Homepage: https://lawecon.um.ac.ir >< Encyclopedia of Economic Law Journal

Environmental Liability of Foreign Investors
and Its Impact on the Reduction
of State Liability for Compensation

Hojjat Mobayen' ® Seyedeh Tahereh Ebrahimi?® Haniyeh Zakerinia®* (® Seyedeh Fatemeh Zebarjad*®

1. Assistant Professor, Department of Islamic and Private Law, School of Law and Political Sciences, Shiraz University, Shiraz, Iran
2. M.A Student of the International Trade Law School of Law and Political Sciences, Shiraz University, Shiraz, Iran

3. Assistant Professor, Department of Islamic and Private Law, School of Law and Political Sciences, Shiraz University, Shiraz, Iran
*. Corresponding Author Email: h.zakerinia@shirazu.ac.ir

4. Assistant Professor, Department of Islamic and Private Law, School of Law and Political Sciences, Shiraz University, Shiraz, Iran

Received: 2025-06-24 How to cite this article:

Mobayen, H.; Ebrahimi, S. T.; Zakerinia, H. & Zebarjad, S. F. (2026). Envi-
ronmental Liability of Foreign Investors and Its Impact on the Reduction
of State Liability for Compensation. Encyclopedia of Economic Law Jour-
nal, 32(28): (154-179) (in Persian with English abstract).

Available Online: 2026-03-01 https://doi.org/10.22067 /economlaw.2025.93941.1461

Revised : 2025-09-13

Accepted: 2025-11-17

1.INTRODUCTION

The settlement of disputes between foreign investors and host states, under international investment treaties and
the rules governing international investment, is typically conducted through international arbitration tribunals.
Arbitration bodies and doctrines of foreign investment law have provided extensive protections to foreign inves-
tors under principles such as the Umbrella Clause, Fair and Equitable Treatment (FET), and the Full Compensa-
tion Principle. As a result, in most foreign investment arbitration cases, heavy compensation awards have been
issued against host states. Even in cases where investment projects have caused severe environmental harm,
host states have been ordered to pay full compensation in international arbitrations. This approach not only
undermines the principles of environmental justice but also leads to the neglect of transnational corporations’
responsibility for the negative consequences of their activities. Meanwhile, as transnational actors, corporations
should be held accountable for the social and environmental impacts of their operations. Thus, there exists a
fundamental imbalance between the rights of foreign investors and host states, where the principle of foreign in-
vestor accountability is disregarded. A review of international arbitration practice reveals that the failure to hold
foreign investors accountable for environmental damage stems from the arbitration tribunals’ lack of attention
to the theoretical and legal foundations for establishing such liability. According to a 2023 joint report by three
leading environmental organizations—the Center for International Environmental Law (CIEL), International In-
stitute for Sustainable Development (IISD), and Client Earth—submitted to the UN Special Rapporteur on Human
Rights and the Environment, at least 175 investor-state dispute settlement (ISDS) cases related to environmental
measures have been registered to date. These primarily concerned regulations such as the revocation of mining
concessions, restrictions on oil and gas activities, or the closure of coal-fired power plants due to environmental
concerns. In most of these claims, rather than imposing costs on the polluter, arbitral tribunals have inverted the
“polluter-pays” principle and compelled states to pay substantial compensation to foreign investors. In numer-
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ous instances, counterclaims by states have also failed due to procedural constraints and burdens of proof, with
arbitral tribunals being unsuccessful in recognizing the environmental liability of foreign investors.

2.PURPOSE

In cases where the host state intends to terminate an investment contract, it is obligated to pay compensation to the
investor. Establishing environmental liability for the foreign investor can reduce the amount of compensation pay-
able by the state. The purpose of this article is to address the following question: Based on which legal foundations,
sources of law, and principles of international law can the role of foreign investors in causing environmental harm
take into account? Furthermore, through which legal mechanisms the compensation payable by the host state would
be reduced? In other words, this article aims to propose legal solutions for recognizing the environmental liability of
foreign investors, thereby mitigating the compensation burden on host states. The application of these solutions in in-
ternational investment arbitration could ensure a balanced approach to the rights of host states and foreign investors.

3. METHODOLOGY

The research methodology employed in this article is descriptive-analytical. To analyze the environmental li-
ability of foreign investors, the study first examines the sources and legal foundations of environmental liability
applicable to foreign investment corporations. Subsequently, four key international principles relevant to estab-
lishing environmental liability in foreign investment are analyzed: the Precautionary Principle, the Prevention
Principle, the Polluter Pays Principle, and the Sustainable Development Principle. By applying these legal foun-
dations, sources, and international principles to the operations of foreign investment corporations, the study
seeks to establish environmental liability for such entities. Finally, after attributing liability to foreign investors,
the article proposes legal mechanisms like “Appropriate Compensation”, “Partial Compensation”, “Necessity
Defense”, and “Environmental Counterclaim” based on “Police Powers Doctrine” and “Regulatory Expropriation
Theory”, to justify reducing the compensation payable by host states.

The findings of this article demonstrate that four principal theoretical frameworks may be invoked to establish the
environmental liability of foreign investment corporations: Stakeholder Theory, Corporate Social Responsibility
Theory (CSR), Global Responsibility Theory, and Global Justice Theory. According to these theories, a transna-
tional business corporation (a foreign investor) is obligated to consider the interests of all stakeholders, including
the environment and future generations, in the conduct of its activities and must be accountable for the environ-
ment. Furthermore, these corporations are required to observe global rules, regulations, and standards in their
interaction with the environment and must respect the right of all members of society, and even future genera-
tions, to benefit from a healthy environment. Moreover, additional theories, including Sustainable Development
Theory, Contractual Theory, Corporate Citizenship Theory, and Corporate Sustainability Theory can similarly
justify the environmental liability of foreign investors. These theories collectively emphasize the extraterritorial
accountability of foreign investors regarding environmental protection and intergenerational equity, mandating
that natural resource utilization must not compromise sustainable development objectives or the capacity to meet
future generations’ needs. Multiple legal sources, including contemporary international treaties, non-binding in-
ternational instruments (e.g., OECD Guidelines, UN documents), customary international law rules, domestic and
international jurisprudence, international development programs, and the Sustainable Development Goals (SDGs),
underscore the environmental responsibility of multinational corporations. While predominantly non-binding,
these instruments carry significant interpretative weight before international arbitration tribunals. Many binding
international law provisions remain general in scope, allowing these supplementary sources to facilitate their in-
terpretation regarding foreign investors’ environmental liability—an interpretive approach increasingly endorsed
by arbitral bodies. The four fundamental principles of international environmental law that may each be invoked
to establish the liability of foreign investors are Precautionary, Prevention, Polluter-Pays, and Sustainable Devel-
opment. Each of these cardinal principles provides distinct legal grounds for attributing environmental responsi-
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bility to foreign investment entities in international arbitration proceedings. Under the Precautionary Principle,
States may prevent activities posing risks of severe or irreversible environmental harm, where scientific uncer-
tainty cannot justify postponing cost-effective preventive measures. This principle reverses the burden of proof
- the mere probability of environmental damage suffices, requiring the actor to demonstrate harmlessness. Wide-
ly recognized across international legal instruments, this principle has even been incorporated into the domestic
legislation of some countries. In contrast, some international bodies have acted very cautiously in formally recog-
nizing it. The Dispute Settlement Body of the World Trade Organization (WTO), for instance, applies a stringent
standard when considering the Precautionary Principle to justify Sanitary and Phytosanitary (SPS) measures and
has, on several occasions, declined to apply the principle directly. The most significant theoretical challenge to the
acceptance of the Precautionary Principle in trade disputes is the inherent conflict between the philosophy of the
principle and the rules of international trade law. While the Precautionary Principle seeks to restrict probable loss-
making activities, international trade rules are founded on free trade and the elimination of trade barriers. Cases
such as Methanex Corporation v. United States of America, pé/dzielnia Pracy Muszynianka v. Slovak Republic, and
Vattenfall AB and others v. Federal Republic of Germany are among the most significant cases in which arbitral
tribunals, including those constituted under the rules of the International Court of Justice (ICJ), UNCITRAL, and
ICSID, have issued rulings based on or considering the Precautionary Principle. Based on the Prevention Principle,
states are obligated to prevent environmental damage before it occurs. This principle is particularly applicable in
situations where the nature and scope of environmental risks are clearly understood, and the technical knowledge
and the requirements to prevent or mitigate their effects exist. The principle’s focus is on taking action before the
loss appears; however, it is applied specifically where the probability of damage is strong and serious. This princi-
ple is pointed in several key international instruments, including: Principle 21 of the Stockholm Declaration (1972),
Principle 2 of the Rio Declaration (1992), Articles 192 to 212 of the United Nations Convention on the Law of the Sea
(1982), The Basel Convention on the Control of Transboundary Movements of Hazardous Wastes and Their Dis-
posal (1989), The Convention on Biological Diversity (1992). The International Court of Justice (ICJ) has also recog-
nized the duty to prevent environmental harm as a general principle of international law in several of its rulings,
including its advisory opinion on the Legality of the Threat or Use of Nuclear Weapons and the cases concerning
the Gabcikovo-Nagymaros (1997) and Pulp Mills on the River Uruguay (2010). In the latter two judgments, the ICJ
emphasized that the Environmental Impact Assessment (EIA) is part of customary international law and must be
conducted by states. According to the Pollute r Pays Principle legal and natural persons causing environmental
pollution must bear cleanup costs, restoration expenses, compensation payments and prevention expenditures.
This dual-function principle serves both preventive (deterring harmful activities) and compensatory (internalizing
environmental costs) purposes. By imposing strict liability on polluting activities, the PPP creates market incen-
tives for eco-compatible investments. The Polluter-Pays Principle can play a decisive role in reducing or even
completely eliminating investment compensation claims, based on three key legal arguments: First, if evidence
shows the investor itself caused or facilitated the pollution, awarding them compensation would be unjustifiable
on ethical, political, and legal grounds. Second, when government measures addressing a project’s environmental
impacts are properly grounded in this principle, they should be considered legitimate public interest actions - not
constituting expropriation or investment treaty violations. Third, governments can file counterclaims against in-
vestors seeking compensation, demanding payment for environmental damage caused by the pollution. In prac-
tice, this principle has evolved beyond theory to become an effective legal tool for governments in arbitration
cases, serving both to defend against investor claims and reduce associated financial burdens. Sustainable Devel-
opment Principle is defined as development that meets the needs of the present without compromising the abil-
ity of future generations to meet their own needs. Sustainable development has three simultaneous and interde-
pendent dimensions: environmental protection, economic development, and social equity. Consequently, any
government action or economic investment must consider these three dimensions simultaneously. Development
that is solely economic but leads to the depletion of natural resources, ecosystem degradation, or the marginaliza-
tion of vulnerable groups is not considered ‘sustainable’ under international law. Under this principle, host state
interventions that restrict foreign investment operations detrimental to sustainable development do not consti-
tute a breach of international law nor a compensable act under investment treaties, and may proportionally limit
any payable damages. However, host state actions are only considered lawful if they are proportionate and non-
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arbitrary. Today, the principle of sustainable development has evolved from an environmental and economic con-
cept into a general principle of public international law. It is recognized in treaties and domestic legislation and is
invoked in international and regional arbitral awards. This principle acts as a bridge between environmental and
social considerations on one hand, and investment obligations on the other, serving as a defense for states against
investor claims. It is also used by arbitral tribunals as grounds for reducing compensation or justifying the legiti-
macy of host state measures. Alongside these principles and legal sources, two other doctrines—the state’s police
powers and regulatory expropriation—can be utilized to reduce the state’s liability for compensating foreign inves-
tors. According to the police powers doctrine, states may enact general regulations in the public interest (includ-
ing environmental protection) without such non-discriminatory measures necessarily constituting an “expropria-
tion” or giving rise to compensatory liability. The UNCITRAL arbitral tribunal has recognized the principle that
states are not obliged to pay compensation for bona fide regulatory measures enacted within their police powers
as part of customary international law. One manifestation of the police powers doctrine, proposed even as a basis
for denying compensation altogether in international investment disputes, is the concept of non-compensable
regulatory expropriation. According to this approach, regulatory measures taken by states to achieve legitimate
public interests, such as environmental protection, public health, or economic order, provided they are non-dis-
criminatory and do not constitute an abuse of power, are not considered “expropriation” in principle and do not
warrant compensation. This doctrine, first developed in United States law, is now recognized internationally and
constitutes a fundamental defensive pillar for states against claims by foreign investors.

International arbitral tribunals may recognize environmental liability for foreign investments based on established
legal foundations, sources, and principles of international environmental law. Through four mechanisms, “Appro-
priate Compensation”, “Partial Compensation”, “Necessity Defense”, and “Environmental Counterclaim”, based on
“Police Powers Doctrine” and “Regulatory Expropriation Theory”, they can either fully eliminate or substantially
reduce compensation obligations. Although the presumption in international arbitration favors full compensation,
tribunals may apply the doctrines of contributory fault and partial compensation to attribute a portion of dam-
ages to foreign investors, thereby proportionally reducing the host state’s compensation liability. Arbitral tribunals
have adjusted and reduced compensation awards by citing: investor negligence, lack of transparency, or conflicts
between the host state’s international obligations (particularly concerning cultural heritage or environmental pro-
tection) and its investment commitments. Furthermore, the principles of proportionality, necessity, and public in-
terest provide additional legal justification for awarding partial compensation. Under the Regulatory Expropriation
Doctrine, state regulatory measures enacted to pursue legitimate public interests—such as environmental protec-
tion, public health, or economic stability—do not qualify as compensable expropriation provided they are applied
non-discriminately and do not demonstrate abuse of power. Such measures consequently fall outside the scope
of expropriation claims under international investment law and, accordingly, impose no obligation to compensate.
Under the ‘inherent right of states to regulate,” governments must retain the authority to enact necessary laws
and regulations to protect public health, the environment, economic stability, and moral order. The regulatory
expropriation doctrine, as evidenced by international jurisprudence and arbitral interpretations, demonstrates
that tribunals have consistently dismissed investor compensation claims when state measures are: (1) legitimately
motivated, and (2) implemented in a non-discriminatory manner. In sum, the regulatory expropriation doctrine
and analogous mechanisms enshrined in agreements such as the USMCA demonstrate that in the contemporary
era, states’ legitimate defense against foreign investor claims—particularly in environmental matters—is not only
admissible but constitutes a legal and sovereign imperative justifiable under sustainable development objectives.
Accordingly, revising arbitration practices, reforming the legal frameworks of investment treaties, and recognizing
the principle of shared responsibility between states and corporations constitute essential steps toward establish-
ing a balanced, sustainable, and justice-oriented system in international investment law.

Keywords: Compensation Reduction, Environmental Liability, International Investment Arbitration, Precaution-
ary Principle, Regulatory Expropriation
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70. Germany v. Poland, The Permanent Court of International Justice, ser. A, No. 17, 13 September 1928.
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73. Factory at Chorzéw (Germany v. Poland), Permanent Court of International Justice, Judgment No. 13 September 1928, PCIJ Series A, No. 17, p. 47
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76. ICSID. (1992).Southern Pacific Properties (Middle East) Ltd. v. Arab Republic of Egypt, Case No. ARB/84/3, Award, 20 May 1992
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78. equitable considerations

79. Vienna Convention on the Law of Treaties, 1969, art. 38

80. ICSID, Azurix Corp. v. Argentine Republic, ICSID Case No. ARB/01/12, 2006
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82. Middle East Cement Shipping and Handling Co. S.A. v. Arab Republic of Egypt, ICSID Case No. ARB/99/6. (2000)
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88. Maffezini v. Spain, ICSID Case No. ARB,/97/7 (2000)
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