 

dispute’. Thus, technically a subsidiary incorporated in the host State would not qualify under 

this part. However, this dilemma is resolved under Article 25(2)(b) of the ICSID Convention 

states: 

 

[a]ny juridical person which had the nationality of the contracting State party to the dispute in that 

date and which, because of foreign control, the parties have agreed should be treated as a national 

of another contracting State for the purposes of this Convention.  
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This is important because under ICSID the corporation has to be a national of a State other 

than host State.  If the subsidiary is incorporated in the host State then it technically is a 

national of that State. Article 25(2)(b) addresses that by enabling corporations which are 

controlled by foreigners to still bring an action before the ICSID tribunal despite them being 

incorporated in the host State. 

 

Shareholders may also bring an action under ICSID.
82

 The actual size of the investment is of 

no consequence. Thus there is no requirement that the investor be a majority shareholder, all 

that matters is that an investment was made.
83

  The Annulment Committee in Vivendi stated 

that ‘whatever the extent of its [the shareholder’s] investment…it was entitled to invoke the 

BIT in respect of conduct alleged to constitute a breach of substantive protection under the 

BIT.’
84

 The tribunal in the Lanco case had a similar opinion. In this case Lanco had  eighteen 

percent shares in a corporation that had obtained a concession from the government of  

Argentina. During the dispute Argentina contended that because Lanco only had eighteen 

percent shares and was therefore a minority shareholder, it was not a party to the contract and 

did not have locus standi. The tribunal disagreed. This was owing to the fact that the Bilateral 

Investment Treaty did not require the investor to have a majority share in the corporation. For 

this reason Lanco was a party to the contract and the ICSID tribunal did indeed have 

jurisdiction.
85

 The Lanco decision was confirmed by the cases of CMS Gas Transmission Co 

v Argentina
86

 and Enron v Argentina.
87
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The aim of this section was to discuss the meaning of investment. This is owing to the fact, 

that a tribunal will only accept jurisdiction over a matter if it involves an investment. The 

importance of this cannot be overemphasized. As the next section shows, the advanced stages 

of the resource nationalism cycle will often lead to the host State wishing to maximize the 

benefits that the investor derives from the former’s natural resource. They do this by either 

reversing any tax breaks that the investor was given upon signing the concession or outrightly 

nationalize. As a general rule, in either scenario, the host State may be liable to compensate 

the investor, should the latter choose to initiate arbitral proceedings. In order for the tribunal 

to accept jurisdiction and thus compensate the investor, the subject matter of the dispute must 

involve an investment as highlighted above.   

 

3.0 FDI AND THE RESOURCE NATIONALISM CYCLE 

 

Resource rich host States typically seek foreign direct investment because they lack the 

financial, technological capacity to explore and exploit their natural resources.
88

 They 

therefore have to rely on foreign direct investment to provide this.  Investors are attracted to 

the host State, by the prospect of making a profit. However, there are also political risks 

associated with making long term investments. Particularly, the host State may revoke any 

incentives granted to the investor in order to attract their investment. In addition, the State 

could nationalize the investors’ assets.  

 

This section begins by discussing the need for exogenous capital, in order for the host State to 

explore and exploit their natural resources. This is invariably necessitated by a paucity in 
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domestic capital.
89

 It will then go on to discuss the obsolescing bargaining model which 

describes the asymmetrical relationship between the investor and host State, and the 

paradigmatic shift in bargaining power that occurs once the investment has been sunk.
90

  It 

will then discuss the resource nationalism cycle.
91

 
 
This is a cyclical pattern which begins 

with the host State seeking foreign investment when the price of the natural resource is 

relatively low and ends when the price of the natural resource appreciates. In such a case, the 

host State would wish to exercise greater control over its natural resource, which may lead to 

higher taxes or outright nationalization.  

 

3.1 The Need for Foreign Capital 

 

Foreign Direct Investment brings a plethora of advantages to the host State.
92

  For this reason 

it is argued that the host State must afford absolute protection to the investor.
93

 The wide 

array of benefits fostered through foreign direct investment, are highlighted by Baker who 

observes that FDI provides: 

 

additional equity capital, transfer of patented technologies, access to scarce managerial skills, 

creation of new jobs, access to overseas market networks and marketing expertise, reduced flight 

of domestic capital abroad, more rigorous appraisal of investment proposals, diffusion of 
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improved technologies, long-term commitment to successful FDI projects, and catalytic effects 

leading to associated lending for specific projects.
94

  

 

The substantial benefits that foreign direct investment brings to the host State have been also 

highlighted by the World Bank.
95

 In its Guidelines on the Treatment of Foreign Direct 

investment it recognized that inter alia, foreign direct investment facilitates the transfer of 

capital.
96

 Typically, resource rich nations lack the domestic capital in order to explore and 

exploit their natural resources. The scarcity of this capital thus necessitates the importation of 

foreign capital.
97

  Attracting foreign direct investment could be achieved by granting 

incentives to the investor. Even more importantly however, host States need to grant 

concession agreements to the investor which reduce the impact of risk and uncertainty.
98

 

They could also foster the creation of a good investment climate through their investment 

codes.
99

 

 

On the other hand, dependency theorists argue that foreign direct investment ought to be 

rejected, because it does more to exacerbate poverty in developing countries than it actually 

does to ameliorate it.
100

 According to this view, investments are typically made by 

multinational corporations, which are invariably headquartered in developed countries. They 

carry out their operations through subsidiaries in developing countries. The subsidiaries will 

always make decisions and policies which benefit their parent companies and shareholders, 

who are often from developed countries.  Given this fact, multinational corporations serve the 
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interests of their developed countries rather than the interests of the developing country in 

which they are operating. As a consequence, developing countries become satellite 

economies which serve the interests of the developed States. Dependency theorists thus argue 

that development is virtually impossible until developing States break away from the 

economic subjugation that is facilitated by foreign direct investment. Thus, foreign direct 

investment ought to be rejected.  

 

Certainly, there is some support for this view. Indeed, although investment does bring in 

foreign capital, much of this is externalized once operations have commenced. There is 

evidence that the outflows of capital are far greater than the inflows.
101

 In fact what goes out 

may even be twice as much as what goes in.
102

 This is undoubtedly problematic because if 

capital is not staying within the country then economic development is significantly stifled.  

 

Moreover, by accepting foreign direct investment, the host government fosters the creation of 

a rentier State, under which the State receives ‘substantial amounts of external economic 

rent’.
103

 Among the many vices, the rentier State leads to is the “Dutch Disease”.
104

 The name 

derives from the demise of the manufacturing industry in the Netherlands, after the discovery 

of a large natural gas field.
105

 Essentially, the massive revenues being received by rentier 

States as a  result of the economic boom spurred by natural resources, means that the national 

currency becomes stronger in  relation to the U.S. Dollar. This in turn makes imports cheaper 

and domestic products more expensive. As a result, all national industries, except the 
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booming natural resource sector decline, which in turn leads to the de-industrialization of the 

host State. Consequently, diversification of the economy is rendered more difficult. 

Moreover, with a decline in the local manufacturing industry leads to job losses for skilled 

labour.
106

 This is evidenced by what occurred in Gabon. When oil was booming it meant that 

revenues increased. Those benefiting from the increased revenues were thus in a position to 

purchase foreign produced food which in turn had a detrimental effect on the rural 

agricultural sector in Gabon.
107

 

 

It would thus appear that foreign direct investment does have its potentially negative impacts. 

However, it does have some positive ones as well. For this reason outrightly rejecting it 

would be extreme.
108

 Because of the scarcity of domestic capital, the host State will 

ultimately need to source foreign capital, technology and managerial know-how in order to 

explore and exploit its natural resources. Rejecting foreign direct investment will lead to the 

exact situation that dependency theorists are seeking to avoid; the impoverishment of the host 

State. What host States need to do instead is closely identify the problems that may arise as a 

result of foreign direct investment. From that point onwards, they are placed in a position to 

formulate means of minimising the negative effects of foreign direct investment, whilst also 

formulating means of maximizing its positive ones.  

 

The State could for example strengthen its labour laws in order to prevent exploitation of or 

discrimination against the local labour force. In addition to this, they could negotiate for 

better technology to be brought to the host State, thus protecting themselves from becoming a 
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dumping ground for poor quality products.
109

 Moreover, they could train competent financial 

personnel and lawyers who in turn will be better placed to negotiate agreements between the 

investor and the host State they are representing. In addition, host States could formulate their 

policies so that more emphasis is placed on the quality of investment coming in, rather than 

just the quantity. This is certainly the position China has taken in recent years.
110

  

            

As seen in this sub-section FDI has some positive impacts. However, FDI has also come 

under some intense scrutiny and some of these misgivings are justified. Shutting out FDI is 

not the answer however because in order to develop national industries developing countries 

need capital one means through which they can obtain this is through FDI. Host States should 

therefore focus on attracting investment in a way that benefits them as well as the investor. 

Some means through which this can be accomplished have been highlighted above. However, 

States must also be cognizant of the fact that the foreign investor may encounter many risks 

when transferring capital from the home State to the host State. The purpose of the next 

section is to discuss these potential risks.   

 

3.2 The Obsolescing Bargaining Model  

 

Under the obsolescing bargaining model, it is hypothesized that concession agreements 

containing significant undertakings on the part of the host state, are susceptible to later 

changes once the investment has been sunk.
111

 When deciding whether to invest in a 

particular country, the foreign investor’s primary consideration is whether they will recoup 
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their initial investment and make a profit on top of that. In order to achieve this goal, 

investors will need certain guarantees from the host State. This would include the guarantee 

that a favourable legal situation that exists at the time of negotiation will not then be 

rescinded at a later date.
112

 For this reason, foreign investors need assurances on the part of 

the host State, that ‘they will receive, both today and in the future, a definite legal treatment, 

specified in the relevant legal instruments, and that consequently they need not fear any 

major changes in local legal or political conditions that would be unfavourable to their 

interests’.
113

 

 

On the other hand it is the State’s expectation that the foreign capital and the technical know-

how that the investor will bring, shall in turn lead to the State benefiting from the exploration 

and exploitation of natural resources. In the latter case, this is fostered through the payment 

of royalties and other taxes to the host State once operations have commenced. The idea here 

is that the State, receives some sort of tax from the investor on the basis of the fact that they 

are the owners of the minerals but have permitted some other entity to use them.
114

 

 

Three factors appear to affect the balance of power at the negotiating stage. The first is low 

prices of the natural resource, the second is lack of technological and managerial capacity and 

finally the existence of alternative investment options for the investor.
115

 Thus at negotiation 

stage, the host State needs to present itself as a sufficiently attractive investment destination. 

This is especially so, if the investor is considering a plethora of investment destinations. 

Because it is the State that needs the investor’s capital at this stage, they are in a considerably 
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weaker bargaining position to the investor. This may further be exacerbated by a lacklustre 

response to initial attempts by the host State to attract foreign direct investment. Knowing 

this, the investor is in a position to demand various incentives and the insertion of various 

contractual clauses aimed at protecting their investment, and the State often has to acquiesce 

in these demands.
116

   

 

Once the investment has been sunk, it is the State that becomes the stronger party. This is 

because, once operations have commenced, the investor is not exactly in a position to 

dismantle its equipment and extricate itself from the host State.
117

 The investor is thus in a 

considerably weaker position to the host State which has at its disposal, various legislative 

and administrative prerogatives. The State could opportunistically increase taxes, impose 

heavy regulatory burdens or in an extreme case, expropriate the investor’s asset. This is 

particularly likely to occur in the advanced stages of the resource nationalism cycle.
118

  

 

3.3 The Resource Nationalism Cycle 

 

The advanced stages of the resource nationalism cycle occur when the State seeks to exert 

greater control over natural resource development and to limit the operations of the foreign 

investor.
119

 This will often be sparked when the price of the natural resource escalates. The 

State will wish to gain a greater share of the profits being generated by the investor. This will 

be done by increasing taxes or simply nationalizing the investor’s asset. Resource 
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nationalisation often occurs in cyclical patterns hence the term ‘resource nationalism 

cycle’.
120

 An example of a country that has undergone various resource nationalism cycles is 

Venezuela where oil plays a ‘central role as the engine of the economy’.
121

 Exploration and 

exploitation of Venezuela’s oil reserves remained largely in the hands of private investors 

until the industry was nationalized in the 1970s. It was then privatized in the 1990s. The oil 

industry was then renationalized in the 2000s.
122

  

 

By 1928, Venezuela had become one of the world’s leading oil exporters.
123

 Under the 

dictatorship of General Juan Vicente Gómez, concession agreements were granted to the 

Standard Oil Company and the Royal Dutch Oil Company who operated in Venezuela for a 

period of 23 years. In 1943, the government of Venezuela enacted the Petroleum Law under 

which increased taxes and also extending existing concessions for almost forty years.  This 

was later amended by the government of Rómulo Betancourt and his Democratic Action 

Party which amended the 1943 Petroleum Law and increased government taxes on the oil 

industry’s profits to fifty percent. The government was overthrown by a military coup in 

1948.
124

 The government of Venezuela thus once again became a dictatorship, under Marcos 

Pérez Jimenéz.
125

 Although he supported foreign oil companies, Marcos Pérez Jimenéz was 

ousted in 1958.
126
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When Betancourt was elected to power in 1958, he increased the government’s share of oil 

profits from fifty to sixty percent. They also founded the Organization of Petroleum 

Exporting Countries (OPEC) along with Saudi Arabia, Kuwait, Iraq and Iran. The goal of this 

organization was to create a cartel which ensured the welfare of its member countries by 

fixing oil prices.
127

  

 

When Rafael Caldera was elected President in 1969, Venezuela was experiencing a period of 

robust economic growth, which was influenced by political stability and rising oil prices. In 

1971, Caldera raised the oil profit tax to seventy percent. In addition, he passed the 

Hydrocarbons Reversion Law which provided that all oil company assets would go to the 

State once the concessions had elapsed. In 1973, Caldera was succeeded by Carlos Andrés 

Pérez who centred his Presidential campaign on the notion that Venezuelans should control 

its extraordinary petroleum reserves.
128

 During that year OPEC increased oil prices from 

$3.50 per barrel to $10 per barrel. This windfall in the price of oil, emboldened the 

government of Venezuela to effect an ambitious plan to nationalize the oil industry.
129

  

 

In 1976, the government of Venezuela nationalized its entire petroleum industry and placed 

all foreign companies under the administrative supervision of the Petróleous de Venezuela, 

S.A.  (PDVSA). The PDVSA was a State owned oil and natural gas company. When oil 

prices subsequently fell, Venezuela’s economy experienced a recession. Not only did 

Venezuela’s GDP decline, it also experienced heavy job losses. In order to keep the economy 
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afloat, the government of Venezuela resorted to foreign borrowing.
130

 In response to falling 

oil prices, OPEC resolved to halve oil production in 1981. Attempts were made to resuscitate 

Venezuela’s economy through the successive governments of Jaime Lusinchi, who took over 

in 1983, and Carlos Andrés Pérez who returned to power in 1988. Foreign direct investment 

remained relatively low.  

 

It was when Rafael Caldera succeeded Pérez in 1994, that a new business plan was 

introduced for the PDVSA which eventually culminated in the privatization of Venezuela’s 

oil industry. This occurred under the program known as Apertura Petrolera (the ‘Petroleum 

Opening’) under which Venezuela promoted foreign direct investment in oil projects.
131

 

Although this program certainly did attract a lot of foreign investment, it also provoked 

criticism from within Venezuela. One notable critic was Hugo Chavez who was elected 

President of Venezuela in December 1998. His policies, progressively culminated in the re-

nationalization of the Venezuelan petroleum industry.
132

 

 

It can thus be seen that the oil companies went from private hands and then went to the State 

in the 1970s. It was then privatized in the 1990s before being renationalized again in the 

2000s by the government of Hugo Chavez. Since renationalization however, Venezuela’s oil 

production has decreased. Moreover, due to lack of technical expertise, the nationalized 

entities have been unable to explore and exploit resources from ‘mature and geologically 

complex’ fields.
133

 An example of this is the reserves under Lake Maracaibo.  
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Moreover, because of these technical shortages, the PDVSA has been forced to shut down 

various oil wells. This is further compounded by the fact that the Chávez administration had 

effectively used the PDVSA as a cash-cow through which they could implement their social 

policies. This meant that the PDVSA, was severely constrained financially which in turn had 

an impact on its capacity to reinvest in new projects and its deteriorating infrastructure.
134

 

Due to its lack of technological, managerial and financial capacity, and need for expansion it 

is likely that Venezuela will once again need to rely quite heavily on foreign direct 

investment.
135

 By 2009, the government was already beginning to tone down its nationalistic 

rhetoric, in a bid to attract foreign direct investment.
136

 

 

3.3.1 Attracting Foreign Direct Investment  

 

The resource nationalism cycle often begins when the State grants a concession to the 

investor and ends with the State seeking to gain greater control over the natural resource once 

operations have commenced. Typically, when an investor enters the host State, he is granted 

a concession which will stipulate that the former is to explore and exploit the natural 

resources and the latter is to receive taxes and royalties from the profits generated. As 

mentioned earlier, the State does not have sufficient capital or know-how in the first place in 

order to invest in any new operations.  

 

As a means of exploring and exploiting its vast natural resources, the host State will therefore 

rely on foreign direct investment. To foster the flow of foreign direct investment, the State 

will grant various  incentives through the concession agreement. This is done in order to 
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attract much needed investment to its jurisdiction. At the time that the investment is being 

attracted, the price of the natural resource is relatively low.
137

  

 

During this period the prospect of privatizing previously nationalized oil or mining 

companies also becomes attractive. There may be various motives for this. One reason may 

be to replace any outdated infrastructure as was the case with Russia in the 1990s.
138

 In 

addition, privatized entities are perceived to operate more efficiently.
139

 This view may 

particularly gain credence and be augmented in situations where production in these State 

owned corporations has indeed decreased. This can be seen in countries like Venezuela. In 

1970, prior to the first nationalization, Venezuela was producing up to 3.5 million barrels of 

oil per day. Subsequently to nationalization, the production of oil slumped to as low as 1.5 

million barrels per day in 1985. Subsequently to re-privatization in the 1990s, production was 

3.06 million barrels a day in 1997.
140

 This reduced again after Hugo Chavez re-nationalized 

the oil industry.
141

  Moreover, privatization cuts the losses of a host State if they have had to 

obtain loans, in order to keep these entities and the economy afloat. It is much more 

convenient for the State to have a foreign investor managing, exploring and exploiting the oil 

or mining industry at a profit, whilst the former simply receives taxes and royalties from the 

latter. This is especially attractive if the general consensus is that the price of the host State’s 

natural resource will remain low for the foreseeable future.
142
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3.3.2 An Appreciation in Natural Resource Prices 

 

The difficulty arises when the price of the natural resource experiences a sustained upward 

trend.
143

 Once resource prices boom, it leads to opportunistic behaviour by host governments 

who wish to capture the benefits of the windfall profits that are being generated by the 

investor.
144

 It is argued that ‘nationalization of natural resource industries tends to occur 

when the price of the corresponding commodity is high’.
145

 There is therefore a correlation 

between a rise in the price of the host State’s natural resource and the rise of resource 

nationalism. Evidence of this is certainly seen by the nationalizations that took place in Latin 

America, which were influenced largely by a spike in oil prices between 2003 and 2008.
146

   

 

The perception that occurs here is that the foreign investor is making a large profit, whilst the 

host State is making only a fraction of that through very low taxes and royalties.
147

 For this 

reason, the State will wish to exert a greater level of control over its natural resources, in 

order to obtain a greater share of the rent so to speak. Because the investor has sunk 

significant amounts of money and is making a large gain, nationalization seems like an 

attractive prospect in the short to medium term.  

 

This may be compounded by the perception that since the resource is rooted in the soil, it 

may be a one-off extraction of wealth. Moreover, policy makers may be dismayed by the 

amounts of profits that mining and oil companies are making in contrast to the taxes being 

received by the host State. Calls for nationalization may be intensified especially where the 
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concessions were granted, just before a commodity boom takes place.
148

 This may further be 

exacerbated by societal inequalities, eroding infrastructure and even environmental 

degradation caused by mining and oil companies. The host State will thus progress to either 

increase taxes or nationalize the investor’s assets.
149

  

 

3.3.3 The Role of National Systems and Institutions 

  

 

As a general rule, States are more likely to nationalize not only when prices are high, but also 

when national institutions are weak.
150

 Therefore, the likelihood of a State adopting resource 

nationalist policies, depends largely by the type of political regime governing the host State. 

Resource nationalist policies are influenced not only by the desire to capture more revenue 

from a windfall in prices but also a desire to retain their political hegemony.
 151

 Whether or 

not they are able to act upon their motives, depends largely on whether institutional 

constraints in the form of checks and balances on the exercise of executive power actually 

exist. Under authoritarian systems, political hegemony depends less on the electorate than it 

does under democratic and hybrid systems. It is argued therefore, that they are less likely to 

adopt resource nationalist policies. This is despite the fact that checks and balances are 

virtually non-existent. Similarly, democratic governments are unlikely to adopt resource 

nationalist policies, because although they are more susceptible to electoral pressure, this is 

counterbalanced by the strong institutions that exist in such systems. Hybrid systems, are the 
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most likely to adopt resource nationalist policies because they are not only answerable to the 

electorate, such systems are also characterized by weak institutions.  

 

Under authoritarian regimes, the government is less susceptible to the demands of the 

populace than would be the case in a democracy. For this reason, it is easier for the 

government to ignore to the socio-economic demands of the people.
152

 There are very few 

checks and balances and very little popular pressure when dealing with a non-democratic 

government.
153

 On the one hand this makes it easier for the host State to secure very 

favourable pro-investment terms for the multinational corporation, when they are entering 

into the country. In turn this actually attracts higher levels of foreign direct investment.
154

 

Moreover, host States are in a position to deal ruthlessly with those opposing multinational 

corporations and use the State machinery to quash any demonstrations.
155

 On the other hand 

however, an autocratic regime is very likely to encroach upon these favourable terms in 

instances where they see a threat to their hold on power.
156

 The lack of institutional 

constraints in this instance will almost certainly be accompanied by lack of policy credibility 

and ultimate instability.
157

 In such an instance, they may actually resort to resource 

nationalism in order to appease interest groups that in turn will support the non-democratic 

regime. Because there are no constraints in a non-democratic regime, it heightens the chances 

of expropriatory action on the part of the host State.
158
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Such an action is less likely under a democratic regime. This is owing to the fact that 

democratic regimes typically provide the mechanisms that will ameliorate political risk.
159

 

For this reason, democratic countries tend to have higher flows of FDI than their autocratic 

counterparts.
160

 Under a democratic system, the government is not only accountable to the 

people, it is also characterized by strong institutions which perform checks and balances on 

the executive.
161

 One very key aspect that might protect the safety of foreign investments is 

stability of policy. Policy makers in democratic institutions may also adopt a status quo 

approach, in favour of foreign investors.
162

 This might render it more onerous for politicians 

to make sweeping economic changes that may detrimentally affect multinational 

corporations. Furthermore, executives operating in a democratic country may also have the 

other arms of government to contend with. That is the legislature and the judiciary. Sweeping 

economic reforms, will invariably require legislative changes. If the incumbent does not have 

a majority in the legislature, it may be harder to get certain measures through. A strong and 

independent judiciary, will also be a consideration for the host State. Not only do they have 

the ability to render a judgment against the executive, they may also be in a position to strike 

down legislation that may be deemed unconstitutional.
163

 On the other hand, in an event 

where it is seen as beneficial for their political future and there exist very few institutional 

restraints, the host country is likely to resort to resource nationalism.
164
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Under a hybrid system, the government still has an obligation to secure legitimacy through 

participation in elections during set terms in office. Three key features are typical in such 

systems: ‘highly centralized state authority concentrated in the executive branch; formal 

institutions of democracy, including room for at least some candidates to oppose incumbent 

authorities on the ballot in elections to powerful posts; and the systematic gutting of these 

institutions and their frequent functional replacement by substitutions—often either outside 

the constitutional framework or in violation of the spirit of the constitution—that are created 

by and highly dependent on central authorities.’
165

  

 

In sum, they are more susceptible to the demands of the electorate than their non-democratic 

counterparts. Moreover, they lack the types of institutional constraints that are typical in the 

type of democratic system highlighted in the preceding paragraph. There is a general dearth 

of strong institutions which are needed to hold the government accountable between 

elections. As a consequence, they are more likely to adopt short-term measures in order to 

please the masses.
166

 They are thus more likely to impose a resource nationalist policy in 

instances where the electorate demands it. The probability of this occurring is increased 

further by the fact that there are virtually no checks and balances to hold the executive of the 

day accountable for its actions.   

 

It has therefore been seen that whether or not a State resorts to resource nationalist policies 

also depends largely on the types of institutions operating within the host State. Host State’s 

with weak institutions and regular democratic elections, as we have seen under hybrid 

systems are the most likely to resort to resource nationalism. On the other hand democratic 
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countries, with strong institutions are the least likely to resort to resource nationalism. This is 

owing to the strong checks and balances that exist. Autocratic regimes are less likely to resort 

to resource nationalism than their hybrid counterparts, because although there exist fewer 

constraints upon executive power, they are not as susceptible to electoral pressure.  

 

3.3.4 An Expression of Nationalism? 

 

It is argued that when the State nationalizes, it is an expression of nationalism, rather than 

socialism.
167

 In response to perceived foreign domination of the economy the State may then 

proceed to nationalize assets belonging to the investor. Nationalization certainly does 

eliminate the foreigner from the economic equation. However, in the process the host State is 

throws out the baby with its bathwater, by eliminating foreign capital as well.
 168

 In the 

aftermath of an initial period of anti-foreigner euphoria, severe economic problems typically 

manifest.  The consequence of this is that the resource rich nation moves from economic 

independence to economic downturn, which means that they have to once again resort to the 

use of foreign capital and expertise. The need to eliminate foreign domination from the 

economic paradigm, is suddenly subjugated by the demand for development and 

modernization.
169

   

 

Nationalism was the backdrop against which the Zambian government nationalized the 

mining industry in the 1970s. 170  By 1968 during his famous Mulungushi reform speech, 

President Kaunda noted that economic activity in Zambia was still dominated by foreigners, 
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mainly Asian and European. 171 The government had been urging the business community to 

‘Zambianize’ their businesses by taking up Zambian citizenship and equipping Zambians 

with the skills to take up executive positions in these companies.172 In a further attempt to 

Zambianize corporations operating in Zambia the government thus proceeded to obtain a 

51% equity stake in all companies, including those in the mining industry. 173  More recently, 

Certainly when nationalized its oil industry, it did so in order for the State to have a greater 

control over sectors of the economy that it deemed strategic.174 This in turn would aid the 

government’s policy of endogenous development.175 

 

Very closely related to nationalism is the issue of ethnicity.176 This is conceivable in intances 

where foreign investors may make alliances with ethnic minorities in developing countries. 

This may lead to resentment by the majority population and a potential backlash may 

consequentially follow. This may even be particularly prevalent in developing countries that 

are governed on democratic principles because as with nationalism they may end up voting in 

a government that works to the disfavour of the investor. Foreign investment may be at risk 

unless the host State has in place mechanisms to ensure that the majority populace are also 

enjoying the benefits of foreign investment. Failing this, it is very easy for the foreign 

investor and the economically dominant ethnic minority to become targets of nationalistic 

forces.  
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Countries like South Africa and Malaysia have sought to deal with this issue through various 

means. South Africa has adopted Black Economic Empowerment through their Black 

Economic Empowerment Act. This Act is calculated to ensure that previously disadvantaged 

groups like the black majority have access to the economic benefits that South Africa has to 

offer. However, this has been challenged as being in violation of investment treaties.177 

Without such mechanisms there will undoubtedly be hostility between the ethnic majority 

and the economically dominant minority. In turn the foreign investor who has formed an 

alliance with the latter will also be in jeopardy. The alliance formed will become a potential 

target for nationalization in such instances.178  

 

The aim of this section was to discuss the resource nationalism cycle. It has been seen that, at 

the beginning of the cycle, the host State will readily invite the foreign capital. They will also 

offer various incentives, to encourage the investor. However, once the investment is sunk, the 

host State will wish to exercise greater control over its natural resources. This will often 

occur when the price of the natural resource has appreciated, which in turn may lead to 

political pressure to raise taxes or outrightly nationalize the investor’s assets. This will 

adversely impact the investor. The next section therefore explores ways in which the investor 

will seek to protect itself from unilateral State actions that adversely affect them.  
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4.0 MITIGATING POLITICAL RISK 

 

There are various means of mitigating the risks highlighted in the preceding section. 179 This 

can be accomplished through the utilization of political risk insurance. It can also be done 

through the insertion of certain clauses in the concession agreements. The arbitration clause, 

which is invariably inserted into concession agreements, ensures that should a dispute 

between the host State and the investor arise, then this will be decided by a neutral forum 

operation outside of the mechanisms of the host State. They may also utilize stabilization 

clauses which are intended to prevent the host State from utilizing its legislative and 

administrative functions to override previous undertakings.180  

 

4.1 Political Risk Insurance 

 

One of the means through which investors can protect themselves against the political risks 

highlighted in the preceding section, is through political risk insurance. Among the 

government sponsored insurance schemes are the Overseas Private Insurance Corporation 

(OPIC) and the Multilateral Investment Guarantee Agency (MIGA). There are also a number 

of private insurers such as the American Insurance Group (AIG), Lloyds of London, 

Sovereign Risk Insurance Limited, Chubb and Zurich Emerging Markets Solution.181 
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OPIC operates with the backing of the government of the United States.
182

 It is required to 

operate on self-sustaining basis.
183

 As a result of this, the organization has recorded a profit 

for every year since its inception. The OPIC ‘helps U.S. businesses invest overseas, fosters 

economic development in new and emerging markets, complements the private sector in 

managing risks associated with foreign direct investment, and supports U.S. foreign 

policy.’
184

 An advantage with OPIC is that it insures an investors assets for up to twenty 

years, which is longer than its private counterparts.
185

 It may also authorize loans.
186

 

 

MIGA operates under the auspices of the World Bank. It was established in the 1988 and has 

about 155 members. The main reason that it exists is to encourage the flow of investment to 

developing countries
187

.  Article 11 of the MIGA Convention covers non-business risks such 

as nationalization, war or civil disturbance, breach of contract and any losses arising from any 

introduction of restrictions on the transfer of currency outside the host country by the 

government. Eligible types of investments are covered under Article 12 of the MIGA 

Convention. These include: equity interests, non-equity direct investment and any medium or 

long term forms of investment. Moreover, the investment must be made into a developing 

country as per Article 14 of the MIGA Convention.  
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4.2 Contractual Clauses  

 

4.2.1 Dispute Settlement Clause  

 

One of the concerns of the investor is having their disputes heard by a non-neutral forum such 

as the national courts, if a dispute was to arise with the host State.188 This is owing to the fact 

that the national courts, in developing countries at least, may not be fully independent of the 

executive. It is therefore within the realm of possibility that the national courts will render a 

decision against the investor even in the face of incontrovertible evidence. One way to avert 

this is through the insertion of a dispute resolution clause which provides for arbitration or 

mediation.  Mediation is a non-binding procedure which attempts to bring the parties 

together. This is fostered by a neutral third party, the mediator, who assists the parties in 

reaching their own decision.189 The advantage with this approach is that it brings the parties 

together, which in the long run makes it easier to engage in long term business transactions 

with one another. The difficulty with this approach however, is that is non-binding and 

therefore the parties can easily depart from any solutions propounded during the mediation 

proceedings.  

 

Another means through which the parties can resolve their disputes is through arbitration. 

This is a process through which a dispute is heard by an individual or panel of individuals 

called the arbitral tribunal. The tribunal obtain their jurisdiction from the arbitration clause 

itself. The advantage with a decision rendered by such a tribunal is that it is binding and 

enforceable. The process of seeking recognition and enforcement of non-domestic or foreign 
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arbitral awards is fostered through the Convention on the Recognition and Enforcement of 

Foreign Arbitral Awards (the New York Convention).190  

 

Moreover, even if the State unilaterally terminates a contract containing an arbitration clause, 

the clause itself will continue to subsist.191 This is owing to the principle of separability 

which establishes the rule that the arbitration clause embedded in a contract is considered as 

separate from the main contract.192 Therefore, even if the main contract elapses or is voided, 

the general rule is the arbitration clause itself continues to subsist. A State cannot therefore 

prevent being subjected to arbitration proceedings by simply terminating the contract. As 

observed by arbitrator Mahmassani in Liamco v Libya193: 

 

It is widely accepted in international law and practice that an arbitration clause survives the 

unilateral termination by that State of the contract in which it is inserted and continues in force 

even after that termination. This is a logical consequence of the interpretation of the intention of 

the contracting parties, and appears to be one of the basic conditions for creating a favourable 

climate of foreign investment.
194  

 

Supplementing the arbitration clause could be a choice of law clause. This is a particularly 

sensitive legal issue because it would involve two conflicting interests.195 On the one hand 

the State is interested in preserving and protecting its national sovereignty. On the other hand 

the investor wishes to choose a legal order that is stable and predictable.196 Depending on the 

bargaining power of the parties there are a few possible outcomes. The choice of law clause 
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could refer exclusively to the law of the host State. Alternatively, the parties could choose a 

law which operates outside the fray of the national law of the host State. They could for 

example choose international law or the law of some other jurisdiction. Another potential 

alternative, is the selection of a combination of both national and international law.197 

 

4.2.2 Stabilization Clauses  

 

Investors will typically also insist on the insertion of stabilization clauses in concession 

agreements. As noted under the obsolescing bargaining model, the State may offer various 

incentives to the investor. However, these are subject to subsequent alteration by the host 

State, which possess legislative and administrative prerogatives within its arsenal. It could 

therefore utilize these to override previous contractual undertakings which in turn may 

jeopardize the investor’s prospects of making a profit in the host State.198  

 

As a buffer against this, stabilization clauses are inserted into concession agreements. These 

are clauses under which the State undertakes not to utilize its legislative and administrative 

prerogatives in a way that will have a detrimental effect on the investor. The concession 

agreement may even go on to specify what actions are prohibited. This may include for 

example undertaking not to raise taxes for a period of time. These are what are referred to as 

tax stability clauses. The inclusion of these clauses are not just a major concern for investors 

but also other stakeholders such as lending financial institutions.199  The lending institutions 

are typically the ones that will finance the projects. They too will need assurances that they 

will get their money back from the investor, once they make a borrowing.  
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Stabilization clauses could also be supplemented by the insertion of renegotiation clauses. 

The distinction between renegotiation clauses and stabilization clauses is that the latter 

focuses more on the sanctity of contracts, whereas the former focuses more on maintaining 

the economic equilibrium.200 Stabilization clauses are discussed further in the next chapter, 

whereas renegotiation clauses will be discussed in chapter six of this thesis.  

 

5.0 CONCLUSION 

 

It could thus be concluded that the discourse of foreign direct investment invariably involves 

long term agreements. In the field of natural resources, this will typically be fostered through 

inter alia the granting of a concession agreement by the host State to the foreign investor. 

The investor can utilize their capital to explore and exploit the host States natural resource. 

The former then pays royalties and taxes to the latter. It has been seen however, that the long 

term nature of these concession agreements renders the investor susceptible to various non-

business risks.  

 

One of these risks, is the resource nationalism cycle. It has been seen from this chapter that 

this cycle begins when the host State, lacking in capital and expertise, will often solicit the 

aid of foreign investors. The latter in turn brings in the necessary capital, new technology and 

know-how to commence operations. It is the expectation of the investor to make a profit from 

the sunk investment. However, it has been seen that once operations commence, and the 

natural resource experiences a sustained upward trend, the host State will seek to exercise 

greater control over the natural resource. They do so because they wish to maximize the 
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benefits accruing from high prices which in turn lead to increased revenue for the investor. 

These revenues pale in comparison to the taxes and royalties accruing to the host State. Any 

incentives granted to the investor may be rescinded. This may mean either raising taxes or 

outrightly nationalizing the assets belonging to the investor.  

 

This chapter has identified some of the mechanisms that exist, in order to mitigate the risks 

involved in investing in resource rich nations. It has highlighted the availability of political 

risk insurance through publicly funded organizations such as MIGA and OPIC. In addition, it 

has highlighted that there are also private options available such as the Lloyds of London or 

AIG. Moreover, investors could protect themselves through the insertion of certain clauses. 

The insertion of an arbitration clause for example, ensures that all disputes between the host 

State and the investor are heard by a neutral forum that exists outside of the frame work of 

the former’s jurisdiction.  

 

Moreover, to protect against the opportunism that manifests in the advanced stages of the 

resource nationalism cycle, investors will insist on the insertion of stabilization clauses.  

These are clauses stipulating that for the period within which the concession subsists, the host 

State will not take any administrative or legislative action that will have a material adverse 

effect on the profitability of the investment. The precise effect of these clauses shall be 

discussed in the next chapter. 
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CHAPTER THREE: THE EFFECT OF STABILIZATION CLAUSES 

 

1.0 INTRODUCTION 

 

Under the obsolescing bargain model, it is observed that when a host State is entering into a 

concession with the investor, the former is prepared to accept whatever terms are dictated by 

the latter.
1
 This is largely influenced by the fact that the host State often needs the investor’s 

capital to exploit its natural resources. Thus if it does not put itself in an adequately 

competitive position, it runs the risk of the investor seeking alternative jurisdictions in which 

to utilize their capital.
2
 The investor is clearly in a stronger position during the negotiation 

stages of the contract because they are relying on a bargaining power derived from the States 

need for foreign capital.
3
 Once the concession is signed, and operations commence, it is the 

State that becomes the stronger party and the investor becomes the weaker party. This is 

because the State has various prerogatives at its disposal. 

 

Thus, of concern to an investor when entering into a concession is whether the host 

government will abide by the terms of that agreement for the entirety of its term. It is clear 

that an ordinary contract, without stabilization clauses, will generally be governed by the 

municipal law of the host State.
4
 From the investors’ perspective, this means that the law can 

be altered at any time by the legislature of the host State and these laws can be amended in a 

way disadvantages the concessionaire. Such a state of affairs puts the investor in a somewhat 
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precarious position, especially in instances where a nationalistic mood sweeps the host State.
5
 

The advanced stages of the resource nationalism cycle typically occur in times when the 

investor is making windfall profits from the investment.
6
 In times like these the host State 

will reconsider the concessions and will seek to maximize the benefits attained from their 

natural resources.
7
  They may consider altering tax legislation, so that they may gain a 

proportion of the windfall profits or simply nationalize the foreign company’s assets.
8 
 

 

In order to address this issue, foreign investors thus insist on the insertion of stabilization 

clauses in the concession agreement.
9
 These provisions are aimed at precluding host states 

from taking legislative or administrative measures, which impede on the commercial interests 

of the investor.
10

 These provisions are created for the protection of the investors, because the 

host government have various mechanisms at their disposal which could potentially 

jeopardise the foreign investor’s legitimate expectations of making a profit out of their 

investments.  They protect the investment by rendering the concession immune from national 

law.
11

 

 

Although the precise effect of stabilization clauses is still contentious, it is clear from the case 

law that arbitral tribunals respect the sanctity of contracts. As a consequence, there is an 

overwhelming amount of international jurisprudence which supports the contention that 
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stabilization clauses are binding upon the State. Furthermore, the unilateral abrogation of 

these clauses has pecuniary consequences. Conceivably, this position has not been without its 

detractors who argue that giving absolute legal effect to stabilization clauses, impinges upon 

the State’s sovereign prerogatives and the principle of permanent sovereignty over natural 

resources. This position has typically been dismissed by arbitral tribunals who contend that 

States are exercising sovereignty when they bind themselves to concessions. Therefore, 

binding a State does not militate against permanent sovereignty over natural resources; it 

merely accentuates it.   

 

In section two of this chapter, I will be looking at the principle of permanent sovereignty over 

natural resources, its evolution and status under international law. In section three, I will be 

defining stabilization clauses and their intended purpose. In section four, I shall be exploring 

the decisions of arbitral tribunals regarding stabilization clauses. Finally, section five will 

consist of a conclusion.  

 

2.0 THE DOCTRINE OF PERMANENT SOVEREIGNTY OVER NATURAL 

RESOURCES 

 

The end of the Second World War saw the dissolution of many colonial empires. Previously 

subjugated nations thus became independent and sovereign States.
12

 Many of these nations 

were well endowed in natural resources. As a facet of sovereignty and self-determination, 

these resource rich nations demanded the right to exploit their natural resources for the 

purposes of economic development and to better their prospects of economic growth.
13

 To 
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attain this goal resource rich nations saw the need to assert themselves on issues such as the 

control of their natural resources which were in the hands of foreign companies.
14

 It was felt 

that, this state of affairs made nonsense of their newly acquired sovereignty and undermined 

their desire to develop and exploit their natural resources.
15

 

 

Within the parameters of this goal was the need to reconsider the concession agreements 

formalised prior to their independence, a plethora of which were perceived as ‘inequitable 

and onerous.’
16

 This was certainly the case in Aminoil v Kuwait
17

 where the concession was 

granted to Aminoil before Kuwait had obtained her independence from Great Britain. This, of 

course, was by no means an isolated case. The need of developing countries to assert 

authority over natural resources led to the birth of the international law principle of 

permanent sovereignty over natural resources.
18

  

 

The principle of permanent sovereignty over natural resources evolved through various 

United Nations General Assembly Resolutions.
19

 However, arguably the ‘landmark 

resolution’ was the United Nations General Assembly Resolution 1803 (XVII).
20

 The 

evolution of the principle eventually culminated in the Charter of Economic Rights and 
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Duties of States (CERDS) which as the name suggests highlights the rights and duties of 

States. The first part of this section will discuss the general evolution of the principle of 

permanent sovereignty over natural resources. The second part will discuss the legal status of 

the General Assembly resolutions. 

 

2.1 Evolution of the Doctrine 

 

The principle of permanent sovereignty over natural resources essentially dictates that 

resource rich nations should have control over their natural resources. However, that control 

is contingent upon the State utilizing the resources for national development. In addition, in 

exercising the rights attached to this principle the State must act within the parameters of 

international law. The principle of permanent sovereignty over natural resources was 

developed over four phases.
21

 The first phase took place between 1952 until the adoption of 

resolution 1803 (XVII) in 1962. The second phase took place between 1962 and 1973 where 

‘the landmark resolution 1803 (XVII) was adopted, reiterated and reaffirmed in a number of 

other resolutions.’
22

 The third phase occurred during the Sixth Special Session in May 1974 

which eventually led to the adoption of the Charter on the 12
th

 of December 1974. The fourth 

phase essentially occurs in the aftermath of 1974 – subsequently to the adoption of the 

Charter. Implicitly the fourth phase is still in a state of evolution.  

 

During the first phase, which occurred between 1952 and 1962, various resolutions had been 

passed relating to the principle of permanent sovereignty over natural resources. The focus 

was on the right of mineral rich countries to utilize their natural resources as part of their 
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sovereignty which in turn was a facet of self-determination.
23

 The first of these was General 

Assembly Resolution 523 (VI) which recognised the right of under developed countries ‘to 

determine freely the use of their natural resources’ with the added proviso that they do this in 

order to advance the economic development of their nations.
24

 The sentiments expressed 

herein, were echoed in the subsequent General Assembly Resolution 626 (VII)
25

 which is 

seen as the genesis of the doctrine of permanent sovereignty over natural resources.
26

   

 

Under General Assembly Resolution 1314 (XIII)
27

, it was recognised that in view of the fact 

that the right to self-determination as affirmed by the two Covenants drafted by the Human 

Rights Commission included ‘permanent sovereignty over their wealth and natural resources’ 

the Assembly needed to be fully informed on the doctrine. To facilitate this they established a 

Commission on Permanent Sovereignty comprised of both developed and developing 

countries which was charged with conducting a ‘full survey of the status of the permanent 

sovereignty of people and nations over their natural wealth.’ They were to pay particular 

regard to ‘the rights and duties of States under international law and to the importance of 

encouraging international co-operation in the economic development of under-developed 

countries.’
28

 Surveys conducted by this Commission culminated in the landmark General 

Assembly Resolution 1803 (XVII).
29

 It recognised, ‘The right of people’s and nations to 
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permanent sovereignty over their wealth and resources must be exercised in the interest of 

their national development and the well-being of the people of the State concerned.’
 
 

 

The Second phase which occurred between 1962 and 1973. This period has generally been 

described as one characterised by nationalism and States exerting greater control over the 

exploitation over the exploitation of their natural resources.
30

 It comes as no surprise 

therefore that this period also consisted of a number of resolutions adopting, reaffirming and 

reiterating resolution 1803 (XVII).
31

 In addition, a Working Group on the Charter of the 

Economic Rights and Duties of States was established under Resolution 45 (III)
32

 and 

enlarged under General Assembly Resolution 3037 (XXVII).
33

   

 

The third phase occurred during the Sixth Special Session of the General Assembly which 

took place on the 1
st
 of May 1974. This Session eventually led to the adoption of the Charter 

of Economic Rights and Duties of States.
34

 There are many rights emanating from this 

Charter.
 35

 The Article 2(2)(c) quite explicitly postulates that States have the right to 

‘nationalize, expropriate or transfer ownership of foreign property.’ The condition attached is 

that the State pays ‘appropriate compensation’ which is to be settled under the auspices of 

domestic law and domestic tribunals, unless otherwise agreed.  
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Article 2(1) of the Charter says that the State can freely dispose of its natural resources. It is 

as a result of this right that States possess the authority to enter into agreements with 

multinational corporations. It is imperative however, that these agreements are freely entered 

into.
36

 Whilst a State can enter into an agreement, a question that has been intensely debated 

is whether a State can unilaterally abrogate these agreements.
37

 Under the doctrine of 

permanent sovereignty over natural resources the State also has the right to regulate and 

supervise foreign investment
38

 and the right to nationalize foreign owned property.
39

 

However, with this right also comes the duty to observe the tenets of international law vis-à-

vis the taking of foreign owned property. This includes the duty to compensate foreign owned 

corporations. Furthermore, there is duty to utilize the natural resources in a way that advances 

economic development.
40

  

 

The fourth phase occurs in the aftermath of the adoption of the Charter. The evolution and 

acceptance of this doctrine is determined by examining treaties that have been concluded 

since 1974. It has been noted that myriad treaties do reflect the rights and duties espoused in 

the Charter. However, given the adoption of bilateral investment treaties, which advocate full 

rather than appropriate compensation, the universal acceptance of the Charter may be 

questioned.
41
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2.2 Legal Status of the Principle of Permanent Sovereignty Over Natural Resources 

 

Because the Charter stems from a General Assembly resolution, there are questions as to 

whether the rights and duties contained therein are binding. On the one hand, it is argued that 

General Assembly resolutions are not binding.
42

 It is recognized that the General Assembly 

does possess ‘quasi-legislative’ functions.
43

 However, it is difficult to argue that the General 

Assembly is a legislative organ.
44

 This is firstly owing to the fact that there is an objection to 

two-thirds majority binding the minority. Secondly, to bind States under General Assembly 

resolutions may circumvent the traditional treaty making process which, under some national 

constitutions, requires ratification in order for the State to be bound.
45

  

 

On the other hand, to completely disregard the principles espoused in these General 

Assembly resolutions would be erroneous. Because of the general procedures that lead to the 

eventual vote and adoption of a resolution, it could be argued that they constitute evidence of 

customary international law.
46

 A customary rule ‘comes into existence only where there are 

acts of State in conformity with it, coupled with the belief that those acts are required by 

international law.’
47

 General Assembly resolutions become customary norms on the basis that 

the General Assembly is itself a vehicle through which the States form and express the 

practice of international law are manifested.
48

 The resolution is drafted in such a way that it 
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can win the support of the majority of the Assembly. Typically, more than a bare majority 

must be ensured before a vote will be called.
49

 The resolution will often represent a 

harmonization of the conflicting views that might have been expressed, prior to the vote 

being called.
50

 Therefore, by the time it is being adopted, it is an expression of the general 

consensus, which in turn can be construed as the formulation of a customary norm.
51

 

 

This thesis supports the latter view. Arguably, the General Assembly resolutions pertaining to 

permanent sovereignty over natural resources do form a part of customary law. This view has 

been supported by various arbitral tribunals. For example, in the case of LIAMCO v Libya
52

, 

the arbitrator held that, ‘the said Resolutions, if not a unanimous source of law, are evidence 

of the recent dominant trend of international opinion concerning the sovereign right of States 

over natural resources’.
53

 This clearly shows that even arbitral tribunals recognize the general 

resolutions on permanent sovereignty over natural resources, as evidence of customary law.  

 

This position was also reflected in Texaco v Libya.
54

 Here the arbitral tribunal took the view 

that Resolution 1803 reflected the tenets of customary international law.
55

 They arrived at this 

conclusion on the basis that the said resolution referred to international law when it spoke of 

nationalization.
56

 Moreover, the aforementioned resolution had received the universal assent 

of both developed and developing countries.
57

 They further opined that General Assembly 

Resolution 1803 ought to be contrasted with the Charter of the Economic Rights and Duties 
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of States which in the arbitrators view ‘must be analyzed as a political rather than as a legal 

declaration concerned with the ideological strategy of development and, as such, supported 

only by non-industrialized States.’
58

  

 

Furthermore, it could be argued that the resolutions pertaining to permanent sovereignty over 

natural resources are a reflection of rights and duties that already existed under international 

law.
59

 For example, it was already generally recognized that the State had the right to 

nationalize.
60

 Once the State nationalized they also had an obligation to pay compensation.
61

 

This is therefore another reason why it could be argued that the resolutions pertaining to 

permanent sovereignty over natural resources are generally binding.  

 

In addition, the principle of permanent sovereignty over natural resources has been accepted 

by the International Court of Justice. This position was reflected in the East Timor Case.
62

 In 

more recent times the principle of permanent sovereignty over natural resources has gained 

more recognition. In Congo v Uganda
63

 the International Court of Justice recognised 

permanent sovereignty over natural resources as ‘a principle of customary international 

law’.
64

 Given the fact that decisions of the International Court of Justice are a source of 
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international law, it could thus be asserted that the principle of permanent sovereignty over 

natural resources is a legitimate one and so are the rights and duties emanating therefrom.  

 

It could thus be argued that the principle of permanent sovereignty over natural resources is 

firmly accepted under international law.
 65

 It is under this principle that States are able to 

enter into concession agreements with investors. It is argued that under this principle, the 

word ‘permanent’ entails that the State has the right to exit these agreements at any given 

time, regardless of an agreement not to do so.
66

 It might appear, therefore, that there is a clash 

between this principle and the insertion of stabilization clauses in concession agreements. 

The next part of this chapter will discuss stabilization clauses and the attitudes of courts and 

international tribunal to the permanent sovereignty argument.  

 

3.0 THE DEFINITION AND PURPOSE BEHIND STABILIZATION CLAUSES 

 

At the time of signing a concession, there exists an asymmetrical relationship between host 

State and the investor.
67

 This asymmetrical relationship exists as a result of the myriad 

legislative and administrative prerogatives that the State has at its disposal. These 

prerogatives could be employed by the State, in a way that is calculated to jeopardize the 
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investor’s prospects of making a profit once it actually sends its capital. The State could for 

example prematurely terminate the contract and nationalize assets belonging to the investor 

by utilizing the legislative process.
68

 Similarly, they could raise taxes which could either have 

the effect of significantly reducing the investor’s profits or simply make it more onerous or 

expensive to run operations in a given jurisdiction.
69

  

 

Premature termination or alteration of the mining agreements could have a huge impact on 

the mining operations. This is owing to the fact that, in the first instance, commencing with 

an exploration project in resource rich countries can be a very expensive and laborious. 

Mining and oil companies alike almost invariably explore various areas before they 

eventually attain success. Once they do, they will need to make up for the shortfall created by 

the failed projects. In addition, mineral prices are somewhat mercurial in that they tend to 

fluctuate and depreciate owing to a plethora of factors that are beyond the scope of this 

thesis.
70

  

 

With this much uncertainty in the venture it is understandable therefore that any additional 

uncertainties in this equation are unlikely to render the business venture unprofitable.
71

 

Predictability in the law, particularly the fiscal regime, is therefore imperative factors in 

determining to whether the investor will sign a concession.
72

 The investor will therefore insist 

on some assurances that the sanctity of contract is respected and that they will be guaranteed 
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against the arbitrary exercise of State power which will alter or unilaterally abrogate their 

contractual rights.
 73

   

3.1 Types of Stabilization Clauses 

 

To address these concerns highlighted above, investors will invariably insist on the insertion 

of stabilization clauses in their concession agreements. These are clauses which, ‘specifically 

seek to secure the agreement against future government action or changes in law’.
74

 The 

clause purports to do so by immunizing the contract from the municipal law by 

internationalizing it.
75

 Thus, at least in the abstract, any alteration in the law should have no 

effect on the concession whatsoever if it contains a stabilization clause.
76

 

 

There are various types of stabilization clauses. The first type is the ‘stabilization clause 

stricto sensu’.
77

 This clause seeks to ensure that the law existing at the time of the contract 

will continue throughout the life of the project.
78

 Such a clause will, in theory, freeze the 

municipal law of the host State from the day that the contract is concluded until the contract 

itself expires. An example of such a clause is that contained in the Concession Agreement of 

1933 between Iran and the Anglo Iranian Oil Company. It stated that the: 
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Concession shall not be annulled by the Government and the terms therein contained shall not be 

altered either by general or special legislation in the future, or by administrative measures or any 

other acts whatever of the executive authorities.
79

 

 

This implies, on a broader level, that if any legislative changes are made by the host State not 

in any way alters the rights and obligations contained in the concession itself. It therefore 

follows that in the event where there is a conflict between the provisions of the contract and 

any subsequent legislation, the former will always take precedence.
80

 Included within this 

category would be tax stability clauses. Again these simply stipulate that during the stability 

period, no new taxes will be introduced by the host State that override the incentives that may 

be contained in the concession agreement.  

 

Another type is the ‘intangibility clause’.
81

 These are provisions within the contract which 

denote that the contract cannot be altered or abrogated without the mutual consent of the 

parties.
82

 With these types of clauses the State does not actually surrender any legislative or 

administrative prerogatives per se. However, like the stricto sensu clauses, they do seek to 

prevent the State from unilaterally altering the terms of the contract. An example of such a 

clause is the one contained in the Production Sharing Contract of Indonesia between 

Pertamina and Overseas Petroleum Investment Corporation and Treasure Bay Enterprise Ltd.
 

83
 It stated that: ‘This contract shall not be annulled, amended or modified in any respect, 

except by mutual consent in writing of the parties hereto’.
84
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The third type of stabilization clause one might encounter is the ‘economic stabilization 

clause’.
85

 An example of this is contained within the agreement between the Republic of 

Gabon and Vanco Gabon Ltd. It read as follows:  

 

[T]he State guarantees to the Contractor, for the duration of the contract, the stability of the 

financial and economic conditions insofar as these conditions result from the Contract and from 

the regulations in force on the Effective Date.  

 

These obligations resulting from the Contract shall not be aggravated, and the general and overall 

equilibrium of the Contract shall not be affected in an important and lasting manner for the entire 

period of validity hereof. However, adjustments and modification of these provisions may be 

agreed upon by mutual consent.
86

  

 

This type of clause either prohibits the State from passing a law or taking administrative 

action that render the contract more onerous or expensive to perform or ensures that in an 

instance where the government does pass such a law the government can examine these 

adverse economic consequences and restore the investor economic equilibrium.
87

  

 

3.2 The Effect of Stabilization Clauses 

 

There is much academic debate surrounding the precise effect of stabilization clauses.
88

 

There are two clearly identifiable categories in this respect. There are those who argue that 

stabilization clauses do offer absolute protection to the investor on the one hand. On the other 

                                                           
85

 Faruque (n 68) 320 
86

 Ibid  
87

 Faruque, (n 68) 320 
88

 See Paasirvirta, ‘Internationalization and Stabilization of Contracts Versus State Sovereignty’ (n 37) 316-323.  



83 
 

hand there are those who are diametrically opposed to this. This thesis falls in the former 

category. In this section, I argue that stabilization clauses do offer absolute protection to the 

investor based on the fact that arbitral tribunals respect the sanctity of contracts thus 

endorsing maxim pacta sunt servanda. In order to ensure this absolute protection however, 

investors must also ensure that there is an arbitration clause so that the case is determined in a 

neutral forum.   

 

Stabilization clauses effectively do grant absolute protection to the investor. They purport to 

do this by circumventing the possibility of an agreement being prematurely terminated or 

modified by an Act of the legislative arm of the host State.
89

 Thus, if a concession contains 

within it a stabilization clause and the host State proceeds to nationalize assets belonging to 

the investor, then the former would be committing an illegal act. Stabilization clauses 

immunize the concession agreement from municipal law by internationalizing it.
90

  This 

effectively means that the concession agreement becomes subject to international law. 

Therefore, obligations and remedies available to both parties are also of an international 

character.
91

  One of those international obligations is the international law principle of pacta 

sunt servanda.
92

 This principle essentially espouses that agreements freely entered into shall 

be enforced according to their terms.
93

 This is obviously not an absolute rule.
94

 This principle 
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is as applicable to agreements between the host State and private corporations as it is to 

agreements between the former and other States.
95

  Pacta sunt servanda, stems from respect 

for the sanctity of contracts. It is not an absolute rule. However, the default position is to lean 

against unilateral termination of existing agreements.
96

 Thus, once a contract is entered into, 

its terms must be upheld and respected.  

 

It has been argued that because the contract is ‘immune from an encroachment by a system of 

municipal law’, in the same manner as a treaty between two international persons, the 

contract is elevated to the status of a treaty. For this reason, it is only subject to international 

law.
97

 This is partly the basis upon which the absolute protection theory has been opposed. 

On a conceptual level, it is indeed difficult to accept the contention that a contract with a 

private investor is equivalent to a treaty. This opposition is based on the premise that, by its 

very definition, a treaty is an agreement between two States. It can never be concluded 

between a State and an entity, like a multinational corporation which is not a subject of 

international law. Furthermore, a treaty involves the mutual surrender of sovereign rights and 

these are rights which the investor does not have the capacity to surrender.
98

   The clause may 

stipulate the proper law of the contract is international law or the general principles of law, 

however, this does not automatically transform the contract itself into an international 

agreement within the definition espoused in the Vienna Convention on the Law of Treaties.
99
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These sentiments were echoed in the case of Saudi Arabia v ARAMCO
100

 where the tribunal 

rejected the contention that the concession should be ‘assimilated to an international treaty 

governed by the Law of Nations.’ The law applicable in this case should be that of Saudi 

Arabia because ‘this is the law of the country with which the contract has the closest natural 

and effective connection, unless another law is designated by the conclusive conduct of the 

parties.’
101

 A State can limit its legislative powers on account of an international agreement 

with another State. Thus, generally speaking, if there is a treaty in place and the State violates 

it through legislative means then this will have international consequences. It does not follow 

however that a contractual agreement with an individual or corporation can have the same 

effect.
102

 It would thus appear that an agreement between a State and a corporation falls 

outside the scope of the Vienna Convention on Treaties. It therefore, cannot be said to be a 

treaty or tantamount to one.  

 

A further view espoused by opponents to the absolute protection theory is that, private 

relations are not governed by international law as such. Thus, applying international law to 

private relations is misplaced and attempting to do so is like trying to apply, ‘the matrimonial 

laws of France or England to relations between cats and dogs.’
103

 This is a relatively weak 

argument, considering the myriad sources of international law that private entities are able to 

rely upon in the modern era.
104
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Moreover, there are doubts as to whether stabilization clauses can limit a State’s inalienable 

prerogatives.
105

 One of these is the right to nationalize foreign owned property.
106

 A State 

cannot surrender its sovereign prerogatives because these are often imperative if the State is 

to function. Thus, it is unclear whether a stabilization clause requiring the subjugation of 

mandatory rules of international law can produce its typical effect. However, there is a 

possibility that the reliance induced by the stabilization clause entitles the injured party to 

compensation for any damage caused by the said nationalization. This should be the case 

even where the breach of the stabilization commitment is not in itself rendered illegal by the 

arbitral tribunal.
107

  

 

Opponents of the absolute protection theory have simply dismissed it as, ‘essentially self-

serving…designed to support a very partisan, capitalist approach to contractual disputes’.
108

 

Indeed, it has been seen that there are conceptual problems with equating a contract to a 

treaty. For this reason it is difficult to accept this as a basis for binding a State to concession 

agreements which contain stabilization clauses. Given these views one might, therefore, 

hesitate in arriving at the conclusion that stabilization clauses are inherently valid and 

enforceable.
109

 Although there is no consensus in the academic debate on this matter, it would 

appear that there are an overwhelming number of cases in support of holding States to 

undertakings made through stabilization clauses. The basis of this is the sanctity of contracts, 
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as encapsulated by the maxim pacta sunt servanda. This means that all agreements must be 

upheld. Afterall, under the principle of the sanctity of contracts, it is the will of the parties 

that serves as the foundation of their agreement.
110

 The insertion of stabilization clauses in 

concession agreements in the first place, is an expression of that will.
111

 For this reason 

stabilization clauses should be upheld.
112

  

 

4.0 CASE LAW ON STABILIZATION CLAUSES 

 

The preceding section discussed the possible application of stabilization clauses in theory. 

The aim of this section is to explore the attitudes of arbitral tribunals towards the application 

of stabilization clauses. There is a plethora of arbitral awards dealing with this issue. In some 

awards the arbitrators contend that stabilization clauses do in fact afford absolute protection 

to the investor. An act breaching these, would be an act of illegality.  

 

In other awards, however, the arbitral tribunals have stated that to preclude a host government 

from nationalizing foreign owned assets by virtue of stabilization clauses would amount to an 

unwarranted encroachment upon State sovereignty. However, it would appear that the latter 

view is grossly underrepresented. In fact that argument is not looked upon with a kindly eye. 

Most arbitral awards explored in this section, endorse the view that contracts undertaken are 

binding. It therefore follows that stabilization clauses are binding on the State. 

 

This section is divided into three sub-sections. The first part will discuss the earlier decisions 

on the legal effect of stabilization clauses. There is a recognition even under these cases, that 
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stabilization clauses are binding on the state. The second part will discuss the three Libyan 

cases: BP v Libya
113

, Texaco v Libya
114

 and LIAMCO v Libya.
115

 These three cases are 

particularly significant because they by and large had a similar set of facts yet had different 

outcomes. Finally, this section will look at later case. These also endorse the view that 

stabilization clauses are binding.  

4.1 Earlier Decisions 

 

There are very few cases prior to World War II regarding disputes between States and 

investors.
 116

 This general paucity in early case law appears to have been influenced by the 

fact that there were doubts as to whether private parties had locus standi to bring cases before 

an international tribunal. In addition to this, international commercial arbitration and the 

infrastructure supporting it was still in its infancy.
117

 Thus, in instances of injury to the 

investor by the host State, action would traditionally be brought by the home State of the 

investor under the umbrella of diplomatic protection.
118

  

 

Any doubts as to whether an investor could pursue an action, in its own right, against the 

State were certainly dispelled by the case of Lena Goldfields, Ltd. v. U.S.S.R.
119

 This case 

involved Lena Goldfields which was a company incorporated in 1908. The said company had 

purchased seventy percent of the shares in the Russian Lena Goldfields Company. In 1918, 

the new Soviet government took power and proceeded to nationalize the property of mining 
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companies without paying compensation. This, of course, included assets belonging to Lena 

Goldfields.  

 

In 1925, after two years of difficult negotiations between the two parties, the Soviet 

government finally granted Lena Goldfields a concession to mine gold and other metals in the 

Urals and Siberia. Part of the concession was to run for a period of fifty years and another 

part was to run for thirty-seven years. Operations commenced later in 1925. However, these 

operations were interrupted by a shift in government policy on foreign capitalists in 1929.
120

 

The subsequent hostility and harassment that followed this rendered it incredibly difficult for 

Lena Goldfields to continue its operations. When negotiations between the Soviet 

government and Lena Goldfields failed, the latter was compelled to initiate arbitral 

proceedings against the former.  

 

Article 76 of the concession contained within it, a stabilization clause. Under this clause, the 

Soviet government had undertaken not to alter the agreement without Lena Goldfields’ 

consent. In other words, it prohibited any unilateral action by the State that would adversely 

affect the rights of Lena Goldfields. The Court of Arbitration opined that the contract 

between the State and a private entity may be internationalized and that the ‘general 

principles of law’ may be applied in protecting the contractual interests of private entities like 

Lena Goldfields.
121

 The tribunal further held that by repudiating the contract, the Soviet 

Government had unjustly enriched itself. Lena Goldfields were thus awarded a sum of $65 

million which included loss of future profits.
122

 The arbitral tribunal did not elaborate further 

the issue of stabilization clauses. However, the most notable facet of this case is that the 

                                                           
120

 See V.V. Vedeer, ‘The Lena Goldfields Arbitration: the Historical Roots of the Three Ideas’ (1998) 47 

International and Comparative Law Quarterly 747, 761 
121

 ibid 30, paragraph 22 
122

 Yackee (n 26) 1575 



90 
 

arbitral tribunal held that something besides national law could govern a contract between the 

investor and the host government.
123

   

 

The arbitral tribunal in the subsequent case of Sapphire International Petroleum Ltd. v. 

National Iranian Oil Co. (NIOC)
124

 had a similar position. This case involved the National 

Iranian Oil Company (NIOC) had entered into a joint venture with Sapphire International. 

Under terms stipulated by the agreement, the latter was to provide technical and financial 

assistance to NIOC with the goal of increasing production and exportation of Iranian oil. The 

stabilization clause under this agreement read as follows: 

 

No general or statutory enactment, no administrative measure or decree of any kind, made either 

by the government or by any governmental authority in Iran (central or local), including NIOC, 

can cancel the agreement or affect or change its provisions, or prevent or hinder its performance. 

No cancellation, amendment or modification can take place except with the agreement of the two 

parties.
125

  

 

In order to carry out these operations, the two parties set up the Iranian Canadian Oil 

Company (ICRAN). The contract was effectively divided into two periods: the prospecting 

period and the extraction and sale period. During the prospecting period, all expenses were to 

be reimbursed to Sapphire through ICRAN. Once the extraction and sale period commenced, 

both the parties were to jointly cover all the expenses arising during the aforementioned 

period. Moreover, the contract stated that drilling was to commence within two years of the 

contract being finalized. Additionally, NIOC reserved the right to terminate the agreement 
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with Sapphire if the latter failed to fulfil its obligations within the two year period prescribed 

in the contract. In such an event, Sapphire would be compelled to pay a sum of $350,000 to 

NIOC. A bank guarantee in NIOC’s favour was provided to this effect.  

 

When Sapphire commenced with its operations, they furnished their expenses upon NIOC. 

These expenses came to an amount of $302,545.25. However, NIOC refused to reimburse 

these expenses. They based this refusal the premise that they had not been consulted prior to 

the commencement of the works, which was a term of the contract. In July 1959 Sapphire 

thus wrote to the Shah of Iran requesting the government to reimburse their expenses. The 

Iranian Prime Minister responded on the 5
th

 of September 1959. In his response he stated that 

NIOC were entitled to refuse to make the refund because Sapphire had ostensibly not fulfilled 

its obligations. They were thus referred back to NIOC to settle the dispute.  

 

Given this background, and the ensuing dispute with NIOC, Sapphire decided that it would 

be too risky to sign a drilling contract with the former. On the 24
th

 of July 1960, NIOC wrote 

to Sapphire informing them that they had not yet commenced with their drilling obligations. 

Six months later in January 1961 NIOC cancelled the contract and thus proceeded to cash the 

$350,000 indemnity provided by Sapphire. Sapphire thus initiated arbitral proceedings 

against NIOC. Because NIOC had failed to appoint an arbitrator, a sole arbitrator was 

appointed by the Swiss Federal Court as per Article 41 of the contract.  

 

The arbitrator in this case found that the premature termination of the concession agreement 

imposed a duty on the State to compensate the Sapphire International. He relied upon the 

principle of pacta sunt servanda to arrive at his decision. This principle dictates that 

contractual undertakings must be respected and he accordingly favour of Sapphire 
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International. The tribunal found that NIOC that had deliberately failed to fulfil their 

obligations and this amounted to a breach of contract.
126

  

 

From the two earlier cases, it is quite clear that arbitral tribunals are more inclined to award in 

favour of the complainant investor if the defendant host State does not abide by its 

contractual obligations. As far as arbitral tribunals were concerned, once the State enters into 

a contract, it is bound by it and failure to do so amounts to a breach of contract. This position 

has, however, been challenged in later cases. One of the arguments advanced is that 

interpreting a stabilization clause so as to preclude the host State from passing certain 

legislation in the public interest would be an encroachment on the doctrine of permanent 

sovereignty over natural resources. Arbitral tribunals have given due consideration to this 

argument but ultimately reject it. This was certainly the position taken in Saudi Arabia v. 

Arabian American Oil Co. (Aramco).
 127

  

 

In the case of Aramco the government of Saudi Arabia had entered into a contract with a 

company called Saudi Arabia Maritime Tankers Ltd, which belonged to the shipping tycoon 

Aristotle Onassis. His company was granted the exclusive right to transport Saudi oil; an 

agreement which was to subsist for a period of thirty years. The agreement, however, 

contravened an earlier one concluded with the Arabian Oil Company (Aramco) who had been 

granted, through a concession, the exclusive right to transport the its own oil that it extracted 

from Saudi Arabia. A stabilization clause was contained within the concession agreement.  

 

Aramco thus referred the matter to arbitration. During the proceedings, the government 

argued that that the stabilization clause was not binding upon the State. To hold otherwise in 
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their view would militate against the sovereignty of Saudi Arabia. The Arbitral tribunal 

disagreed with this contention. The tribunal contended that:  

 

[b]y reason of its very sovereignty within its territorial domain, the State possess the legal powers 

to grant rights [by] which it forbids itself to withdraw before the end of the concession, with the 

reservation of the Clauses of the Concession Agreement relating to its revocation. Nothing 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 concessionaire irretractable rights. Such rights have the 

character of acquired rights.
128

  

 

Effectively, the tribunal was stating that a State cannot go back on its decision once it has 

renounced the right to exercise some of its powers. Once the State has accepted a stabilization 

clause it gives the investor a ‘legitimate expectation’ which the government cannot then go 

back on.
129

 The arbitral tribunal thus rejected the sovereignty argument. This demonstrates 

that, as a general rule, sovereignty cannot be an excuse for the State’s failure to fulfil its 

contractual obligations.  

 

The earlier cases therefore demonstrate that arbitral tribunals subscribed more to the view 

that stabilization clauses give absolute protection to foreign investors. Although concerns 

were raised that holding the State liable for breach of stabilization clauses may be 

incongruous with the sovereignty of the State, this argument is generally rejected by arbitral 

tribunals. The rationale behind this position is that entering into agreements is a facet of 

sovereignty which they contend is in part surrendered once the States bind themselves to an 
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agreement with a corporation. The next subsection will explore the position of the arbitral 

tribunals in the Libyan nationalization cases.  

 

4.2 The Libyan Nationalization Cases 

 

This subsection examines the cases that arose out of the Libyan government’s nationalization 

of foreign owned oil companies. The three cases I will be discussing in this subsection are BP 

v Libya
130

, Texaco Overseas Oil Petroleum Co./Califorina Asiatic Oil Co. v Libya
131

 and 

LIAMCO v Libya
132

. The juridical significance of these three cases stems from the fact that 

they had a similar if not identical set of facts. Despite this fact, they had rather divergent 

outcomes. Notwithstanding this fact, all three cases endorse the principle of pacta sunt 

servanda which further accentuates my contention that arbitral tribunals respect the sanctity 

of contracts.  

 

The genesis of these cases appears to be 1951 when Libya had attained her independence. 

She was an impoverished nation with very few known natural resources. As a consequence of 

this, Libya’s population was sparse and uneducated. This was further compounded by the fact 

that ninety percent of the country consisted of desert, which meant that Libya only possessed 

a small amount of arable land. Therefore, upon attaining her independence, Libya thus 

appeared to be a nation with very bleak economic prospects.
133
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This position was considerably altered between 1951 and 1979 with the discovery and 

exploitation of Libya’s vast oil reserves. By 1979, Libya’s income was estimated to have 

exceeded $16 billion dollars from oil exports. This placed Libya among the world’s top 

fifteen richest nations. Moreover, at $6,680 per capita income, Libya was the highest earner 

in Africa.
134

  

 

The upturn in economic fortunes that Libya was enjoying were almost entirely based on her 

oil riches.
135

 Libya in itself lacked the capacity to extract its vast oil reserves. Therefore, in 

order to exploit their oil reserves the government of Libya had to rely quite heavily on the 

inflow of investment from foreign oil companies. To foster this process, the Government of 

Libya had to put in place a legal framework.
136

 They therefore introduced the Libyan 

Petroleum Law of 1955. Under this Act was the framework through which oil concessions 

were granted. Of particular note was the standard deed of concession which, according to 

Article 9, was to be used when granting all concessions.  

 

There were three key provisions within the standard concession agreements: the stabilization 

clause, the arbitration clause and the choice of law clause. The stabilization clause was 

contained in Clause 16. After about three subsequent amendments, the final version of Clause 

16 read as follows: 

 

(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. 
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(2) This Concession shall throughout the period of its validity be construed in accordance with the 

Petroleum Law and the Regulations in force on the date of execution of the Agreement of 

Amendment by which this paragraph (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.
137

 

 

 

Clause 16, like most stabilization clauses, was inserted as a guarantee from the host 

government that they would not alter the contractual rights of the concession holders without 

the other party’s consent. In other words, the government of Libya would not deprive the oil 

companies of their enjoyment of the contractual rights bestowed upon them, unless the latter 

agreed to it.
138

  

 

The arbitration clause was contained in Clause 28(1). Under the aforementioned provision, 

the parties undertook to settle all disputes by arbitration rather than through the national 

forums. As a consequence, if a dispute arose it was to be referred to an arbitral tribunal 

consisting of two arbitrators and an Umpire. The investor and the Government of Libya were 

to appoint one arbitrator each. The two appointed arbitrators were then to appoint a third 

arbitrator, the Umpire. The party initiating the arbitral proceedings was required under this 

clause, to make a written request to the other party informing them of the name of the 

arbitrator they had selected and specifying the nature of the dispute.
139

 The other party then 

had to appoint their own arbitrator within ninety days. Failure to do so within the timeframe 
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stipulated, would lead to the appointment of a Sole Arbitrator by the Vice-President, of the 

International Court of Justice.
140

  

 

Contained in Clause 28(7) was the choice of law clause. The original choice-of-law provision 

read as follows: ‘This Concession shall be governed by and interpreted in accordance with 

the Laws of Libya and such principles and rules of international law as may be relevant, and 

the umpire or sole arbitrator shall base his award upon those laws, principles and rules.’ This 

was first altered in 1961 by Royal decree which effectively stated that where there was a 

conflict between Libyan law and international law then the former would take precedence. 

This was agreed to in 1963 as per Clause 16.   

 

Another change by Royal Decree took place in 1965 and was agreed to in 1966. On this 

occasion, it was agreed that rather than Libyan law superseding international law, only the 

principles of Libyan law that were common with those of international law should be applied 

in the governance and interpretation of the concession. In the absence of such principles in 

Libyan law, what should apply are the general principles of law including those applied by 

international tribunals. This change was affected because the concession holders were 

dissatisfied with the alteration in 1963. Altering the agreement ensured that if there were no 

principles under Libyan law that were congruous with international law, then it would mean 

that the concession would be governed by the general principles of law instead. This, it was 

argued, would ensure more fair treatment is afforded to the foreign oil companies.
141
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In 1969, the Government of Libya was overthrown by Colonel Muammar Gaddafi in a 

bloodless coup. Colonel Gaddafi thus became Chairman of the Revolutionary Command 

Council of Libya. In November 1971, the Government of Iran invaded Abu Musa and the 

Greater and Lesser Tumb. These were located in the Persian Gulf. Although these islands 

were still nominally under British protection through a treaty, this treaty was due to expire the 

following day. Britain did virtually nothing to prevent Iran from occupying these islands. As 

a consequence, Britain received much condemnation from the Arab world. In December 

1971, the Libyan government, in retaliation, nationalized all assets belonging to British 

Petroleum in the Hunt/BP deed of concession through Decree No. 115.
142

 

 

Early in 1973, the new government of Libya attempted to gain direct equity participation in 

the oil concessions granted to foreign companies. They thus engaged in negotiations which 

did not go in their favour. Consequently, the government of Libya elected to nationalize all of  

Bunker Hunt’s interest in the Hunt/BP deed of concession. They cited America’s support for 

Israel as the rationale for this particular nationalization. In the same year, the government of 

Libya proceeded to nationalize fifty-one percent of the assets belonging to TOPCO, 

CALASIATIC and LIAMCO through decree No. 66 of 1973.
143

 This occurred after direct 

equity participation negotiations between Libya and the said companies had failed. Once 

again, American support for Israel in the Arab-Israeli conflict was cited as the reason for the 

nationalizations. In 1974, the government of Libya proceeded to nationalize the remaining 

forty-nine percent of LIAMCO’s assets through Decree No. 10 of 1974.
144

 They also did the 
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same with the remaining forty-nine percent of assets belonging to TOPCO and CALASITIC 

through Decree No. 11 of 1974.
145

   

 

The claimants BP, TOPCO/CALASIATIC and LIAMCO initiated arbitral proceedings 

against the Government of Libya. In all three cases, the oil companies had written to the 

government of Libya indicating that they had appointed their arbitrator. The government of 

Libya refused initially to participate in the arbitral proceedings. Thus, in all three instances, 

Sole Arbitrators were appointed by the Vice-President of the International Court of Justice in 

all three cases as prescribed in Clause 28(3). 

 

The first case examined here is that of BP v Libya.
146

 In this case, the arbitrator held the 

Libyan government’s nationalization of BP’s assets was illegal. In arriving at this decision, 

however, the arbitrator seems to have focused more on the fact that the taking was 

confiscatory. This was owing to the fact that two years had elapsed since the nationalizations 

had taken place and BP still had not received compensation.
147

  The arbitrator said very little 

about the stabilization clause contained within the concession. In determining whether the 

Libyan government was liable for breach of contract the arbitrator looked at the choice of law 

clause which clearly stated that the law applicable here was the ‘general principles of law’.
148

 

Under such a legal regime, this was clearly a breach of contract and BP was entitled to 

damages that were to be determined at a later date.
149

 In the arbitrators view, the rules dealing 

with repudiation of an agreement were ‘too elementary and voluminous’ to require any 
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further elaboration.
150

 This case represents an endorsement of the view that a State is bound 

to a contract with an investor. Failure to abide by such a contract does have pecuniary 

consequences.  

 

The Arbitrator in Texaco Overseas Oil Petroleum Co./Califorina Asiatic Oil Co. v Libya
151

 

was far more elaborate in how he arrived at his decision. In this case the government of Libya 

argued that stabilization clauses militated against the principle of permanent sovereignty over 

natural resources. In arriving at his decision, the Arbitrator focused on the principle of pacta 

sunt servanda. He came to the conclusion that it was in fact possible for a sovereign state to 

bind itself to a contract with an investor. In accordance with the choice of law clause in 

Clause 28(7) of the concession, the Arbitrator explored the principles of Islamic or Sharia 

Law which is a source of Libyan law. He observed that, in principle, that all parties should 

abide by a contract under Sharia law. This rule is in fact applied more rigidly to the sovereign 

or government than it is to private parties. This is owing to the great discretionary powers 

available to the sovereign. Thus, to set an example to his or her subjects a sovereign is held to 

a greater standard than that applied to ordinary persons. This rule is applicable to agreements 

entered with non-Muslims.
152

 The Arbitrator further observed that even the General 

Assembly Resolution 1803 endorsed the view that foreign investment agreements are to be 

observed in good faith.
153

 The arbitrator noted that even the Charter on Economic Rights and 

Duties of States, whose binding force he rejected
154

, also explicitly states that ‘international 

obligations’ are to be fulfilled ‘in good faith’.
155
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Moreover, the arbitrator held that the stabilization clause did not impinge upon the sovereign 

prerogatives of the State of Libya. This was essentially because all its sovereign powers still 

remained intact and could still be exercised on persons other than those to whom it owed 

contractual obligations. The Arbitrator opined that,  ‘a State cannot invoke its sovereignty to 

disregard commitments freely undertaken through the exercise of this same sovereignty, and 

cannot through measures belonging to its internal order make null and void the rights of the 

contracting party which has performed its various obligations under the contract.’
156

 In the 

arbitrator’s view, contracts ought to be respected. To rule otherwise, would undermine the 

credibility of States. This is by virtue of the fact that, it would create an imbalance between 

the parties that connotes that the State is not bound but the investor is. This would directly 

unstitch the very fabric of the principle of good faith. For this reason such a position ought to 

be vehemently rejected.
157

  

 

It is clear from the preceding case, that the principle of permanent sovereignty over natural 

resources is not an excuse for the State’s failure to uphold its contractual obligations. The 

decision in Texaco can be contrasted with that of LIAMCO v Libya
158

. In this case the arbitral 

tribunal held that stabilization clauses do not affect the State’s sovereign right to expropriate 

a contract. To hold otherwise in their view would amount to an intolerable interference with a 

State’s sovereignty. This case represents a recognition that arbitral tribunals can take into 

account the sovereignty argument.
159

 Whether the LIAMCO award actually renders pacta sunt 

servanda futile is questionable.
160

 However, it must be noted that this position only pertained 

to the issue of damages. The arbitrator here was deciding upon whether to apply the ‘Hull 
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Principle’ which prescribed adequate compensation and always required the inclusion of 

future profits. The arbitrator doubted the applicability of the Hull Principle under customary 

international law. The idea of including future profits in the compensation package was a 

controversial one in the Arbitrators view.
161

 The arbitrator in this case found that the 

nationalization was lawful in the sense that it was non-discriminatory and for a public 

purpose. Thus, any determination of future profits ought to be considered in terms of ‘equity’ 

rather than ‘adequacy’. Moreover, the arbitrator in LIAMCO acknowledged that the contract 

could not validly be terminated without the, ‘mutual consent of the contracting parties, in 

compliance with the said principle of the sanctity of contracts and particularly with the 

explicit terms of Clause 16 of the Agreements.’
162

 Thus to argue that this case represented a 

rejection of the sanctity of contracts would be a slight exaggeration.
163

 

 

In sum, the Libyan decisions have similar outcomes, however their arrival at these decisions 

were very different. There are BP v Libya
164

 and Texaco v Libya
165

 on the one hand which 

espouse the belief that stabilization clauses do grant foreign investors absolute protection. 

Particularly from Texaco we can see that the contention that this affects the sovereignty of a 

nation is not entertained at all. On the other, we have LIAMCO v Libya
166

 which does 

entertain the sovereignty argument. However, given the context in which the decision was 

made, it can be argued that arbitral tribunals in all three cases respected the sanctity of 

contracts, albeit for different reasons.  
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4.3 Subsequent Decisions 

 

The subsequent cases are also generally homogenous in their support for the sancity of 

contracts.
167

 The first case explored here is that of Revere Copper & Brass Inc. v Overseas 

Private Investment Corporation.
168

 In 1967 Revere Jamaica Alumina Ltd, a subsidiary of 

Revere Copper & Brass Inc, had entered into agreement with the government of Jamaica. 

The former was to construct and operate a bauxite mining plant in Jamaica. This 

agreement provided for tax stability. Seven years later however, a new government was 

elected in Jamaica and they stripped Revere of its incentives. Ignoring contractual 

provisions the newly elected government proceeded to significantly raise taxes. This had 

an adverse effect on Revere’s operations and they were thus compelled to shut down their 

plant. The Overseas Private Investment Corporation rejected Revere Copper’s 

expropriation claim. This was on the basis that the government of Jamaica had not actually 

taken away Revere Copper’s physical assets or their licence. Revere Copper thus initiated 

arbitral proceedings against OPIC.   

 

The arbitral tribunal noted, that the government of Jamaica sought to obtain long term 

commitments from foreign investors in order to exploit its natural resources.
169

 They 

attracted this investment affording tax breaks and other assurances for limited periods of 

time to the investor. It was noted that it is in fact possible for governments to impose 

limits on their sovereign powers when they enter into agreements with investors, in a 

similar fashion to when they issue long term government bonds on foreign markets.  The 

tribunal further stated: 
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Under international law the commitments made in favour of foreign nationals are binding 

notwithstanding the power of Parliament and other governmental organs under the domestic 

Constitution to override or nullify such commitments Any other position would mean in this case 

that Jamaica could not in the exercise of its sovereign powers obtain foreign private capital to 

develop its resources or attract foreign industries. To suggest that for the purposes of obtaining 

foreign private capital the Government could only issue contracts that were non-binding would be 

meaningless. As the contracts were made in the sense that the commitments were set out in 

unqualified legal form, international law will give effect to them. For the purposes of this 

proceeding they must be regarded as binding.
170

 

 

In the case AGIP v. Popular Republic of Congo
171

 for example, the arbitral tribunal rejected 

the sovereignty argument. As such, it was held that the agreement between the State of 

Congo and AGIP was binding. This case involved the government of Congo which had 

nationalised the nation’s oil distribution sector in 1974. The only company that remained 

unaffected by these nationalizations was AGIP. The aforementioned company had entered 

into an agreement for the sale of fifty percent of their shares to the government of Congo. The 

agreement between the government and AGIP contained within it several stabilisation 

clauses. When Congo nationalized the company by decree, there were questions as to 

whether this action was compatible with the stabilization clause.  The arbitral tribunal, in a 

similar fashion to earlier cases, held that the stabilization clauses contained within the 

concession concerned were freely entered into and accepted by the government of Congo. 

The government still possesses its legislative and regulatory powers. However, those powers 

cannot be invoked against the investor with whom the host government has an agreement.
172
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For this reason, the Government of Congo was under an international obligation to 

compensate AGIP for any damage suffered as a result of the nationalization.
173

  

 

The subsequent case of LETCO v Liberia
174

, takes a similar position. The ICSID Tribunal 

stated that the stabilization clause is there to protect against the arbitrary actions of the host 

State. The clause ‘must be respected’ otherwise the State will be allowed to easily avoid their 

contractual obligations by utilizing their legislative prerogatives.
175

 

 

The respect arbitral tribunals have for the sanctity of contracts is further observed in Aminoil 

v Kuwait.
176

 In this case the Ruler of Kuwait had granted the American Independent Oil 

Company (AMINOIL) a concession to explore and exploit oil and gas reserves in Kuwait’s 

hold of the neutral zone between Kuwait and Saudi Arabia. This concession was to subsist for 

a period of sixty years. The agreement was signed in 1948 while Kuwait was still a British 

Protectorate. Within this agreement was a stabilization clause which read as follows: 

 

The Shaikh shall not by general or special legislation or by administrative measures or by any 

other act whatever annuls this Agreement except as provided in Article 11. No alteration shall be 

made in terms of this Agreement by either the Shaikh or the Company except in the event of the 

Shaikh and the Company jointly agreeing that it is desirable in the interests of both parties to 

make certain alterations, deletions or additions to this Agreement.
177
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When Kuwait obtained her independence from Britain on the 19
th

 of June 1961, the 

government then proceeded to amend the 1948 concession.
178

 This was essentially to 

conform to the fifty-fifty profit sharing pattern that had now become more commonplace in 

the Middle East.
179

 When OPEC became more powerful throughout the Middle East, pressure 

mounted on AMINOIL to agree on greater participation by the government as well as the 

imposition of higher taxes by the Kuwaiti government. AMINOIL acquiesced in these 

changes.
180

  

 

After the October War of 1973, oil prices quadrupled. This meant that AMINOIL’s profits 

increased notwithstanding the fact that the government had increased tax and royalty rates. 

Negotiations continued and a new agreement was thus proposed by AMINOIL. This 

agreement stipulated that AMINOILs profits would amount to seventy cents per barrel or 

$18-20 million per year. The government on the other hand proposed a plan that would mean 

that AMINOIL would gain substantially lower profits of twenty five cents per barrel which 

translated to $7.5 million per year.
181

  

 

Although negotiations continued, the Government of Kuwait, in 1977, finally issued Decree 

Law No. 124.
182

 This decree effectively terminated the concession and provided that all 

property would revert to the State.
183

 Under Article 3, the decree established a Compensation 

Committee. Their task was ‘to assess the fair compensation due to the Company as well as 

the Company’s outstanding obligations to the State or other parties’.
184

 The State was then to, 
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‘pay what the Committee decides within one month of being notified of the Committee’s 

decision’.
185

 AMINOIL refused to appear before the committee and instead initiated arbitral 

proceedings in London pursuant to the 1948 agreement.  

 

One of the fundamental questions raised during the arbitral proceedings, was whether the 

stabilization clause rendered the nationalization decree unlawful. The Tribunal observed that, 

‘a straightforward and direct reading of [the stabilization clause] can lead to the conclusion 

that they prohibit any nationalization.’
186

 Nevertheless, the tribunal ultimately held that the 

stabilization clause did not preclude the government of Kuwait from nationalizing assets 

belonging to Aminoil.  

 

The tribunal did reject the contention by the Government of Kuwait that the stabilization 

clauses added ‘nothing to what would in any event be the legal position.’
187

 In other words 

the stabilization clauses were merely affirming what the contract already said. The tribunal 

opined that in interpreting the contracts they must look at the object and purpose of the 

clause. Because one party to the contract was a State, with various powers and prerogatives at 

their disposal, the purpose of this clause was to provide some sort of protection for the 

investor.
188

 The Government of Kuwait also challenged the validity of the stabilization 

clauses because they were signed in 1948. This obviously occurred prior to their having 

gained independence. The tribunal rejected this argument on the basis that the government of 

Kuwait had expressly acquiesced to the stabilization clauses when they revised their 

agreements in 1961 and again in 1973.  
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Counsel for the government of Kuwait further claimed that effecting the stabilization clause 

would militate against the principle of permanent sovereignty over natural resources.
189

 The 

tribunal also rejected this argument. However, they did acknowledge that the stabilization 

clause in this agreement did not amount to an express undertaking, on the part of the Kuwaiti 

government, that it would not nationalize. The tribunal did not dispute the fact that it is 

possible for the State to limit its right to nationalize assets belonging to foreign corporations. 

However, this would have to be expressly stipulated in the contract itself.
190

 It cannot be 

implied from the wording that the State has fettered or surrendered its right to nationalize 

assets belonging to foreign investors. Furthermore, such a clause would have to cover only a 

relatively limited period.
191

 In this particular case the stabilization was very general and did 

not expressly prohibit nationalization.
192

 Furthermore, the clause ran for a period of sixty 

years which in the arbitral tribunal’s opinion was ‘especially long’.
193

  

 

The tribunal further held that the purpose behind the stabilization clause was to protect 

against confiscatory termination and take over. If the takeover is not confiscatory, it would 

not amount to a breach of the stabilization clauses. Since the government had made an offer 

of monetary compensation, the taking was not confiscatory.  

 

This position of the majority was fiercely criticized by Arbitrator Fitzmaurice. Although he 

highlights that his was not a dissenting opinion he did state that it is erroneous to imagine that 

monetary compensation makes the taking any less confiscatory. He gives an analogy of 
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paying compensation to a person who has lost his leg. Paying compensation to one such 

injured person does not actually bring the leg back. When corporations like Aminoil insert 

stabilization clauses within their contracts the aim is not to obtain money; the aim is to ensure 

that the concession as a whole is not breached by the host State. Therefore, nationalization 

should always be rendered confiscatory with or without compensation ‘because by virtue of 

their inherent character, they always are.’
194

 

 

On the fundamental principle of pacta sunt servanda the tribunal noted the ‘great changes’ 

which the Concession had undergone since 1948. Aminoil did accept these changes, albeit 

grudgingly. The tribunal also recognised that the changes that the contract had undergone 

were greatly influenced by the transformation in the way oil concessions were being dealt 

with across the Middle-East and the world over. These were changes that had taken place 

progressively and ultimately gave a new character to the Concession as a whole.
195

 

 

Further evidence of support for pacta sunt servanda, is found in the case of Company Z 

(Republic of Xanadu) v State Organization ABC (Republic of Utopia).
 196

  The real names of 

the parties were not actually revealed in this case. However, it has been suggested that 

“Utopia” was more than likely a Francophone African State.
197

 In this case the Republic of 

Utopia had repudiated a natural resources agreement. Citing the Charter on the Rights and 

Duties of States, the government of Utopia contended that their repudiation was an act of 

sovereignty. They contended that the arbitral tribunal had no jurisdiction and that they were 

not liable for the repudiation.  
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The arbitral tribunal rejected the contention that the Utopian Republic was not bound by the 

arbitration clause. In their view, it was a universally accepted position that governments are 

bound by arbitration clauses. Once they have signed an arbitration clause, the State cannot, 

validly, absolve themselves of the obligations contained therein by a simple change in its 

national law or a unilateral abrogation of the contract.
198

 An arbitral tribunal rendering an 

award in favour of the investor in no way encroaches upon the host State’s sovereign right to 

alter its policies as it saw fit. This is owing to the fact that the tribunal did not claim the 

power to order specific performance; they only had the power to compel payment of an 

amount of compensation equivalent to performance.
199

 

 

The tribunal also opined, that the law on sovereign State’s entering into binding agreements 

was also very clear. They stated that, ‘[i]t cannot be maintained…that the Utopian State, by 

virtue of is national sovereignty, is unable to validly undertake its obligations…To deny…the 

faculty to validly bind itself would clearly entail an unacceptable limitation on its 

sovereignty.’
200

 

 

The tribunal contended that although the Utopian State had the right to change course and 

abandon their previously adopted policies, this did not mean that their non-performance of 

the contract with Company Z would be devoid of consequences. To rule otherwise, would 

militate against the fundamental principle of pacta sunt servanda.
201
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A contrasting case is that of Amoco International Finance Corp. v Government of the Islamic 

Republic of Iran.
202

 The Arbitral Tribunal took the view that internationalising a contract is 

elevating the status of a contract to that of a treaty. Doing so elevates the status of a private 

corporation to that of a State. The arbitral tribunal contended that a private corporation should 

not be elevated to the status of a State. They further held that, the right to expropriate is a 

fundamental attribute of sovereignty that cannot be considered as easily surrendered by the 

State.
203

   

 

This rationale is flawed however. This thesis has already acknowledged that a contract cannot 

be elevated to the status of a treaty because by its very nature a treaty is an agreement 

between two States. This is clearly not the case here. In addition, holding a State liable to a 

contract is simply acknowledging that where States enter into specific commitments with 

investors who might otherwise be reluctant to invest, they are bound by them.
204

 The later 

case of Parkerings v Lithuania
205

 also supports the sanctity of contracts. In this case the 

ICSID Tribunal held that: 

 

It is each State’s undeniable right and privilege to exercise its sovereign legislative power. A State 

has the right to enact, modify or cancel a law at its own discretion. Save for the existence of an 

agreement, in the form of a stabilization clause or otherwise, there is nothing objectionable about 

the amendment brought to the regulatory framework existing at the time an investor made its 

investment. As a matter of fact, any businessman or investor knows that law will evolve over 

                                                           
202
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time. What is prohibited however is for a State to act unfairly, unreasonably or inequitably in the 

exercise of its legislative power.
206

  

 

From the foregoing, it could be argued that tribunals do support the sanctity of contracts. 

Even in cases where the breach of contract has been deemed legal, there has not been a direct 

challenge to the validity or legal effect of these clauses.
207

 The earlier cases unanimously 

endorsed the view that where States had entered into specific commitments, they were bound 

by these and this was certainly a consideration in the compensation awards. Although 

arguments were raised that this position impedes on the principle of permanent sovereignty 

over natural resources, this argument has generally been rejected. The trend of respecting the 

sanctity of contracts was generally continued in the Libyan nationalization cases. The 

possible exception to this rule is the award in LIAMCO v Libya.
208

 However, even in this case 

the termination of the concession although not illegal, per se, was still a ‘source of liability to 

compensate the concessionaire’.
209

 The compensation award did include future profits.
210

 

Moreover, the arbitrator did not directly attack the validity of the stabilization clause. The 

subsequent cases also endorse the sanctity of contracts. Therefore, it has been demonstrated 

that stabilization clauses in concessions do bind the State to the concession for the period of 

time stipulated. If the State unilaterally terminates a concession, it will have to pay 

compensation.  
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5.0 CONCLUSION 

 

The general consensus among the arbitral awards is that stabilization clauses are binding 

upon the State. Clearly, the contention that stabilization clauses grant the contract the same 

status as a treaty is extreme. However, it is clear that when a State enters into an express 

undertaking not to alter its laws for a stipulated period of time, then it is bound. It cannot alter 

its laws to supersede the express undertakings not to jeopardize the investors assets for the 

period of time indicated in the stabilization clause. Failure to abide by this will have 

consequences. In some instances the nationalization has outrightly been deemed illegal. 

Indeed, it has been seen that even where the nationalization is deemed legal, the actual effect 

and validity of the stabilization clause has not actually been challenged. It is therefore clear, 

that stabilization clauses are binding and arbitral tribunals respect the sanctity of contracts. It 

is also clear, that permanent sovereignty over natural resources does not override pacta sunt 

servanda. Entering into contracts is an act of sovereignty. The State cannot then invoke this 

very principle to prematurely exit these contracts.   

 

The difficulty with this however, is that it leads to contractual rigidity which is potentially 

insalubrious. Indeed, whilst the consequences of breaching a stabilization clause are a good 

deterrent to unscrupulous behaviour on the part of the State, one might argue that it is in the 

common interest of both parties to keep the investment going. The prices of natural resources 

are mercurial and industry patterns are likely to evolve. In either case, circumstances will 

change and the parties will inevitably have to change with them. It is for this reason that this 

thesis advocates that contractual mechanisms are inserted which in turn will render the 

concession more flexible. These could come in the form of renegotiation clauses. These 

clauses, it is argued, have proved to be beneficial to both the host State and investor because 
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they enable both parties to seek ‘an amiable settlement of their differences than to risk an 

open breach of the investment agreement’.
211
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CHAPTER FOUR: AN EFFICIENT BUT INFLEXIBLE COMPENSATION REGIME 

UNDER INTERNATIONAL INVESTMENT LAW 

 

1.0 INTRODUCTION 

 

Under international investment law, a State is liable to pay compensation when it prematurely 

terminates its concession agreement with the investor.
1
 The basis upon which compensation 

is to be assessed however, is a controversial one.
2
 This state of affairs is further compounded 

by the lack of clear guidance as to which standard of compensation is applicable under 

international investment law.
3
 At present there are two standards of compensation: 

appropriate compensation and the ‘Hull Principle’.  

 

Under the appropriate compensation standard, it is advocated that compensation should be 

determined on a case by case basis, taking into account all the relevant circumstances.
4
 The 

‘Hull Formula’ is more explicit. It espouses that compensation must be prompt, adequate and 

effective.
5
 Adequate essentially means restoring the investor to a position that they would 

have been in, had the breach not taken place. This would invariably involve including loss of 

future profits (lucrum cessans) in the concession agreement. This is typically measured by the 

discounted cash flow method which entails looking at the gross receipts the enterprise 
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expected to make in each future year of the concession, minus future expenditures. Issues 

such as inflation are also taken into account.
6
  

 

This method is invariably applied by arbitral tribunals, including those that explicitly state 

that the standard of compensation applicable is ‘appropriate compensation’.
7
 Such a position 

is advantageous, because it places the investor in a position they would have been had the 

termination not taken place.
8
 Furthermore, the State only has an incentive to terminate a 

concession when it still manages to make a subsequent profit, even after indemnifying the 

investor, including lost future profits. This is efficient because, in a monetary sense, no party 

loses out and one party makes a gain.  

 

It is argued that contract law in this way promotes efficiency, by giving the parties to the 

contract an incentive to perform, unless doing so would be inefficient.
 9

  This is the very 

essence of the efficient breach theory under contract law. One of the pillars of this theory is 

that the main goal of the parties to a contract is profit and wealth maximization. In other 

words the interests and objectives of the parties can fully be translated into monetary and 

pecuniary terms.  

 

This is certainly a limitation to the applicability of the efficient breach theory to concession 

agreements because in this context one of the parties to the contract is the State whose goals 

cannot solely be quantified in monetary terms. When a State nationalizes or expropriates, it is 
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often for a public purpose.
10

 Wealth maximization is not the paramount concern of the State 

per se, but rather a reorganization of their socio-economic policies. In this sense, although the 

existing standards of compensation promote efficiency, they do not provide sufficient 

flexibility for governments whose objectives are often at variance with those of the foreign 

investor. The second section of this chapter will discuss the compensation standards under 

international investment law. The third section of this chapter will examine the efficient 

breach theory and its application under international investment law before concluding in the 

fourth section. 

  

2.0 STANDARDS OF COMPENSATION IN INTERNATIONAL INVESTMENT LAW 

 

In the event that the State nationalizes property belonging to a foreign investor, there is a duty 

to pay compensation.
11

 As was stated by the Arbitral tribunal in the Upton Case,
12

 States do 

have the right to ‘appropriate private property for public purpose’ however, and this right is 

unquestionable.
 13

 However, there is a duty to compensate the owner.
14

 Classically, the 

purpose of compensation is to eliminate all the consequences of the States action and restore 

the investor to a position they would have been in, had the State not breached its agreement.
15

 

There are two standards of compensation under international law. One standard, encapsulated 

in the ‘Hull Principle’, requires the State to pay ‘prompt, adequate, and effective’ 

compensation in the event of a nationalization. Of importance is the term ‘adequate’ which 
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not only means compensating the investor for the full market value but also lost future profits 

(lucrum cessans).
 16

 The other standard only requires the State to pay appropriate 

compensation which is determined on a case by case basis. The first part of this section will 

discuss the Hull Principle, the second part will discuss appropriate compensation and the 

third will discuss lost future profits. 

 

2.1 The Hull Principle 

 

Under the Hull principle, the rule is that payment of compensation must be ‘prompt, 

adequate, and effective.’
17

 Adequate, according to this principle, means that the nationalizing 

State should put the investor in the same position that the latter would have been in, had the 

nationalization not occurred.  This may mean paying the market value of the enterprise. In 

addition, the State may also have to pay future profits or lucrum cessans.
18

 Prompt means the 

payment must be made within a ‘reasonable time’
19

 and there should be no inordinate 

delays.
20

 In addition to this, the interest rate payable should be such that it does not have an 

adverse effect on the adequacy of the compensation. Effective means that the currency should 

be freely convertible and there should be no restriction on its repatriation.
21
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In later years, the United States State Department, further elaborated on the meaning of the 

term ‘adequate’.
22

 In their view, when American owned property is expropriated by the host 

State, the former must be paid full market value for its assets. Fair market value, they 

contended, was to be calculated as if the act of expropriation had not occurred. They 

acknowledged that market value is not always ascertainable due to the fact that there would 

have been no recent sales of comparable property. For this reason, the State Department 

utilizes three indirect valuation methods in determining market value. These are: the going 

concern approach, the replacement cost approach and the book value approach.  

 

Under the ‘going concern’ approach, estimations of market value are based on the earning 

power of the company.
23

 This includes considering loss of future profits which are typically 

based on past earnings or estimates of future earnings. The United States State Department 

did recognise that it will not always be possible to apply this method where it is impracticable 

or unfair. This could, for example, manifest in an instance where the investment has not been 

operating long enough and therefore has a limited profit history. It was also recognized that 

this method is susceptible to government manipulations that may distort the profitability of 

the operations. This includes, ‘increased taxes, threat of cancellation of contractual or 

concessionary rights, or withdrawals of privileges.’
24

  

 

It must be noted that tribunals have been rather cautious to award lost future profits because 

they can be speculative. This was illustrated in the separate opinion of Professor Brownlie in 

the case of CME v Czech Republic.
25

 He opined that compensation must be both just and 
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‘reflect the genuine value of the investments affected’.
26

 The genuine value of the investment 

was to be compatible with a reasonable rate of return.
27

 In his separate opinion, Professor 

Brownlie thus awarded a sum of $160.9 million which, by his own admission, was 

significantly lower than that of the Final Award.
28

 This shows that even in a tribunal, there 

can be disagreement as to how to quantify loss to the investor. 

 

Under the ‘replacement cost’ the party determining the amount of compensation payable 

should look at the cost of replacing the property at the time of the expropriation, ‘less actual 

depreciation.’
29

 Although this amount is greater than book value, it does not take into account 

earning power manifested through projected future profits. The State Department considered 

this approach ‘generally less acceptable in most circumstances than the going-concern 

approach.’
30

 It is also noted that this method is rarely applicable in instances of government 

takings and can only be utilized in instances where replacements that are identical to the ones 

taken can be purchased, which is rarely the case when assets are taken by the State. 

Moreover, because the investor’s assets are usually so unique, estimating the value of 

replacement is impossible.
31

  

 

The book value approach involves valuing assets at the ‘acquisition cost less depreciation.’
32

 

In the State Department’s view, this value ‘bears little relationship for their actual value.’
33

 

This is illustrated in the case of Asian Agricultural Ltd v Republic of Sri Lanka
34

. The State in 
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this case had a duty to provide full protection and security to the investment in question. Due 

to the State’s failure to do so, armed insurgents destroyed a shrimp farm in which the investor 

had a 48 per cent shareholding. The Tribunal refused to order the State to pay for lost profits 

in this case. In their view, any potential purchaser would have been rather sceptical about the 

ability of the said company to pull itself out of the red and whether future earnings could 

sufficiently offset past losses. Furthermore, the assets of the company paled in comparison to 

the loans they had taken out.
 35

   

 

In view of the fact that the investor could not be compensated for any future profits, the 

tribunal drew up a ‘comprehensive balance sheet’
36

  which was a reflection of the investors 

assets and liabilities which was derived from a list of the company’s ‘tangible assets.’
37

 This 

approach disregards various factors such as the ‘enterprises’ contractual rights, know-how, 

goodwill, and management skills.’
38

 It also merely measures what is on the company’s 

balance sheet which is usually determined by applying standard accounting principles.
39

 It is 

no surprise therefore that this is the least acceptable method of valuation.
40

  

  

In determining the method applicable, cognizance must be taken of all the circumstances of 

the case. Thus, the individual determining compensation may apply one or a combination of 

methods in arriving at a figure that will justly compensate the investor. The US State 
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department further recognized that compensation could also come in a non-monetary form of 

goods, kickbacks and other services.
41

 

 

2.2 Appropriate Compensation 

 

The Hull Formula can be contrasted with the ‘appropriate compensation’ standard. Under this 

banner, it is contended that the amount of compensation payable to the investor should be 

determined on a case by case basis.
 42

 In contrast to the Hull Principle, there is no precise 

definition of what compensation is required under the “appropriate compensation” standard.
43

 

The benefit of not having a precise definition is that it provides a flexible standard which can 

accommodate all the prevailing circumstances when determining the issue of compensation.
44

 

This standard has been endorsed by the United Nations General Assembly, the European 

Court of Human Rights, the House of Lords and the United States Court of Appeals (Second 

Circuit).
45

 

 

The appropriate compensation standard is endorsed in General Assembly Resolution 1803 

(1962). An important facet of this General Assembly Resolution is that it was endorsed by 

both developed and developing nations. It must be noted however, that even in this instance 
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the United States took the term appropriate to mean prompt, adequate and effective as per the 

Hull Formula.
46

 General Assembly Resolution 1803 states that: 

 

4. Nationalization, expropriation or requisitioning shall be based on grounds or reasons of public 

utility, security or the national interest which are recognized as overriding purely individual or 

private interests, both domestic and foreign. In such cases, the owner shall be paid appropriate 

compensation in accordance with the rules in force in the State taking such measures in the 

exercise of its sovereignty and in accordance with international law.
47

  

 

Similar sentiments are expressed in the Charter on the Economic Rights and Duties of States 

(CERDS)
48

 which recognizes the right of states to nationalize foreign property, provided that 

appropriate compensation is paid by the host State ‘taking into account its relevant laws and 

regulations and all circumstances that the State considers pertinent.’ It further states that in 

the event where the issue of compensation leads to controversy, the matter should be settled 

under the national laws and tribunals of the host State, unless it otherwise agreed.  

 

The European Court of Human Rights, in Lithgow v United Kingdom
49

 held that the right to 

nationalize and the right of a State to determine the amount of compensation payable to the 

individual were inextricably linked. The State is better placed to determine this because they 

have a wider knowledge ‘of their society and its needs and resources.’
50

  In view of this fact, 

the State is better placed to determine what measures it ought to take. The European Court of 

Human Rights could not divorce the United Kingdom’s determination of compensation from 

its actual decision to nationalize ‘since the factors influencing the latter will of necessity 
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influence the former.’
51

 Given these facts, the Court would not question the legislature’s 

judgment in this respect, unless there were reasonable grounds to do so.
52

  In the case of 

Williams & Humbert v. W & T Trademarks,
53

 the House of Lords considered the question of 

compensation when the Spanish government nationalized property of an English family.  The 

House of Lords advocated appropriate compensation. As Lord Templeman noted, it was a 

firmly established principle that the State had the right to nationalize property and 

compensation had to be determined in this light.
54

 

 

The American case of Banco Nacional de Cuba v Chase Manhattan Bank
55

 arose out of the 

Cuban nationalizations. In this case, the US Court of Appeals (Second Circuit) held that 

failure to pay compensation would have been a violation of international law and that the 

standard applicable, would have been ‘appropriate compensation’. However, the court also 

mentioned that ‘appropriate’ could also mean ‘full compensation’. The Court of Appeal thus 

contended  that: 

 

It may well be the consensus of nations that full compensation need not be paid “in all 

circumstances” and that requiring an expropriating State to pay “appropriate compensation” – 

even considering the lack of precise definition of that term – would come closest to reflecting 

what international law requires. But, the adoption of an “appropriate compensation” requirement 

would not exclude the possibility that in some cases full compensation would be appropriate.
56

 

 

The sentiments expressed in the preceding case are similar to those in the World Bank 

Guidelines on the Treatment of Foreign Direct Investment. Although the Guidelines begin by 
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talking about ‘appropriate compensation’, they eventually state that it is only appropriate if it 

is ‘adequate, effective and prompt.’
 57

 It is clear that no consensus exists on which standard of 

compensation applies in international investment law.
58

 The Hull principle, it would appear is 

not universally accepted.
59

 However, it has been adopted in most, although not all, Bilateral 

Investment Treaties.
60

 In the next subsection it will be seen that although the tribunals do not 

explicitly endorse the Hull Principle, it is still clear that the principles adopted under the 

aforementioned standard are recognized. This is reflected in the fact that arbitral tribunals 

invariably recognize that lost future profits should be included in the compensation award 

payable to the investor. In this sense, even though appropriate compensation might be the 

standard applied, the effect of these decisions reflects a standard of compensation that 

resembles the Hull Principle.
61

  

 

2.3 Lost Future Profits 

 

Under the case law we shall discuss in this subsection, that the State is under an obligation to 

pay lost future profits to the investor in the event that it prematurely terminates a concession. 

Loss of future profits have oftentimes been a factor in determining the fair market value of 
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the property when it was taken.
62

 It is argued by some writers that loss of future profits 

should only be included in the compensation package when the taking is deemed to be 

illegal.
63

 However, in this subsection it will be seen that loss of future profits are paid out 

even where the taking is deemed legal.
64

 In this respect the arbitral tribunals make no 

distinction between legal and illegal takings. The rationale behind damages is to put the 

investor in the same pecuniary position that they would have been in, had the contract been 

performed.
 65

 As observed by the tribunal in Sapphire International Petroleum Ltd. v. 

National Iranian Oil Co. (NIOC)
66

: 

 

This rule is simply a direct deduction from the principle pacta sunt servanda, since its only effect 

is substitute a pecuniary obligation for the obligation which was promised but not performed. It is 

therefore natural that the creditor should thereby be given full compensation. This compensation 

includes loss suffered (damnum emergens), for example expenses incurred in performing the 

contract, and the profit lost (lucrum cessans), for example the net profit which the contract would 

have produced. The award of compensation for lost profit or the loss of a possible benefit has 

been frequently allowed by international tribunals.
67

  

 

The first case examined here is that of the Permanent Court of International Justice in the 

Case Concerning German interests in Upper Silesia.
68

 This case represents an example of 

payment of future profits in a case where the State unilaterally abrogates a treaty. The Polish 
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government in this case had taken over a company in which German companies had rights. 

This was specifically prohibited by Article 6 of the Geneva Convention Concerning Upper 

Silesia. The aforementioned provision stated that whilst the Polish government had the 

general right to nationalize, they could not do so with property belonging to German 

nationals.
 69

 The German government thus sued Poland for compensation. The Permanent 

Court of International Justice held that in the event where a government breaches an 

undertaking, there is a general obligation to make reparations.
70

 Such reparation in their view 

‘must, as far as possible, wipe out all the consequences of the illegal act and re-establish the 

situation which would have existed if that act had not been committed.’
 71

 This in their view 

included the loss of future profits.
72

 

 

The International Court of Arbitration in Lena Goldfields took a similar position.
73

 In 

assessing damages, the tribunal found that, as a consequence of repudiating their agreement, 

the Soviet Union had unjustly enriched itself. Lena Goldfields were thus awarded a sum of 

GB£13 million. Included within this figure, implicitly, was loss of future profits, because 

Lena Goldfields had only invested an initial sum of $20 million.
74

 

 

Later arbitral tribunals have determined loss of future profits by examining past earnings of a 

company and then arriving at a figure. From this figure they then deduct any future payments 

that the nationalized entity would have had to make, such as taxes, royalties and operating 

costs. This was certainly the approach taken by the arbitral tribunal in the case of LIAMCO v 
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Libya.
75

 The tribunal firstly acknowledged that as a matter of sovereignty, the State did 

possess the right to prematurely terminate its concession agreement with Libya under 

international law. Although this premature termination was not illegal per se, it did however 

constitute a ‘source of liability to compensate the concessionaire.’
76

 This would include loss 

of future profits.
77

 The arbitrator stated: 

 

In such confused state of international law,…it appears clearly that there is no conclusive evidence 

of the existence of community or uniformity in principles between the domestic law of Libya and 

international law concerning the determination of compensation for nationalization in lieu of specific 

performance, and in particular concerning the problem whether or not all or part of the loss of profits 

(lucrum cessans) should be included in that compensation in addition to the damage incurred 

(damnum emergens).
78

  

 

It was thus recognized that loss of future profits ought to be paid to LIAMCO. This was 

despite the fact that the nationalization was deemed legal.  In determining the value of their 

compensation, LIAMCO hired an independent expert to make an evaluation. The expert 

estimated the amount of crude oil, liquids and gas that would have been produced for the 

remainder of the contract. LIAMCO utilized the official market price of July 1976 to estimate 

gross revenues they would have made until the contract elapsed in 1988.  

 

The first step that LIAMCO took in arriving at a figure for the gross amount of money they 

would make was by conducting an estimate of the crude oil, liquids and gas they would have 

produced until the contract elapsed in 1988. They then multiplied this by the official market 

price of July 1976. They did not upwardly adjust this amount to take into account any 
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possible future increases in market prices. From this gross figure, they deducted operating 

costs and any taxes and royalties that they would have to pay to the Libyan government. The 

tax and royalty rates were based on the ones that existed prior to the nationalization measures 

taken in 1973. They applied a 12% discount factor to the net figure and their valuation came 

to $186,270,000.
79

 The tribunal reduced this to figure to $66,000,000.00 as ‘equitable 

compensation’, owing to the fact that it did not take into account currency inflation that 

would almost certainly occur.
80

 

 

Similarly, in the case of Aminoil v Kuwait
81

, the tribunal opined that the nationalization was 

legal. Notwithstanding this fact, the tribunal also included future profits when rendering their 

award on compensation. They however examined all the circumstances of the case and 

opined that their award had to be consistent with the legitimate expectations of the parties 

concerned.
82

 The tribunal further noted ‘with reference to every long-term contract…there 

must necessarily be economic calculations, and the weighing-up of rights and obligations, of 

chances and risks, constituting the contractual equilibrium.’
83

 In their view, AMINOIL’s 

expectations were reflected in the 1973 agreement between the parties, which had 

subsequently been modified by the Abu Dhabi Formula, which led to the increase of tax and 

royalty rates payable to the government of Kuwait.
84

 Given the fact that AMINOIL had 

agreed to this formula, it meant that any calculation of future lost profits would have to give 

due consideration to it. Thus, the amount awarded to AMINOIL was based on a reasonable 
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rate of return and not on the excessive one they presented, which was based on the lower 

taxes and royalty rates reflected in the earlier concession agreement.
85

  

 

The International Centre for Settlement of Investment Disputes (ICSID) tribunals have also 

included lost future profits in their awards. The first case that illustrates this is AGIP v. 

Popular Republic of Congo
86

 where the claimant’s interest in a Congolese company was 

nationalized by the government of Congo. In this case the arbitral tribunal applied the law of 

Congo which incorporated elements of the French Civil Code. The said Code provided that 

lost profits were recoverable.
87

  Therefore, the tribunal awarded lost profits to AGIP.
88

  

 

We can thus see that the ICSID tribunal also recognises that lost future profits ought to be 

included in the awards for compensation. However, they are reluctant to do so in instances 

where the lost future profits are indeterminable. This is usually in instances where the 

nationalized entity does not have a sufficient history of profit making. In such an instance, 

any figure that would be arrived at would be purely conjectural as there would be no pre-

existing figures to base it upon. It is for this reason that arbitral tribunals would be reluctant 

to award loss of profits in such an instance. This is illustrated in the case of Benevuti et 

Bonfant v People’s Republic of Congo.
89

 This case concerned the Congolese government who 

had nationalized a company in which Benevuti et Bonfant (B & B), an Italian corporation, 

had a 40% equity interest.
90

 They had entered into an agreement with the Congolese 

government in which they were to build a bottle manufacturing plant in the host State.
91

 

                                                           
85

 ibid 1037-1038, paragraphs 160-163 
86

 (1982) 21 ILM 726  
87

 ibid 737, paragraphs 98-100  
88

 ibid 739 paragraph 115, section (a)(ii)(D) 
89

 (1982) 21 ILM 740 
90

 ibid 748, paragraph 2.6 
91

 ibid 749, paragraph 2.9 



131 
 

Although plant production commenced in 1975, the owners of the corporation left Congo the 

following year, upon advice by the Italian embassy that their safety was in jeopardy.
92

 

Subsequently to this, the Congolese army occupied the plant. Although there was no formal 

act of expropriation, Benevuti et Bonfant contended that the actions of the Congolese 

government had the effect of taking over their interest in the operation. 

 

In determining the dispute the tribunal stated that it had the jurisdiction to decide the dispute 

ex aequo et bono (in justice and fairness) pursuant to Article 42(3) of the ICSID 

Convention.
93

 Benevuti et Bonfant contended that the value of its 40% ownership interest, 

was CFA 110,098,936. They arrived at this figure by taking into account lost projected 

profits that they were expected to make over the period that the agreement was to subsist.
94

 

The tribunal elected to appoint an independent expert to make the valuation. The said expert 

advised that future profits could not be included in the award.  This was owing to the fact 

that, during its one year of operation, no profits had actually been realized by the company. 

Therefore, given the fact that their profit history was virtually non-existent, the expert treated 

the expropriated company as a start-up rather than a fully operational entity.  The expert then 

made an evaluation based on the most objective criteria at the time which was the actual 

amount of the original investment and multiplied this by Benevuti et Bonfant’s 40% interest. 

In so doing, the expert came to a valuation of CFA 122,000,000.
95

 This actually exceeded the 

amount claimed by Benevuti et Bonfant.  

 

The tribunal agreed with the expert opinion. However, they lowered the amount to CFA 

110,098,936 which was the original amount claimed. This is owing to the fact that the 
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amount arrived at by the expert exceeded that which was claimed by Benevuti et Bonfant.
96

 

The tribunal further added interest to the award which was to be calculated from the day that 

the taking took place. Although Benevuti et Bonfant requested an interest rate of 15%, the 

tribunal awarded 10% instead.  The Congolese government had used this interest rate in their 

counterclaims. Invoking their authority to decide the matter ex aequo et bono, the tribunal 

opined that a rate of 10% was equitable under the circumstances.
97

 This is still consistent with 

the U.S. State Department’s position on future profits, as they acknowledge that although the 

general rule should be to include future profits, it may not always be practical if this amount 

is indeterminable.
98

  

 

This position could be contrasted with the latter case of SOABI v Senegal.
99

 In this case the 

ICSID tribunal did include lost future profits in their award, despite the fact that SOABI had 

not yet started making profits. The SOABI case is very much consistent with earlier non-

ICSID cases of Delagoa Bay and East African Railway
100

 and Sapphire International.
101

 In 

Delagoa, the Portuguese government had annulled a railroad concession, before the railroad 

had begun to operate.
102

 This fact notwithstanding, the tribunal still opined that lucrum 

cessans were payable. Similarly, in the case of Sapphire International the tribunal held that 

the claimant was entitled to lost profits despite the fact that the area in dispute had not yet 

been prospected.
103

 Since SOABI however, subsequent ICSID tribunals have been reluctant to 
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award lost profits in instances where there is no proven track record of profitability.
 104

 In this 

sense, it is an unusual case.
105

 

 

In recent years, the State has invoked the ‘abuse of rights’ doctrine in order to deny the 

claimant investor lost profits.
106

 This was illustrated in the controversial case of Himpurna 

California Energy Ltd. v PT (Persero) Perusahaan Listruik Negara
107

. This case concerned 

Himpurna, who had entered into a contract with Perushaan Listruik Negara (PLN) which was 

the Indonesian State owned electricity company. Under this agreement Himpurna was to 

generate electricity and then sell it to PLN who in turn would supply it to the Indonesian 

public. When PLN failed to purchase electricity generated by Himpurna, the latter initiated 

arbitral proceedings. They claimed that PLN had breached their contract which resulted in 

damages amounting to $2.3billion. This figure not only included damages for damnum 

emergens, which consisted of their initial investment plus interest, it also included lucrum 

cessans which consisted of their expected future profits.  

 

In determining this issue, the arbitral tribunal applied the Indonesian Civil Code, which was 

the applicable substantive law. They noted that, according to Article 1217 of the Indonesian 

Civil Code, damages may include ‘the loss which the creditor has suffered and the profit he 

has been made to forego.’
108

 When it came to determining damnum emergens, the tribunal 
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held that Himpurna were entitled to be reimbursed for money that they spent in reliance of 

the contract.
109

  

 

As damnum emergens, Himpurna was thus awarded a sum of $273,757,306 which consisted 

of $254,502,586 in historical costs and $19,254,720 in order to reflect the current value.
110

 

On the issue of lucrum cessans, the arbitral tribunal noted that this was well recognized by 

Article 1246 of the Indonesian Civil Code. However, the tribunal also noted that: 

 

the Code goes on to set out limiting factors which, again, are quite familiar. Art. 1247 (congruent 

with Art. 1152 of the Code civil) restricts recovery to damages foreseeable at the time of 

contracting; and Art. 1248 (congruent with Art. 1284 of the Code civil) requires that damages be 

the ‘immediate and direct result of the breach’.
111

 

 

Although the tribunal was of the view that Himpurna was in principle entitled to lost future 

profits, they did rule these profits should not be calculated in a way that would effectively 

impoverish the host State.  Doing so, in the opinion of the tribunal, would militate against the 

abuse of rights doctrine under which the parties have an obligation to observe good faith as 

they exercise their rights. Thus, under this doctrine the claimant was barred from their right to 

full benefit from a bargain.  The tribunal further stated that: 

 

this is a case where the doctrine of abuse of right must be applied in favour of PLN to prevent the 

claimant’s undoubtedly legitimate rights from being extended beyond tolerable norms, on the 
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ground that it would be intolerable in the present case to uphold claims for lost profits from 

investment not yet incurred.
112

  

 

The tribunal refused to calculate lost profits ‘as though the claimant had an unfettered right to 

create ever-increasing losses for the State of Indonesia (and its people) by generating energy 

without any regard to whether or not PLN had any use for it.’
113

 The tribunal would have 

come to the same conclusion if this right had been derived from an explicit term of the 

contract.
114

 The tribunal awarded Himpurna the sum of $117,244,000 in lost profits. This 

constituted less than 10% of the amount that Himpurna claimed.
115

 They arrived at this figure 

by determining their after-tax net cash flow projections and then capping this figure at 36%. 

They then discounted it to the present value at a rate of 19%.
116

 

 

The abuse of rights doctrine was also recognized in Patuha Power Ltd v PT (Persero) 

Perusahaan Listruik Negara. The arbitral tribunal in this case, once again applying the abuse 

of rights doctrine, denied a claim for lost profits. This was in light of the prevailing economic 

circumstances in Indonesia at the time.
117

 

 

The outcome of these two preceding cases can be contrasted with the case of Karaha Bodas 

Co. v Perusahaan Pertambangan Minyak Das Gas Bumi Negara.
118

 In this case, Karaha 

Bodas, had entered into an agreement with Pertamina, which was the Indonesian state owned 

oil company. Karaha was to finance, build and operate geothermal facilities. Pertamina was 
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then to purchase the energy that would be generated by Karaha. Owing to the country’s 

financial crisis, Pertamina was unable to purchase the energy and in consequence of this, 

Karaha Bodas initiated arbitral proceedings. The tribunal held that Pertamina had breached its 

contract with Karaha and thus awarded the latter a sum of $111.1 million for lost 

expenditures and an additional $150 million for lost profits.
119

 The abuse of rights doctrine 

was not discussed.
120

  

 

Karaha Bodas sought recognition and enforcement of the award in the United States. 

Enforcement of the award had been ordered by the United States District Court for the 

Southern District of Texas and affirmed by the United States Court of Appeals for the Fifth 

Circuit. In both instances, Pertamina claimed that the award should not be enforced on the 

basis that it was contrary to public policy. Pertamina contended that construction on the 

project was not complete and the Indonesian economy was in ruins. For this reason, awarding 

lost future profits would amount to an abuse of rights which in turn violated United States 

public policy.
121

 This argument was rejected by both courts. The Court of Appeals 

particularly noted that the abuse of rights doctrine was not well established under American 

law. In addition, the abuse of rights doctrine only applied in cases either where (1) the 

overriding motive for the action is to cause harm, (2) the action is unreasonable, that is to say 

there is no legitimate interest in the exercise of the right and this exercise harms another or 

(3) the right is exercised for a reason other than for which it exists
122

 Because none of these 

factors were present in the instant case, the doctrine of abuse of rights did not apply. It would 
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thus appear from these cases that the abuse of rights doctrine will only be applied if it is 

recognized under the substantive law chosen by the parties.  

 

From the foregoing, it has been seen that there is a duty to pay compensation. Although there 

are currently two compensation standards, it would appear from the case law that lost future 

profits are often paid to the investor even if the tribunal does adopt the appropriate 

compensation standard. Moreover, international investment law makes no distinction 

between lawful and unlawful takings when awarding lost profits. Due regard must be given to 

future revenues that the investor would have generated. Not doing so would be to ‘confiscate 

a portion of his property without compensation.’
123

 Although the abuse of rights doctrine has 

been invoked in curbing the amount of lost profits the investor is entitled to, it would appear 

that this doctrine will only be applied if it is recognized under the substantive law chosen by 

the parties.  

 

 

3.0 THE EFFICIENT BREACH THEORY UNDER INTERNATIONAL 

INVESTMENT LAW  

 

The efficient breach theory espouses that ‘a party should be allowed to breach a contract and 

pay damages, if doing so would be more economically efficient than performing under the 

contract.’
124

 The aim of contract law under this theory is to promote efficient behaviour. 

When the parties enter into a mutually beneficial agreement they are making each other better 

off.
125

 The idea here is the promotion of ‘welfare’
126

 or ‘wealth maximisation’.
127

 The theory 
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operates under the umbrella of ‘utilitarianism’ which propounds the view that the law exists 

to promote the greatest good for the greatest number.
128

 Although there are various other 

utilitarian justifications for contract law, the efficient breach is the most prominent of 

these.
129

  

 

The term ‘efficiency’ is seen through the prism of two schools of thought: ‘Pareto efficiency’ 

on the one hand and ‘Kaldor-Hicks efficiency’ on the other.
 130

  Pareto efficiency is divided 

into two categories. The first is Pareto Optimality and Pareto superiority. Under Pareto 

optimality, behaviour is said to be efficient if one party’s welfare is enhanced, but at the 

expense of another.
131

 The second is Pareto Superiority. Under this standard, a rule is said to 

be efficient if no person is made worse off by it but at least one person benefits from it.
132

  

 

Under Kaldor-Hicks efficiency, a rule is efficient if the benefits a party obtains from a rule 

are far greater than the losses incurred by those that might be harmed by it. In other words a 

transaction is efficient even if it produces winners and losers. The only proviso is that 

winners gain more than the losers lose.
133

 Under Kaldor-Hicks efficiency, compensation is 

not paid to the losers in such a scenario. The criterion is satisfied ‘as long as the monetised 

value of the health gains for the winners is greater than the monetized loss of health for the 

losers.’
134

 If the transaction was costless and full compensation was given to the losers, then 
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the transaction becomes Pareto superior instead of Kaldor-Hicks efficient. Because of this, it 

has been argued that Kaldor-Hicks efficiency is a ‘potential Pareto-superior’ standard.
135

 The 

difficulty with this proposition lies in the fact that the loser does not receive compensation. 

As a consequence of this, some individuals are inevitably left worse off and as such this falls 

short of the conditions prescribed under Pareto superiority.
136

  

 

The Pareto superiority position is the more widely utilized standard in defining efficiency, 

according to the efficient breach theory.
137

 This is owing to the fact that self-interested 

persons would not object to its use. This is because few people would object to policies 

which would make at least one person better off without anyone else having to suffer in the 

process.
138

 Moreover it has been observed that: 

 

Exchanges among knowledgeable, rational persons in a free market are generally Pareto superior; 

rational individuals do not strike bargains with one another unless each perceives it to be in his or 

her own interest to do so. A successful exchange between such parties is, therefore, one in which 

the value to each of what he or she relinquishes is perceived as less than the value of what each 

receives in return. Such exchanges make no individual worse off; often they improve the lot of all 

concerned. Pareto superiority is connected in this way to the ideal of a free-exchange market.
139

 

 

Kaldor-Hicks efficiency on the other hand, requires a more complex evaluation of 

interpersonal comparisons of welfare. Whereas with Pareto efficiency, all one has to ask is 

simply whether everyone did or would agree to it.
140
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The implications of the foregoing are very important when it comes to remedies under 

contract law. One of the means through which the law promotes efficiency is through its 

remedy of damages. The dominant remedy under the common law world is damages and not 

specific performance.
141

 If the promisor breaches an agreement, then he or she is under an 

obligation to compensate the other party for that breach.
142

 In some instances, it might not be 

economical to induce the promisor to complete performance of a contract.
143

 An example of 

such a situation is explained succinctly by Posner who states: 

 

Suppose I sign a contract to deliver 100,000 custom-ground widgets at 10¢ apiece to A for use in 

his boiler factory. After I have delivered 10,000, B comes to me, explains that he desperately 

needs 25,000 custom-ground widgets at once since otherwise he will be forced to close his pianola 

factory at great cost, and offers me 15¢ apiece for them. I sell him the widgets and as a result do 

not complete timely delivery to A, causing him to lose $1,000 in profits. Having obtained an 

additional profit of $1,250 on the sale to B, I am better off even after reimbursing A for his loss, 

and B is also better off. The breach is therefore Pareto superior. True had I refused to sell to B he 

could have gone to A and negotiated an assignment to him of part of A’s contract to me. But this 

would have introduced an additional step, with additional transaction costs – and high ones, 

because it would be a bilateral monopoly negotiation.
 144

 

 

In such an instance, efficiency would encourage the parties to repudiate their obligations 

‘where the promisor is able to profit from his default after placing his promisee in as good a 

position as he would have occupied had performance been rendered.’
145

 The object of 
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contract law is therefore, to give the promisor an incentive to fulfil their contractual 

obligations ‘unless the result would be an inefficient use of resources.’
146

  

 

The efficient breach theory is not a ‘prescriptive recommendation to act wrongfully’ as 

charged by some antagonists.
147

 Nor does it immorally enrich a party that breaches a contract 

as charged by others.
148

 An act is only immoral if it is done without taking cognizance of the 

well-being and interests of others.
149

 The well-being of the disappointed promisee is 

addressed under the efficient breach theory by prescribing that the disappointed promisee 

must be paid damages including the expected future profits from a particular transaction.
150

  

This effectively places the disappointed promisee in the position he or she otherwise would 

have been, had the breach not taken place. Once restored to this position, the disappointed 

promisee is rendered indifferent to whether the promisor completes the contract or not. It also 

gives the promisor an incentive to fulfil their promise unless breaching the contract will 

benefit them in some way even after having paid lost profits.
151

  

 

As in the domestic contract law of common law jurisdictions, the dominant remedy in 

international investment law is compensation and not specific performance. There are 

advantages to specific performance.
152

 However under international investment law 

compensation is a more practical option because specific performance would be harder to 
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enforce. This was certainly illustrated in LIAMCO v Libya where the tribunal outrightly 

rejected LIAMCO’s claims for specific performance. The tribunal opined that such a remedy 

would be impossible to implement and was therefore impractical. In addition, such an award 

would militate against the power of a State to nationalize. Provided the nationalization would 

non-discriminatory and not accompanied by a wrongful act, it was not unlawful as such. For 

this reason the tribunal refused to undo the act of nationalization and the specific performance 

remedy was rejected.
153

   

 

On a general level, international investment law does promote efficiency by addressing the 

risks of long-term investment projects.
154

 This is owing to the rules and devices that exist to 

prevent the host State from taking advantage of the investor, once the investment has been 

sunk.
155

 Under the obsolescing bargain model, it has been seen that once the investor enters 

the host State and commences operations, the latter is in a position to diminish the value of 

the former’s investments by expropriating their property, taxing them heavily or imposing 

other heavy regulatory burdens.
156

 Protections are certainly made available through the 

contract between the host State and the investor, national law and the various sources of 

international law, including Bilateral Investment Treaties (BITs).
157

 Under the regime of 

international arbitration, an aggrieved investor can bring action against the host State in 

instances where it has violated an agreement. This allows the investor to bring action in a 

private and neutral forum rather than the national courts which may raise issues of bias 
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against the investor. Although some significant problems may arise, there are in place 

international conventions to enhance the enforceability of arbitral awards rendered.
158

  

 

Under international investment law, if it is no longer efficient to comply with obligations, 

then it would be efficient to terminate the concession agreement.
159

 The compensation regime 

under international investment law also promotes efficiency. As elucidated in the preceding 

section, in the event where a State does breach its contract with an investor, it is under a duty 

to pay compensation. As is the case in domestic law, compensation would entail restoring the 

investor to the position they would have been in, had the breach not taken place. This 

includes payment of lost future profits. Moreover, from the case law it has been seen that a 

State may unilaterally terminate a concession with a corporation once, or even before, 

operations have commenced. This could occur for example where a State nationalizes an oil 

company. In such a case, if the State still manages to make a profit, after compensating the oil 

company, inclusive of lost profits, then the State in the abstract has acted efficiently. This is 

because at least one party has made a gain and the other party loses nothing, thus falling 

within the parameters of Pareto efficiency. If the State cannot achieve that end, then this is an 

incentive not to cancel a concession with the investor.  

 

It has been argued that ‘an expropriation or nationalization spurned by an obsolescing bargain 

will realize a net loss’.
160

  It is argued that such an action will result in economic harm to the 

investor. Foreign investors may also be reluctant to invest in a State that does not meet its 

contractual obligations. This effectively means that the State loses out in the long term even if 
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they will benefit in the short term. This is further compounded by the fact that nationalized 

entities tend not to be as efficient as privatized ones, due to reduced levels of present and 

future investment, which leads to lower production which in turn has an adverse effect on the 

economy.
161

  

 

This argument is misplaced, however, because the State will have to pay the investor lost 

future profits. From the investor’s perspective it means that they have lost nothing because 

they are restored to a position they would have been in, had the nationalization not taken 

place. Even if they did not, the investor still has access to such insurance facilities as MIGA, 

which cover various political risks.
162

 Moreover, as seen in Venezuela, and other countries 

that have previously nationalized foreign owned entities, investors will still invest their 

capital in countries, despite their history of terminating concession agreement.
163

  

 

The final part of the argument above, however, touches upon a very pertinent point: the fact 

that economic efficiency is not necessarily as central to the objectives of the State as it is to 

private enterprises. This is because whilst the latter will typically have profit making as their 

main goal, the former does not have wealth maximization as its paramount consideration. In 

fact, the assumption of the efficient breach theory is that the parties to a contract are seeking 

to maximize wealth. Wealth maximization is defined in monetary terms.
164

 Wealth 
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maximization is seen as a factor determining whether a certain state of affairs is efficient or 

not.
165

 

 

Although the State will weigh its options before it violates an agreement
166

, wealth 

maximization is often more a peripheral consideration. Nationalizations, or termination of a 

concession, could take place when resource rich nations wish to make changes to their socio-

economic system.
167

 This duty to pay full market value including lost future profits instead of 

paying book value would effectively be a veto upon States to pursue this legitimate 

purpose.
168

 

 

As will be noted in the next chapter, which is the case study on Zambia, when the 

government of Zambia nationalized the copper mines in the 1970s for example, they did this 

for socio-economic reasons.
169

 They did this to raise the standards of living of the poor. In 

addition to this, the government was concerned that the mining industry which made up a 

large bulk of Zambia’s economy was dominated by two foreign companies: Anglo-American 

and the Roan Selection Trust. They were concerned about Zambia’s socio-economic interests 

being subservient to the commercial interests of the two aforementioned mining companies. 

In 2008 the government of Zambia once again cited socio-economic reasons when they 

introduced the windfall tax.
170
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When Venezuela nationalized its oil companies in the 1970s it also expressed concerns about 

the backbone of its economy being dominated by foreign owned interests.
 171

 Governments 

may also be seeking to correct what they perceive as a colonial wrong. This was certainly the 

case when the Zimbabwean government expropriated foreign owned land.
172

 Although the 

latter case does not deal with a concession per se, it accentuates the point that when a 

government expropriates property or breaches a concession its paramount concern is not 

wealth maximization. The fact that the State has to pay future profits may make it more 

onerous to pursue those goals. The State needs some form of flexibility when dealing with 

‘legitimate changes and circumstances.’
173

 The rules as they stand do not permit the State that 

flexibility.  

 

In sum, the efficient breach theory advances the view that parties should be allowed to breach 

a contract and pay damages, in lieu of performance, if doing so would be economically 

efficient. Damages would also include lost future profits. Under international investment law, 

compensation rather than specific performance is the dominant remedy. Once the State 

breaches an agreement it is under a duty to pay compensation to the investor. If the State 

breaches an agreement, compensates the investor and still makes a profit after doing so, it 

could be argued that the State has acted efficiently. In this respect, the rules on compensation 

may fall squarely within the parameters of the efficient breach theory. However, the 

limitation of the efficient breach theory is that it fails to take cognizance of the fact that not 

all the parties to a contract are necessarily concerned with wealth maximization. Thus whilst 

international investment law does promote efficiency, it does not promote sufficient 
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flexibility to protect the investor on one hand whilst taking cognizance of the fact that the 

host State has legitimate public purposes to pursue. It is for this reason that this thesis 

recommends flexibility in concession agreements which could be fostered through the 

insertion of renegotiation clauses in concession agreements.  

 

5.0 CONCLUSION 

 

It could thus be concluded that once the State unilaterally abrogates its contractual 

obligations, it is under a duty to compensate the investor. The purpose of this is to restore the 

investor to the position they would have been in, had the breach not taken place. This would 

include not only damnum emergens but also lucrum cessans. It has also been seen that these 

are awarded whether the taking is deemed legal or illegal under the auspices of international 

investment law. In this sense, the rules of compensation promote efficiency in that they 

prevent the government from nationalizing unless they can compensate the investor, 

including for loss of future profits, and then make some money on top of that. The difficulty 

with payment of future profits in the States’ case however is that it makes it more onerous to 

achieve the socio-economic goals it wishes to pursue as a result of the breach. With a loss of 

future profits, it makes it difficult for the State to pursue public purposes. This pursuit of 

public purposes is a legitimate State objective and prerogative which distinguishes States 

from commercial actors like investor.  

 

There is therefore a limitation in the efficient breach theory, in that it focuses more on wealth 

maximization. That is to say, it presupposes that contract law governs the activities of profit-

maximizing market participants. This is not quite the case in international investment law. On 

the one hand, there is a private party looking to make a profit but on the other hand we have 
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the State whose objectives are seldom commercial. In this sense, one might argue that 

international investment law is efficient, but it does not necessarily provide sufficient 

flexibility to the State which seeks to pursue legitimate public objectives when it breaches 

agreements. It is for this reason, that in this thesis I advocate the insertion of renegotiation 

clauses in concession agreements. This thesis recommends that, in addition to stabilization 

clauses, the parties to the concession should consider inserting renegotiation clauses. It has 

been seen that the advanced stages of the resource nationalism cycle invariably manifest 

when there the host States’ natural resources experience a windfall.  

 

From this and preceding chapters, it has been seen that it is not in the interest of the investor 

to have a contract that is too rigid as this cannot endure during the advanced stages of the 

resource nationalism cycle. Further, it is not in the interest of the State to simply unilaterally 

abrogate the contract, because of the potentially colossal pecuniary consequences. 

Renegotiation clauses foster a flexible relationship under which the parties can return to the 

renegotiating table in instances of where circumstances have changed. The next chapter 

consists of a case study on Zambia.  
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CHAPTER FIVE: A CASE STUDY OF THE RESOURCE NATIONALISM CYCLE 

IN ZAMBIA  

 

1.0 INTRODUCTION 

 

Zambia is a Southern African country with a population of just over 13 million.
1
 She is one of 

the world’s major copper producers whose economy is pegged primarily on copper.
2
 Because 

she is a mono-economy the people of Zambia have often looked to this national asset as 

vehicle which can facilitate the development of the country. Mining in Zambia is not just of 

economic significance; it also has political and social importance.
3
   

 

Copper mining in Zambia has undergone three transitions since the first major mining 

operations commenced in the 1920s.
4
 The first stage was during colonialism and the 

immediate aftermath of independence. During this period the mining industry was dominated 

by the Roan Selection Trust (RST) and the Anglo-American Corporation. The second stage 

occurred when the government of Zambia nationalized the two said corporations and formed 

the Zambia Consolidated Copper Mines (ZCCM).
5
 This was undertaken under the tenets of 

President Kaunda’s philosophy of ‘humanism’ which dictated that the State is to look after 

every Zambian citizen. Contemporaneously, Zambia also became a ‘One-Party Participatory 

Democracy’ with Kaunda’s United National Independence Party (UNIP) being the only legal 
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political party.
6
 A depreciation in copper prices led to the decline of the mining industry 

under government control. ZCCM went from being Zambia’s prized asset to being a loss 

making burden on the treasury.
7
 This led to pressure on the Zambian government, from the 

IMF and World Bank, to privatise the mines owned by ZCCM.
8
 Privatization was thus the 

third stage in the evolution of the Zambian mining industry.  

 

Zambia had returned to multiparty democracy in 1990 and a year later the opposition 

Movement for Multiparty Democracy (MMD) came to power. The new government 

liberalised the economy and the mines were privatised. Due to external pressure to 

expeditiously privatise these assets various tax incentives were proposed in order to attract 

foreign mining companies. These incentives were especially necessary due to the low price of 

copper on the London Metal Exchange (LME). To foster the privatization of its mining 

industry, the government of Zambia signed a number of Development Agreements with 

foreign investors. These agreements granted generous terms to the investors by fixing the 

royalty rate for copper at 0.6 per cent, which was far below the royalty rate of 3% stipulated 

in the now repealed Mines and Minerals Act 1995. In addition, the corporate tax rate was to 

be 25 per cent. In addition to this, the development agreements also contained stabilization 

clauses which prohibited the government of Zambia from altering the fiscal regime 

prescribed in the agreements. Subsequently to the privatisation of the mines, the copper 

prices increased dramatically. Despite this fact, Zambia gained very little in terms of tax 

revenues. For example, Zambia only received royalties of US$20 million, from combined 

gross proceeds of US$3.4 billion. This was largely due to the low royalty rate stipulated in 
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the Development Agreements.
9
 This was further compounded by the fact that privatisation 

led to mass retrenchments, cavalier disregard of safety and national labour laws, 

environmental degradation and a general reduction in the living standards of those living in 

mining towns.
10

  

 

The aim of this chapter is to look at the resource nationalism cycle in Zambia. The next part 

of this chapter will give a history and general background of the mining industry in Zambia. 

Part three of this chapter will then look at the advantages of privatization and its 

disadvantages which eventually led to increased political pressure and the subsequent 

introduction of the windfall tax. Then the final section will consist of a conclusion which will 

sum up the findings in this chapter.  

 

2.0 THE EVOLUTION OF MINING IN ZAMBIA 

 

The Copperbelt, which is located on the border of Zambia and the Democratic Republic of 

Congo, is one of the world largest sources of copper ore.
11

 Copper Mining has dominated the 

Zambian economy since the first commercial mine was opened at Roan Antelope (now 

Luanshya) in 1928.
12

 At the time Zambia was known as Northern Rhodesia. The general 

economic structure prescribed by the colonial government, was that Northern Rhodesia’s 

mineral wealth, was to be used to finance the ‘much more significant industrial, social, 

educational and governmental infrastructure in Southern Rhodesia.’
13
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Zambia attained independence from Britain in 1964. During the first decade of her 

independence, Zambia’s copper reserves were still controlled two foreign mining companies 

namely the Anglo-American Corporation (AAC) and Roan Selection Trust (RST). There 

were concerns these two corporations had not reinvested in mining operations and were 

externalizing profits, to the detriment of the people of Zambia. The discontent this caused led 

to President Kenneth Kaunda adopting various economic reforms which culminated in the 

nationalization of Zambia’s copper mines.
14

 The nationalized mines were amalgamated under 

a single State owned corporation called Zambia Consolidated Copper Mines (ZCCM).  At the 

time, Zambia also became a One-Party State.
15

 

 

With the revenues earned from ZCCM the government was able to pursue various socio-

economic and developmental agendas. However, this was to be short lived. After the fuel 

crisis of the 1970s the price of copper plummeted which precipitated the decline of the 

Zambian economy.
16

 In order to remain afloat, the Zambian government obtained aid from 

the International Monetary Fund (IMF) and the World Bank. A second oil crisis and the 

continued depreciation of copper led to a debt crisis in Zambia. In order for the Zambian 

government to continue receiving aid, the IMF and the Wold Bank insisted that the 

government of Zambia privatise its mines and other State entities. This section will give an 

overview of the copper industry in Zambia. This section aims to discuss the three 

evolutionary processes the copper industry in Zambia has undergone since its very inception. 
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2.1 Commercial Mining in Northern Rhodesia 

 

As evidenced by various archaeological findings in prehistoric burial grounds, copper mining 

has existed in South-Central Africa for centuries. It was not only used to make ornaments but 

also as medium for trade.
17

 The existence of copper in South-Central Africa was first made 

known by missionaries, explorers and traders in the 1880s during the infamous “Scramble for 

Africa” where the continent was arbitrarily divided between the European powers. It was 

during this period that Cecil Rhodes sought to increase British influence in Africa by building 

a railway line that went from Cape Town in South Africa to Cairo. This venture, he 

postulated, would be financed by Africa’s mineral wealth rather than the British government. 

To foster this, a Royal Charter was granted to Rhodes’ British South Africa Company in 1889 

which authorised the company to act on behalf of the British government.
18

  

 

In order to access mineral reserves, the British South Africa Company obtained various 

concessions from Paramount Chief Lewanika of Barotseland, in the Western Province of 

Zambia.
19

 The Chief claimed within his jurisdiction large tracts of land. They had also made 

various treaties with other Chiefs in North Eastern Rhodesia. As a result of these concessions, 

the British South Africa Company was able to assert ownership of all minerals throughout 

Zambia. They could essentially do what they wished with these minerals and could also ‘levy 

royalties on all minerals won by whoever won them.’
20

 The legitimacy of all the treaties and 

concessions formalised by the British South Africa Company is of course questionable 
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largely owing to the fact that the Chiefs they entered into the agreements with, did not always 

have jurisdiction over the areas claimed.
21

  

 

Furthermore, the concept of individual ownership of land was ‘foreign to native ideas.’
22

 

Land belonged to the community and not to the individual and certainly not to the Chief. The 

only role of the chief was as a custodian or caretaker of the land on behalf of the tribal 

community. Although Chiefs were only loosely referred to as the ‘owners’ of the land, none 

of the tribes possesses a Chief that has the right to dispose of land. They had the authority to 

permit people to settle on the land within their Chiefdom and cultivate it.
23

 However, this 

under customary law did not connote that the settler then became the owner of the land.
24

  

 

Subsequently to the concessions being granted, various prospectors came to the country with 

the first short lived commercial copper mines opened at Kansanshi in 1908 and Sable 

Antelope in 1911. The first concentrate was produced at Bwana Mukubwa in 1913. The first 

statute governing mining in Northern Rhodesia was the Mining Ordinance of 1912. This 

provided regulations under which the British South Africa Company could regulate the 

mining rights it granted. It enabled any company to simply pay a small fee and search for 

minerals in any part of Northern Rhodesia that had not already been allocated by the British 

South Africa Company.
25
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In 1922 the British South Africa Company decided to open the country to large scale 

prospecting companies.
26

 Concurrently, a new Colonial Office had been established although 

under a settlement the British South Africa Company was allowed to retain its mineral rights 

although it had to pay a royalty to the Office.
27

  Although the Great Depression had an impact 

on the mining industry this brief slump was later reversed by a commodity boom spurred by 

high demand resulting from the Second World War and Post-War reconstruction and 

industrialization.
28

  

 

A concatenation of circumstances eventually culminated in the mining industry being 

dominated by two foreign mining companies: the Roan Selection Trust and the Anglo-

American Corporation. The Roan selection Trust by the time of nationalization had rights to 

the following mines: Luanshya, Chambishi, Kalulushi, Nkana and Mufulira. The Anglo-

American Corporation held: Nchanga, Konkola, Chingola, Nampundwe and Chililabombwe. 

Most of these names will re-emerge as we discuss the process of privatization. The demand 

for labour around these mines led to the emergence of towns in what is now known as the 

Copperbelt Province of Zambia.  

 

Much of the wealth that was generated from the production of copper was diverted from the 

government of Northern Rhodesia.  Because the British South Africa Company owned the 

mineral rights, they thus received the considerable amount of £135 million from royalties by 

1964.
29

 Moreover, the BSAC’s headquarters were located in London. Thus the British 

government also received a considerable amount in taxes. Moreover, the actual taxes levied 
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by the Northern Rhodesian government remained low mainly due to the influence exerted on 

the aforementioned government by the mining companies.
30

 

 

The Central African Federation was established in 1953.
31

 This Federation consisted of 

Northern Rhodesia, Southern Rhodesia and Nyasaland (now known as Zambia, Zimbabwe 

and Malawi respectively). Under the terms of the Central African Federation, all income 

received from the territories was pooled. Northern Rhodesia received a very small proportion 

of this. It was understood at the time that the purpose of Northern Rhodesia was to be a 

source of mineral wealth that would in turn support the infrastructure of Southern Rhodesia. 

The mining activities on the Copperbelt virtually converted large tracts of bush into cities. 

Having looked at the history of Northern Rhodesia, and its eventual purpose within the 

Federation of Rhodesia and Nyasaland it can be seen that the raison d’etre of Zambia was 

copper mining. It could thus be argued that the seeds of Zambia’s status as a mono-economy 

were sown as far back as the early 1920s when full scale commericial  copper mining had  

commenced.
32

  

 

2.2 Independence and Nationalization of the Mines 

 

Zambia attained her independence on the 24
th

 of October 1964. Due to her copper wealth she 

was one of the most prosperous countries in sub-Saharan Africa.
33

 In fact as a result of high 

copper prices and revenues, Zambia was classified as a middle income country in 1969.
34
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President Kenneth Kaunda and his United National Independence Party (UNIP) had 

propounded some very ambitious plans for the development of Zambia.
35

 These plans were 

would have been contingent upon government’s revenues from Zambia’s copper reserves 

which had enjoyed favourable world prices in the 1960s.
36

 The major concern at the time was 

that no new mines were being developed and the interests of the Zambian public were being 

made subservient to the interests of private mining companies. These sentiments preceded the 

government’s decision to nationalize the mines in 1969.
37

 

 

Following the independence of most African countries in the 1960s and 1970s, there was a 

general paradigmatic shift in the economic philosophy of the country. A number of newly 

emancipated countries began to follow a form of African socialism means of obtaining their 

economic independence from their former colonial masters who were inclined to the tenets of 

capitalism. Tanzania’s policies were guided by the policy of ‘Ujamaa’
38

 and Nkrumah’s 

Ghana was guided by ‘Consciencism’.
39

 Zambia was no exception to this trend adopted a 

form of socialism called ‘humanism’.
40

 This philosophy essentially prescribed that it was the 

government’s responsibility to look after every Zambian.
41
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Under the tenets of “humanism” Zambia also became a one-party State.
42

 Writing in 1966, 

President Kaunda explained that multiparty democracy was not necessary because most 

liberating governments had been voted in overwhelmingly by the people and as such had the 

mandate to govern. This signified that they had the trust of the people to guide the new 

nation. In such an instance an opposition party was unnecessary and was nothing more than a 

means of accommodating theorists who believed that a ‘Government-in-Waiting’ was 

necessary.  In addition to this, all that the opposition did was cause division which would 

have led to the anarchy seen in other newly independent States of the time such as Congo, 

Sudan and Pakistan.
 43

 Anarchy in Kaunda’s view would simply paralyse every aspect of the 

nation. He sums in one line, ‘The great enemy of freedom is not totalitarianism but chaos.’
44

  

 

As noted above, there were many concerns about the structure of the mining industry in 

Zambia which had remained unchanged since independence. Central to these concerns was 

the fact that the mining industry was dominated by two foreign corporations:  Anglo-

American Corporation (AAC) and Roan Selection Trust (RST). The perception was that these 

two corporations were making significant profits from the favourable copper prices. Despite 

this fact they had not developed any new mines.  

 

These concerns were highlighted by President Kaunda in 1968. During his Mulungushi 

reforms speech the President expressed his disappointment about the ‘virtual lack of mining 

development since independence.’
 45

 The government had acquired the BSAC’s mining rights 
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on the eve of independence which meant they were receiving royalties from AAC and RST.
46

 

The mining companies expressed a concern that the current royalties system was an obstacle 

to investment.
47

 President Kaunda responded to this claim:  

 

Let me also say that I do not agree with the mining companies that royalties have been the 

obstacle to the development of the industry. I have been following their accounts and I know very 

well that they could have embarked upon further expansion if they chose to devote  part of their 

profits for this purpose. Instead of re-investing they have been distributing over 80 per cent of 

their profits every year as dividends.
48

 

 

In 1969 the government announced that the mines would be nationalized. The two mining 

companies were forced to give 51% of their stakes in the mines to the government of the 

Republic of Zambia. It is argued that at the time, the President opted to nationalize because 

he was under political pressure.
49

 The fact that his Vice President, Simon Mwansa 

Kapwepwe announced his resignation at the time, in the wake of a leadership struggle within 

UNIP, lends credence to this claim.  However, one might argue that this was just a factor and 

not a determinant. Conceivably, from Kenneth Kaunda’s Mulungushi Reform speech, we can 

see that nationalism was also a contributing factor. It was noted that the mining industry was 

mainly in the hands of two foreign companies. Since the Zambian economy was mainly 

reliant on copper, it meant that national interests would be superseded by foreign ones. 

Moreover, racial discrimination was rife in what was still a mainly white dominated industry. 

It was very rare to find indigenous Zambian citizens at the upper echelons of management. 
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Even when they did, the Zambian would become an outcast among his expatriate 

colleagues.
50

 His performance would be undermined and he would be disgraced in front of 

subordinates.
51

 Moreover, there was still a disparity in the conditions of service given to 

expatriates and those given to Zambians.
52

   

 

The nationalization of the mining industry was facilitated first was through amending the 

Constitutional provision which prohibited the government from compulsorily acquiring 

private assets. Once the Constitution had been amended, the government passed the Mines 

and Minerals Act 1969. Under this Act the government were not only able to take over the 

undeveloped mines; they were also able to take acquire 51% of shares in the mining 

companies thus giving them control over the national mining industry.
 53

 The nationalized 

mining companies were compensated and were to participate in dividends over a period of 

eight to twelve years.
54

 They were thus compensated for lost future profits.  

  

The nationalized companies were later amalgamated to form Zambia Consolidated Copper 

Mines (ZCCM) in 1982. Nationalizing the mining companies did much to reduce the ‘deeply 

ingrained suspicion of foreign economic domination.’
55

 Whilst under State control the mines 

played a very key role in the lives of many Zambian people, particularly those living on the 

Copperbelt. As Fraser and Lungu note: 

 

ZCCM was seen as a reflection of the State’s developmental philosophy and supplied amenities 

much wider in scope than those offered during the colonial period, including free education for 
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miners’ children, alongside subsidised housing and food, electricity, water and transport. ZCCM 

literally operated a “cradle to grave” welfare policy, even subsidising burial arrangements for the 

dead. Although the system is often referred to as “paternalistic”, it should be remembered that 

these services were not all initiatives from the top-down. In many cases improvements in terms 

and conditions of living quarters were demanded by the powerful Mineworkers Union of 

Zambia.
56

  

 

In addition, the mines provided various services to the community as a whole. For example 

they are the ones that maintained the roads. They also provided various social amenities such 

as bars, cafeterias and sports clubs. Furthermore, the income from miners helped to foster 

local entrepreneurship by enabling people to set up supermarkets and farms for the supply of 

food to miners. Moreover, the mines built and maintained hospitals which provided services 

for employees of the mines and the wider community alike.
57

 The government also 

implemented a process of ‘Zambianization’ in which Zambian citizens were placed in the 

senior management of ZCCM rather than expatriates.
58

  

 

The social advantages associated with the mines were contingent upon the price of copper 

remaining high. Even in 1969 as the nationalisations were taking place Time Magazine 

warned that:  

 

Kaunda's action entails serious risks for his country. Zambia has neither the capital nor the skills 

to run the mines by itself. Kaunda must rely heavily on both the companies and their remaining 

5,000 white miners to keep operations going. Only the steadily rising price of copper, now at a 

high of $740 per pound, has enabled Zambia to maintain a favourable balance of payments in 
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recent years. Any decline in copper prices as a result of an end of the war in Vietnam, the 

discovery of new sources, or the increased use of other minerals, would hit Zambia hard.
 59

 

 

World events were soon to have an impact on this lifestyle that many Zambians had taken for 

granted.  The first major event that took place was the oil crisis of 1974. Simultaneously, the 

price of copper collapsed.  With reduced copper revenues the government of Zambia was 

forced to borrow money in order to maintain the lifestyle that they had created during the 

boom years. They were effectively borrowing money to subsidize consumption. After the 

second oil crisis which took place in 1979, interest rates escalated leaving Zambia in a severe 

debt crisis. This coupled with continued depreciation of copper prices led to Zambia going 

from a middle-income nation to one of the poorest in the world.
60

  

 

The hardest hit were the people of Zambia that the policy of humanism sought to benefit. 

Certainly, at the time of independence, humanism worked and living conditions did improve 

for the large majority, because funds were readily available. However, as soon as a downturn 

occurred and these improvements quickly disappeared.
61

  The situation was further 

exacerbated by the fact that during the economic crisis a lot of money was being pulled out of 

the mines with very little of it being reinvested. This meant that there was less exploration 

and drilling going on and as such no new mines were opened after 1979. According to 

statistics, production decreased from a staggering 750,000 tonnes in 1973 to just 257,000 

tonnes in 2000. The mines were making losses to the extent that the government had to 
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borrow money to pay salaries. It was clear that in order to revive the mining industry foreign 

capital would be needed.
 62

  

 

As a result of the slump in copper prices, Zambia became the 25
th

 poorest country in the 

world by 1994.
63

 The economic decline led to popular discontent in the 1980s. The UNIP 

government was perceived as having failed formulate a coherent plan to combat the 

worsening economic crisis which in turn undermined its legitimacy and credibility.
64

  The 

popular discontent coupled with a coup attempt led to the government amending the 

Constitution change and permit the formation of other political parties.
65

 Zambia thus 

returned to multiparty democracy in 1990.
66

 The main opposition was the Movement for 

Multiparty Democracy whose leader Frederick Chiluba had dismissed humanism as ‘ruse 

behind which there is nothing of substance’.
67

 They promised to liberalise the economy and 

privatise the mines.  

 

2.3 Privatization of the Mines 

 

A limited privatization programme commenced in 1990 under President Kenneth Kaunda. 

This was largely as a result of pressure from the International Monetary Fund and the World 

Bank.
68

 The World Bank had begun to exert pressure on the Kaunda administration as far 

back as 1983 when it introduced its first structural adjustment programme. From then on the 
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IMF and the World Bank had a great say on Zambia’s economic policies. Zambia saw the 

folly of resisting the two institutions when they attempted to divorce the IMF in 1987. During 

that year the government through its ‘New Economic Recovery Programme’ had attempted to 

limit their debt-service payment to 10% of net export earnings which was lower than the 

IMF’s preferred rate.  

 

As a result Zambia’s donors cut of assistance to the State. Zambia continued to accumulate 

arrears and with no actual income. As Fraser and Lungu put it, ‘Within eighteen months the 

donors had made their point: the price of future support would be compliance with donor 

priorities.’
69

 The government thus re-engaged with the IMF and the World Bank and took 

various required measures such as devaluing the currency, removing price controls and 

removing food subsidies.
70

  

 

Once Zambia had taken these measures the donors came back in. However, by then President 

Kaunda and UNIP had lost the 1991 General Election to the Movement for Multiparty 

Democracy (MMD). Its leader Frederick Chiluba defeated President Kaunda in the 1991 with 

76% of the national vote whilst his party the MMD took 125 of the 150 seats in Parliament.
71

 

Among many of its promises the MMD under its manifesto undertook to liberalize the 

economy once they took office.
72

 This programme had been endorsed by the Mineworkers 

Union of Zambia whose constituents had suffered badly as a result of the decline of the mines 

since nationalization. They saw liberalization as a means through which new investment 

could be attracted to the ailing industry.
73
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Subsequently to MMD’s victory, donors poured a lot of aid money into Zambia.
74

 Many 

conditions had been attached to this aid, one of which was the privatization of 280 parastatal 

corporations. The major process of privatisation thus commenced with the enactment of the 

Privatisation Act 1992.
75

 By June 1996 the government had succeeded in selling 137 

government owned corporations. The World Bank later recommended the process as a model 

for other countries to follow because of the expedience, thoroughness and transparency with 

which it had been conducted.
76

 Campbell and Bhatia particularly noted that, ‘Zambia was the 

one country case study in which not one interview revealed any concern about the 

transparency of the process; detractors based their opposition to the program on the perceived 

effect on employment, not on the way the process was handled.’
77

  The process may have 

been thorough and expedient however it was certainly not transparent but a vehicle through 

which corrupt MMD officials including the President Chiluba himself conducted what 

Transparency International called a ‘looting exercise’ in which they simply grabbed assets.
78

 

The Privatisation Act neither precluded government officials from acquiring a company nor 

did it require them to declare their intention to bid. This was one of the factors that facilitated 

corruption during the privatisation process and ultimately demonstrates that the process was 

not transparent at all.
79
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The mines under ZCCM which were seen as ‘crown jewels of the privatisation process’
80

 

went under extensive changes during the privatisation process. There were several options 

considered when it came to the privatization of ZCCM. One of the options considered was 

the takeover of ZCCM as a whole by a transnational mining company. In fact the Anglo-

American Corporation showed great interest in this regard. This was also supported by the 

Mineworkers Union of Zambia who were concerned about workers conditions being 

significantly degraded by intra-company competition.
81

 

 

However, there were concerns about the implications of selling off ZCCM as a whole. One of 

these concerns were that if a foreign corporation were to monopolise the nation’s prime asset 

then Zambia’s developmental interests would become subsidiary to those of the Anglo-

American Corporation. This option was also considered potentially insalubrious because at 

the time various changes had been taking place in a recently liberated South Africa. The 

concern was that the Anglo-American Corporation would be so preoccupied with those 

changes that it would be ‘unlikely to commit the scale of resources required to rehabilitate 

existing operations and develop new mines.’
82

 The first concern highlighted was certainly 

later confirmed by the Anglo-American Corporation’s actions in 2002. They had eventually 

bought Konkola Copper Mines (KCM). However, they saw the venture as unprofitable due to 

low copper prices and opted to pull out.
83

 Hypothetically, if they had bought ZCCM as a 

whole and later chosen to abandon the project as they did with KCM this would have led to 

economic collapse. Thus it could be argued that Zambia may very well have dodged a bullet 
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by rejecting the option of selling ZCCM as a whole to Anglo-American or any corporation 

for that matter.  

 

The alternative option considered and later adopted was to unbundle ZCCM and sell it in 

piecemeal to different private investors as recommended by the German firm Kienbaum 

Development Services (GmbH).
84

 Each of the mining divisions were to become separate 

mining companies. The majority interest in these companies was to be sold to private 

investors whilst ZCCM would retain a minority interest and supply technical and support 

services. This solution fostered the potential to attract foreign capital from a number of 

foreign mining companies to resuscitate the ailing mining industry whilst also averting the 

possibility domination by one single multinational corporation. Although ultimately adopted 

this option was not immediately welcomed. Anglo-American was certainly opposed to this 

option because of concerns that their minority share in ZCCM would be translated into 

minority shares in the smaller companies once sold off. This would leave them with control 

in none of them. The process of unbundling in Anglo-American’s view also lacked any 

commercial sense.  

 

One might argue that Anglo-American’s concerns were not well founded. With reference to 

their first concern, they were already minority shareholders anyway, exerting very little 

influence on mining policy anyway. Thus it is perplexing that they would expect any more 

than they already had under the previous economic regime. Secondly, whilst the possibility of 

the disintegration of the company may have adversely affected the combined value of the 

assets it equally did not make business sense to have more profitable mines subsidising the 

less profitable ones. Ultimately, one needs to keep in mind that Anglo-American Corporation 
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had a financial interest in opposing the unbundling of ZCCM. Again this simply confirms the 

suspicion that had they dominated the mining industry, their interests would have taken 

precedence over national interests which, quite understandably, was not a very attractive 

option. As a result of the concerns highlighted by the Anglo-American Corporation and 

others the government decided to further explore the issue.
85

 

 

The other option considered was to keep ZCCM intact and float its shares on the stock 

exchange. This was very similar to what Ghana did with its Ashanti Goldfields in 1994 where 

it reduced its equity share by floating its shares on both the London and Ghanaian stock 

exchanges.
86

 This option would help ZCCM in that it avoided the need to unbundle the 

corporation and at the same time averted the possibility of domination by a foreign mining 

company. The plan would involve obtaining additional financing and concentrate capital 

expenditure on the most profitable units of ZCCM. They would then sell off the least 

profitable units like Chambishi and Kansanshi Mine. The difficulty with this plan however, is 

that it was not so clear whether it would raise as much capital as it needed to resuscitate the 

mining industry. This was owing to the fact that at the time, even with a very optimistic 

valuation, the Chambishi Mine was not expected to raise more than $50 million and 

Kansanshi was expected to raise even less. Furthermore, the option of putting ZCCM in even 

more debt was not particularly attractive and this was further compounded by the fact that 

floating the government’s shareholding interests at current equity prices was unlikely to raise 

any more than $30 million.  
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There was also the concern that further changes of ownership would require the agreement of 

Anglo-American. Of course the possibility of finding an investor at all was questionable. 

Before Ghana floated their shares in Ashanti Goldfields, they had made undertaken some 

extensive rehabilitation work on the project and as a result management gained the 

confidence of foreign investors. This is in contrast to ZCCM who had not carried out any 

rehabilitation work. For this reason the possibility of obtaining an investor was questionable 

anyway.  

 

Ultimately, the most viable option was the unbundling of ZCCM. The mines were broken 

down into seven. The first set of mines, and largest, were the Nkana Mine which was 

packaged along with the Mufulira mine and concentrating and treating assets, became 

Mopani Copper Mines Plc (MCM). The Glencore Group had the largest share taking on 73.1 

percent, whilst First Quantum Minerals Ltd would take on 16.9 per cent and ZCCM-IH (as it 

was now known) would have the remaining 10 per cent.  

 

Zambia had also qualified in 1996 for the World Bank’s Heavily Indebted Poor Countries 

(HIPC) initiative. This essentially meant that Zambia would be entitled to debt relief if she 

cleared certain hurdles. Under this scheme Zambia received even more pressure to privatise 

the mines. In addition, Zambia was required to establish a policy that was investor friendly. 

In order to facilitate investment Zambia passed the Mines and Minerals Act 1995 and the 

Investment Act 1993.
87

 The latter Act repealed and replaced the Investment Act of 1991. The 

1991 Act had established the Zambian Investment Centre which was created to foster the 

process of investing in Zambia listed in Part III of the new Act. The said institution would 
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continue under the 1993 Act.
88

 The 1993 Act also created tax incentives,
89

 removed exchange 

controls and provided various protections against forced acquisition of private corporations.
90

 

Moreover, corporations were now enabled to externalise funds with no government 

interference.
91

 In addition to this, the Constitution of Zambia also provided that compensation 

would be paid, in instances where private property was seized. Article 16(1) of the 

Constitution states: 

 

Except as provided in this Article, property of any description shall not be compulsorily taken 

possession of, and interest in or right over property of any description shall not be compulsorily 

acquired, unless by or under the authority of an Act of Parliament which provides for payment of 

adequate compensation for the property or interest or right to be taken possession of or acquired. 

 

The Mines and Minerals Act 1995 also provided incentives for mining in Zambia. In addition 

to this it also permitted government officials to enter into Development Agreements with 

multinational corporations. Under these agreements the government was able to give 

additional tax incentives including paying lower royalties and corporate tax.
92

 The 

development agreements fostered the sale of the mines to multinational corporations. 

Rothschild and Clifford Chance had advised the government to undertake the sale of the 

mines in two phases. Under phase one the government was to sell a majority of their 

shareholdings in ZCCM to multinational corporations then hold on to a minority of their 

shares under a company called ZCCM Investment Holdings (ZCCM-IH). Under stage two 
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the government was to sell all of their shares in ZCCM-IH to the Zambian public. Stage two 

is yet to come to fruition.
93

  

 

In total ZCCM was divided into seven bundles and sold off to multinational mining 

companies. The mines at Nchanga, Konkola and Nampundwe became Konkola Copper 

Mines (KCM). Initially this was held by the Anglo-American Corporation who chose to 

exercise their preemtive rights during the privatization process and took 65 percent of KCM. 

They were to develop the new Konkola Deep Mining Project (KDMP).  However, in 2002 

they decided to pull out of Zambia because in their view KDMP would not generate as much 

money in the short term. KCM thus reverted to State ownership. As a result of this the 

country’s biggest asset was almost brought to a halt. The newly elected President Levy 

Mwanawasa, also of the MMD, immediately sought out other investors for the project. In 

2004 they sold 51 percent of interests in KCM to Vedanta at what can be described as a 

knockdown price of $25 million.  

 

To a certain extent this decision would haunt the Mwanawasa administration because within 

a year the copper prices increased dramatically. According to the London Metal Exchange the 

price of copper stood at $2500 per ton at the beginning of 2004 and rose up to just over 

$5000 per ton in 2005.
94

 Thus within a year Vedanta had recouped their initial $25 million 

investment.
95

 The Mwanawasa administration were intensely criticised because of this. 

However, I would argue that history will judge them more favourably. Put into context, KCM 

was one of Zambia’s most productive mining companies. Without the investment in the 

copper mine it could not run and if it did not run this would have had severe repercussions for 
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Zambia as a whole. The fact that Mwanawasa was a newly elected President in a fledgling 

African democracy would have further magnified the need to get this right. This would have 

called for some tough decision making. He did not possess the luxury of hindsight that we do 

today. For this reason I believe that history will judge his decision more favourably.   

 

The smaller facilities which were located at Baluba and Luanshya along with the Mulayashi 

greenfield site were combined to form the Roan Antelope Mining Corporation of Zambia 

(RAMCOZ). This was eventually bought by J & W/Enya from Switzerland and was renamed 

Luanshya Mines Plc. In addition to this, J & W/Enya also purchased the smelter at  

Chambishi, along with the  acid and cobalt plants, and the Nkana slag dumps were sold 

together to form Chambishi Metals Plc. The mine at Chambishi was sold separately from the 

smelter and other assets to form Chambishi Mines Plc. This was purchased by a Chinese 

mining company called Non-Ferrous Metals Co. The mine at Kansanshi, and an acid plant 

were juxtaposed to form Bwana Mukubwa Mines Ltd. This was purchased by First Quantum 

Minerals Ltd from Canada.  Finally the mine at Kalulushi became Chibuluma Mines Plc 

which was purchased by Metorex from South Africa.
96

  

 

This section has demonstrated that mining in Zambia has gone through three waves. The first 

wave commenced when the mines were first established to 1969. During this phase mining in 

Zambia was dominated by the Roan Selection Trust (RST) and the Anglo-American 

Corporation. The second phase took place between 1969 and 1997 when the government of 

Zambia nationalized the mining companies and eventually merged them into one single 

corporation called ZCCM. The final phase took place after 1997 when ZCCM was split into 

seven different units which were sold to multinational mining companies.  
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3.0 The Resource Nationalism Cycle in Zambia: From Privatization to the Windfall Tax 

 

This section illustrates cyclical nature of resource nationalism in Zambia. When the 

government of Zambia was seeking to attract foreign direct investment in its mining sector, it 

granted very liberal terms to the foreign investors.
 97

 Once the investment had been sunk, the 

copper price experienced a sustained upward trend. It was during this period that pressure 

from Civil Society and opposition political parties heightened. It was argued that due to the 

low taxation on copper mines, Zambia was not maximizing the benefits of high copper prices.  

 

This popular discontent was reflected in the 2006 General Election, when the Patriotic Front 

led by Michael Sata gained massive support in the urban areas and won every seat there. 

They campaigned on a promise that they would increase mining taxes. Although the MMD 

ultimately won the election, this and other factors caused them to rethink the preferential tax 

regime that the foreign mining companies had previously enjoyed. They thus proceeded to 

introduce the windfall tax in 2008. This section illustrates that various factors contributed to 

this. The first was the high copper prices, the political pressure and the fact that they had a 

majority in Parliament. According to the Electoral Commission of Zambia, during the 2006 

General Election, the MMD won 73 seats out of 148 contested seats. In addition, the MMD 

also won the Presidency. Constitutionally, the President is allowed to appoint eight members 

of Parliament. This would give them a majority in the legislature.
98
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3.1 Entering Into Agreements 

 

As highlighted in the preceding sections, the copper mining industry was first in the hands of 

private individuals, then nationalized to form ZCCM. When the latter began to operate at a 

loss, the government of Zambia proceeded to privatize the said entity. To facilitate the 

process of privatisation the government had signed various development agreements with 

multinational corporations. These development agreements were entered into under the 

auspices of the Mines and Minerals Act 1995. In order to explore the legality of the windfall 

tax one must look to the development agreements between the government and the 

multinational mining companies. Development agreements were defined in the Mines and 

Minerals Act 1995
99

 as ‘an agreement entered into under section nine in relation to a large-

scale mining license’. Section 9(1) of the said Act states as follows:  

 

9 (1) For the purpose of encouraging and protecting large-scale investments in the mining sector 

in Zambia, the Minister may, on behalf of the Republic, enter into an agreement relating to the 

grant of a large-scale mining license.  

(2)  An agreement referred to in subsection (1) shall be known as a development agreement, and 

may contain provisions, which notwithstanding the provisions of any law or regulation shall be 

binding on the Republic….  

 

Ministers were thus granted the authority by Parliament to enter into development agreements 

with mining companies. It is also clear that the provisions were binding on the Republic of 

Zambia. All of the agreements contained tax stability clauses and some of them contained 

generally worded stabilization clauses in addition to the tax stability clauses.  An example of 
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the wording of the general stabilization clause is contained in the Development Agreement 

with Konkola Copper Mines. It stated as follows:  

 

GRZ further undertakes, during the Stability Period, it shall not by general or special legislation or 

by administrative measures or decree or by any other action or omission whatsoever (other than an 

act of nationalisation such as is referred to in Clause 0) (“GRZ Action”) vary, amend, cancel or 

terminate this Agreement or the rights and obligations of the Parties under this Agreement, or 

cause this Agreement or the said rights and obligations to be varied, amended, cancelled or 

terminated, or prevent or hinder performance of this Agreement by any party thereto, provided 

always that this Agreement and the rights and obligations of the Parties under this Agreement may 

be varied, amended, cancelled or terminated as expressly provided herein. GRZ undertakes that 

KCM and its officers, directors, employees and shareholders shall be held free and made exempt 

from any GRZ Action or any change in the law of Zambia which would, but for such freedom or 

exemption, adversely affect KCM’s rights under, or KCM’s ability to comply with its obligations 

under, this Agreement. 

 

The tax stability clauses, which all the contracts contained, were more specific. In these 

agreements the government undertook not to increase taxes including corporate tax and 

royalties, for a stability period of 15-20 years, in a way that would have a ‘material adverse 

effect’ on the distributable profits of the foreign owned mining companies.
100

 The 

government was, at least in the abstract, precluded from increasing taxes and introducing any 

new taxes for a period of fifteen years which was to constitute the tax stability period.
101
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There has been much speculation as to why the government of Zambia entered into these 

asymmetrical agreements in the first place.
102

 The answer may lie in the fact that Zambia was 

trying to attract much needed investment. At the time, copper prices were low and the mines 

were operating at a loss. The government provided incentives due to the lacklustre response 

from multinational corporations during the privatisation process. The government was thus 

left in the precarious position of providing tax incentives or simply closing the mines.
103

 

According to the former Minister of Finance, Edith Nawakwi, the mines at the time were 

making losses of up to one million dollars a day. The mines were headed for shutdown and in 

order to stay afloat and pay salaries to workers, the government had to borrow large sums. In 

order to turn the mines around, huge sums of money needed to be raised and the government 

was in no position to do this. For this reason, foreign direct investment was needed and in 

order to attract this investment they needed to accept the terms of these contracts, pernicious 

as they may have seemed.  

 

Moreover, it must be remembered that they were also under pressure from the World Bank 

and the IMF to privatize the mines so that they could qualify for debt relief. To borrow the 

words of Edith Nawakwi, ‘it was like somebody is pointing a gun to your head.’
104

 There are 

also suggestions that ministers may have benefitted from secret deals.  

 

What is clear however, is that the Development Agreements were asymmetrical and by 2008 

the government of Zambia sought to rectify this by the said agreements and increasing taxes. 

In his 2008 budget speech the then Minister of Finance, Ng’andu Magande announced that 

there would be a new tax regime governing the mines in which copper revenues would  
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‘adequately contribute to the advancement and the social and economic welfare of the people 

of Zambia.’
105

 

 

3.2 The Shortcomings of Privatization 

 

There were several advantages associated with the privatisation process.  These advantages 

are perhaps best summed up by the Permanent Secretary of the Ministry of Mines who noted, 

‘It has been very, very successful. Closed mines have opened up, new mines are coming up 

and the existing mines were limping and they are [now] all doing very well.’
106

One very 

notable advantage was the presence of new foreign capital. It must be recalled that under 

ZCCM the mines were stalling and this was further compounded by low copper prices. The 

process of privatisation ensured the flow of foreign capital which in turn was used to 

resuscitate an ailing industry. Even the heavily critical Mineworkers Union of Zambia was 

forced to concede that, ‘[s]ince 1998 we have close to $1.4 billion which has gone into the 

mining industry, into refurbishment of plants, and purchases of spares and machinery. So one 

sees that privatisation addressed capitalisation, the issue of refurbishing and the issue of 

exploration and drilling. It has shown in the increased copper production.’
107

 Because the 

mines were rehabilitating a previously stagnant industry it could be argued that the 

government had achieved one of its intended objectives through the process of privatisation. 

 

Tied to rehabilitation of the mines was increased production. As it has been noted, copper 

production in 1982 was 591,853 tons. This dropped to 415,645 tons in 1989 before eventually 
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declining to just over 250,000 before the process of privatisation had been finalised. 

According to the Zambian Chamber of Mines, production began to rebound. For example in 

2001 production increased to 300,000 tons per year and this steadily increased to just above 

450,000 tons in 2005. By 2009 this had increased dramatically to just above 650,000 and 

leapt to 850,000 in 2011. These statistics prove that mining companies had become more 

productive once they had been privatised as opposed to when they were under government 

control.  Moreover, new mines began to open up for the first time in 25 years.
108

 Among 

these were Lumwana Mine which is fully functional and the Trident Mine which was under 

construction at the time of writing. These are both located in the Northwestern Province of 

Zambia.  

 

There were also however, some notable disadvantages. Although privatisation recapitalised 

the industry there were also mass redundancies. In 1976, 62,222 were employed by the 

mining industry. Despite the decline in the industry employment generally stood at 56,582 in 

1991. By the time the process of privatisation had been finalised, jobs in the mining industry 

were slashed to 19,145 in 2001, although this did increase slightly to 19,900 in 2004. Many 

workers were made redundant by the process of privatisation. When the multinational mining 

companies were moving in they had told the government they wanted no liability in paying 

pensions or other retrenchment packages. These responsibilities were thus left at the door of 

government. The difficulty however, is that at the time the government treasury did not have 

very much money. The IMF and World Bank had asked the government to focus more on 

debt service when framing the budget. As a result it became very onerous on the government 

to pay pensions. This again led to resentment by the general populace who saw the mining 

companies as this foreign force that had come into the country, was making profits and 
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causing mass unemployment. In short, the people felt that foreigners were having a huge 

advantage much to the detriment of the people.  

 

Tied to the issue of employment is the propensity of mining companies to employ people on 

fixed-term term contracts which have no security or pension attached to them. They also tend 

to sub-contract the work out. Although the general safety record on mines has improved since 

privatisation this is actually not the case for staff that are sub-contracted. This is particularly 

evident for contractors who work in mine development which entails preparing new tunnels 

for mining. Under the ‘support compliance’ regulations contractors are precluded from asking 

miners to work in an unsupported roofspan of more than 2 meters when developing a new 

tunnel. This is to avert the possibility of rock falls. Because contractors are paid per meter it 

is not uncommon to find a situation whereby workers develop as much as 20 meters without 

the protection. Rock falls are actually a very common problem in mining companies as a 

result.
109

 

 

Privatisation also had a large impact on the community as a whole in the mining towns. Most 

families in Zambia still relied primarily on one cash income which typically came from the 

father.
110

 A majority of the miners, being men, were unemployed leaving many families 

without a steady income. This was further compounded by the fact that the schooling and 

health facilities provided by the mines under ZCCM were also scrapped making life more 

onerous for the people living in the mining towns. Furthermore, as a result of mass pollution 

caused by the mines, people were unable to grow their own food to sustain themselves. 

Excess sulphur dioxide emissions caused by smelting led to acid rain which destroyed the 
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crops. Without a steady income, people could not buy food and the very little they could 

grow was being destroyed.
111

  

 

In addition, the sulphur dioxide emissions caused respiratory diseases.
112

 Moreover, the 

mines discharged much of their waste in the rivers. Poorer communities who had no access to 

piped water often had to draw theirs directly from the river. This water was used not only for 

drinking but also for crops. Thus the emission of waste in rivers was as a result of this very 

hazardous. For those that had access to piped water, the local authorities had to spend more 

and more money on purifying the water. This ultimately meant raising the water rates again 

making life more onerous for the people living in mining towns. This caused even more 

resentment. 
113

 

 

Much of this resentment was targeted at the Chinese investors whose State owned company 

Non-Ferrous Company Africa, owns the Chambishi Mine.
114

  Of the 2,100 people employed, 

only 52 of them are Zambian unionised employees on permanent contracts.
115

 687 of them 

are on fixed term contracts whilst 1,093 are employed indirectly through two Chinese 

subcontracting firms.  The subcontracted workers earned as little as K120,000-K150,000. 

According to the exchange rate at the time they were essentially earning between $40 and 

$50 per month.
116
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In addition, NFCA employed 180 Chinese employees who were all on permanent contracts. 

There was a senior management team consisting of twelve people.
117

 Eleven of them were 

Chinese and only one of them was Zambian. This was at variance with their development 

agreement in which they undertook to ‘take all reasonable efforts in its recruitment and 

employment of employees in its professional, managerial, engineering and scientific 

grades…to bring to the attention of such qualified Zambians, positions available within 

NFCA.’
118

 Having more expatriates than Zambians at the upper echelons of management is a 

common feat among the foreign owned mining companies.  

 

Healthcare is rather difficult to access in the town of Chambishi. The 52 members of staff on 

permanent salaries and their dependents are able to access this. However, the non-permanent 

staff also have access but may only nominate one person of their choice. This can be 

problematic for people who have families. The development agreements do oblige NFCA to 

provide healthcare to its employees and their families however the corporation argues that 

contractual members of staff are technically not employees of the company.
119

  

 

One of the other impacts in Chambishi is the growth of informal settlements. When 

privatising, ZCCM sold all of its houses to sitting employees. However, because many of 

them had no formal employment they were forced to move and rent their houses out so they 

could have some sort of an income. They would then move to shanty towns. The Municipal 

Council used to service water and sewerage in these areas. They relied primarily on ZCCM 

for financing to do this. This financing was withdrawn as a result of privatisation. Because 

most people living in Chambishi unemployed and very poor it meant the Council could not 
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collect user fees. The loss of finance coupled by the overcrowding meant that the Council had 

more obligations and less money to fulfil them with. Services were thus frequently suspended 

and there was no money to invest in further infrastructure to deal with the overcrowding.
120

  

 

The Chambishi disaster of 2005 did much to fan the anti-Chinese sentiment.
121

 This disaster 

involved an accident at the explosives manufacturing plant BGRIMM which was a subsidiary 

of NFC Africa.
122

 Fifty two people died. It emerged in the aftermath that the company had 

been breaching labour regulations and had not maintained an adequate record of the workers 

at the plant.
123

  

 

It must be emphasized however, that these challenges caused by privatisation are not limited 

to Chinese companies. The pollution for example highlighted above is perpetrated by 

Vedanta which is an Indian company. It is also clear that as far as senior management is 

concerned most of the other companies which are Swiss, British, South African and Canadian 

owned are also guilty of employing a disproportionate number of expatriates. Thus levelling 

resentment solely at Chinese investors is somewhat questionable.  

 

Because the privatized mines were all foreign owned there was the other challenge of 

externalisation of profits. Once the mines had made their profits the money would leave the 

country without having any tangible impact on the local economy. Because the mines are 

now in private hands it essentially means that government no longer directly gain any income 

from sales and profits accrued by the mines. This means that they have to rely solely on 
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taxation. The difficulty with this is the tax holiday that all the mining companies received 

during the process of privatization.   

 

3.2.1 Introduction of the Windfall Tax 

 

3.2.1.1 Low Taxation and High Copper Prices 

 

One of the factors contributing to the resource nationalism cycle in Zambia, was the sustained 

upward trend of world copper prices. This and the tax incentives granted to mining 

companies, meant that the government was losing out on substantial revenue. The mineral 

royalty, as provided in the development agreements, stood at 0.6 percent which was 

significantly lower than the 3 percent provided by the Mines and Minerals Act 1995.
124

 

Moreover, the company income tax under the development agreements, stood at 25 percent 

of gross income. This was lower than the 35 percent ordinarily charged to other corporations 

in other industries.  These preferential tax rates were thus introduced as a means of 

encouraging otherwise disinterested investors to pour their capital into Zambia.
125

  

 

The World Bank described the contribution of mining revenues to the treasury as ‘extremely 

small’.
126

 The Marginal Effective Tax Rate (METR) calculated by the World Bank stood at 

zero percent ‘because of the relatively low tax rates and significant incentives’ that the 

mining sector enjoyed. This can be contrasted with other sectors of the economy. Tourism for 

example had an METR of 0-10%, whereas small business was 25-35%, and the financial 
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sector was 25-35 percent. Comparatively therefore the mining industry brought in very little 

revenue.
127

  

 

World copper prices experienced a surge. By 2006 they had increased to more than $8,000 

per ton. By 2005, First Quantum Minerals Ltd was making net earnings of $152.8 million. 

This can be contrasted with their earnings of $4.6 million in 2003.
128

 Similarly, Konkola 

Copper Mines made $206 million in 2006 which is almost quadruple the $52 million they 

made in 2005.
129

 In addition to this, it was reported that Zambia was actually had the lowest 

copper revenue in comparison not only to its counterparts in Africa but also around the world. 

For example Chile, in the 2005/2006 fiscal year, made $8 billion from copper in sharp 

contrast to Zambia which only made $10 million.
130

 It had become apparent that the 

prevailing tax regime at the time was not providing sufficient revenue to the government. In 

order to maximize the revenues generated, the government would have to raise taxes.  

 

Moreover, despite the rise in copper prices Zambia was still a shadow of its former self 

during the ZCCM days. This led to a prevailing feeling of resentment because the perceived 

profits that the multinational mining companies were making were not directly benefiting the 

people of Zambia.  
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3.2.1.2 Political Influence 

 

The Zambian government also came under extreme political pressure to maximize the 

amount of revenue from the surge in copper prices. Not only was the government being 

pressured by civil society, they were also being pressured by opposition political parties, to 

renegotiate the development agreements. In addition to this, they came under pressure from 

external groups such as Scottish Catholic International Aid Fund (SCAIF), Christian Aid and 

Action for Southern Africa (ACTSA).
131

 Zambia conducts tripartite elections every five 

years.
132

  The people of Zambia vote directly for their President.
133

 At the same time they also 

vote for their members of Parliament and City Councillors.
134

  

 

Public resentment of perceived exploitation from foreign mining companies was perhaps 

reflected in the General Election of 2006. Although the sitting MMD government ultimately 

won the 2006 election, they did lose all urban seats on the Copperbelt and in Lusaka. The 

opposition Patriotic Front did well in those areas. In their manifesto they promised to increase 

mineral taxes and reduce personal taxes on mine workers. These promises seem to have 

resonated well with most of the urban workers, who conceived that the MMD had sold out 

the country to foreign mining companies, at the expense of the welfare of the people of 

Zambia.
135

 

 

The MMD won the Presidential election of 2006. In addition, they won 73 seats out of 150. 

They only maintained their majority in Parliament because the President has the 
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Constitutional right to appoint eight members of Parliament.
136

 The Patriotic Front on the 

other hand gained 43 seats, up from two in the previous Parliament.
137

 The MMD 

government could not ignore the significant gains that the opposition had made in Parliament. 

The government of Zambia decided to reconsider the taxation regime that the mining 

companies had enjoyed. The government had initially set up a team to renegotiate the terms 

of the development agreements, with the aid of the World Bank. However, this process was 

never undertaken. Instead, in a bid to reassert the sovereignty of Zambia and emboldened by 

support from the opposition and civil society alike, the government proceeded to unilaterally 

terminate all contracts. The paradigmatic shift in government policy is encapsulated in a 

statement by the then Deputy Minister of Finance, Jonas Shakafuswa who stated that: 

 

Our colleagues should understand that the Zambian people are in a hurry to develop and they 

should not frustrate this because this decision was made by the government based on the wishes of 

the Zambian people….So if they decide to resist these changes, they will be leaving a bad legacy 

not only for themselves but for all international companies. And remember, these changes are a 

call of the people, so if they want to frustrate this decision, then they will face the wrath of 

Zambian people.
138

 

 

A new fiscal and regulatory regime was thus implemented in 2008. This system was intended 

to ‘ensure that the tax regime remains stable and robust’ and ‘works efficiently and 

effectively for both high and low metal prices as well as high and low cost operating 
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mines.’
139

 The overall objective of the government of the day was to have an effective tax 

rate of no more than 47 percent on the mining sector.  

 

In order to foster this, the government nullified all development agreements that had been 

signed by passing the Mines and Minerals Development Act, No.7 of 2008.  Section 160(1) 

of the aforementioned Act stated that, ‘[a] development agreement which is in existence 

before the commencement of this Act shall…cease to be binding on the Republic from the 

commencement of this Act.’ 

 

A plethora of new measures were introduced under the new fiscal regime. The government 

increased the corporate tax rate from 25 percent to 35 percent. The government also increased 

the mineral royalty rate from 0.6 percent to 3 percent. In addition, a variable windfall tax was 

introduced on various metals including copper. The windfall tax was triggered at various 

levels. For copper, the windfall tax would be 25% in instances where the price per tonne was 

$2500 to $3000; 50% when the price is between $3000 and $3500 per tonne and 75% when 

the price exceeded $3500 per tonne. It was projected by the Ministry of Finance, that these 

measures would bring in an additional $415 million from the mining industry in 2008.
140

 

 

The Mining companies resisted these changes firstly because they rendered operations more 

onerous. It was noted by the Minister of Finance, that the windfall tax had some major flaws 

and was very weak in its design.
141

 As a result, the effective tax rate was actually higher than 

that intended. The effective tax rate for high cost mines ranged between 64 and 96 percent. 

For low cost mines it ranged between 57 and 64 percent. This was clearly above the rate 
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intended by the government which was up to 47 percent. The Minister of Finance, Dr. 

Situmbeko Musokotwane MP further stated that: 

 

… the marginal tax rates, particularly for high costs mines, were very high, in some cases even 

higher than 100 percent. This simply meant that for every 1 dollar increase in the price above the 

highest trigger level of copper price, a mining company had to pay taxes of more than one dollar. 

Additionally, the design of the windfall tax in the Zambian case was defective and not consistent 

with international practice as it was based on revenue as opposed to profit. It therefore did not 

take into account the cost of production. Sir, in countries with similar taxes, they are always profit 

based.
142

  

 

It would thus appear that the fiscal system that followed the unilateral cancellation of the 

mining agreements discussed was deeply flawed. The effective tax rate on mining companies 

not only rendered operations more onerous and expensive. As a result of this, some mining 

companies resisted the windfall tax.  

 

The legality of the windfall tax was also questioned. This is owing to the fact that they 

increased taxes during the stability period, which was clearly prohibited by all the contracts. 

As we have seen in previous chapters, the breach of stabilization clauses certainly renders the 

State liable to pay some form of monetary compensation to the injured investor.
143

 This will 

certainly include the payment of damnum emergens and the payment of lost future profits 

(lucrum cessans). The amount payable will obviously be determined by an arbitral tribunal, 

should the mining companies elect to initiate proceedings as First Quantum have done.
144
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In 2009, world copper prices fell as a result of the effects of the global financial crisis.
145

 As a 

consequence of this, the mining companies announced that there would be major job losses in 

the mining sector.
146

 The Government was thus compelled to announce several concessions 

to the mining sector. This included abandoning the windfall tax. Some have argued that this 

was done in exchange for the mining companies accepting the initial cancellation of the 

development agreements.
147

    

3.3 Lessons For Zambia 

 

As it has been seen, from this section and preceding ones, Zambia is a good example of the 

cyclical nature of resource nationalism. At independence in 1964 its mines were privately 

owned. Wishing to maximize the benefits from this, the host State decided to nationalize the 

mines in 1969 by taking up 51% shares in the mines held by the Roan Selection Trust and the 

Anglo-American Corporation Ltd. This represented the first wave of the resource nationalism 

cycle in Zambia. Subsequently to negotiations the government of Zambia compensated the 

mines.
148

 The amount of compensation payable was determined by negotiation and not by a 

court or arbitral tribunal. The Roan Selection Trust was paid a sum of K84.15 million, which 

was to be paid in American dollars.
149

 The Anglo-American Corporation Ltd on the other 

hand was to be paid a sum of K125.766 million, also to be paid in American dollars. The 

price of the assets was based on the book value as at 31
st
 December 1969. In terms of how the 

government would pay, it was agreed that payments would be rendered out of future profits 
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made by the government. This meant that government of Zambia was to meet the payments 

from the dividends on  their 51% share in the companies.
150

  

 

Through mismanagement, a slump in the price of copper and other factors, the mines became 

less profitable. In order to resuscitate them, foreign direct investment was sought and fostered 

through the privatization programme and the entering into of agreements between the 

government of Zambia and foreign mining companies. These agreements contained 

stabilization clauses and tax stability clauses, which were to run for 15-20 years. In other 

words, the government had expressly undertaken not to unilaterally raise taxes or do anything 

that would have a material adverse effect on the commercial interests of the mines for the 

stipulated period. When the price of copper appreciated, the government sought to maximize 

the benefits accruing from this. They thus terminated all agreements and increased corporate 

taxes and royalties and also introduced a windfall tax. This second wave of the resource 

nationalism cycle in Zambia represented a breach of government’s contractual obligations.  

 

Breach of contracts containing stabilization clauses will render the government liable to 

compensate the investor. There is a plethora of jurisprudence which shows that arbitral 

tribunals respect the sanctity of contracts and will not allow host States to unilaterally 

abrogate contracts containing these clauses.
151

 Despite this fact however, we have seen from 

Zambia and other case studies that governments still tend to unilaterally abrogate such rigid 

contracts, in the advanced stages of the resource nationalism cycle. This is because they wish 

to maximize the revenue they could potentially gain from high prices. They will often be 

under intense political pressure to do so, as seen from the Zambian case study. Governments 
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could either raise taxes or nationalize the foreign investors assets altogether. The former of 

these is what occurred in Zambia.  

 

The difficulty however, is that should the investor sue the Government of Zambia, they will 

almost certainly have to compensate the investor. From the findings in the previous chapter, it 

is clear that the compensation package will not only include compensation indemnifying the 

mining companies for their sunk costs only for their sunk costs but also for lucum cessans or 

lost future profits.
152

 This is a reflection of the fact that tribunals respect the sanctity of 

contracts and it is thus reflected in their compensation awards. Moreover, arbitral tribunals 

seek to restore the investor to the position they would have been in, had the breach not taken 

place.
153

 

 

Should this occur, this will lead to a loss of revenue for the Zambian government. The 

inflexibility this leads to precludes the government of Zambia from exercising their legitimate 

public functions. However, to rule otherwise will also have an impact on the legitimate 

expectations of the investor. The reality however, is that the prices of natural resources are 

mercurial and are subject to change over time. This factor will necessitate entering into 

flexible contracts so that the State and the investor can episodically revisit the terms of the 

concession as and when circumstances change.
154

 This can be accomplished through the 

insertion of renegotiation clauses in the contract.
155
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In the absence of renegotiation clauses, the Republic of Zambia could also rely on its 

obligation to uphold international environmental standards. In light of the environmental 

degradation that occurred in cities like Chingola, the government retains the ability to 

regulate the environment despite the existence of stabilization clauses in the concession 

agreements.
156

 Under international law, this could potentially be done by pursuing two 

avenues: (1) by limiting the scope of the stabilization clause to areas that do not directly or 

indirectly conflict with international law or; (2) by taking an evolutionary approach vis-à-vis 

the content and interpretation of the stabilization clause.
157

  

 

The host State could limit the scope of the stabilization clause through express or implied 

‘compliance with international law’.
158

 This option has often been discussed in relation to 

stabilization clauses and the application of human rights standards by the host State. It is 

argued that State sovereignty is limited by the obligation of the host State to observe human 

rights. Therefore, as the host State enters into a concession with an investor, it cannot 

undertake to impair the rights of individuals or groups that might be affected by the 

investment project.
159

 For this reason, it is contended that stabilization clauses are valid but 

their scope is restricted in that they can neither impair the rights of third parties nor can they 

prevent the host State from progressively realizing human rights.
160

 This reasoning can be 

extended to other international law obligations. One of these is to observe international 

environmental standards.
161

 Given this fact, the government of Zambia could pass laws that 

are in line with their international environmental obligations. This would not violate the 
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stabilization clauses contained in the concession agreements firstly because most of the 

terminated agreements referred mainly to tax. Secondly, even with the generally worded 

clauses, we have seen that where they conflict with Zambia’s international obligations, the 

latter takes precedence.  

 

The second avenue that could be pursued is taking the evolutionary approach. This may be 

achieved by allowing the evolution of social and environmental standards within the 

concession agreement itself. This approach would relate more to the content and 

interpretation of the stabilization clause itself, rather than its scope.
162

 This would involve 

interpreting the clauses in a way that recognizes changes in social and environmental 

standards. In the Gabčíkovo-Nagymaros
163

 case, the International Court of Justice held that 

although new norms of international environmental law do not undermine treaty obligations 

that are already in existence, such developments must be taken into account in the 

implementation of existing obligations. Such reasoning could be applied  to contractual 

obligations as well. That is to say that existing contractual obligations should be implemented 

in a way that takes into account developments in international law. Such a concept is not 

alien to international investment law. As seen in Aminoil v Kuwait
164

, the concession in this 

case had progressively undergone various changes, to which the investor had readily 

acquiesced. This effectively changed the character of the contract. Thus, the contract had lost 

its ‘former absolute character’.
165

 

 

In sum, in the absence of renegotiation clauses, if the Republic of Zambia wishes to alter its 

legislation in a way which does not contravene the stabilization clauses, they could argue that 

                                                           
162

 ibid 16 
163

 Case Concerning the Gabčíkovo-Nagymaros Project (Hungary v. Slovakia), [1997] I.C.J. Rep. 92 
164

 [1982] I.L.M. 976 
165

 ibid  paragraph 101 



194 
 

they have the right to regulate the environment, in light of the environmental degradation 

caused by the mines. It is argued above that this could be possible through two means: (1) 

limiting the scope of the stabilization clause or; (2) interpreting the stabilization clause in a 

way that takes into account the evolution of international environmental law norms. It would 

be of more utility to have renegotiation clauses, however, in order to facilitate flexibility and 

consequently a long lasting, cooperative relationship between the host State and the investor. 

Such a relationship would enable both parties to episodically come together and reconsider 

the terms of the contract in a way that takes into account the investors legitimate expectations 

and the host State’s right to pursue its legitimate public functions.  

 

4.0 Conclusion 

 

The mining industry in Zambia has gone through several transitions since its inception when 

the first European explorers began operations more than a century ago. It is apparent that 

their sole focus was on copper mining much to the detriment of other sectors of the economy. 

Thus the sole driving force of the Zambian economy was mining; making Zambia a mono-

economy. Those controlling the mines thus controlled the economy. At independence those 

controlling the mines were foreign mining companies, much to the discomfort of the 

government at the time who proceeded to nationalise the mines.  

 

Due to a combination of mismanagement and a slump of the copper prices the mining 

companies became less productive.  This led to an unprecedented stagnation in the economy. 

This was compounded by the fact that the government had to borrow money in order to keep 

the country running. With virtually little money coming in the country was plunged deeper 
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and deeper into debt. They were eventually pressurised by the IMF and the World Bank to 

privatise most government owned companies including the mines.  

 

The multinational mining companies were granted tax incentives due to the very low world 

copper prices that would have compounded the profitability of these ventures. However, as 

soon as operations commenced the copper prices rebounded to unprecedented levels. 

Meanwhile, mass lay-offs, environmental degradation led to resentments. Furthermore, there 

were concerns that the amount of profits the mines were making was not commensurate to 

the benefit to national development. This led increased political pressure on the government 

to introduce a windfall tax on mining companies, increase the mining royalty and the 

corporate tax. The concession agreements contained tax stability clauses, which stipulated 

that the government was not to increase taxes for a period of 15 years. The government 

nonetheless increased the corporate tax, introduced a windfall tax on copper and increased the 

mineral royalty. From what we have seen in the previous chapter on stabilization clauses such 

an action will render the government of Zambia susceptible to compensating the investor. 

  

The case study of the windfall tax, illustrates the adverse effects of inserting stabilization 

clauses in concession agreements. We have seen that without the prior agreement of the 

investor the host State is prohibited from taking any legislative or administrative measures to 

raise revenues. If they do, this will have pecuniary consequences. If they do not, however, 

this also leads to a loss of revenue. This precludes the host State from undertaking legitimate 

public functions. On the other hand, if stabilization clauses were ineffective this would also 

affect the legitimate expectations of the investor. What is needed is a clause that is 

sufficiently flexible in that it will protect the investor’s legitimate expectations and the 

legitimate public functions of the State. Such a balance can be accomplished through the 
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insertion of renegotiation clauses in concession agreements. This will be the recommendation 

in the final chapter of this thesis. 
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CHAPTER SIX: FLEXIBILITY THROUGH RENEGOTIATION CLAUSES 

 

1.0 INTRODUCTION 

 

From the preceding chapters it has been seen that investors have genuine concerns about 

protecting their investments and will often insert stabilization clauses in their contracts as a 

buffer against State interference with their investment. When States do prematurely terminate 

concessions, they are under a duty to compensate the investor. This includes paying 

compensation for loss of future profits.  

 

As seen in chapter four, this ensures efficiency. However, it does not allow the State 

sufficient flexibility to pursue legitimate public purposes. The Zambian case study in the 

preceding chapter, provides an illustration of such pursuit. The rigidity of contracts 

containing stabilization clauses has proven to be a ‘major source of conflict between host 

governments of developing countries and transnational corporations derives.’
1
 The investor 

requires stability and predictability in the contract on the one hand and the State requires 

flexibility on the other.   

 

As a consequence of this, I submit that additional mechanisms are required in order to 

guarantee the long term subsistence of development agreements and concessions alike. Such 

a mechanism would preserve the sovereign prerogatives of the State, whilst protecting the 

legitimate commercial expectations of the investor.
2
 In this chapter, I propose that this 

additional contractual mechanism can come in the form of a renegotiation clause which 
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enables the parties to review and renegotiate certain terms either at specific intervals or at the 

occurrence of certain trigger events.
3
 The insertion of such a clause enables the parties to 

avoid the inflexibility that is typically associated with contracts that contain stabilization 

clauses.
4
  

 

Renegotiations may also occur outside the existing contractual framework. These can be 

more onerous because they are typically ‘undertaken in apparent violation of the contract or 

at least in the absence of a specific clause authorizing a renegotiation.’
5
 Certainly when a 

change of circumstances renders the contract onerous or economically impossible to perform, 

then the parties may be discharged from the contract under some jurisdictions, the courts may 

direct the parties to renegotiate in others, or the courts may have the powers to adapt the 

contract on the parties’ behalf. The course of action taken depends largely on the scope of the 

court’s jurisdiction as provided for under its national laws.  

 

The second part of this chapter seeks to define renegotiation clauses and examine some 

reasons behind the parties’ desire to renegotiate. The third part will discuss the principle of 

rebus sic stantibus as the means through which the parties may seek to renegotiate or be 

discharged from their contract in the event of unforeseeable changed circumstances. The 

fourth part will discuss a renegotiation process which does contain a clause and will 

recommend a clause that deals specifically with windfall profits. In the final part I will be 

summarizing my findings.  
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2.0 RENEGOTIATION CLAUSES DEFINED 

 

Renegotiation clauses are contractual mechanisms which give the parties the option to 

review, discuss and adapt the terms of a contract. These typically take effect either upon the 

occurrence of a triggering event or during specific intervals.
6
 If the triggering event has the 

effect of altering the contractual equilibrium that exists between the parties, then there exists 

the possibility of adapting the contract. This is provided that the parties agree to such 

adaptation or provided that the clause itself prescribes adaptation by a third party. The legal 

validity of these clauses is undisputed because they are inserted by the free will of the 

parties.
7
  

 

The insertion of a renegotiation clause will facilitate what is referred to as intra-contract 

renegotiations.
8
 This is because they occur within the framework of the agreement itself. This 

can be contrasted with extra-contract renegotiation, which as the name implies occurs outside 

the framework of the existing concession agreement. These types of renegotiations would 

have occurred during the renegotiation of the various mineral concessions in the 1960s and 

1970s. The fundamental feature of these renegotiations is that one party was requesting the 

alteration of pre-existing contractual obligations even though there was no provision for this 

in the agreement itself.
9
 The third type of renegotiation is referred to as post-contract 

renegotiation. These types of renegotiations occur upon the expiration of the contract. 
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Although the parties, in the abstract, are relieved of their obligations once the contract has 

elapsed, they may nonetheless attempt to renew their relationship.
10

 

 

Renegotiation clauses can be contrasted with stabilization clauses. In the latter case the aim is 

to freeze the law so as to ‘keep the original balance alive throughout the contract’, whereas in 

the former case the aim is to keep the relationship alive by ‘requiring the parties to strike a 

new balance wherever there are circumstances justifying a change in the original obligations 

of the contract.’
11

   

 

The difficulty with rigid contractual arrangements, whether fiscal or otherwise, is that they 

cannot ‘realistically persist in the face of the dynamic economic changes at the global and 

national level over ten years.’
12

 The contractual framework should reflect this and 

acknowledge that the possibility of change is a normal and integral feature of international 

business.
13

  This could be accomplished through the insertion of renegotiation clauses in the 

contract.  

 

Although it is understandable that the investor would need some form of stability in their 

contracts, this position cannot be sustained in the long run. Renegotiation on the other hand 

does not undermine the stability of concession agreements. It actually provides a form of 

insurance against the resource nationalism cycle. Governments are more likely to react 

adversely, if they realise that the contract emphatically excludes the possibility future 

revision.
14

 There would be far less inclination to nationalize or take any other draconian 
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measures, if the terms of the agreement episodically be revisited, reopened and revised. 

Asante observes:   

 

If periodical review is recognized as a realistic feature of the investment process, financiers could 

take it into account in determining the financing agreements, and the renegotiation could be so 

timed as to coincide with the year in which the investor would have recouped his investment. 

Thereafter, both parties could agree on a reasonable rate of return for the investor. 
15

 

 

Despite their differences, the two clauses can co-exist within the same contract.
16

 The 

combination may seem incongruous. However, the advantage of having the clause lies in the 

fact that governments and corporations alike are then under an obligation to renegotiate the 

contract in good faith, with the aim of restoring the contractual equilibrium.  

 

The need to renegotiate is influenced by a plethora of factors. These all seem to emanate from 

the fact that concessions are long term agreements which, as a general rule, will run for a 

period exceeding ten years. Indeed some may even run for sixty years as was the case in 

Aminoil v Kuwait.
17

 Regardless of the time frame, it is within the realm of contemplation that 

episodically a concatenation of circumstances will necessitate the revisiting of certain 

contractual provisions.
18

 Such a situation for example may be precipitated by a sudden 

windfall in commodity prices. As evidenced in previous chapters there may be a perception, 

whether misconceived or not, that multinational corporations are externalizing more profits 

from the natural resources of the host State than they are actually bringing in. This can further 
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be compounded in instances where the State is in a relatively weaker bargaining position than 

the corporation.
19

 

 

The perceived unfairness of this may lead to political strife which in turn may lead to two 

potential consequences. If a friendly host government who may have previously granted 

favourable terms to the investor is in power they may wish to revisit the terms of the 

concession. The incentives received by multinational corporations may possibly be reduced 

or even revoked so that the party in power may maintain their political hegemony. This is so 

as to obtain an equitable share of the profits generated by the multinational corporation as a 

result of the windfall. Such a move would be calculated to pacify an agitated people which in 

turn would generate the political mileage needed for the government of the day to maintain 

their political hegemony.  

 

The second potential consequence is that the political strife may lead to a change of 

government through democratic or indeed extra democratic means.
20

 In such an instance the 

new government may seek to renegotiate the terms of the contract so as to reach a more 

equitable tax regime. Failure to renegotiate with an overzealous government may potentially 

lead to the outright nationalization of the investor’s assets. The renegotiation clause acts as a 

buffer against such extreme consequences by aiding the parties in reaching an equitable 

solution ‘which eventually facilitates stability in the contractual relationship by promoting 
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confidence, trust and reliability between them.’
21

 By inserting renegotiation clauses, the 

parties are minimising the chances of a conflict occurring.
22

 

 

It has further been advanced that culture is an influencing factor. Perceptions of how business 

ought to be conducted vary from culture to culture.  Invariably, the business practices of 

capital exporting nations will be very different to those to the capital importing ones. As a 

result of this, differences may arise and it may be necessary to renegotiate the terms of the 

contract. It is argued that there is a divide between East and West in terms of how business is 

conducted. In the East, particularly Asian, businesses typically seek to avoid conflict and 

endeavour to keep the contract alive despite times of adversity.
23

 In the East, contracts are 

seen as fluid and implicitly can be renegotiated upon the occurrence of unforeseen events. 

This is in contrast to their Western counterparts who take a more rigid approach to 

contracts.
24

 In view of this, renegotiation clauses are seen as a ‘middle ground between total 

contractual rigidity, on the one hand, and complete relational flexibility on the other.’
25

  

 

This perceived divide between East and West can be questioned however.
26

 It is argued that 

when determining the impact that culture has on renegotiation; categorizing the regions in 

this manner is too simplistic and assumes that the ‘culture in each category is homogenous.’
27

 

This assumption is erroneous because it ignores the variations that exist between the 

countries in the said regions such as the geographical location, historical developments and 
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stages of economic development.
28

 For this reason if we are to examine the impact of culture 

we must analyse this on two levels of culture: national and organizational.
29

 

 

On a national level, the heterogeneous nature of culture within national boundaries renders it 

dangerous to ‘draw conclusions based on national culture without considering differences 

within a nation such as those arising from organizations and individuals.’
30

 This position can 

be contrasted with an alternative view which defines culture as ‘the collective programming 

of the mind which distinguishes the members of one group from another.’
31

 The difficulty 

with this latter position is that it is too narrow because it only looks at culture from national 

perspective and as a result assumes ‘culture is homogenous within national boundaries.’
32

 

  

Looking at culture from an organizational point of view enables us to understand that culture 

is influenced by ‘various local cultures each with their own distinctive values.’
33

 This would 

suggest that, whilst there may be a dominant culture within the organisation, it still however 

comprises of various other local cultures which may exist within the organisation. It is the 

attributes of people, and not the organizational structure that influences organisational 

behaviour.
34

 Organizations should also be viewed as ‘containing patterned behaviour of 

interdependent parts including interdependent people.’
35

 One is thus left with an organisation 

with many types of people who possess myriad competencies. However, there also exists an 
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organizational culture under which the people therein, despite their differences, share 

‘common organizational attributes.’
36

 The approach of looking at the organizational culture is 

advantageous in their view as it acknowledges the fact that an organization consists of people 

that come from various backgrounds and exert their own culture to influence organizational 

behaviour.
37

 

 

Stabilization clauses on their own cannot withstand the realities associated with long term 

contracts.
38

 No one questions the necessity of inserting some form of protective clause in the 

concession agreements.
39

 However, the vicissitudes of the natural resource industry are a 

good enough reason to provide for some form of flexibility in long term agreements through 

renegotiation clauses.  This facilitates renegotiations that can be conducted in instances where 

there are windfall profits or indeed in instances where the economic situation has become so 

onerous to the investor that they need to revise certain contractual terms to stay afloat. It is in 

the interests of the parties to renegotiate the contract as their relationship is an interdependent 

one and their interests inextricably linked.
40

  

 

3.0 CONTRACTS WITHOUT A RENEGOTIATION CLAUSE 

 

Even in the absence of a renegotiation clause in a long term agreement, there still may be 

alternative avenues through which the host State may realise flexibility in their agreements. 

They could achieve this by relying on the principle of rebus sic stantibus or changed 
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circumstances.
41

 The first part of this section will examine the principle of rebus sic 

stantibus. Under this rule there may be an obligation to renegotiate if there is a change of 

circumstances. However, this depends largely on the legal system.  The principle of rebus sic 

stantibus entails that in the event of an unforeseen change of circumstances that destroys the 

economic viability of a contract the parties may be permitted to renegotiate the contract or 

refer the matter to a tribunal for amendment
42

 or termination. The principle of rebus sic 

stantibus is not diametrically opposed to pacta sunt servanda. In fact it is argued that the two 

principles complement each other like two sides of a coin. The former simply tempers the 

rigidity of the latter by ensuring that contracts are enforced in a more equitable and dynamic 

manner.
43

 From the case law examined in this section, it shall be seen that the pacta sunt 

servanda is still respected; however it is universally understood by international law and 

leading systems of national law, that unforeseen circumstances may necessitate the 

renegotiation, adaptation or outright termination of contracts.   

 

The principle of changed circumstances infers that in instances where changed circumstances 

adversely affect the economic viability of a contract, there may be a duty to renegotiate. 

However, in order to activate and depend on this principle, there must either be a contractual 

term to this effect or in the applicable law must provide for it.
44

 Application of the doctrine 

varies from jurisdiction to jurisdiction. Two factors however do bring some form of 

commonality. Firstly, the courts in most jurisdiction respect the fact that pacta sunt servanda 

is the overriding policy of contract law. Secondly, whilst the courts recognise that rebus sic 
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stantibus is one of the exceptions to this rule, they are only willing to apply it in limited 

circumstances, thus averting the potential for misuse of the principle.
45

 The approach of the 

courts is best summed up by Arbitrator Lalive in Indian Indian Cement Co v. Pakistani 

Bank
46

 where he opined that: 

 

The principle “Rebus sic stantibus” is universally considered as being of strict and narrow 

interpretation, as a dangerous exception to the principle of sanctity of contracts. Whatever opinion 

or interpretation lawyers of different countries may have about the ‘concept’ of changed 

circumstances as an excuse for non-performance, they will doubtless agree on the necessity to 

limit the application of the so-called ‘doctrine rebus sic stantibus’ (sometimes referred to as 

“frustration”, “force majeure”, “imprevision”, and the like) to cases where compelling reasons 

justify it, having regard not only to the fundamental character of the changes, but also to the 

particular type of the contract involved, to the requirements of fairness and equity and to all 

circumstances of the case.
47

 

 

The first part of this section will examine international law’s recognition of the principle. It 

will then go on to discuss the varying approaches under the Common Law and Civil Law 

Jurisdictions. This overview is necessary for the chances of adaptation depend largely on the 

idiosyncrasies of a particular jurisdiction and therefore the choice of law applicable to a 

contract plays a large part in this. The potential uncertainty this presents the parties with is a 

good reason for the insertion of renegotiation and adaptation clauses in concession 

agreements.  
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3.1 Rebus Sic Stantibus Under International Law  

 

The principle of fundamental change of circumstances (rebus sic stantibus) is certainly one 

that is recognised under international law. This principle is found in Article 62 of the Vienna 

Convention on Treaties which highlights the grounds upon which a State may withdraw from 

a treaty.  Article 62(1) states that, provided the circumstances were unforeseen a State may 

withdraw from a treaty in instances where ‘(a) the existence of those circumstances 

constituted an essential basis of the consent of the parties to be bound by the treaty; and (b) 

the effect of the change is radically to transform the extent of obligations still to be performed 

under the treaty.’ Article 62(2) further provides the principle may not be invoked in instances 

where the said treaty establishes a boundary or where the fundamental change is a direct 

consequence of a breach committed by the invoking party. 

 

In the Gabcikovo-Nagymaros case the International Court of Justice opined that they are only 

willing to apply the doctrine of rebus sic stantibus where the fundamental change of 

circumstances was unforeseen. These circumstances must go to the root of the actual treaty. 

They further added that because the wording of Article 62 of the Vienna Convention on the 

Law of Treaties was negative and conditional, the International Court of Justice also ruled 

that the doctrine of fundamental change of circumstances can only be applied in exceptional 

cases.
48

 

 

The International Court of Justice ultimately left it to the parties to go back and negotiate in 

good faith the means through which they were going to achieve the objectives of the Treaty 

they had entered into. We can thus see that even under international law the principle of 
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sanctity of contracts is respected. The courts do recognise that a change of circumstances can 

indeed excuse the parties from performing a contract. However, this is applied in limited 

circumstances and the courts certainly will not engage in the modification or alteration of 

agreements between two parties.  

 

Clearly the preceding case relates more to treaties than it does to contracts between 

multinational corporations and the host government. Although it is just in draft form, the 

sentiments expressed in the UN Draft Code of Conduct for Transnational Corporations do 

provide an indication of the potential direction that the United Nations may eventually go 

with the principle of rebus sic stantibus.  Article 5 of the aforementioned draft code states 

that a transnational corporation should respond positively to requests for renegotiation of 

agreements in instances:  

 

marked by duress, or clear inequality between the parties, or where the conditions upon which such a 

contract was based have fundamentally changed, causing thereby unforeseen major distortions in the 

relations between the parties and thus rendering the contract unfair or oppressive to either of the 

parties. Aiming at ensuring fairness to all parties concerned, review or renegotiation in such 

situations should be undertaken in accordance with applicable legal principles and generally 

recognised legal practices.
49

 

 

Further evidence of this principle is also found under the UNIDROIT Principles of 

International Commercial Contracts.
50

 The Principles whilst recognising pacta sunt servanda 

state that it is not an absolute rule. Article 6.2.2 states that there is an obligation to perform 

despite the hardship unless ‘the occurrence of events fundamentally alters the equilibrium of 
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the contract either because the cost of a party's performance has increased or because the 

value of the performance a party receives has diminished.’ The events must occur after the 

conclusion of the contract. Furthermore, the events must not have reasonably been taken into 

account at the conclusion of the contract and they must be beyond the control of the party 

seeking excuse. Paragraph (d) further provides that the party should not have assumed the 

risk of events.  The commentary sheds more light on what this actually means. It says that 

even though certain risks may not have been undertaken expressly, the element of risk may 

be implied from the very nature of the contract. A person that enters a speculative transaction 

is deemed to assume a certain degree of risk even though he or she is not fully aware of them 

at the time that the contract is being concluded.
51

 

 

In the event of hardship Article 6.2.3, provides that the disadvantaged party is ‘entitled to 

request renegotiations.’ Such a request must be made without undue delay and should state 

the grounds upon which it is made. Paragraph (2) provides that this request for renegotiation 

does not in itself give the disadvantaged party the right to withhold performance. Paragraph 

(3) states that in an event where the parties fail to arrive at an agreement, they may take the 

matter to court.  Paragraph (4) lays down that where the courts do find hardship, they may if 

reasonable either terminate the contract or adapt it ‘with a view to restoring its equilibrium.’ 

 

Article 7.1.7 provides for instances of force majeure. Paragraph 1 states that non-performance 

of a contract is excused if the party in breach can prove that it was as a result of an 

impediment beyond his or her control and as a result could not reasonably be expected to 

have taken that impediment at the time that the contract was being concluded nor could the 

party have avoid or overcome this impediment or its consequences. If the impediment is only 
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temporary then the party is only excused for a reasonable period of time. The reasonableness 

of such a timeframe depends on ‘the effect of the impediment on the performance of the 

contract.’
52

 Indeed there is also a duty to notify the other party of this impediment and its 

effect on the ability to perform. Failure to give such notification within a reasonable time 

frame may render the party in breach liable for any damages resulting from this.
53

  

 

Excuse for non-performance is also recognised under Article 79(1) of the Convention on the 

International Sale of Goods (CISG) which provides that a party may escape liability for 

failure to perform his or her obligations if the said party can prove that this was as a result of 

an impediment beyond his or her control and that could not have reasonably been taken into 

account at the time the contract was being concluded. Furthermore, the party must be unable 

to avoid or overcome its consequences.   

 

In Scafom International BV v Lorraine Tubes, the Belgian Supreme Court interpreted this as 

including force majeure. Thus if there is an unforeseen change of circumstances which leads 

to the alteration of the contractual equilibrium, then this might under limited circumstances 

enable the parties to extricate themselves from performance of their contractual obligations.
54

 

The convention leaves the parties to adopt any remedy apart from the payment of damages.
55

 

From this it could be inferred that renegotiation and adaptation is within the scope of the 

parties prerogatives. However, this is just a mere inference and is by no means a certain 

avenue to pursue because it depends on the parties’ willingness to do so and it depends on the 

courts willingness to enforce the contract.  
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3.2 Common Law Systems 

 

The general position under the common law is that the parties are bound by the terms of the 

contract. However, English Common Law also recognises that there may be instances where 

a change of circumstances renders the contract impossible to perform. In such an event the 

contract is said to be frustrated. As was stated by Lord Simon in National Carriers Ltd v 

Panalpina (Northern Ltd)
56

:  

 

Frustration of a contract takes place when there supervenes an event (without default of either 

party and for which the contract makes no sufficient provision) which so significantly changes the 

nature (not merely the expense or onerousness) of the outstanding contractual rights and/or 

obligations from what the parties could reasonably have contemplated at the time of its execution 

that it would be unjust to hold them to the literal sense of its stipulations in the new 

circumstances…
57

 

 

The doctrine of frustration discharges the parties from any duty to perform.
58

 This event 

however should not be self-induced.
59

 In addition, it must have been unforeseeable.
60

 It 

should be noted at this point however, that the doctrine of frustration, like rebus sic stantibus, 

is only applied in limited circumstances. Moreover, it is established that the mere fact that 

commercial realities have changed leading to increased costs or an adverse effect on one 

parties profit making capacity, does not in itself amount to a frustrating event.
61

 Furthermore, 

the court does not have the power to modify or amend the contract in the event that they do 
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find that the contract has been frustrated. All they can do is discharge the parties of any pre-

existing duty to perform.
62

  

 

The English position can be contrasted with the slightly more liberal approach of the United 

States.
63

 Section 2-615 of the Uniform Commercial Code recognises the principle of 

‘commercial impracticability.’
64

 This doctrine allows the parties to request a renegotiation in 

instances where circumstances have altered so radically that performance of the contract is no 

longer economically viable.
65

 Indeed, the change of circumstances must be unanticipated at 

the time that the original contract was being signed and must be so financially damaging to 

the party, with the possibility of even driving the said party to bankruptcy.
66

 Although the 

position in the United States is slightly wider than under English Common Law we can see 

that it is still very narrow.  

 

3.3 Civil Law Systems 

 

Judges under the civil law systems appear to be slightly more empowered than their common 

law counterparts. The general rule is that pacta sunt servanda is the prevailing principle when 

one contracts under the civil law. However, this rule only subsists if the underlying 

circumstances which were essential in the conclusion of the agreement’ continue to exist.
67

 

The principle of rebus sic stantibus gained particular traction in the aftermath of the 
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devastation caused by the wars in Europe.
68

  The courts saw no justification for holding the 

parties to contracts which were deemed impossible to perform. It does not follow of course 

that the parties are permitted an easy escape from their contracts. Certain conditions do need 

to be met and these are encapsulated in the German principle of Störung der 

Geschäftsgrundlage and the French principle of Imprévison.
69

 

 

Paragraph 313 of the German Civil Code propounds the principle of Störung der 

Geschäftsgrundlage.  Under this principle, the parties are no longer bound to their contractual 

obligations in instances where unforeseen events have led to a drastic alteration of the 

essential circumstances that subsisted when the contract was formalised.  The disrupted 

economic equilibrium should be so unbalanced that the contract no longer has any real value 

to the affected party. Originally, the German Civil Code did not actually contain a provision 

that expressly dealt with the issue of changed circumstances. They thus interpreted 

paragragph 242 of their Civil Code, which imposes a general duty of good faith on 

contracting parties, so as to read into it the principle of Wegfall der Geschäftsgrundlage.
70

 It 

was advanced that compelling a party to complete a contract when circumstances had 

changed radically and unforeseeably, would be against good faith. However, in 2002, the 

provisions of the Civil Code were revised and as such a new provision was included.
71

  

Paragraph 313 of the Civil Code was entitled Störung der Geschäftsgrundlage. Earlier 

interpretations of paragraph 242 are thus codified in the new provision. In contrast to their 

common law counterparts the German courts do not only have the power to terminate a 
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contract, they can also adapt it in instances of changed circumstances as codified in para. 313 

of the German Civil Code.
72

 

 

The principle of rebus sic stantibus is also found in the French doctrine of imprévison.
73

 It is 

implied from this theory that contracts between the French government (or an emanation of 

the same) can only subsist as long as the fundamental circumstances contemplated by the 

parties are still in existence.
74

 In order for imprévison to arise two essential requirements must 

be met: ‘the change of contractual circumstances must not be due to any fault on behalf of the 

debtor and the contract must not contain any provisions related to the adaptation (indexing or 

renegotiation) to the new circumstances.’
75

  

 

However, this principle in the French context emanates from French administrative law and 

applies only to administrative contracts concluded with the French government.
76

 It does not 

apply to civil contracts and the French courts have episodically resisted any attempts to 

extend it to such contracts. This was clearly illustrated in the Canal de Craponne case where 

the Cour de Cassation held that, ‘The courts cannot – even in the interest of equity – take into 

consideration the time and circumstances in order to modify these agreements, and to 

substitute new clauses for those which have been freely accepted by the parties.’
77

 This, it 

would appear is in sharp contrast to the German position. Despite the French reluctance to 
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apply this principle to civil contracts it has been adopted by various other civil law 

jurisdictions such as Poland, Italy, Greece and Egypt.
78

  

3.4 Hardship Clauses 

 

The parties could also rely on hardship clauses, if these are contained in the concession 

agreement. These are utilized for different purposes in contracts. Typically however, the 

purpose of these clauses is to deal with any potential hardships that may arise that are beyond 

the contemplation or control of the parties. When such eventualities arise, it gives the parties 

the right to request the suspension or termination of the contract.
79

  An example of a hardship 

clause is the ICC Model Hardship Clause: 

 

1. A party to a contract is bound to perform its contractual duties even if its events have rendered 

performance more onerous than could reasonably have been anticipated at the time of the 

conclusion of the contract.  

2. Notwithstanding paragraph 1 of this Clause, where a party to a contract proves that:  

a) the continued performance of its contractual duties has become excessively onerous due to an 

event beyond its reasonable control which it could not reasonably have been expected to have 

taken into account at the time of the conclusion of the contract; and that 

b) it could not reasonably have avoided or overcome the event or its consequences, the parties are 

bound, within a reasonable time of the invocation of this Clause, to negotiate alternative 

contractual terms which reasonably allow for the consequences of the event. 

3. Where paragraph 2 of this Clause applies, but where alternative contractual terms which 

reasonably allow for the consequences of the event are not agreed by the other party to the 
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contract as provided in that paragraph, the party invoking this Clause is entitled to termination of 

the contract.
80

 

 

It must be noted that these types of clauses are not so popular in concession agreements.
81

 

This is owing to the fact that investors feel that they lead to contractual instability and may 

provide an easy avenue through which the host State may evade its contractual 

responsibilities.
82

 Because, in their view, the term hardship cannot be defined with great 

precision, such a clause may lead to a situation whereby the parties to the contract will excuse 

their non-performance of a contract, by invoking, inducing or advancing the most spurious of 

claims.
83

 Such resistance has subsided somewhat over the years.
84

 Hardship clauses are also 

problematic if they provide for termination of the concession when the hardship occurs. 

Termination is not an appropriate remedy for concession agreements. This is owing to the fact 

that the investor has, by the time the hardship takes place, invested considerable sums of 

money on the project and supporting infrastructure.
85

  

 

Furthermore, rebus sic stantibus seems to apply more in instances where the parties are 

experiencing some sort of hardship or detriment arising from the changed circumstances. 

From the wording of the abovementioned clauses and the general principles applying to 

frustration, force majeure, imprévision and Störung der Geschäftsgrundlage, one would 

conceive that it only applies to instances where the parties are experiencing some sort of 

hardship. Because the purpose of this chapter is to propose ways in which renegotiation can 

be initiated in instances where multinational mining companies are accruing windfall profits 
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as a result of commodity prices.  For these reasons it is more prudent for the parties to insert 

renegotiation clauses in their contract.   

 

The better way forward is for the State and the investor to renegotiate the terms of the 

contract. This enables both parties to jointly consider ways in which they could benefit from 

the surplus they can and will potentially earn from the rise in the price of a particular natural 

resource. Similarly, given the mercurial nature of natural resources, the parties may also 

jointly consider reducing taxes in instances where the price depreciates.  

 

4.0 CONTRACTS WITH A RENEGOTIATION CLAUSE 

 

From the preceding section it is evident that if renegotiation is to occur it would be best for 

the parties to insert a clause to that effect in the contract. This is owing to the fact that whilst 

the legal systems at both international and national level recognise the principle of rebus sic 

stantibus, they are only willing to apply it in limited circumstances so as to preserve the 

sanctity of contracts and other agreements entered into. Thus it is by no means certain that the 

contracts will be adapted by the courts. Therefore, if we are to have any form of flexibility it 

must be in the form of a contractual clause permitting the renegotiation and adaptation of the 

terms of concession agreements. These clauses would be the mechanism through which 

renegotiation is facilitated between the host state and the investor.
86

 An example is Article 

34.12 of the Model Exploration and Production Sharing Agreement of 1994 of Qatar, which 

states: 
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Whereas the financial position of the Contractor has been based, under the Agreement, on the 

laws and regulations in force at the Effective Date, it is agreed that, if any future law, decree or 

regulation affects Contractor’s financial position, and in particular if the customs duties 

exceed...percent during the term of the Agreement, both parties shall enter into negotiations, in 

good faith, in order to reach an equitable solution that maintains the economic equilibrium of this 

Agreement. Failing to reach agreement on such equitable solution, the matter may be referred by 

either Party to arbitration pursuant to Article 31.
87

 

 

A number of issues arise from the renegotiation.
88

 The first element is to identify the 

circumstances that will lead to a renegotiation. This is what is referred to as the trigger event. 

The second issue that arises is the effect that the trigger event should have on the contract. 

The third issue that needs to be identified is the objective of the renegotiation. In other words: 

what are the parties seeking to achieve through the negotiation? Once these factors have been 

established, clear guidelines on the procedure for the renegotiation needs to be drawn by the 

parties. Finally, there must be a solution stipulated in case the parties fail to reach an 

agreement. This would normally mean referral to a third party to review the matter and 

possibly alter the terms of the agreement.  

 

4.1 Triggering Event 

 

The very first issue that must be identified is the event, or indeed concatenation of events, 

that will activate the process of renegotiation. This is referred to as the triggering event. Once 

the triggering event is identified, it will become the legal basis upon which the parties may 

                                                           
87

 Piero Bernardini, ‘The Renegotiation of the Investment Contract’ (1998) 13 Foreign Investment Law Journal 

411, 416 
88

 Piero Bernardini, Stabilization and Adaptation in Oil and Gas Investments’ (2008) 1 Journal of World Energy 

Law and Business 98, 103 



220 
 

then proceed to renegotiate.
89

 As we have noted above, some clauses specify the precise 

events that will trigger a renegotiation. They may for example stipulate tax increases or the 

fluctuation or depreciation of commodity prices. An example of this is the Lasmo Clause 

which made reference to the introduction of ‘new law(s) and/or regulation(s) … in Vietnam 

adversely affecting CONTRACTOR’S interest or any amendments to existing laws and/or 

regulations.’
90

 Similarly, the Ghana/Shell clause states, ‘It is hereby agreed that if during the 

term of this Agreement there should occur such changes in the financial and economic 

circumstances relating to the petroleum industry.’
91

 

 

Precision in the language will serve to narrow the instances in which renegotiation between 

the parties can be initiated. Other clauses may utilise such general terminology as ‘a 

substantial change in the circumstances existing on the date of the agreement’ or ‘a change of 

circumstances’, thus widening the scope of events that may trigger a renegotiation. Some 

clauses  may not even mention a trigger event at all. An example of such a clause is the OK 

Tedi Clause which utilizes more general terminology when it states, ‘The parties may from 

time to time by agreement in writing add to, substitute for, cancel or vary all or any of the 

provisions of this Agreement.’
92

  

 

The advantage of having a narrowly defined clause is that the specificity contained therein 

leads to certainty which is good for both the State and the investor. This is owing to the fact 

that clearly defined events will, in theory, circumvent an opportunistic party from requesting 
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renegotiation in instances outside the scope of the terms defined in the contract.
93

 It is argued 

that difficulties typically arise in the event where the triggering event is not sufficiently 

defined in the concession agreement.
94

 However, there is a danger that the terms can be so 

stringent that it leads to precisely the type of rigidity identified in stabilization clauses. A 

wide definition is advantageous in that it allows for some form of flexibility. However, there 

is also a danger that it can be so wide that it leads to uncertainty. This fact notwithstanding, a 

wider definition at least allows for the type of flexibility that in the long run will certainly 

protect the investor’s interests whilst protecting the States sovereignty. Furthermore, it is 

rather difficult to envisage and thus account for every conceivable eventuality in the 

contract.
95

 For this reason it is better to have a wide definition that will capture every 

reasonable eventuality that may not be envisaged by contractual draftspersons.  

 

The possibility of either of the parties initiating vexatious renegotiations is averted by the fact 

that arbitral tribunals tend to define the triggering events very narrowly anyway.
96

 Clearly, 

this will lead to some consternation on the part of both parties, however ‘express contractual 

language will not totally eliminate risk. There is virtually nothing that can accomplish this.’
97

  

The issue of certainty however can be addressed in the next subsection which deals with the 

effects of the change on the contract which is more important than the actual triggering event.  
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4.2 The Effect of the Change on the Contract 

 

Renegotiation and adaptation clauses should apply only in exceptional circumstances.
98

 

Again this could be defined in the clause itself by determining the effect of the triggering 

event on the actual relationship of the parties. If the effect on the parties does not manifest, 

then again there is no legal basis for renegotiation. It could be drafted in a way that the 

triggering event causes a ‘disproportionate prejudice’, ‘substantial detriment’, ‘substantial 

economic imbalance’ on the parties’ relationship or simply materially affects ‘the economic 

and financial basis of the agreement.’
99

 They could also use a term like, ‘the consequences 

and effects of which are fundamentally different to what was contemplated by the parties at 

the time of entering the agreement.’
100

 The Ghana/Shell clause stipulates that the triggering 

event must ‘materially affect the fundamental economic and financial basis of this 

Agreement.’
101

 Neither of the parties should be allowed to demand performance during 

renegotiation. 

4.3 The Objectives of the Renegotiation 

 

The precise obligations of the parties in the course of renegotiation must be defined.
102

 

Subjective wording such as ‘removing the unfairness’ or ‘adopting an equitable revision’ may 

be utilized.
103

 Alternatively an objective wording like ‘restoring the original contractual 

equilibrium’ can also be used. 
104

 The Lasmo clause talks of making ‘necessary changes to 

this Agreement to ensure that CONTRACTOR is restored to the same economic conditions 
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which would have prevailed if the new law and/or regulation or amendment had not been 

introduced.’
105

 The objectives of either party may be very different.  As Al Faruque notes: 

 

The host government may seek to achieve diverse goals through a renegotiation of the petroleum 

contract – to gain greater control of the economy for the government and citizens; to secure an 

increase in revenue from the project; to promote economic self-reliance; to combat economic 

imperialism; to implement an ideology; to implement a policy of joint venture between foreign 

investors and state corporations; to obtain government control of major productive enterprises; to 

promote state monopolies; or to gain access to new technology, etc
106

 

 

The investor may also have their own objectives during the renegotiation process. Their 

interests may lie in the economic viability of continuing with the contract in its original form. 

Tied to this, they will also be interested in restoring the equilibrium of the contract. Indeed 

there may be cases where the investor discovers that a particular find is not as economically 

viable as initially anticipated. Perhaps they may also seek to renegotiate in instances where 

the price of a commodity has depreciated. In whatever scenario, just like the host State, the 

investor will require the terms of the contract to be renegotiated from time to time.
107

 

4.4 The Procedure 

 

The procedure for the renegotiations should clearly stipulate the parties’ obligations.
108

 

Invariably, renegotiation clauses are cryptic on the actual obligations of the parties. How do 

the parties thus decipher what these are? It is advanced that regardless of the formulation of 

the renegotiation clauses the parties can decipher what their obligations are by looking at the 
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inherent functions of the renegotiation clause. These are threefold. The first is to compel the 

parties to ‘cooperate in the renegotiation procedure in an efficient manner.’
109

 That is to say 

that the parties should act in a manner that is aimed at successfully reaching a solution. This 

means adopting a flexible attitude and consideration for the needs of the other party. These 

sentiments are shared by the tribunal in Aminoil v Kuwait
110

 where they stated that:  

 

[Neither side has neglected] the general principles that ought to be observed in carrying out an 

obligation to negotiate, - that is to say, good faith as properly to be understood; sustained upkeep 

of the negotiations over a period appropriate to the circumstances; awareness of the interests of 

the other party; and a preserving quest for an acceptable compromise. 
111

 

 

The second function of the clauses is to adapt the contract to, and only to, the changed 

circumstances.
112

 There is no justification for altering and restructuring the entire contract 

unless this is actually stipulated in the contract itself. The third function of these clauses is to 

‘maintain and control the commercial balance of the contract to adjust to changed 

circumstances.’
113

 It should certainly not lead to a situation whereby one party seeks to 

exploit the other party’s weakness so as to obtain a commercial advantage. Thus the 

obligations of the parties during the renegotiation process as follows: 

 

1. Keeping to the negotiation framework set out by the clause, 2. Respecting the remaining 

provisions of the contract, 3. Having regard to the prior contractual practice between the 

parties…5. Paying attention to the interests of the other side…12. Giving appropriate reasons for 

one’s own adjustment suggestions, 15. Making an effort to maintain the price-performance 
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relationship taking into consideration the parameters regarded as relevant by the parties,16. 

Avoiding an unfair advantage or detriment to the other side (“no profit – no loss” principle).
114

 

 

These factors can serve as a mere starting point in determining the parties obligations in each 

case. However, this also has to be determined in conjunction with the actual wording of the 

renegotiation clause. Further consideration must be paid to the nature of the contract and the 

intention of the parties.
115

 

 

4.5 Course of Action Should the Renegotiation Fail 

 

If the parties do fail to reach an agreement there are two further problems. The first problem 

is that arbitrators are reluctant to adapt the contracts in instances where they do not have the 

authority to do so.  The second problem may arise during ICSID arbitration. Because there 

needs to be an actual legal dispute, arbitrators may deny jurisdiction in the case at all. This is 

owing to the fact that failing to agree during the process of negotiation does not necessarily 

constitute a ‘legal dispute’ under ICSID.  

 

4.5.1 Agreements to Negotiate 

 

There is a potential pitfall in having a renegotiation clause in the contract. The clause does 

impose a duty on the parties to negotiate in good faith. As emphasized in an unpublished 

award by the International Chamber of Commerce, there is ‘a duty for the parties to accept 

and take actively part in the negotiation, with the will to reach an agreement … to respect the 

negotiation frame adopted by the parties agreement, without reopening the already 
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contractually accepted provisions.’
116

 These negotiations must be carried out in good faith 

and must be concluded within a reasonable period of time. Failure to do this may amount to 

breach of contract.
117

  

 

However, even though there is a duty to negotiate, this does not mean that there is an actual 

obligation for the parties to come to an agreement subsequently to the renegotiation 

proceedings.
118

 This was highlighted quite succinctly by the tribunal in Aminoil v Kuwait 

which noted that, ‘An obligation to negotiate is not an obligation to agree. Yet the obligation 

to negotiate is not devoid of content, and when it exists within a well-defined juridical 

framework it can well involve fairly precise requirements.’
119

  

 

This position is also illustrated in the case of Wintershall A.G. v Qatar.
120

 This case involved 

the government of Qatar who had entered into an Exploration and Production Sharing 

Agreement (EPSA) with Wintershall.  Under this agreement, the Government of Qatar had 

granted Wintershall the exclusive right to explore, drill for and produce petroleum in a 

specified area offshore of Qatar. This contract, which commenced in 1973, was to subsist for 

a period of thirty years.  

 

Under the said agreement, Wintershall was required to relinquish fifty percent of the 

specified area after a period of five years. They could, however, continue to exploit the other 

fifty percent. After eight years they were required to relinquish an additional twenty percent 
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of the specified area. This would leave them with only thirty percent. If no petroleum was 

found within a period of eight years, then the government of Qatar had the option of 

terminating the agreement altogether. The agreement further stipulated that in the event that 

Wintershall was allowed to produce any non-associated natural gasses that it discovered 

during the course of the contract. This was subject, however, to the parties entering into 

further agreements on the matter. In an event where the government of Qatar felt that the 

production of this non-associated gas was not economical, Wintershall had the option of 

producing it on its own.  

 

Wintershall had failed to find oil in commercial quantities. A factor contributing to this, was 

a boundary dispute with Bahrain. Consequently, the Qatari government prevented 

Wintershall from exploring in Structure (A) of the contract area; an area that was most likely 

to contain oil. The five year period elapsed and Wintershall had to cede fifty percent of the 

specified area as per the agreement.  

 

In 1980, Wintershall informed the Qatari government that it had discovered a substantial 

amount of non-associated gas in the remaining fifty percent of the specified area that it had 

been exploring. They intimated to the government, that the utilization of this was economical. 

The parties engaged in various negotiations; however, no agreement was reached. Moreover, 

the government of Qatar terminated the agreement in 1985. The parties did however engage 

in further negotiations for another year and still failed to arrive at an agreement. Wintershall 

thus initiated arbitral proceedings against the government. Wintershall alleged firstly that the 

government had expropriated their contractual rights by preventing them from exploring 

Structure (A) of the specified area. Secondly, Wintershall alleged that the Qatari government 



228 
 

had breached their contractual obligations by failing to arrive at an agreement on the 

discovery of the non-associated gas.   

 

The tribunal firstly held that the government had not expropriated Wintershall’s contractual 

rights.
121

 The tribunal further held that the government of Qatar had not breached its 

obligations.
122

 Indeed, the government did have a duty to negotiate in good faith and this duty 

had not been breached because it was ‘clear that such a duty does not include an obligation 

on the part of the respondent to reach agreement with respect to the proposals made by the 

claimants.’ The government’s decision was dictated by ‘normal commercial judgment’ and 

was therefore justified. The refusals were made in good faith.
123

  

 

It has been seen therefore, that there is a duty for the parties to negotiate. However, from the 

case law, it has been seen that there is no actual duty to reach an agreement per se. In the 

event that the parties do fail to reach an agreement, it is thus recommended that the matter be 

referred to a third party such as an arbitrator.  The renegotiation clause itself or the 

concession should provide for such referral. The role of the arbitrator would be to examine 

the matter and then amend the concession on behalf of the State and the investor.  

 

4.5.2 Adaptation of Contracts Under International Commercial  

Arbitration 

 

When the parties fail to arrive at an agreement subsequently to a renegotiation, they could 

refer the matter to an arbitrator. The potential disputes that may arise are whether the 
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prevailing circumstances meet the triggering conditions set out in the contract or the extent to 

which the contract should be adapted.
124

 The parties could potentially initiate arbitration 

proceedings, provided of course that there is a clause to that effect in the contract which there 

invariably is. In such an instance the arbitrator may then decide whether the conditions set out 

in the contract are met. In an instance where the arbitrator finds that the conditions have not 

been met, then in the abstract the agreement would continue in full force. I say in the abstract 

given the political realities of failure to adapt contracts that are perceived to be unfair.  

 

If the arbitrator does indeed find that the conditions have been met then three potential 

solutions could be propounded: (1) the arbitrator may ask the parties to go back and negotiate 

the terms of the contract based on his or her findings; (2) the arbitrator may simply terminate 

the agreement; or (3) the arbitrator may adapt the contract in a way that restores the 

contractual equilibrium.  

 

The first two options are well within the scope of the arbitral tribunal’s competence. 

However, whether an arbitral tribunal has the jurisdiction to amend or adapt a contract is 

questionable.
125

 The powers of the tribunal are contingent on the authority they have been 

granted by the parties themselves. Arbitral tribunals that have not been granted the authority 

to amend a contract on behalf of the parties are generally reluctant to do so. For this reason 

the express consent of the parties is required before the arbitral tribunal can move to adapt a 

contract.
 126

 This was certainly the position of the arbitral tribunal in Aminoil who opined 

that: 
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[T]here can be no doubt that, speaking generally, a tribunal cannot substitute itself for the parties in 

order to…modify a contract unless that right is conferred upon it by law, or by the express consent 

of the parties…arbitral tribunals cannot allow themselves to forget that their powers are restricted. It 

is not open to doubt that an arbitral tribunal – constituted on the basis of a ‘compromissory’ clause 

contained in the relevant agreement between the parties to the case…could not by way of modifying 

or completing a contract, prescribe how a provision [for the determination of the economic 

equilibrium] must be applied. For that, the consent of both the parties would be necessary.
127

   

 

It would thus seem in order for the arbitral tribunal to modify the contract; this power would 

effectively have to be conferred upon them by the parties through the arbitration clause. It 

would appear therefore that the authority granted by the parties may be sufficient in allowing 

the arbitrators to adapt a contract.  

 

Under the kompetenz-kompetenz rule, arbitrators are able to determine their own 

jurisdiction.
128

 That is to say it is for them to decide whether or not they have the authority to 

determine a matter. Such authority derives from the arbitration clause itself coupled with the 

substantive law elected by the parties. The issue of jurisdiction is particularly important 

because if the arbitrators go beyond the scope of the powers conferred upon them, then this is 

a ground upon which the award may be refused recognition and enforcement.
129

 Once an 

award is rendered unenforceable by a competent authority under the law of the seat of the 
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arbitration; it makes it difficult, though not impossible, to seek recognition and enforcement 

elsewhere. Article V(1)(e) of the New York Convention states that an award may be refused 

recognition and enforcement if it ‘has been set aside or suspended by a competent authority 

of the country in which, or under the law of which, that award was made.’
130

 As a result of 

this, potentially the parties may be foreclosed from seeking recognition and enforcement in 

other jurisdictions.
131

 

 

The term ‘in which or under the law of which’ is somewhat ambiguous.
132

 This is especially 

so in instances where the actual seat of the arbitration differs from the applicable procedural 

law. Suppose for example that the parties select Country A as the seat of arbitration and the 

law of Country B to govern proceedings. It may be possible for the arbitrator to adapt 

contracts under the law of Country B but perhaps not possible to do so under the law of 

Country A. The predicament here is that if the award is set aside by a court in Country A it 

may be difficult to seek recognition and enforcement elsewhere because of the ‘trump card’ 

under Article V(1)(e) of the New York Convention. This can occur despite the fact that the 

procedural law selected by the parties does in fact permit adaptation. As such this effectively 

frustrates the parties’ choice of procedural law and leaves them with an unenforceable award 

despite the fact that they have strictly adhered to this procedural law.
133

 

 

This position is further compounded by the fact that the interpretation of the term “foreign 

award” varies from jurisdiction to jurisdiction. This is because of the rather open ended 

definitions propounded under the New York Convention. On the one hand Article I(1) states 
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that foreign awards are those which either are ‘made in the territory of a State other than the 

State where the recognition and enforcement of such awards are sought’ or those which are 

‘not considered as domestic awards in the State where their recognition and enforcement are 

sought.’ Thus, recognition and enforcement under Article V(1)(e) may be refused in two 

instances: if it has been annulled in the country where the award was made or annulled in the 

country under which the law governing the award was made.  

 

This may lead to a plethora of unreasonable outcomes. Country A may consider awards 

rendered in its territory but under a different procedural law as ‘non-domestic.’ Country B on 

the other hand may consider all awards made within its jurisdiction as domestic regardless of 

the applicable procedural law. Thus an award rendered in Country A but under the procedural 

law of Country B may be considered as ‘non-domestic’ by both.  

 

Conversely, an award rendered in Country B under the law of Country A may be considered 

as domestic by both. Now the latter situation supposing the award was upheld in Country A 

but set aside in Country B; recognition and enforcement may still be difficult to attain in 

other jurisdictions again despite strict adherence to the procedural law selected by the parties. 

Because of the confusion and fragmentation that this leads to, it should not be left to 

individual States to decide what is domestic and what is not.
134

  

 

In order to determine whether an award is domestic or not it is proposed that the law should 

focus more on the procedural law and not on the seat of the arbitration.
135

 Only the country 

whose law is chosen should be allowed to set aside the award. That way, the New York 

Convention is interpreted in accordance with the object and purpose of those that drafted it. 
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The intention of the Convention was to ensure that awards are recognised in as many 

jurisdictions as possible. The idea that we should focus on the procedural law is also endorsed 

in the American case of Bergesen v Joseph Muller Corp
136

. In this case the U.S. District 

Court stated that ‘awards “not considered as domestic” denotes awards…made within the 

legal framework of another country.’
137

 

 

4.5.3 Role of ICSID Arbitrator 

 

 

If the parties elect to settle the matter under ICSID, there are questions as to whether the 

arbitrator has the competence or jurisdiction to adapt the contract in instances of changed 

circumstances.
138

 This is owing to Article 25 of the ICSID Convention which discusses the 

jurisdiction of the ICSID Tribunal. That is to say, it is the provision which stipulates, ‘the 

limits within which the provisions of the Convention will apply and the facilities of the 

Centre will be available for conciliation and arbitration proceedings.’
139

   Under Article 25(1) 

of the ICSID Convention, the tribunal’s jurisdiction extends to ‘any legal dispute arising 

directly out of an investment.’  

 

Therefore, it is clear from the foregoing provision, that the matter before them must constitute 

a ‘legal dispute’ in order for the tribunal to accept it. If it does not amount to a legal dispute, 

then this would be a ground upon which any award rendered can be annulled under Article 

52(1)(b) of the ICSID Convention. The said provision states, that an award may be annulled 
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where the tribunal manifestly exceeds its powers. Once this occurs, the award loses its 

binding force and as a consequence cannot be enforced in the territory of any contracting 

State.
140

 

 

The question that therefore arises is whether a failure to reach an agreement on the revision of 

specific terms of the contract, subsequently to renegotiation proceedings actually constitutes a 

legal dispute under the ICSID Convention. The difficulty is that the term has not been defined 

under the ICSID Convention. In defining the term, ‘legal dispute’ ICSID Tribunals have 

often relied on the definition propounded by the International Court of Justice (ICJ).
 141

 The 

ICJ states that a legal dispute occurs when there is, ‘a disagreement on a point of law or fact, 

a conflict of legal views or interests between parties.’
142

 Attempts at clarifying what was 

intended by those that drafted the ICSID Convention were also made in the Report of the 

Executive Directors submitted to member governments in 1965. Here, it was stated that: 

  

The expression ‘legal dispute’ has been used to make clear that while conflicts of rights are within 

the jurisdiction of the Centre, mere conflicts of interest are not. The dispute must concern the 

existence or scope of a legal right or obligation, or the nature or extent of the reparation to be made 

for breach of a legal obligation. 
143

 

 

The views expressed in the report are accentuated by those of Delaume. In his view, 

reference to a legal dispute limits the scope of the arbitrator’s jurisdiction to a review of the 
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contractual rights and obligations of the parties in the light of the applicable law. In his view, 

issues such as non-performance or interpretation of the agreement would fall within the scope 

of the term ‘legal dispute.’ However, he goes on to say that, ‘disputes regarding conflicts of 

interest between the parties, such as those involving the desirability of renegotiating the entire 

agreement or certain of its terms, would normally fall outside the scope of the Convention.’
144

  

The consequences of this are far reaching. It is clear that if the parties fail to agree that the 

conditions necessitating the renegotiation process have actually occurred, as per the clause, 

then this constitutes a legal dispute. This is owing to the fact that this is a disagreement 

concerning the legal rights and obligations of the parties. Thus any dispute of the sort can be 

characterized as legal. In a similar vein, if following the unsuccessful renegotiation, one party 

feels the contract should subsist under the old terms and another feels that it ought to be 

terminated, then this too may constitute a legal dispute. Where the difficulty comes however, 

is if the parties fail to come to a consensual revision of the terms without fault on either side. 

In such a case, the arbitrator may be asked to intervene in a matter that does not exactly 

constitute a legal dispute.
145

  

 

It is recommended therefore, that if the parties are to choose ICSID as the means through 

which they will settle all disputes arising out of the contract, they should in addition to this 

allocate the responsibility of adaptation to a third party operating outside of the mechanisms 

established under the ICSID Convention.
146

 The ICSID Convention itself remains applicable 

in all other respects of the dispute except adaptation. Thus if a dispute arises the parties still 

have recourse to the ICSID Tribunal.
147

 The advantage of such an approach is that it averts 
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problems of jurisdiction and affords the parties the necessary flexibility needed to draft a 

renegotiation provision that is congruous with the specific needs of the parties.  

 

4.6 A Proposed Renegotiation Clause in the Event of Windfall Profits 

 

To foster renegotiation proceedings, it would therefore mean that there must be a 

renegotiation clause in the concession agreement. During the course of research for this 

thesis, the clauses found were typically those dealing with a change of circumstances which 

negate the economic viability of the contract. In theory, these cannot actually function in 

instances of windfall profits because the triggering events stipulated are typically meant to 

have an adverse effect on the actual contract. This is not the case where there is a windfall in 

the prices of the natural resources of the host State. In such a case, the investor actually 

benefits from the change of circumstances. Thus the renegotiation clause inserted in the 

contract would have to reflect that fact. In Zambia’s case, I would recommend the following 

renegotiation clause to be inserted in future agreements:   

 

Upon the occurrence of a substantial change in the circumstances that materially affects the 

fundamental economic and financial basis of this Agreement the parties will engage in 

negotiations in good faith in order to reach an equitable solution to the tax incentives outlined in 

this Agreement. Such negotiations shall begin immediately after one Party has delivered to the 

others written request for such negotiation. If within 15 (fifteen) business days following the date 

on which such notice is given the Parties cannot reach an equitable solution regarding the tax 

incentives, a dispute shall be declared and such dispute shall be submitted to arbitration in 

accordance with the provisions of the arbitration clause. 
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The benefit of using the term ‘substantial change of circumstances’ as the triggering event is 

that it is wide and therefore captures all unpredictable and unforeseen events or 

circumstances which would otherwise be difficult to cater for or envisage in a long term 

concession agreement. The person drafting the concession could then include ‘windfall in 

copper prices’ as part of the definition of substantial change in circumstances.  

 

The host State could also leave it open ended to include other ‘reasonable unforeseen events’ 

thus encompassing any factors that might adversely affect the investor.  Although an open 

ended renegotiation clause may lead to some form of uncertainty, it is ultimately beneficial 

because it is flexible. A rigid contract will simply serve to antagonize the parties, particularly 

the host State which still has many sovereign prerogatives at its disposal, which it could 

utilize at least in the short term, thus putting the investor at a disadvantage. Should the parties 

fail to reach an agreement, the clause stipulates that the matter ought to be referred to 

arbitration. 

 

The renegotiation clause should thus be supplemented by an arbitration clause from which 

the tribunal will derive its authority to adapt the contract on behalf of the parties. One way the 

arbitrators may be given a free hand to decide adapt contracts, is by giving them the power to 

decide the matter ex aequo et bono (from equity and conscience or according to the right and 

good).
148

 This frees the arbitrators from the ‘constraints of the applicable law’ and enables 

them to amend and adjust long-term contracts to changed circumstances. Another way this 

goal could be attained, is by electing the procedural law of a jurisdiction that permits the 

adaptation of contractual provisions.  
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Examples of such jurisdictions include the Netherlands, and Sweden. Article 1020, paragraph 

4 (c) of the Netherlands Arbitration Act provides that, parties may submit a matter to the 

arbitrators and the latter is authorized to fill in the gaps of a contract or modify the legal 

relationship between the parties.
149

 Similarly, the Swedish Arbitration Act states that ‘the 

filling of gaps in contracts can also be referred to arbitrators.’
150

 Thus the arbitration 

contained in the concession should stipulate the procedural law applicable is Dutch Law or 

Swedish Law. That would be a means through which the parties could pacify any issues of 

jurisdiction that may arise in the event that renegotiations fail and the parties have to submit 

the matter to arbitration.    

 

The proposed solution is a feasible one in the light of political risk insurance. As has been 

seen in this and preceding chapters, stabilization clauses purport to prevent the host State 

from unilaterally abrogating concession agreements. It has however been seen that natural 

resources are mercurial and do episodically escalate, which is a factor contributing to the 

advanced stages of the resource nationalism cycle. The host State in such circumstances 

wishes to maximize the benefits of this windfall in profits that the investor is receiving. Host 

States are unlikely to abide by the terms of the contract if they are too rigid.  As noted by 

Joffé et al, ‘Despite the inclusion in original contracts of stabilization clauses designed to 

anticipate and counter the risk implicit in the obsolescing bargain, this outcome is inevitable. 

Stabilization clauses have rarely been effective since producer governments still enforced 

changes in contractual terms to reflect their perception of their right to capture additional 
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rent.’
151

 For this reason, stabilization clauses pose more of a risk to the investor than 

renegotiation clauses which foster a long term co-operative relationship between the investor 

and the State. 

 

Agreements between the host State and the investor must be seen as susceptible to continuous 

adjustment rather than ‘a body of fixed rights and obligations impervious to political, 

economic and social changes’.
 152

  Although such an approach may represent a departure 

from traditional doctrines, Anglo-American theory of contract has not always remained 

fossilized and inflexible. A departure from the traditional doctrine is in the common interest 

of both the investor and the host government.
153

 This is owing to the fact that flexibility in the 

contract enables the parties to renegotiate the terms of the contract in a way that 

accommodates the legitimate public functions of the host State and the legitimate 

expectations of the investor. The cooperative relationship that this fosters, makes it less likely 

for the host State to take resource nationalist actions, thus rendering the renegotiation clause 

less risky when assessing the project for insurance purposes.  

 

5.0 CONCLUSION 

 

It could thus be concluded that renegotiation and adaptation of contracts certainly is within 

the realm of possibility even without a clause to that effect in the concession agreement. This 

is certainly evidenced in the principle of rebus sic stantibus which excuses the parties from 

performance in instances where the very root of the contract has been affected by a change of 
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circumstances. This of course comes with the added proviso that this change was beyond the 

contemplation of the parties at the time that the contract was formalised. This principle is 

recognised by International Law and most major legal systems which follow the Common 

Law and the Civil Law.  

 

The difficulty with relying on the principle of rebus sic stantibus lies in the fact that it is 

applied only in limited circumstances due to the courts’ respect for the sanctity of contracts. 

Furthermore, whilst some courts are have the power to adjust the contracts in some 

jurisdictions, others do not, whilst some may simply terminate the contract altogether. These 

myriad possibilities and outcomes simply lead to uncertainty. This is further compounded by 

the fact that rebus sic stantibus applies solely to changed circumstances that detriment the 

parties.  

 

This combined with the emphasis on pacta sunt servanda as an overriding principle in 

judicial decisions and legal instruments alike lead to the conclusion that inserting 

renegotiation and adaptation clauses in concession agreements may be the best way forward. 

The renegotiation clause should also stipulate what must happen if the renegotiation process 

fails. In this chapter I have recommended that should the parties fail to come to an agreement 

subsequently to the renegotiation clause, then they should refer the matter to a tribunal. The 

arbitrator should also be given the power to adapt the terms of the contract. The tribunal can 

be given such authority by the parties who should select the law of a jurisdiction that would 

grant the arbitrators the authority to adapt the terms of the contract on the parties’ behalf. 

This is owing to the fact that authority to do so can only be derived from the contract itself. 

Without such authority, there is a possibility that the award can be set aside under the New 

York Convention, or annulled under the ICSID Convention. The flexibility facilitated by 
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renegotiation and adaptation is necessary as it is the best means of simultaneously preserving 

the State’s right to pursue legitimate public functions whilst still protecting the legitimate 

expectations of the investor.  
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CHAPTER SEVEN: CONCLUSION 

 

The aim of this chapter is to summarize the main findings of this thesis. This thesis aimed to 

show that some form of flexibility is needed in concession agreements and this can be 

fostered through renegotiation clauses. This flexibility enables both the host State and the 

investor to renegotiate the terms of the contract as and when circumstances change, as they 

invariably will throughout the life of the contract. This is more likely to foster a long term 

relationship and the cooperation of the government. A government is less likely to take a 

resource nationalist stance, if it is able to intermittently renegotiate the contract. This can be 

contrasted with the insertion of stabilization clauses which are far too rigid and are less able 

to withstand the advanced stages of the resource nationalism cycle.  

 

Chapter two of this thesis concerned the resource nationalism cycle. The chapter commenced 

by discussing what the term ‘foreign direct investment’ entailed. It was seen that in order for 

an entity to qualify as an investment, there must be an acquisition of a lasting interest which 

must flow from one economy to another. In the case of minerals and petroleum such a 

process is fostered when the host State grants a concession to the investor. Under such 

concessions, the investor is given the right to explore and exploit the host State’s natural 

resource. In return, the host State receives revenues in the form of royalties and taxes from 

the investor; typically at a preferential rate in order to attract investment. 

 

Once the concession is signed, the investor will sink substantial resources into the host State, 

which in turn will enable them to explore and exploit natural resources in the host State. In 

order to recoup this investment, the investor will have to make a profit. Chapter two 

endeavoured to show, however, that in the long run the investment once sunk becomes 
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susceptible to a plethora of political risks. In turn these risks jeopardize the investor’s 

prospect of making a profit. Such risks will typically manifest in the advanced stages of the 

resource nationalism cycle. 

 

The resource nationalism cycle is one that begins at a point when a resource rich host State 

wishes to attract foreign direct investment. This is typically because it lacks the capacity to 

explore and exploit its vast natural resources. The government of the host State will thus take 

a stance which is geared towards liberalizing the economy. This means various incentives 

including fiscal incentives such as lower taxes and royalties which will in turn render 

investing in the host State more profitable and attractive to investors. The host State will 

usually offer this at a time when the prices of the natural resource are relatively low. The aim 

of the host State is to appear as a sufficiently attractive investment destination.  

 

The difficulty arises once the investment has been sunk and the prices of natural resources 

begin to experience a sustained upward trend. The high prices might lead to a perception that 

the foreign investor is making a large profit at the expense of the host State. This may lead to 

political pressure on the host government to maximize its control over its natural resources.   

It is in such instances the State has typically sought to exert greater control over their 

investment. In moderate cases, this may mean increasing taxes and in extreme cases it may 

lead to outright nationalization. Either scenario will involve the revision of any fiscal 

incentives that the investor has been enjoying or the outright nationalization of their assets.  

 

In this sense, the resource nationalism cycle intersects with the obsolescing bargaining model. 

This model essentially espouses that the incentives offered in concession agreements, are 

susceptible to later changes by the host government once the investment has been sunk. 
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During the negotiation stages, the host State needs the foreign capital in order to explore and 

exploit its natural resources. In this sense, the host State is in a relatively weaker position than 

the investor, especially when the latter has alternative countries in which to invest its capital. 

The investor is thus in a position to make certain demands, including fiscal incentives that the 

host State seemingly has no choice but to acquiesce in.  

 

However, once the investment is sunk, the host State is in a stronger position than the 

investor because of the legislative and administrative prerogatives at their disposal. These 

prerogatives could be utilized in a way that adversely affects the investor’s chances of 

making a profit. This may mean revoking the fiscal incentives that the investor has previously 

enjoyed. It may also lead to an outright nationalization, as highlighted above. Both outcomes 

jeopardize the investor’s prospects of making a profit. This suggests that some form of 

protection is needed and this is something that the investor is in a position to demand during 

the negotiation stage, when it is the stronger party. To protect themselves from these risks, 

investors will take contractual and extra-contractual precautions.  

 

As far as extra contractual precautions are concerned, the investor may obtain investment 

insurance MIGA, OPIC or any private investment insurance scheme. Through these the 

foreign investor is able to insure its investment against the political risks highlighted. In 

addition, they may insist on various contractual clauses. They will invariably insist that an 

arbitration clause is inserted. This is to ensure that any disputes arising between the host State 

and the investor may be heard by a neutral forum, operating outside the fray of national 

judicial mechanisms. Moreover, investors and their financiers typically insist on the insertion 

of stabilization clauses in the concession.  These are clauses under which the State makes an 
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express undertaking not to take any administrative or legislative action that will adversely 

affect the investor.  

 

The validity of stabilization clauses is upheld by arbitral tribunals; despite arguments raised 

they militate against the principle of permanent sovereignty over natural resources. Chapter 

three of this thesis showed that the principle of permanent sovereignty over natural resources 

is a legitimate one under international law. In fact, it is through this very principle that host 

States derive their authority to grant concessions to foreign investors. Chapter three then 

looked at the academic debates and case law dealing with stabilization clauses.  It was 

concluded that when States freely enter into agreements with foreign investors, they are 

bound by them. This is because arbitral tribunals respect the sanctity of contracts and often 

invoke the international law principle of pacta sunt servanda as the basis of their decisions. A 

host State cannot invoke the principle of permanent sovereignty over natural resources as an 

excuse for the unilateral termination of contracts containing stabilization clauses. It has been 

seen that arbitral tribunals typically reject this argument. Once a state breaches its concession 

agreements, there are pecuniary consequences and these were discussed in Chapter four of 

this thesis.  

 

It is axiomatic that when a State terminates a contract with the investor, the former will have 

to indemnify the latter. There are two standards of compensation under international 

investment law: appropriate compensation and the “Hull Formula”. Under the former 

standard, compensation is determined on a case by case basis. Under the latter, it must be 

prompt, adequate and effective. Prompt, means there should be no unwarranted delays on 

payment. Effective means that payment should be made in a freely convertible currency. 

Adequate means paying the investor the full market value of the nationalized asset. This also 
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includes lost future profits. This thesis has demonstrated that although there is no consensus 

as to which standard of compensation ought to apply under international investment law, it is 

clear that in either case arbitral tribunals have often included lost future profits as part of their 

compensation package. This is a necessary facet, because it ensures that the investor is 

restored to a position that they would have been in, if the State had not unilaterally terminated 

the contract.   

 

Under the efficient breach theory, a promissor is permitted to pay damages in lieu of 

performance if it would be efficient to do so. Efficiency under the Pareto definition, means 

that at least one party should benefit from an action and no party should lose out. Thus, if the 

promissor makes a profit, after leaving the disappointed promissee in exactly the position he 

or she would have been in, then this would be efficient behaviour. This would include paying 

the disappointed promisee lost profits as well.  

 

It could thus be argued that compelling the State to pay lost future profits renders the 

compensation standards efficient. This is because the investor is left in exactly the same 

position they would have been in, had the termination not occurred. Furthermore, the State 

would make a profit from its natural resource. The limitation of the efficient breach theory in 

an international investment law context however, is that it assumes that the parties to a 

contract are invariably seeking to maximize profits. This is not actually the case with the 

State whose primary function is to pursue legitimate public purposes. Typically, when a State 

terminates a contract, it is because they are making changes to their socio-economic policies. 

Whilst compelling the State to indemnify the investor encourages efficiency, it does not give 

the State sufficient flexibility to do so. This would suggest that some form of contractual 

flexibility is needed in the concession.  
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The difficulty with such a rigid approach lies primarily in the fact that the prices of natural 

resources, like oil and copper are mercurial. This means that they are subject to appreciations 

and depreciations over time. Stabilization clauses are not a very effective tool for adapting to 

such circumstances and the inflexibility of these clauses render them a less effective tool in 

the face of the resource nationalism cycle. This was illustrated in Chapter five which was a 

case study on the Zambian windfall tax. This chapter is a good demonstration of the resource 

nationalism cycle. Zambia is a mono-economy that has relied on copper from her very 

inception. At independence her copper reserves were in private hands and dominated by two 

major corporations: the Roan Selection Trust and Anglo-American.  

 

The said companies paid royalties and corporate tax to the British South Africa Company 

(BSAC), which held all mining rights in Northern Rhodesia. This prerogative shifted to the 

government of Zambia, once she attained independence. However, the taxes and royalties 

received by the government of Zambia paled in comparison to the profits the mining 

companies were making and externalizing. In fact one of the concerns raised was that none of 

the revenue being generated was being reinvested in the mines. Moreover, there were 

concerns that with this domination by two foreign corporations, there was a danger that the 

interests of the people of Zambia were to become subservient to foreign ones.  

 

Given this background, President Kaunda proceeded to nationalize the mines through the 

Mines and Minerals Act 1969. This was in order to advance the philosophy of “humanism” 

under which it was seen as the government of Zambia’s responsibility to look after all 

citizens. The mines were thus placed under Zambia Consolidated Copper Mines (ZCCM) in 

1982. Contemporaneously, Zambia became a one-party State. Nationalization not only 
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fostered job creation, the revenues generated from the government controlled mines enabled 

the construction of roads, hospitals, schools and other social services. The sustainability of 

these social amenities, however, was contingent upon the copper prices remaining high. The 

oil crisis of 1974 coupled with the simultaneous depreciation in copper prices forced the 

government to borrow money in order to maintain these services.  

 

Subsequently to the reintroduction of multiparty democracy, and popular discontent with the 

Zambia’s worsening economic situation, Chiluba’s MMD party won the elections held in 

1991. As part of their promise to liberalize the Zambian economy they proceeded to privatize 

the Zambian mining industry.  

 

Several advantages emanated from the privatization of the mines. The most notable 

advantage is that it has resuscitated an industry that had stagnated. There were however, 

several disadvantages. These included: mass redundancies, environmental degradation, lack 

of access to healthcare and a general deterioration of the standard of living. This was further 

compounded by the fact that profits generated were taxed at a preferential rate and were 

largely externalized. These profits increased further by a dramatic increase in the price of 

copper.  

 

This windfall in copper prices led to calls for the government to rethink the tax incentives that 

mining companies were enjoying. This was owing to the fact that they were gaining immense 

profits to the detriment of the people of Zambia. In the year 2005/2006 Zambia had only 

made $10 million in tax revenues. This is comparatively low when contrasted with other 

copper producers like Chile which made $8 billion in revenues during the same period. The 

potential for increased revenue led the government of Zambia to introduce the windfall tax in 
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2008. In order to foster this, they passed the Mines and Minerals Development Act, No.7 of 

2008. Article 160 of the aforementioned act, terminated all existing concessions between the 

government and the mining companies. They then increased the corporate tax and the royalty 

rate.  

 

However, many of the terminated concessions contained tax stability clauses. They stipulated 

that, for a period of 15 years, the tax rates would not be increased in a manner that would 

have a ‘material adverse effect’ on the distributable profits of the foreign owned mining 

companies. From this chapter, it can be seen that the insertion of tax stability clauses 

rendered the development agreements too rigid. Without them however, it is unlikely that 

investors would have entered into the concession. It is clear however, from this and preceding 

chapters that a host State is unlikely to abide by contracts that are too rigid. It is in the interest 

of both the investor and the State to allow some form of flexibility in the contracts.  

 

It is for this reason that this thesis advocates the insertion of renegotiation clauses in the 

concession agreement. This thesis has shown that renegotiation is also possible in instances 

where there is no clause in the contract. The principle of rebus sic stantibus is well 

recognized under international law, civil law and the common law. Universally however, it 

has been seen that the changed circumstances must be unforeseen, and must have an adverse 

effect on the economic viability of the contract. Moreover, it has been seen that the principle 

only applies in very limited case because the courts, both international and domestic, respect 

the sanctity of contracts and are only prepared to depart from it in the extraordinary and 

limited circumstances highlighted above.  
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The principle of rebus sic stantibus is thus not a reliable starting point because it would seem 

to apply only to circumstances which adversely affect the parties, which is not the case when 

one is referring to windfall profits.  Windfall profits, afterall, deal with a situation where one 

party, the investor, is in a better off position due to higher mineral prices. Moreover, it would 

only apply in limited circumstances and because of the variations in legal systems, the 

powers of the courts or tribunal depend on the jurisdiction or choice of law. This would 

suggest that, renegotiation should be facilitated through a contractual mechanism. This could 

be accomplished through the insertion of a renegotiation clause. This would identify 

Renegotiation clauses are contractual mechanism that could be inserted in concession 

agreements to foster the process of renegotiation. Such a clause should identify the triggering 

event, the effect of the trigger event, the objectives of the renegotiation and finally the course 

of action if the renegotiation fails.  

 

In the event where the renegotiation fails, it should be specified that the matter should go 

before an arbitral tribunal. The State and the investor will have to specify in the contract that 

they have granted the arbitral tribunal the authority or jurisdiction to amend concession 

agreements. Arbitrators will not be willing to do so in the absence of jurisdiction and if they 

did it may be a ground upon which the award they render could be refused recognition and 

enforcement under Article V(1)(c) of the New York Convention of 1958. Therefore, in order 

to ensure that they have jurisdiction, they would need the consent of the parties which is 

derived from the arbitration agreement itself. In this regard, the parties would have to 

stipulate this in the agreement. 

 

It could thus be concluded that when the State breaches a contract containing stabilization 

clauses, then they are liable to compensate the investor. This will include lost future profits. 

Whilst the compensation standards under international investment law ensure efficiency, it is 
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asserted in this thesis that the assumption when looking at efficient breach is that the aim of 

both parties is to maximize wealth. This is not often the case with the State. Invariably, the 

goal of the State is to pursue legitimate public functions and the current compensation regime 

does not permit that. This very reason necessitates flexibility on contractual agreements 

between the State and foreign investors. This can be facilitated through the insertion of 

renegotiation clauses in the concession agreement. The renegotiation clauses advocated in the 

literature studied, that are only triggered when the change of circumstances adversely affects 

the investor. This thesis proposed renegotiation clauses that are triggered when a change of 

circumstances occurs that benefits the investor, usually in the form of windfall profits.   
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