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BEST INDUSTRY PRACTICES AND
ENVIRONMENTAL REGULATION FOR
OFFSHORE PETROLEUM OPERATIONS

Julidn Cardenas Garcia*
Foreword

1. The Story of Sources Flowing from Burgundy and Texas to the
Petroleum Industry

Since 2010, | have had the opportunity to carry out a series of extensive research-
journeys between the cities of Dijon, France—where | am a doctoral researcher
at the Center of International Investment Law and Markets (CREDIMI)! at the
Université de Bourgogne— and the city of Houston, Texas—where | was a
Visiting Researcher at the Environment, Energy and Natural Resources Center
(EENR Center)? at the University of Houston Law Center. The research focused
on the study of transnational petroleum law and it proved to be complementary
between these two sites. The CREDIMI provided the highest level of expertise in
the study of international investment law; while the EENR Center, located in the
energy capital of the world, offered first-hand access to the new legal trends in
the transnational petroleum industry.

The links between Texas and la Bourgogne though not particularly obvious for
someone in the petroleum industry, date back to many years ago in a dialogue
between scientists and legal scholars. Two stories will help to illustrate this. The
first relates to the extraction of sources of oil that marked the formation of the
petroleum industry, and the second deals with the study of sources of law which
govern international petroleum transactions.

* Founding Director, Transnational Petroleum Law Institute. Cardenas-Garcia is a Visiting Assistant
Professor and Andrews Kurth Energy Law Scholar at the University of Houston Law Center. He is a
Venezuelan attorney and Doctoral Fellow at the Research Center on Investment and International
Trade Law (CREDIMI) at the University of Bourgogne, Dijon, France. He has been retained as expert
on Venezuelan law in international arbitration claims in the petroleum sector in Venezuela and
previously served as a career diplomat at the Ministry of Foreign Affairs of Venezuela. This study
was first presented in the conference “Law and Boundaries / Droit etLimites”, organized by the
Doctoral School of the Institut d’études politiques de Paris (Sciences Po) in March, 2012.

* credimi.u-bourgogne.fr/

2 law.uh.edu/eenrcenter/
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The Sources of Oil Flow

As we travel into the past, the case of Darcy’s Law is a convenient starting point.
Henry Darcy, a citizen of Dijon in the middle of the XIX century, developed the
derived constitutive equation that describes the flow of fluids through a porous
medium. This formula forms the scientific basis of fluid permeability used in the
petroleum industry. Darcy’s greatest work, which dates back to 1856, entitled Les
Fontaines Publiques de la Ville de Dijon (The Public Fountains of Dijon) 3,
focused on the questions of sources of water and aqueduct design and
construction, which contributed to the city of Dijon’s access to potable water at
the time. The book developed a complete outline of principles that guided
engineers in finding a solution for the flow of oil through a porous medium, which
was subsequently incorporated in the petroleum industry for the exploitation of
what we now know as conventional 0il.* Darcy’s Law was since then employed
for the effective extraction of oil; thus, we can understand it to be the first-ever
best practice in the international oil industry because it led to the worldwide norm
of extraction efficiency of oil for more than a century.

Indeed, a century after Darcy’s contribution, Professor George Fancher,
petroleum-engineering professor from the University Texas,” acknowledged the
works of le dijonnais. Darcy’s Law was highly relevant for Prof. Fancher when
he patented a process for cracking heavy oils at low pressure in order to increase
the efficiency of extraction of heavy-crude oil. This scientific connection inspired
Prof. Fancher to draft his article, “Henry Darcy —Engineer and Benefactor of
Mankind,” published in the Journal of Petroleum Technology of the University
of Texas in October 1956, to recognize Darcy’s contributions. In his article, in
which Prof. Fancher presented a review of Darcy’s works, he acknowledged, “[1]t

3 G. FANCHER, “Henry Darcy — Engineer and Benefactor of Mankind”. Journal of Petroleum
;I':aghnology University of Texas, Austin, Texas, October, 1956.
em.

5 Idem. George H. Fancher (1901-1995), was professor of petroleum engineering at the University of
Texas at Austin. Dr. Fancher taught at the Universities of Maryland and Michigan, Pennsylvania State
College, and the Colorado School of Mines. He joined the faculty of The University of Texas at Austin
in 1935. He served as chairman of the Department of Petroleum Engineering from 1956 to 1960, when
he retired. Professor Fancher's research interests included core analysis and permeability flow of
fluids. He and was a founder of the Texas Petroleum Research Committee, which devised new
methods to recover oil. In 1981 UT Austin established a professorship in petroleum engineering in his
name. Biographical sketch prepared by Teresa Palomo Acosta and posted on the Faculty Council UT
web site on November 17, 2000.
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is not too much to say that Darcy's law is the very basis of the modern petroleum
industry ... agigantic industry which is the bulwark of modern civilization, an
industry which began just three years after the first published statement of
Darcy’s law.” ®

The development of the science for the extraction of oil resources was not the
only field in which scholars have intervened in the petroleum industry. Also the
study of sources of law that govern petroleum transactions has also captured the
attention of academics from both sides of the Atlantic.

The Sources of Petroleum Law

More recently, another important contribution to the petroleum industry
originated in Dijon—this time unrelated to the source of oil flow, but to the study
of sources of international law. This is the contribution of Professor Eric Loquin,
former director of the CREDIMI’, in his course at the Hague Academy of
International Law, entitled “Les régles matérielles internationales,” which he
taught in the summer of 2006.® During his week-long lecture, Prof. Loquin
developed a methodology for the study of the sources of law for transnational
transactions in our globalized world. Here again, permeability is a recurring
theme in the design of a methodology in which les régles materialles
internationales (substantive international rules) will permeate and interact with
more porous, permeable, and diverse legal orders that coexist in a global
environment. According to Prof. Loquin, the development of new rules that
regulate transnational transactions are the product of the interaction of State and
non-State regulation that transcends nation-state borders and governs specific,
sophisticated economic sectors that are submitted to the scrutiny of international
arbitration.® These transnational rules are specially conceived to govern
operations addressing the needs and interests of transnational communities, such
as the transnational community of merchants, the transnational community of
sports, the transnational construction sector, the community of space law, and the

® 1dem.

" Professor Eric Loquin was Director of the CREDIMI as a second generation of Mercatorist after the
Direction of Professor Phillippe Kahn. Currently, the Direction of the CREDIMI is in the hands of
Professor Laurence Ravillon, Dean of the Law School of the Université de Bourgogne.

8 E. LOQUIN, Les régles matérielles internationales, in Recueil des Cours, Académie de droit
international de la Haye, Tome 322, Martinus Nijhoff Publishers, 2007. | had the opportunity as a very
young scholar to be among those attending the course in the summer of 2006.

® 1dem Supra note 14.
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transnational community of foreign investors.'® With respect to the oil industry,
Prof. Loquin highlighted in his lectures that “0il companies have created their
own legal instruments constituting a substantive law,” thereby emphasizing the
existence of specialized substantive rules which govern transactions in the
petroleum sector.!

Three years later in 2009, Jacqueline Weaver, a professor at the University of
Houston Law Center and Director of the EENR Center, contributed to the
international petroleum legal doctrine with her chapter on “Sustainable
Development, Environmental and Socio-economic Issues in Petroleum
Development,” which was included in two widely used petroleum law treaties: 1)
The second edition of International Petroleum Exploration and Exploitation
Agreements: Legal, Economics & Policy Aspects,'? and 2) The third edition of

International Petroleum Transactions, 2010.%3

In her contribution, Prof. Weaver offered an overview of the increasing number
of non-state regulation in the petroleum industry, discussing the evolution of
sustainable development approaches. Her scholarship describes an approach
based on three fundamental principles, illustrated as a tripod composed of three
components for the good performance of resource extraction: economic progress,
environmental progress, and social progress. This approach attempts to rectify the
historical reality of “the petro-curse,” which has condemned countries to the
classic and fatal consequences of resource extraction, such as negative social
impact, environmental pollution, low rate of economic growth, and even exposure
to armed conflicts. Prof. Weaver presented a number of primary legal issues such
as new best practices on the compliance against corruption practices,

10 Jdem. Prof. Loquin mentioned examples from different transnational sectors of the economy,
particularly those related to international commerce and the lex mercatoria, but also those involved in
Space Law giving special recognition to the works of Prof. Laurence Ravillon, and the rules of
international investment law quoting the works of Sebastien Manciaux.

1« les filieres pétroliéres ont créé des instruments juridiques originaux constituant un droit
matériel 7 E. LOQUIN, Les regles matérielles internationales, in Recueil des Cours, Académie de
droit international de la Haye, Tome 322, Martinus Nijhoff Publishers, 2007

12 J. WEAVER in C. DUVAL, H. LELEUCH, A. PERTUZIO et J. WEAVER. “International
Petroleum Exploration & Exploitation Agreements: Legal, Economic and Policy Aspects”, 2éme ed.
Barrows Press 2009 [WEAVER’s Chapter in BARROWS]

¥ E. SMITH, O. ANDERSON, J. LOWE, et J. WEAVER. International Petroleum Transactions. 3
Ed., Rocky Mtn. Min. Law Foundation Press 2010
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environmental protection, social responsibility, and local content, created to solve
the challenges of oil industry in the twenty-first century.

Particularly, this regulatory inflation of non-state rules has become more obvious
since the Macondo blowout of April, 2010. The accident was a wakeup call to the
oil industry to improve prevention and contingency systems in offshore
operations. Thus, the study of best practices seems pertinent in the twenty-first
century given the permanent expansion of industry practices.*

The usages of the sector find their application by the recognition of the actors of
the petroleum industry and have been intergraded into legal instruments such as
petroleum contracts, petroleum state regulations, and arbitration rules. These
rules gain traction in transnational regulation, especially when their solutions
offer better efficiency and are in line with the interests and needs of a community

of States and petroleum investors.*

Inspired by the evolution of these sources of law, this study belongs to the
initiative of the Transnational Petroleum Law Institute (TPLI), which advocates
for the study of transnational regulation in the petroleum industry. The TPLI
works with the endorsement of the Groupe de Beaune, a transnational group of

14 Other approaches on transnational law can be found in the U.S. scholarly works of Prof. Phillip
Jessup and Prof. Detlev Vagts, that were followed by Prof. Rudolf Dolzer, Prof. Thomas Walde, Prof.
Pieter Bekker, and Michael Waibel. See “Introduction: a Festschrift to celebrate Detlev
Vagts’contributions to transnational law” in Making Transnational Law Work in the Global Economy,
Cambridge University Press, Oct 28, 2010

15 E. LOQUIN, «Régles Matérielles du Commerce International et Droit Economique », Revue
Internationale de Droit Economique — 2010 — p. 85. «Malgré la diversité de ses sources, ce droit — le
droit transnational- présente une étonnante cohérence. Il est tout entier tourné vers la satisfaction des
besoins du commerce international. 1l constitue un droit finalisé fondé sur la fonction économique du
droit. La régle matérielle retenue, soit choisie dans l'immense catalogue des régles appartenant aux
droits nationaux, soit forgée de toutes pieces par la pratique, sera celle qui « optimise» sur le plan
économique le rapport juridique ». Professor Loquin course has had such an impact that it brought the
justification for a scholarly dialogue with Prof. Emmanuelle Gaillard’s course at The Hague Academy
of International Law, which relies on some ideas of Prof. Loquin’s course. Gaillard’s lecture “Aspects
Philosophics du droit de ’arbitrage” presented in 2007 also focused in some passages on the notion
of transnational rules and the origin of these norms. Gaillard’s course published a year after cannot be
read without the reference to Loquin’s thoughts. Gaillard’s approach is slightly different concluding
that transnational rules are still anchored in state sources of law and a methodological approach
through comparative law will always allow finding this transnational rule and recognized by an
arbitrator. On the contrary, Loquin asserts that the rule is pre-existence and belongs to the lex
mercatoria where the arbitrator is inserted. See E. GAILLARD, Aspects philosophiques du droit de
l’arbitrage international, Académie de droit international de la Haye, Martinus Nijhoff Publishers,
Leiden, 2007 and E. LOQUIN, A propos de I'ouvrage d'Emmanuel Gaillard: Aspects philosophiques
du droit de I'arbitrage international, Revue de I’ Arbitrage, No. 2, 2009, p. 317-325.
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legal scholars in the study of transnational law in different sectors of the
globalized economy. The initial aim of the TPLI is to present two founding papers
on transnational law related to the petroleum industry and a website to provide
updates of the Institute’s research.'® This article aims to analyze the use of best
practices in the petroleum industry to illustrate the reality and theory of
transnational regulation for offshore petroleum operations.

Introduction

Almost forty years have passed since the distinguished Egyptian Professor, Dr.
Ahmed Sadek El-Kosheri, gave his landmark lecture “The Legal Regime Created
by Petroleum Participation Agreements”?’ at The Hague Academy of
International Law in the summer of 1975. In his dissertation on the main legal
topic of the international petroleum industry at that time, the introduction of the
production-sharing agreement, Professor El-Kosheri noted the presence of clear
transnational legal elements in the contract practice of the petroleum industry. As
part of his conclusions, he stated that [d]espite the amplitude of the movable
reality created by the lex contractus — a petroleum contract —remains attached
to the legal order that grants its binding force and the source of its protection.
Whether it is chosen by the parties or determined by the judge or the arbitrator,
the legal order in which the participation agreement is incorporated allows above
all a certain transnationalization in accordance with the appropriate legal
techniques, which are essentially created by the practice and the arbitral
jurisprudence. In this manner, we can notice the frequent recourse to general
principles and the gradual elaboration of a real lex petroleum of a transnational
nature.’® Furthermore, he emphasized that, [flor participation agreements to

16 The other founding paper is authored by A. DE JESUS O., The Prodigious Story of the Lex Petrolea
and the Rhinoceros. Philosophical Aspects of the Transnational Legal Order of the Petroleum Society
(Dr. Alfredo De Jests O.) — TPLI Series on Transnational Petroleum Law, Vol. 1, N°1, 2012. This
study was presented at the Centre for Energy, Petroleum and Mineral Law and Policy — CEPMLP —
of the University of Dundee, Scotland, in February 2012. The articles are available online on the
website www.lexpetrolea.org

YA, S. EL-KOSHERI, Le régime juridique créé par les accords de participation dans le domaine
pétrolier, in Recueil des cours, Collected courses of the Hague Academy of International Law, 1975
IV, Tome 174, Sijthoff & Noordhoff, The Hague, 1978, p. 217 - 405.

18 |dem, p. 337 "... quelle que soit 'ampleur de cette réalité mouvante créée par la lex contractus, elle
reste tributaire du régime juridique qui lui confere sa force obligatoire et la source de sa protection.
Qu’il soit choisi par les parties ou déterminé par le juge ou l'arbitre saisi,le cadre légal auquelle
cadre légal auquel Il'accord de participation est ancre permet surtout une certaine
transnationalisation en fonction de techniques juridiques appropriées élaborées essentiellement par
la pratique et la jurisprudence arbitrale. Ainsi, on peut constater, a la fois, le recours fréquent aux

10
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work in harmony and in order to guaranty maximal possible efficacy, petroleum
relations must be carried out in a larger and truly international environment in
the form of a global scale . . . . If that form of internationalization is not achieved,
we will continue to be under the shadow of an ephemeral law.*® These concluding
remarks from the mid-1970s are the starting point of our study on the current legal
approach for transnational petroleum regulation. Professor El-Kosheri’s visionary
findings were crucial to the identification of transnational practices applicable to
the operations in the petroleum industry. In his view, a transnationalization of
sources of law seemed evident, and hence, overlooking this reality was merely
ephemeral efforts of ignoring the emergence of a specialized legal order of the
petroleum sector, the lex petrolea.?® Indeed, it is hard to conceive current
situations less transnational than the ones described by Professor EI-Kosheri in
his conference.

Professor EI-Kosheri was a key interpreter of his time. As an Egyptian native,
he observed the interplay between oil-producing and oil-consuming countries,
given Egypt’s strategic maritime location for oil transportation with its Suez
Canal. After pursuing his legal education at the prestigious Cairo University in
the mid-1950s, he continued his studies at the Université de Paris, and later on at
the Université de Rennes where he completed his Doctorate in 1962. This
connection with Europe allowed him to be close to the emerging avant-garde of
legal studies on international law, particularly from the Ecole de Dijon. At that
time, Dijon was the center of the proponents of the Lex Mercatoria as a form of
transnational law, led by Professors Berthold Goldman, Philippe Fouchard, and
Phillippe Kahn. The latter was the founder of the Center of International
Investment Law and Markets (CREDIMI)?* at the Université de Bourgogne in

principes généraux et ['élaboration graduelle d'une véritable lex petroleum de nature
transnationale."

1 Idem, p. 338 “Afin que la Participation puisse fonctionner d’'une fagon harmonieuse et avec le
maximum d efficacité possible, les rapports pétroliers doivent se dérouler dans un cadre plus large
véritablement international, sous la forme d’un accord mondial... Tant que cette forme
d’internationalisation ne sera pas achevée, nous resterons dans |’'ombre du « droit de l’éphémere."
2 According to Medieval Historian Armando Torres, Ph.D. Research Scholar at the Université de
Bourgogne, the word “petroleum” mixes two Latin words “petra” and “oleum” which means: oil of
rocks. The Use of Lex Petrolea is a neologism from this expression.

2 Centre de recherche sur le droit des marchés et des investissements internationaux (CREDIMI). The
CREDIMI is a research center of the Université de Bourgogne and is a scientific unit of the French
National Center for Scientific Research (CNRS)

11
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1967 and with whom El-Kosheri shared ideas and friendship through the years.?
Since then, I’Ecole de Dijon has laid the foundation for a school of thought of
transnational law in Europe which has attracted both supporters and detractors,??
as a consequence of an intense scientific activity. As a result, this has spurred
innovations in legal thinking and an ongoing discussion of the latest legal
paradigms surrounding transnational transactions and regulation.?* During the
1970s, the CREDIMI was also engaged in the study of energy-related legal issues
arising from the first petroleum crisis,?® such as: questions on the study of
applicable law, new contract forms, international arbitration, and the
internationalization of petroleum contracts, as a result of the new scenario of oil-
producing countries taking control of their petroleum reserves.?® Thus, the seeds
of a transnational legal school of thought based in les terroirs de Bourgogne
proliferated in El-Kosheri’s transnational approach during his Hague Academy
Course in 1975. Moreover, this led him to become one of the most prominent
authors in the international petroleum law field where he was widely recognized
for his academic work and for frequently being nominated as an arbitrator in
important oil-and-gas arbitration disputes.

22 The close relation between Prof. EI-Kosheri and the CREDIMI was celebrated by awarding him the
recognition of Doctor Honoris Causa of the Université de Bourgogne in 2010, given his contribution
to the study of transnational law.

2 Among the supporters and admirers of the work of Prof. Kahn and the CREDIMI, we must quote
Prof. Thomas Walde’s insightful review of the book “Souverainete etatique et marches internationaux
a la fin du 20ieme siécle. A propos de 30 ans de recherché du Credimi, Melanges en |’honneur de
Philippe Kahn (ed. Charles Leben, Eric Loquin, Mahmoud Salem), Litec 2000, where he gives
testimony of his visits to Dijon and the contributions of the Ecole de Dijon as a school of thought in
the study of the lex mercatoria and transnational law. On the other hand, critics come and go from
different fronts, particularly from Kelsenian enthusiasts, resisting paradigm shifts. A compilation of
these critics can be found in T. SHULTZ, “The Concept of Law in Transnational Arbitral Legal Orders
and Some of its consequences”, J Int. Disp. Settlement (2011) 2 (1): 59-85.

2 Information about the scientific activity of the CREDIMI is available at the CREDIMI website:
http://credimi.u-bourgogne.fr/

% \We make reference to the first petroleum crisis to the situation caused by the oil embargo imposed
on the United States by the Arab nations as a consequence of the U.S. support to Israel during the Yom
Kippur War in 1973

%3ee CREDIMI, Les hydrocarbures gazeux et le développement des pays producteurs. Dijon, 1974.
Then, the study of State Contracts and the law applicable of international investments continued being
developed by Prof. Phillippe Kahn until the years 2000s. During the last decade, the conduction of
these studies have been mostly carried out by Dr. Sebastien Manciaux. See, S. MANCIAUX,
« Investissements étrangers et arbitrage entre Etats et ressortissants d'autres Etats: Trente années
d'activité du CIRDI », Litec, 2004.

12
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2. Best Practices of the Petroleum Industry as Transnational Rules. The
concept of sources of law has only for a short time in history been confined to the
formally adopted state legal norms of a statutory or conventional nature.?” Such
positivistic and narrow notion can be confronted by a concept—which has again
gained some prominence in the twentieth-first century—whereby sources of law
also include the transnational rules that arise concurrently with the development
and interpretation of non-state regulation. These rules emerge to regulate business
relations in specific sectors of the economy that work in a transnational space.
Particularly, from the mid-twentieth century through the twenty-first century,
transnational rulemaking in the petroleum industry developed three basic kinds
of transnational sources: a) model contracts, b) industry standards, and ¢) risk
allocation models.

a) Model Contracts: The need for contract drafting efficiency motivates
countries, operators, and professional associations in the oil industry to develop
model contracts that reflect their interests and the standard practices of the
industry.?® For example, the evolution of petroleum-contract templates by
professional associations in the United States has had an impact worldwide with
the copying of these contracts by operators and state regulators transnationally.
The adoption of some early model contracts, such as the Standard Drilling
Contract of the American Association of Oilwell Drilling Contractors (AAODC),
which was approved in 1952 as a template for drilling operations in the United
States, has inspired other associations and industry groups to approve their own
model contracts such as: the International Association of Drilling Contractors
(IADC, the successor of the AAODC), the Association of International
Petroleum Negotiations (AIPN), and Oil & Gas UK.?® On the other hand, since
in recent years governments of oil-producing countries have become more
sophisticated in the control and management of the oil industry, government

2" Robert Kolb (2006). Principles as Sources of International Law (With Special Reference to Good
Faith). Netherlands International Law Review, 53, pp 1-36.

2 Standardized clauses allow parties to reduce the number of clauses to be negotiated since they are
extended practices in the petroleum industry. See T. MARTIN and J. PARK, “Global petroleum
industry model contracts revisited: higher, faster, stronger”, in Journal of World Energy Law &
Business, Vol. 3, n° 1, Oxford University Press, 2010.

2 C. A. MOOMIIAN Jr., “Drilling Contract Historical Development and Future Trends Post-
Macondo: Reflections on a 35 Year Industry Career”, Paper presented to the AIDC/SPE, San Diego,
California, March 7, 2012. In this outstanding paper Moomjian Jr. makes a historic description of the
influence of contract drafting in the U.S. to the international petroleum industry.

13
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model contracts have proliferated in order to maintain a harmony between host
governments’ interests and investors’ interests in complying with local
petroleum laws.*

b) Industry standards: Operators, professional associations, and certain
regulators®! work to identify and develop best practices for upstream operations
regarding issues such as health, safety, and the environment. According to the
International Association of Qil and Gas Producers (OGP), estimates show that
around 600,000 industry standards exist; however, only 5,180 of them — from
131 different organizations — are referenced in the technical in-house
specifications of seven of the largest operating companies.*? Although operators
follow them voluntarily, recently, regulators have also requested these industry
practices to be incorporated into contract provisions and, once these standards
are contractualized, they become binding and enforceable under the jurisdiction
of international arbitration or local courts. But also, as usages of the petroleum
sector, they find their application as an autonomous source of law through
international rules of arbitration (such as ICC or UNCITRAL arbitration rules),
only requiring the assessment of their connection with the trade sector.

c) Risk-allocation models: industry risk liability models are also fundamental
to understanding the liability system of exploration and production operations.
For instance, operators and state regulators use the “safety case” model to manage
risk based on the preventability of accidents. They also use the “knock-for-
knock” practice to allocate liability between operators and service contractors.
Both risk-allocation models have been standardized while industry players have
consistently been incorporating them into contracts for many years.

These examples show that transnational rules have given rise to an increasing
number of standards incorporated into a network of transnational rules governing
petroleum operations.®* This has led to a phenomenon in which regulatory
inflation progressively impacts the determination of the applicable law, since

% For instance, the emerging number of model contracts published by governments during bid rounds
process, such as the case Colombia, Brazil, Venezuela, Kazakhstan, among many others. These model
contracts are public and can be issued by the National Petroleum Company, a government agency, and
even may require parliament approval involving public debates.

31 See for example of the Petroleum Safety Authority of Norway (PTIL) which has been internationally
recognized as a reference for offshore regulation and best practices. PTLI website: http://www.ptil.no
32 A.R. JOHANSEN, “Moving towards global standards for the benefit of the oil and gas industry”,
OGP presentation to the International Standards Workshop, Mexico City, May, 11, 2010.

333ee on the idea of a network F. OST, M. VAN DE KERCHOVE, De la pyramide au réseau ? Pour
une théorie dialectique du droit, Publications des Facultés universitaires Saint-Louis, Bruxelles, 2002.

14
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recent arbitration practice has proven that arbitrators in the petroleum industry
do not act; think, and apply the law as local judges do. Insteaf, arbitrators work
with more leeway in determining the applicable law which is causing that the
former conception of the separation between soft law and hard law have become
obsolete.®*

Currently, state and non-state rules interact in a coherent way through
standardization, the incorporation of best practices in state legislation, mirroring
regulations around the world as a form of transnationalization of the law.® This
is the reality that current arbitrators are facing when dealing with transnational
petroleum disputes. The incorporation of all these sources of law in a
transnational legal order where the arbitrator is the natural judge, gives him the
power to apply transnational law methods determining the applicable law.

3 See. A. DE JESUS O. article in this volume: A. DE JESUS O, The Prodigious Story of the Lex
Petrolea and the Rhinoceros. Philosophical Aspects of the Transnational Legal Order of the Petroleum
Society (Dr. Alfredo De Jests O.) — TPLI Series on Transnational Petroleum Law, Vol. 1, N°1, 2012.
De JesUs has used the metaphor of a Rhinoceros explaining that pluralist’s approaches on legal
regulation consider transnational rules “hard and soft” at the same time. They are “hard on the outside
and soft on the inside, hard in the way the rules are applied (as the most imperative rule of a national
or international legal system), soft in the manner in which they are created”. The language “soft law”
and “hard law” still persist in influential oil and gas law literature in the recent works of A. Wawryk
and J. Weaver on industry practices; however both authors have shared that there is a trend of this
“soft” law to turn “hard law” based on recognition of the industry over the years. See A. WAWRYK
“The Adoption of International Environmental Standards by Transnational Oil Companies: Reducing
the Impact of Oil Operations In Emerging Economies” (2002) 20 Journal of Energy and Natural
Resources Law 402-434 [WAWRYK, 2002] and WEAVER’s Chapter in BARROWS. In this regard,
while J. Weaver has said “Industry codes and other sources of “soft law” are also used as reference
sources in transnational dispute resolution, as arbitrators and mediators search for objective measures
of what is “reasonable” or “equitable” or “accepted” in a particular context”, WEAVER’s Chapter in
BARROWS and WAWRYK’s works studied the problem without considerations on the question of
applicable law by international arbitrators.

% See, Frangois Ost, Conference “La traduction comme paradigme*, Octobre 19, 2010. Also, a
compilation of examples of best practices appears in the OGP Report “Regulators’ use of standards”
No. 426, of March 2010, showing how more than 12 countries and a number of multilateral initiatives
engaged in oil offshore operations, have incorporated international oil industry standards. The report
conclude that “Nearly all of the regulators examined make specific references to standards in their
documents, with large variations in numbers referenced, from 5 to 393 references. However, there are
many general references to standards in regulatory documents so all regulators examined expect
standards to be used." The report also illustrate this with the example of China where, despite there
are no specific references to standards in the Chinese regulations there are about 1,800 standards
available from the China Petroleum Standards Committee (CPSC) and China Petroleum Equipment
Standards Committee (CPEC) for the petroleum industry, and some of these are Chinese adoptions
(identical or modified) of ISO and API standards, and others are national (compulsory or voluntary)
or industry (voluntary) standards developed by the CPSC and CPEC themselves.
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Two examples of this regulatory inflation can be found through: emerging
transnational industry standards relating to environmental and safety issues (a),
and standards included in investment treaties that apply to petroleum transactions

(b).

a) Many transnational environmental regulations are created by different
Standards Developing Organizations (SDOs), such as the American Petroleum
Institute (API), the International Standards Organization (1SO), the International
Association of Drilling Contractors (IADC), and also International Oil
Companies (I0Cs), create Codes of Conduct that work to identify international,
regional, and national standards.®® These organizations work in the creation of
industry standards, which they review periodically, incorporating the latest
technological developments and experience gained from their implementation.
These rules are the result of economic and efficiency considerations, which
necessarily involve environmental and social concerns. They are designed to
promote fairness in long-term investments between states and foreign investors
members of the so called Societas Petroleatorum.®

In trying to measure the impact of transnational rules, the U.K. Department
of Trade and Industry (DTI) published a study on the increase of international
standards in 2005.38 The fifteen year study show how the percentage of standards
moved from 36% of total international standards and 64% of total national
standards in the 1990s, to 75% of total international standards and 25% of total
national standards in 2005.

% According to Professor Alexandra Wawryk, these codes of conduct “are a response to shareholder,
customer, interest group and community pressure on companies to be transparent and accountable in
environmental management, allowing industry to demonstrate environmental responsibility and
enhancing public relations”, in WAWRYK, 2002.

3" The expression of “Societas Petroleatorum” inspired in Philippe Kahn’s “Societas Mercatorum”,
was adapted Medieval Historian Armando Torres, at the request of the Groupe de Beaune. According
to Torres, in Medieval Latin, a person who works with oil is an “oleator”, so if it is constructed as a
neologism, the person who works with petroleum would be a “petroleator”. Therefore the correct
expression would be “societas petroleatorum”, the society of persons that work with petroleum.
%See A.R. JOHANSEN, Supra note 25 quoting, UK DTI Report The Empirical Economics of
Standards, June 2005
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The increased number of international standards shows that transnational
rules have a relevant role in petroleum exploration and production.

1990 =———————- 2005

Inter-
national
based 36%
stds Inter-
national
based
stds
National Internatic
bfftﬁ'; (1SO, IEC, CEN
and CENELEC) National
based
stds

Source: UK DTI Report The Empirical Economics of Standards, June 2005

We can see this in today’s practice when it is necessary for industry players
to include contractual references to industry standards in order to provide an
open and flexible system of law governing their transactions.®

The International Regulator’s Forum (IRF), a forum that group 11 offshore
regulators in the world, has published a Paper entitled “The involvement of IRF
in setting standards and best practices”(the IRF Paper 2011) which classified
these standards that have to be considered by the oil industry in five categories:
1) specific detailed requirements contained in primary legislation or regulations;
2) guidance and codes written or formally approved by regulators; 3) standards
produced by authoritative standards-developing organizations (e.g., the 1SO,
CEN or the API); 4) guidance written by industry-representative bodies (e.g.,
global, regional, or national trade associations, such as the OGP, the IADC, the
Offshore Operators Committee (OOC) etc.); and 5) other, unwritten standards of
good practice that have been widely adopted throughout the industry.

% See, International Regulator’s Forum (IRF) Paper “The involvement of IRF in setting standards and
best practices”, 2011. The paper asserts that: “most regulatory regimes do not specify absolute safety
within their legislation”. See also, From “Report to the President”, National Commission on the BP
Deepwater Horizon Oil Spill and Offshore Drilling, January 2011 [IRF Paper 2011]. The report
affirms that deepwater energy exploration and production, particularly at the frontiers of experience,
involve risks for which neither industry nor government has been adequately prepared, but for which
they can and must be prepared in the future.

40 Idem.
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Another classification was provided by the OGP Report No. 426 entitled
“Regulator’s use Standards” (the OGP Report 426).4 It identified three kinds of
standards: international standards, industry standards, and national standards. The
OGP reported that, on a global basis, there is a dominance of references to
industry standards (44%),*? followed by references to national standards (35%),
and finally, international standards (21%).** According to these figures 65% of
these standards are out of the legislative control of any host state. According to
the OGP Report 426, the three most-cited organizations are the API, the ISO, and
the International Maritime Organization (IMO). Two of the most frequently
referenced standards are the API’s Spec 6A Wellhead and Christmas Tree
Equipment (also now available as a joint publication with 1ISO 10423) and the
IMO’s MODU (Mobile Offshore Drilling Units) Code. According to the OGP
report, most of these industry standards originate in the United States (40%),
followed by Europe (24%), international organizations (21%), and Australia and
Asia (15%).%°

Both, the OGP and the IRF have established a dialogue through reports and
papers giving special recognition to the use of industry standards. In 2010, the
OGP Report 426 concluded that “standards play an important role in the
regulators’ technical definition of the safety level of oil-and-gas installations they
regulate. In fact, the oil-and-gas industry and regulators cannot work effectively
without using these standards.”® This conclusion was also incorporated in the
IRF Paper, where a decision made by the forum was to increase the participation
of regulators in the development of industry standards. Their argument was that
it is in the interest of regulators “to monitor the progress of the development of
relevant ISO/IEC standards to ensure that regulatory concerns are identified at
an early stage”.#’

But, creating standards is not the only role of SDOs. One of the main issues
regarding regulatory inflation in the petroleum industry is that new rules from
different sources require new approaches to the question of applicable law. As a
consequence, these new approaches will require new training and legal education,

“ OGP Report “Regulators’ use of standards” No. 426, of March 2010.

2 Industry Standards (API, DNV, EEMUA, IMCA, IP, NACE, OMHEC, SNAME, etc.)

“3National Standards (ANSI/API/AWS, BS, DS, NEN, NS/NORSOK, CAN/CSA, AS/NOHSC/NZS)
4 International Standards (IEC, IMO and ISO)

4 See OGP Report 426.

46 1dem. .

4" IRF Paper, 2011.
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which are turning more and more transnational. These transnational approaches
are in conflict with traditional legal education because law school programs
remain concentrated on the study of state sources of law through positivist state-
centric approaches and hierarchical interpretation of sources of law. Currently,
law schools devote little attention to the study of non-state regulation or regulation
of a transnational nature.® Thus, SDOs are constantly developing training
programs taught by specialized faculty to prepare attorneys to respond to the
current challenges of the oil industry. These programs include specific training
on transnational rules, contract models, and risk allocation models, which will
promote familiarity with the rules of the sector; all working in order to respond to
questions of which laws are applicable to transnational legal issues.*°

b) Other examples of transnational rules in the petroleum sector are
investment-treaty standards that govern investor’s rights, such as fair and
equitable treatment and compensation rights caused by expropriation. But also,
we must point out to a growing incorporation of environmental clauses included
in investment treaties. As abovementioned, in the case of environmental and
safety standards, the practice of applying investment-treaty standards has
developed during the decades through the increasing number of arbitration awards
and the existence of a network of more than 3,500 investment treaties.>® These
treaties and the arbitration awards dealing with their standards are currently
redefining the methodology of interpreting the applicable law in petroleum
transactions, since transnational investment law is placed in a space where notions
such as nationality and the appropriateness of state regulation have been
challenged by interpretations made by arbitral tribunals.®* It is becoming more

8 The idea of studies on “comparative law” becomes also obsolete. They make through the notion of
foreign law the perception of the “other law” to be considered as the strange or the contrasting law of
another nation. In contrast, following a transnational law approach is a borderless conception of the
law that makes the nature of the law to belong to a sector, thus, only strange to the law of another
sector but not based on the concept of nations or the nationality of the law.

49 We cannot ignore the efforts of the AIPN, the Rocky Mountain Mineral Law Foundation and the
Institute for the Energy Law in carrying out international education for the petroleum industry. Also
there will be relevant the impact on the practice of law caused by programs such as the Erasmus
program in Europe, the increasing number of exchange programs between Latin American
Universities and Universities in Europe, and exchanges between European Universities with Asian
and U.S. partners. The current and future generation of lawyers for the next 30 years, the millennial
generation, is having a global exposure that is unprecedented for a transnational legal practice.

%0 See, UNCTAD, “IIA Issues Note. Latest Developments in Investor-State Dispute Settlement”, No.
1 April 2012, describing the increase of international investment arbitration.

51 See Burlington v. Ecuador, ICSID Case No. ARB/08/5, Decision on Liability (Dec. 14, 2012), “179.
As a result, the Tribunal will apply (i) first and foremost the BIT and, if need be, (ii) Ecuadorian law
and those rules of international law "as may be applicable”. In this latter respect, the Tribunal is of the
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common that arbitrators receive from the parties, arguments supported by
transnational rules such as IBA rules, UNIDROIT Principles, industry practices
and arbitral jurisprudence. This is leading arbitrators to identify the transnational
rules that belong to the transnational legal order of the economic sector in order
to meet “...the legitimate expectations of the community of States and investors
towards the certainty of the rule of law”.

Recent arbitration awards have also contributed to the increase in the
practice of treaty shopping among BITs, which has been recognized as a
legitimate practice by international arbitration tribunals,> and being accepted by
foreign investors and oil-producing states.>* Under this practice, the concept of
nationality, even if still useful as a key element for BIT protection, is no longer
the solid “facteur de rattachement.” Nationality can mutate and transform, which
makes it a malleable transnational tool that allows corporations (I0Cs or NOCs)
to acquire or to move from one BIT to another, transforming networks of BITs
into a transnational market, trading nationalities for legal frameworks.%® Thus, a
relevant question arises: Will we have a substitute for nationality in identifying
applicable rules for transnational transactions? It seems that the answer is
affirmative, and it corresponds to a sort of “sense of belonging” to an economic

view that the second sentence of Article 42(1) of the ICSID Convention does not allocate matters to
either law. It is thus for the arbitrators to determine whether an issue is subject to national or
international law. In this context, it should be noted that the PSCs include a choice of Ecuadorian law.
It should further be noted that a party may not rely on its internal law to avoid an obligation under
international law.” Consider also the freedom of the arbitrator interpreting Art. 42 (1) of the
Washington Convention; Art. 35(1)(3) of the UNCITRAL Arbitration Rules; Art. 21.2 of the ICC
Arbitration Rules, among others, in light of the different approaches of the role of the arbitrator and
the possibility to apply trade usages by arbitrators.

52 See also Burlington Decision on Liability § 187 *(...), the Tribunal considers that it is not bound
by previous decisions. Nevertheless, the majority considers that it must pay due regard to earlier
decisions of international courts and tribunals. It believes that, subject to compelling contrary grounds,
it has a duty to adopt solutions established in a series of consistent cases. It further believes that, subject
to the specifics of a given treaty and of the circumstances of the actual case, it has a duty to seek to
contribute to the harmonious development of investment law, and thereby to meet the legitimate
expectations of the community of States and investors towards the certainty of the rule of law.
Arbitrator Stern does not analyze the arbitrator's role in the same manner, as she considers it her duty
to decide each case on its own merits, independently of any apparent jurisprudential trend.”

53 Mobil Corp v Venezuela, ICSID Case ARB/07/27. Decision on Jurisdiction 2010, d. at ] 204

54 J. CARDENAS “Rebalancing Oil Contracts in Venezuela”, 33 Hous. J. Int'l L. 235 (2011), pp. 267-
269, in the case of treaty shopping operations by foreign investors in the Venezuelan petroleum
industry.

5 1t is relevant here to quote the example of other sectors that have challenged the concept of
nationality. This is the case of of Sport Nationality developed by the Tribunal Arbitral du Sport (TAS)
commented by Dominique Hascher and Eric Loquin in JDI, Clunet. 2010, chron. 1. In the practice of
some sports International Federations have regulated the rules for affiliation to national federations
that may athletes to participate in competitions using different nationalities.
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sector that will finally connect players with the appropriate rules that apply to
their transactions. This substitute for nationality can guide arbitrators,
businesspeople, and legal practitioners in determining the applicable rules based
on the transnational connection links of their operations. These rules conceived
and accepted by seasoned oilmen can develop from the Societas Petroleatorum,
which includes oil-producing states, consumer nations, 10Cs, NOCs, service
companies, SDOs and civil society, all of whom play more visible (and
scrutinized) roles performing upstream operations in the petroleum industry.

New realities appear in the appreciation of the legitimacy of the transnational
rules created by the actors of the Societas Petroleatorum. The rules may come
from state and non-state actors and, their recognition as a transnational rule will
result from these actors’ mutual recognition as generally accepted rules of the
industry. This pluralist approach implies an integration of sources of law, such as
the case of states incorporating references of petroleum-industry practices in their
petroleum laws, in their national petroleum model contracts, and even in their
legal arguments in international arbitration cases.®® Thus, the identification,
selection, and recognition of a transnational rule will be the consequence of the
perception that a standard is “generally accepted” by the oil industry, since the
creation of the rule and its recognition has been transferred to or belongs to a
transnational sector. This is the way that the international oil industry will grant
legitimacy to the transnational rule. This approach opens new realities to
international arbitrators to apply environmental regulation that can be
incorporated to the lex petrolea as necessary rules for the appropriate
performance of E&P operations. Indeed, this represents a shift of paradigm to
those who believe that the legitimacy of the rule only relies in the origin of these
rules, from state or interstates organizations, and through democratic procedures
that govern relations between states and their citizens or interstate relations.
However, in a transnational community the legitimacy of a rule can also be
fulfilled from a democratic point of view, when industry standards are
“generally accepted” by the actors in the petroleum sector, who adhere to apply
these rules in a form of autonomous but interconnected lex petrolea.’

% See The State of Kuwait and Ecuador presenting arguments in international arbitration alleging
petroleum industry practices. Award in the matter of the Government of the State of Kuwait and the
American Independent Oil Company (Aminoil) of March 24, 1982, 21 ILM 936. See also, Burlington
v. Ecuador, ICSID Case No. ARB/08/5, Decision on Liability (Dec. 14, 2012) { 377 and 808.

5" The authomony of the lex petrolea is the result of the specialization of the sector and own practices
and standards. The interconnection is the result of the permanent enrichment from other transnational
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We will observe this interconnection through rulemaking copy that exists
between states and SDOs in the development of standards. We will also perceive
this through the creation of international arbitration jurisprudence from the
petroleum sector and international courts and tribunals. In an era of increasing
transparency in arbitrations between states and foreign investors, the publication
of arbitration awards is progressively contributing (more successfully in some
cases than others) to the harmonious development of investment law applicable
to petroleum operations who are moving toward a sectorial perception of rule of
law.%® However, despite this clear trend, we must be aware that the success of the
arbitration system in the petroleum industry will prevail as long as arbitration
decisions preserve the perceptions of fairness and specialization and meet the
legitimate expectations of the members of the Societas Petroleatorum as a whole,
in accord with what French Professor Charles Jarrosson has identified as
“I’acceptabilité de la sentence.”®

3. The Definition of Best Practices. The definition of best practices has been
provided along the years by the contract practice in the oil industry. But, in an
initial survey, one can find different references to this term in host government
contracts, model contracts, and even petroleum laws. First, the industry uses a
variety of terms such as: “best practices of the oil industry,” “good oilfield
practices,” and “generally accepted practices.” This variation in terminology,
according to the IRF Paper, might suggest different standards of compliance. This
study uses a scientific approach asserting that “good practice” can be
distinguished from the term “best practice,” which usually means a standard of
risk control above the legal minimum. However, while regulators should
encourage continuous improvement within the oil industry, just because one
operator is adhering to a more rigorous standard than the existing norm does not
mean that regulators can impose that higher standard on others.® A different
approach might define a best practice or a good practice as a practice that is
generally accepted by the industry. In this case, the acceptability is not the result

sectors such as the lex mercatoria, the lex constructionis, and the transnational system of foreign
investments.

%8 See Burlington v. Ecuador, Decision on Liability 1 187.

% See Charles Jarrosson, « L'acceptabilité de la sentence » Revue de 1’ Arbitrage, 2012, p.804. “En
définitive, rendre une sentence acceptable est plus qu'une mission juridique, c'est tout un art qui
requiert de I'arbitre non seulement des connaissances et un bon raisonnement juridiques, mais aussi
de la psychologie, un sens des réalités pratiques, une bonne anticipation de I'effet concret de sa
décision au moment ou elle sera regue et devra étre exécutée : la somme de tous ces éléments pourrait
bien s'appeler expérience.”

6 |RF Paper 2011.
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of a scientific approach but on the legitimacy of the rule based on the
acknowledgement of the players of the industry. A review of the definitions of
these terms, regardless of their labels, revealed that they remain very similar and
focused on the fact that the usage must be a "generally accepted practice of the
industry." The Brazilian Petroleum Concession Model Contract 2008 (a) and the
Georgian Production Sharing Contract 2004 (b) illustrate the nuances within the
definitions of best practices and good practices:

a) 1.2.24. Best Practices of the Oil Industry: means the practices and procedures
generally adopted in the oil industry worldwide by prudent and diligent
Operators under conditions and circumstances similar to those experienced in
connection with relevant aspect or aspects of the operations (,,,).

b) 1.46 “Good Oilfield Practices” means all those things that are generally
accepted in the international petroleum industry as good, safe, environmentally
sound, economical and efficient in exploring for and producing Petroleum.5!

For the purpose of this paper we adhere to the definition of “best practice” or
a “good practice” as the generally accepted rule, since we believe it suggests that
there should be permanent improvements for the sustainable development of
natural resources. Additionally, it provides a degree of legitimacy and legal
certainty since the practice has been accepted by the transnational community.

Also, some definitions try to establish that the practices must promote a
balance between environmental concerns and economic goals. These definitions
highlight elements such as “environmentally sound, economical and efficient”
performance of the operations which seem to create a standard that is in line with
approaches to sustainable development.®? This particular reference shows that the
transnational rule will follow an efficiency and economic rationale. However, it
begs the question: What kind of efficiency and economic rationality? The one that
operates indiscriminately and reduces safety costs for the mere purpose of

&1 Production Sharing Agreement between Canargo Samgori Ltd and Georgian Oil Samgori Ltd, 2004,
available at: http://www.secinfo.com/d139r2.1Yq.8.htm

62 1t is important to highlight how sustainable development issues have impacted the oil industry and
the legal doctrine of the sector. We must recognize as an example the inclusion of Professor Jacqueline
Weaver’s Chapter on “Sustainable Development, Environmental and Socio-economic Issues in
Petroleum Development” that has been included as a new chapter in the 2" Edition of C.DUVAL, H.
LE LEUCH, A. PERTUZZIO, J. WEAVER, International Petroleum Exploration and Exploitation
Agreements: Legal, Economics & Policy Aspects, Second Edition, Barrows Company, New York,
2009 ; and in the Third Edition of E. SMITH, O. ANDERSON, J. LOWE, et J. WEAVER.
International Petroleum Transactions. 3" Ed., Rocky Mtn. Min. Law Foundation Press 2010, both
publications probably among the most influential publications in oil and gas legal education.
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increasing short term profits? Or the rationale that considers safety a protection
of the investment over the long term and follows a sustainable development
approach with respect to the environment? Despite being unlikely in the 1980s or
the 1990s when environmental pollution was easier to hide, the second approach
becomes increasingly accepted today in the performance of international
investments.® Now investors promote the reduction of risks by adhering to the
best practices available in similar circumstances at that particular time. This
approach maintains that risk prevention is a component of investment economic
models and not merely an additional cost. Under this economic rationale, an
operator is tied to a transnational industry that is aware that the consequences of
catastrophic accidents will not only affect the operator’s single project or
additional projects in other jurisdictions, but may impact the entire industry.

Other definitions point out certain limitations, such as the timing element of
an industry practice. A practice would only be applied “at the particular time in
question”, as the moment that it has been recognized as a generally accepted
practice. For example, the Libyan PSA Model 2006 states:

1.33 Good Oilfield Practices means those practices, methods, standards and
procedures generally accepted and followed by prudent, diligent, skilled and
experienced operators in petroleum exploration, development and production
operations and which, at the particular time in question, in the exercise of
reasonable judgment and in the light of facts then known at the time a decision
was made, would be expected to accomplish the desired results and goals™ °

The reference to time in this clause operates as a stabilization clause. The
best practice will not be applied retroactively; it may only be applied to operations
performed “at the particular time in question, in the exercise of reasonable
judgment and in the light of facts then known at the time a decision was made,
would be expected to accomplish the desired results and goals.” In a situation

83 See the discussion on the evolution of Sustainable Development approaches “Three bottom line v.
Petro-curse” presented by J. Weaver in WEAVER Barrows 2009. Prof. Weaver defines the three
bottom line as a tripod composed by: economic progress, environmental progress, and social progress.
See also International Chamber of Commerce support for effective international environmental law in
the ICC report “ICC comments to OECD on Harnessing Freedom of Investment for Green Growth”,
March 2011.

& Currently, it is a practice that major 10Cs distribute their global investment in many jurisdictions
and in difference projects acting as operators or non-operators, in partnerships that allow them to
allocate their investment risk transnationally. In consequence, a tragic blowout or an oil spill may
affect the company, its partners and the industry globally.

% Libya PSA IV. At : http://www.scribd.com/doc/134853960/Libya-EPSA-I1V-Model-E-P-Contract
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where a host government contract is signed by the State or a State agency, the
State accepting the contractual use of best practices is requiring the operator
(which in many cases is a foreign investor, but can also be an NOC) to comply
with certain regulations according to rules that are created outside of the national
legal order. This is a key component of the process of industry practices becoming
transnational rules. Because these rules are not in the control of the State’s
regulatory power, they are more adaptable to new challenges.®® In consequence,
many oil producing States have delocalized many aspects of health, safety, and
environmental regulations by mentioning international industry practices in the
contract or in the law. This may result in avoiding the risk of local delays in
adopting the best industry practices.®”

As other model contract clauses show, some countries limit the application
of industry practices when they conflict with the national law. This can be
interpreted as a decision to protect public policy issues. For example, the 2010
Colombian model contract states:

“Good Practices in the Petroleum Industry: means the operations and procedures
good, safe and efficient commonly employed by prudent and diligent operators
in the international oil industry, under conditions and similar circumstances to
those that arise in the development of the activities of this contract, mainly in
aspects related to the use of methods and processes to get among others, the most
economic recovery of reserves, reducing losses, safety and environmental
protection, as long as not violate principles of Colombian law.%

It is important to point out that the supremacy of principles in Colombian law
may be recognized by a Colombian court, since a local judge must comply with
the hierarchy of sources established in the national legal order. However, when a
case is submitted before an arbitral tribunal dealing with the same question, an

% These standards may come from state regulation by countries with long tradition in offshore oil
operations, or from professional associations, but they are out of the control of a host state as regulator.
67t is also interesting discussing the delocalization of the best practice in the example of the Libyan
Model Clause, since the term “international oil industry” was omitted from the clause and it makes
reference only to “prudent, diligent, skilled and experienced operators”. The suppression of the term
“international oil industry” may be a consequence of the nationalistic politics of the Libyan
government at the time the model contract was drafted, but the reference to “operators” refers to
international operators acting in similar circumstances, not necessarily to Libyan operators.

6 Colombian ANH Contract Model of Exploration and Production of Hydrocarbons E&P —EA Annex
A, 2010. In Australia the AMPLA JOA Model Contract 2011 makes an express narrow definition to
the notion of industry practices staying in Article 7.c on the Functions of the Operator that it must
“conduct Joint Operations in a good , workmanlike and commercially impartial and reasonable manner
in accordance with Good Australian Oilfield Practice”
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arbitral tribunal may have more discretion to determine whether to apply the best
practices of the petroleum industry when they are in conflict with principles of
Colombian law. An arbitral tribunal has this discretion because an arbitrator is
not incorporated in a national legal order; instead, an arbitrator falls within a
transnational legal order that gives the arbitrator more discretion when
determining the applicable law. Thus, based on a transnational approach, an
arbitrator might give more weight to an international practice over a national
regulation when the practice within the sector offers a better solution in the
particular case.5®

In contrast with the abovementioned broad definitions, other contracts
provide narrow definitions of best practices. For example, the Brazilian
Concession Petroleum Model Contract 2008 states:

1.3.28 Best Practices of the Oil Industry: means practices and procedures
generally employed in the oil industry in the world, by prudent and diligent
companies, subject to conditions and circumstances similar to those experienced
with regard to appearance or relevant aspects of the Operations, aiming mainly
to guarantee: (a) application of the best world Exploration and Production
techniques in force; (b) conservation of oil-and-gas reserves, which implies the
use of methods and procedures appropriate to maximize the recovery of
hydrocarbons in a technical, economic and environmentally sustainable way,
with the corresponding control of the decline of reserves and the minimization
of losses on the surface; (c) operational safety, which requires the employment
of methods and processes that ensure the safety of operations, contributing to the
prevention of incidents; (d) preservation of the environment and respect to the
people, which determines the adoption of technologies and procedures associated
with the prevention and mitigation of environmental damage, as well as the
control and environmental monitoring of the operations of Oil and Natural Gas
Exploration and Production.

This clause shows the reality that reference to industry practices in
petroleum contracts covers many different aspects of the operations such as:
exploration and production techniques, conservation of oil-and-gas reserves,
safety operations, mitigation of the environmental impact, but also

% Depending of the rules of arbitration selected by the parties it will be important to consider the
interpretation of articles Art. 35(1)(3) of the UNCITRAL Arbitration Rules; Art. 21 (1) (2) of the

ICC Arbitration Rules, among others, in light of the different approaches of the role of the arbitrator
in deciding the applicable law that they consider to be appropriate taking into account “any trade
usage applicable to the transaction” (UNCITRAL Rules) or “any relevant trade usages” (ICC Rules).
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decommissioning, production interruptions, accounting procedures, among other
topics. All these issues can reach around 15 to 20 references to best practices in a
petroleum contract, where different aspects of petroleum operations will be
governed the transnational rules of the petroleum sector. Thus, additional to the
applicable law clause, that may make exclusive reference to the laws of the host
state; the reference to best practices in different parts of the contract will expand
the variety of sources of law that may be applicable.” Thus, after reviewing the
previous definitions, a question arises: How and when will we identify the best
practice?

4. The Identification of the Best Practice. A best practice can be identified
in two ways: i) through the recognition of the petroleum industry or ii) through
decisions rendered through litigation. First, it is important to acknowledge that
generally accepted practices in the industry are continuously updated by
guidelines such as the OGP, the API or ISO catalogues. These guidelines will
provide some orientation on what the generally accepted practice is. Furthermore,
organizations such as the OGP periodically update their catalogues of
international standards. Take for example the OGP Report No. 362 “Catalogue of
international standards used in the petroleum and natural gas industries” (OGP
Standards Catalogue),’* which is a compilation of data provided by members of
the OGP Standards Committee. The members of this Committee were asked to
identify international standards used in their organizations for the purpose of
collecting and maintaining information, and to provide an international standards
catalogue for the petroleum, petrochemical and natural gas industries.™

™ See, for instance in the Brazilian Concession Model Contract the interaction between the Applicable
Law clause and the Justification clause that make reference to the decisions of the Brazilian Petroleum
Agency (ANP) as party in the contract: “Article 33.1: This contract will be executed, governed and
interpreted according to the Brazilian laws. the interaction of clauses. /Article 33.9: ANP commits
itself to, whenever it has to perform its discretion, expose the justifications of the act, observing the
applicable legislation and following the best practices of the oil industry.

™ OGP Report No. 362 “Catalogue of international standards used in the petroleum and natural gas
industries”, updated February 2012. The International Standards listed “are those prepared by a
recognised international Standards Development Organisation (SDO). The two such SDOs that have
produced standards related to the petroleum and natural gas industries are the International
Organisation for Standardisation (ISO) and the International Electrotechnical Commission (IEC).”
The OGP Catalogue also explains that “The catalogue has been derived from individual company
standards databases, and as such represents standards that are, with the exception noted below, actually
in use or have been used by companies in the petroleum and natural gas industries. However, neither
the time since a standard was last used nor the frequency of use was taken into account in compiling
the catalogue. For that reason, the catalogue may contain some “one-time-use” references that are of
only peripheral interest to the main business of the petroleum and natural gas industries.”

2 |dem.
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Professor Alexandra Wawryk has highlighted three main categories that can
be incorporated when identifying best practices: 1) standards for equipment and
products, 2) the environmental and social impact assessment (EIA/SIA); and 3)
the environmental management systems (EMS).” The first category refers to
standards for the good conditions and design of equipment, such as platforms,
drill, underground storage tanks and pipelines.” The second category refers to a
procedure whereby the significant environmental impacts of a proposed
development project are assessed prior to activity taking place.” The third
category refers to EMS, which are procedural rules for the organization that assist
managers in preventing and detecting environmental violations.”® All of these
examples are supported by transnational regulations in international treaties,””
industry bodies,’® international development and business institutions.™

However, when disagreement between the parties arises regarding the
recognition of a practice in a contract, expert determination, litigation or
arbitration may be a last resort to determine the acceptability of an industry
practice. In all cases, the parties will present their geophysicists, engineers,
accountants, compliance or procurement manager and other experts in order to
determine the best practice, whether ratifying the practice coming from a
guideline or a law, or dismissing it.%

The acceptability of a best practice as generally accepted by the oil industry
is a question of applicable law. This question may imply a conflict between State
regulation and non-state regulation. In order to resolve these questions we must
insist that approaches in determining the applicable law might be different from
the perspectives of a local judge or a transnational arbitrator. In the first instance,
the judge must adhere to the hierarchical system of rules incorporated in his

® A. WAWRYK “The Adoption of International Environmental Standards by Transnational Oil
Companies: Reducing the Impact of Oil Operations In Emerging Economies” (2002) 20 Journal of
Energy and Natural Resources Law 402-434.

™ 1S0, API and CEN are organizations that produce standards for equipment and product quality
standars and design.

S WAWRYK, 2002

6 Idem

" See, Principle 17 of the 1992 Rio Declaration on Environment and Development.

"8 See OGP Standards Catalogue’s reference to ISO 14040:2006 Environmental management -- Life
cycle assessment -- Principles and framework, and 1ISO 14044:2006 Requirements and guidelines.

" See Principle 5, entitled “Prior Assessment” and Principle 16, entitled “Compliance and reporting”,
of the ICC Business Charter for Sustainable Development.

8 1t will also be relevant whether a judge or an arbitrator panel may call for their own independent
experts in the determination of the generally accepted practice.
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national legal order. They can also apply international law based on the
international treaties and international commitments entered into by the state.
However, the practice shows that local courts rarely apply sources of international
law. In the second case, a transnational arbitrator may have a broader approach to
determining the sources of law to be applicable in a transnational legal order. In
fact, arbitration rules consider trade usages of the sector as an autonomous source
of law that can be applied even without regard to the agreement of the parties and
is independent of any rule of conflict of law. The usage can be applied when it
has been determined that the usage belongs to a sector of the economy that grants
its recognition. As we have said before, we believe in the idea that transnational
regulation can be pictured as a transnational network of rules that can be used by
an arbitrator to respond to the questions on applicable law.8! In a similar way, the
IRF Paper has stated that “Standards are like DNA”, and a DNA has been drawn
very similar to a network. They explain that standards ... are the basic building
blocks for all technology and economic systems . . . . This is especially important
for the E&P industry because of the global nature of that industry, its workforce
and its contractors — developing standards together is an efficient alternative for
every company making their own standards and enables supply or movement of
equipment and materials across national borders.”®?

As Prof. Jaqueline Weaver has pointed out “Industry codes (...) are also used
as reference sources in transnational dispute resolution, as arbitrators and
mediators search for objective measures of what is “reasonable” or “equitable”
or “accepted” in a particular context”.® In recent years, this trend has been
confirmed by arbitrators when they apply non-state regulations similar to industry
standards.®

8 F, OST, M. VAN DE KERCHOVE, De la pyramide au réseau ? Pour une théorie dialectique du
droit, Publications des Facultés universitaires Saint-Louis, Bruxelles, 2002

8 paper “The involvement of IRF in setting standards and best practices” IRF Summit Conference
Stavanger 4/5 October 2011. However, both, the IRF Paper and the OGP Report have erroneously
used a pyramidal structure to illustrate a hierarchical relation between these rules (See IRF Paper p. 3
and OGP Report, p. 3.) Despite regulators may follow the hierarchy of rules established in the
constitution of their countries, this structure clearly contradicts the reality on applicable-law currently
being decided by international arbitrators who are not bound by this pyramidal structure. This shows
a case of asymmetric information between the IRF Paper and the OGP Report with the reality of the
arbitration practice, which is the natural judge of the lex petrolea.

8 WEAVER’s Chapter in BARROWS p. 398.

8 W. BEN HAMIDA, “Les principes d'UNIDROIT et l'arbitrage transnational : L'expansion des
principes d'UNIDROIT aux arbitrages opposant des Etats ou des organisations internationales & des
personnes privées “, Journal du droit international n° 4, Octobre 2012, doctr. 12. See also,
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Additionally, we do not ignore the concerns surrounding the enforceability
of industry standards. On this particular issue, we must point out that an arbitral
tribunal’s discussion related to the bidding force of a best practice is a discussion
on applicable law which is part of the reasoning component of an arbitral award.
Some concerns may arise since the application of transnational rules (i.e. non-
state rules) may be in conflict with the law of the host state or the law chosen by
the parties. However, the current practice demonstrates that arbitrators are taking
into account these sources and, in many cases, based on the fact that the parties
support their claims based on arbitral jurisprudence and transnational rules.® The
tribunal’s reasoning is not subject to appeal or modification by any local court
when a party tries to set aside the award.8® Therefore, once the best practice has
been identified and recognized in an international arbitration award, the failure to
comply with it may result in a violation of the contract, national law or even to
international law (based on the origine of the best practice) that can be enforced
with the support of National Law or international treaties such as the New York
Convention, the Panama Convention or the Washington Convention.

5. The Incorporation of the Best Practice into the Lex Petrolea. The
incorporation of the best practice into a transnational legal order such as the lex
petrolea will be the result of two factors: the evolution of the legal framework of
the industry, and the evolution of the legal doctrine of the sector and the
theoretical approaches to the new legal realities.

Occidental Exploration Corp. v. Ecuador, ICSID Case No. ARB/06/11, Award, Oct. 5, 2012, 1348,
in the discussion of the standard of a “seasoned oil man” and Burlington v. Ecuador, ICSID Decision
on Liability. Dec. 2012. 1808 on Ecuador’s claim that Burlington was “...liable towards Ecuador for
the costs required to bring back the infrastructure of Blocks 7 and 21 into good working condition in
accordance with the best standards and practices generally accepted in the international hydrocarbons
Industry.”

85 See Burlington v. Ecuador, Decision on Liability (Dec. 14, 2012) ] 221. “Before examining the
specific cases upon which the Parties rely, the Tribunal must address a threshold matter concerning
the precedential value of ICSID cases. U.S. Company has sought to diminish the relevance of some of
the cases upon which Ecuador relies on the ground that statements which Ecuador cites are obiter
dicta. Ecuador for its part has argued that in the context of investment arbitration, "[e]verything
counts." The Tribunal tends to agree with Ecuador. It is correct that there is no formal rule of stare
decisis in international investment arbitration. At the same time, the Tribunal considers that it should
"contribute to the harmonious development of investment law” and promote a predictable legal order.
In this light, there is no reason to distinguish between obiter dicta and holding. Whether peripheral or
central to the decision, the statements of an international investment tribunal may provide guidance to
investors and host States alike, and may serve to predict the decisions of future tribunals.”

86 See UNCTAD Course “Post-award Remedies and procedures. UNCTAD/EDM/Misc.232/Add.7,
2003. The discussion on failure to apply the proper law and the erroneous application of the law,
explaining how a mere error in the application of the proper law is not a ground for annulment.
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First, in recent years, the petroleum industry has expanded transnationally
and has had a vast influence on the development of a transnational network of
rules that govern foreign investments. This expansion is the result of
improvements in extractive technologies, which have facilitated the performance
of operations that were previously inconceivable. The proliferation of actors,
particularly due to the growth and diversification of tasks in the market, and the
increasing role of service companies, which have contributed to a sophisticated
system of operation and risk allocation, has helped to achieve these results.
Moreover, the new role of NOCs, acting as both local partners of participation
contracts and as foreign investors competing with 10Cs, has also been a game
changer for the industry.®” The interdependence of these actors forms the core of
their relationship, and it requires balancing the right to have access to exploit
petroleum reserves with the need for capital and technology for the development
of resources. The sociological relation between these actors was illustrate by
Professor Kim Talus, who stated that “While competition between large 10Cs can
be fierce in some areas like marketing of petroleum or the downstream
operations, the exploration and production phase of the petroleum operations is
marked by cooperation between competitors.”®® Examples of cooperation
between different industry actors can be found in cases such as the Oil Spill
Response Limited (OSRL), which facilitates cooperation and sharing of
information between private operators in cases involving offshore oil spills.
Another example is the IRF for global offshore safety, which brings together
eleven regulators in the offshore upstream oil-and-gas industry, to share
information and experiences for the design of oil offshore legal frameworks.%
Hence, it is precisely through this approach of “cooperation between competitors”
in upstream operations that we can identify the interests and needs that
characterize the rules of risk allocation and best practices in the petroleum

8 S, TORDO, B. TRACY and N. ARFAA “National Oil Companies and Value Creation”, World
Bank Working Paper No. 218, 2011.

8 K. TALUS, S. LOOPER, S. OTILLAR, “Lex Petrolea and Internationalization of Petrgleum
Agreements: Focus on Host Government Contracts”, in Journal of World Energy Law and Business,
2012, p. 181.

8 According to the OGP website, the IRF is the principal international regulatorty forum for offshore
safety. This network encompasses highly-experienced offshore safety Tegulators from the USA,
Canada, the UK, Norway, the Netherlands, Brazil, Australia, New Zealand, Mexico and Denmark. In
2011, the IRF has voted their support for the International Organization for Standardization (ISO)
standards system — and International and Electrotechnical Commission (IEC) for electrical issues — as
the best ways to achieve globally agreed offshore standards.
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industry that contribute in the creation of the lex petrolea as a whole regulatory
system of law.

Second, despite minimal debate in the energy-law doctrine, in contrast to the
abundant discussion centering on the notion of lex mercatoria,®® the notion of lex
petrolea has recently gained increasing support from a variety of scholars and
practitioners from common-law and civil-law countries. Scholars such as
Professor Marilda Rosado from Brazil, Professor Carmen Otero from Spain,
Professor Kim Talus from Finland, Arbitrator Tim Martin from Canada, and
practitioners such as Doak Bishop and Tom Childs from the United States,
Nicolas Bonnefoy from France, have all supported the existence of a lex petrolea.
They support a lex petrolea from different points of view, including a view that
sees it as a specific system of rules arising from the practices of the petroleum
industry, and a view that sees the lex petrolea as the rules as created through
arbitration jurisprudence involving transnational petroleum transactions.®!

Beyond these approaches, as noted above, the belief of the Transnational
Petroleum Institute (TPLI) is that the lex petrolea is a transnational legal order
specific to the petroleum industry. This logic corresponds with the theory of legal
pluralism and the sociological model of legal orders developed by Santi Romano,
which is the product of interactions between multiple legal orders in a

% The great debate concerning the lex mercatoria lasted for a number of decades between the 1960s
to the years 2000s, and impacted the oil industry in 1982 when the state of Kuwait argued that the
arbitral tribunal should apply the lex petrolea for the quantum of compensation. The Tribunal stated
that the ... lex petrolea that was in some sort a particular branch of a general universal lex
mercatoria.” See, Award in the matter of the Government of the State of Kuwait and the American
Independent Oil Company (Aminoil) of March 24, 1982, Paul Reuter (President), HamedSultan and
Gerald Fitzmaurice (Arbitrators), 21 ILM 936. Despite is in the author belief that the general theory
of the lex mercatoria can be used as a general theory for interpretation of the existence of other
transnational legal others that belong to different sectors of a globalized economy, the sociological
approach of legal orders make possible to identify an autonomous legal order for the lex petrolea that
is constituted but a specific community of actors.

% See D. BISHOP, “International Arbitration of Petroleum Disputes: The Development of a Lex
petrolea”, in Transnational Dispute Management (Ed. Thomas W. Walde), 2004. — M. ROSALDO
DE SA RIBEIRO, “Direito dos Investimentos e o Petroleo”, in Revista da Facultade de Direito da
Universidade do Estado do Rio de Janeiro, Vol. 1, 2010. — Th. CHILDS, “Update of Lex Petrolea :
The continuing development of customary law relating to international oil and gas exploration and
production”, in Journal of World Energy Law and Business, Vol 4, No 3, 2011, p. 214. — K. TALUS,
S. LOOPER, S. OTILLAR, “Lex Petrolea and Internationalization of Petroleum Agreements: Focus
on Host Government Contracts”, in Journal of World Energy Law and Business, 2012, p. 181. — N.
BONNEFOY, “Moving Towards an African Lex Petrolea”, in AIPN Advisor, September, 2012, p. 24.
— T. MARTIN, “Lex Petrolea in international law”, in Dispute Resolution in the Energy Sector: a
practitioner’s handbook, 2012. — C. OTERO GARCIA CASTRILLON, “Reflections on the law
applicable to international oil contracts” forthcoming at the J World Energy Law Bus.
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transnational society.®? The transnational community of the petroleum industry,
the Societas Petroleatorum, its institutions, and rules, creates an environment in
which it can develop its own rules, as well as a transnational enforcement system.
This enforcement mechanism would be comprised of international arbitrators
who make decisions on behalf of a transnational community of states and
investors in the petroleum sector.®® Through this process, we will see how the
transnational rule is created, identified, selected, and accepted by the players of
the petroleum sector and incorporated to the transnational legal order of the lex
petrolea.

Finally, how could we evolve on the responsibility of States under investment
law issues on one side, but on the other side, to ignore the compliance with
environmental standards by 10Cs and NOCs? How could a transnational system
accept that foreign investors circumvent environmental standards by allowing oil
companies to hide behind weak state environmental laws and regulations and
national protectionism? How can a system find any balance when we ask states
to comply with arbitral awards that condemn them to pay compensation for
violations under investment law standards, but corporations cannot be found
responsible for violations of environmental regulations that have been recognized
transnationally by the practice of the industry? Could a transnational system
accept a transnational-law approach for the protection of investment, but a
Westphalian approach for the respect of the environment?% The answers to these
questions seem to be no, as a trend toward stronger environmental standards is
gaining momentum. The increased discussion of environmental issues before
arbitral tribunals, including the use of transnational rules by parties in arbitration,

923, ROMANO, L'ordre juridique, traduction de P. Frangois et P. Gothot : Paris, Dalloz, 1975.

% A majority number of arbitrators have accompanied Prof. Gabrielle Kaufmann-Kohler in the belief
that arbitrators have “a duty to seek to contribute to the harmonious development of investment law
and thereby to meet the legitimate expectations of the community of States and investors towards
certainty of the rule of law.” The statement has been approved by arbitral panels in petroleum
arbitration cases, with few dissenting positions such as the one of Prof. Bridgitte Stern who “does not
analyze the arbitrator's role in the same manner, as she considers it her duty to decide each case on its
own merits, independently of any apparent jurisprudential trend.” However, Prof. Stern in her
dissenting opinion in Occidental Petroleum Corp. v. Republic of Ecuador, ICSID Case No.
ARB/06/11, 1 7quote ICSID case law to support a disagreement with the majority concerning the
assessment of the consequences of an imprudent actions of a foreign investor.

94 See E. GAILLARD, "International Arbitration as a Transnational System of Justice,” in Arbitration
- The Next Fifty Years, ICCA Congress Series No. 16, 2012, p. 67, on the discussion on the different
representations of international arbitration.
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is moving arbitrators to make decisions based on this transnational network of
sources of law in the context of a transnational legal order.

Thus, it is appropriate to present the current situation of environmental
regulation in the offshore-petroleum industry as an example of how the
emergence of transnational regulations from the offshore sector works in practice,
and how the construction of a legal theory for transnational petroleum
transactions can impact the operations of the offshore-oil industry in the twenty-
first century.

6. Environmental Regulation of Offshore Exploration and E&P
Operations. Environmental regulations governing offshore operations have
recently evolved across the globe due to transnational concerns regarding offshore
accidents, such as oil spills, that affect the reputation of the global petroleum-
industry. Hence, industry players are seeking to identify the leading trends in
international oil industry best practices in order to avoid or reduce their exposure
to catastrophic accidents.

The offshore industry holds an important stake in the transnational petroleum
industry. In 2010, offshore production reached 23.6 million barrels per day
(MMbbld), which was 30% of global oil production, and accumulated 20% of
global oil reserves. Indeed, offshore production has been the main source of
growth for the world’s oil production, as onshore production has essentially
plateaued during the last two decades. Technological progress is enabling
production from offshore oil fields at increasingly ambitious depths, thereby,
reaching new production frontiers. Furthermore, investment in offshore
production is running at approximately $100 billion per year, accounting for one-
fifth of all investment in oil exploration and development worldwide and
contributing to a strategically growing segment of the industry.%

But, despite the evolutions in technology, upstream offshore operations are
not exempt from environmentally hazardous events, and such events will continue
to occur.?® Offshore accidents have captured the attention of the transnational
petroleum community given the huge risks involved in deepwater operations. A

% |FP Energies Nouvelles, Panorama 2012, Offshore Hydrocarbons, 2012.

% Qther accidents caused in offshore oil platforms have shocked the petroleum industry such as the
Liaodong Bay oil spill in China, 2011, the Frade oil spill in Brazil 2012 and the Montara oil spill in
Australia 2009 (See A. WAWRYK, The Montara Oil Spill: Implications and Future Challenges for
the Offshore Petroleum Regulatory Regime, OGEL 3, 2012.
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recent landmark example is the Deepwater Horizon (DWH) oil spill off the U.S.
gulf coast of Louisiana on April 20, 2010, which was considered to be a wakeup
call for the oil industry. The DWH blowout is the largest marine oil spill in the
history of the petroleum industry. The leak lasted eighty-nine days and according
to U.S. authorities about 4.9 million barrels of crude oil were spilled into the sea.
The explosion killed eleven men working on the platform and injured seventeen
others. Consequently, a moratorium of six months was ordered, which reduced
U.S. domestic production by 13%. The overall operational costs for offshore
projects in 2011 rose by 11%, and estimations place costs at 16% higher in 2012.

Almost two years have passed since the accident, and petroleum-industry
players are still advocating for the review of national laws and international
industry best practices implemented in offshore operations. However, during the
ongoing review of national laws and best practices, some scholars, such as Julian
Rochette from the French Institute du Development Durable et Relations
Internationales of Sciences Po, and Professor Peter Cameron from the Centre for
Energy, Petroleum and Mineral Law and Policy (CEPMLP) of the University of
Dundee in Scotland, have highlighted that the current state of the international
framework for liability arising from pollution following a blowout in the offshore
industry is fragmented and incomplete in nature, according to Rochette,®” or
inexistent, according to Cameron®,

In a report published in 2012 by the Paris Oceanographic Institute (POI), it is
described how solutions sought under public international law at international or
regional levels (i.e., through committees of the International Maritime
Organization (IMO) and the Marine Environmental Protection Committee
(MPEC)) have failed to create an international legal framework.% This result
should not be a surprise, since these approaches are based on multilateral
consensus among states on issues that involve strong local political implications
that in many cases block the reach of any solution. This interstate approach
disturbs the development of a legal regime that must encompass a legal pluralism
approach that reflects state and non-state regulations, which may contribute with
the evolution of technology and respect for the environment. Further, we must

% J. ROCHETTE, “Towards an international regulation of offshore oil exploitation”, IDDRI, Working
Paper, No. 15

% P. CAMERON, “Liability for Catastrophic Risk in the Oil and Gas Industry”, L.E.L.R., Issue 6,
2012. “There is no international legal framework in place to deal with the question of liability arising
from pollution in the event of pollution following a blowout.

% J. ROCHETTE, Supra note 57.
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bear in mind that offshore E&P operations are being performed by and are
concentrated in a small number of nations that limit the appropriateness of
solutions in multilateral forums that include non-players of the sector. This was
demonstrated by the opposition of Oil & Gas UK to a proposed post-Macondo
European Union regulation for the offshore industry that provided equal treatment
to states engaged in the offshore industry and states not involved in the sector.1%
But, nations in the North Sea were engaged in developing best regimes directly
involved in scientific investments for the development of state-of-the-art and
offshore E&P technology. Other nations may fall behind in the adoption of such
risk-reducing technology. Thus, oil producing countries proved the need of a
transnational and more flexible regulatory approach based on the identification of
the best practices of the industry instead of adopting inter-states remiges.

Also, Professor Peter Cameron’s studies on operator’s liability assert that an
international legal regime for liability on catastrophic events does not exist.
However, Prof. Cameron stated that the industry allocation agreements that
existed for the exploitation of the Macondo Well contained language that is
standard all over the world in the petroleum industry and withstood the test of
time! He further explained in his study of the Macondo case that the operator and
contractors entered into similar agreements under standard practices with other
parties, both before and after they entered into the allocation agreements for this
project. Hence, this suggests that although a public international legal regime is
inexistence, on the contrary, from a transnational legal approach, he is clearly
referring to a real standardization of rules and practices in the oil industry that can
only take place through a transnational legal order in the form of a lex petrolea.t®

It is undeniable that the consequences of the Macondo disaster were not
confined to operators in the Gulf of Mexico; rather, they impacted the regulation
and practices of offshore operations all over the world. The main concern

100 see, Qil and Gas UK Press Release, Oil & Gas UK Warns Against European Commission
Weakening UK ’s Offshore Safety Regime, January 31, 2012. “Of the 27 EU member states, only three
(the UK, Netherlands and Denmark) have offshore oil and gas industries of real scale and Norway, as
a country within the European Economic Area, would also be subject to this Regulation despite having
no vote on the matter. To propose that offshore safety in these four countries, which the Commission
accepts are global leaders in offshore safety, should be placed under the effective control of the EU,
which has absolutely no experience or competence in the regulation of safety in the offshore oil and
gas industry is, in our view, totally lacking in balance.”

101 Despite Prof. Cameron developed in his article an analysis where described the standardization in
the petroleum industry and advocate for the recognition of best practices by the actors in the petroleum
sector, he does not use the term lex petrolea in his article. However, the analysis and conclusions are
in line with the thinking of transnational law.
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stemming from this event is that environmental regulation of offshore petroleum
operations has turned into a network of rules comprised of both state and non-
state sources of law. These rules interact in such a way as to allow the offshore
petroleum industry to perform as efficiently as possible. Thus, it is necessary to
recalibrate risk allocation; to identify and assess the rules that have been used by
players in the petroleum industry seeking to avoid or reduce the probability of
accidents, and to develop improved contingency plans in case such accidents do
occur.

This article is a part of the first studies published by the TPLI for the
development of the lex petrolea. The aim of this article is to present our first
collection of scholarship for a forthcoming series of studies on specific rules on
“Best Practices in the Petroleum Industry.” This study addresses the tasks that are
currently required of the transnational offshore petroleum industry in order to
address new legal approaches. The spontaneous production of rules in the oil
industry, the improvement of national and transnational regulations, and the
outcomes of national and transnational litigation are converging in this
transnational legal order of the lex petrolea.

The following two chapters will analyze the relevant environmental best
practices for offshore petroleum operations. First, we will study the rules
governing the performance of best practices in offshore operations, focusing on
rules regarding accident prevention and contingency plans (1). However, these
rules have not been left to operate alone or isolated. Thus, Chapter Two will study
the rules of compliance, which focus on the rules of supervision and sanction for
failure to comply with these rules (11).

I. THE SOURCES OF PERFORMANCE OF ENVIRONMENTAL BEST
PRACTICES IN OFFSHORE PETROLEUM OPERATIONS

7. It has been stablished as a practice in offshore petroleum operations, that
oil companies must submit both major hazard and emergency reports plans before
they are given a license to drill or the start of operations. They should also
demonstrate financial and technical capacity to avoid and remedy any damage
caused by an oil spill that will imply operator’s liability. These rules require
specific performance of the operator engaged in offshore industry. The regulation
relies mostly in the usages of the sector which are binding for offshore operators
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through contracts, laws and also, as members of the petroleum industry.'%? In the
case of environmental practices in the offshore petroleum industry, the rules are
concentrated in two groups: best practices on the prevention of accidents (A) and
the rules of contingency in the event of accidents (B).

A. RULES OF PREVENTION FOR OFFSHORE PETROLEUM
OPERATIONS

8. It is an industry practice in host government petroleum contracts that an
operator commits to the State or the State National Agency to implement
petroleum industry best practices in conducting exploration and production
operations. The need of reference to best practices is mainly a consequence of the
integration of oil producing countries to the transnational community of the oil
industry. Further, other factors, such as the fact that the activities are unregulated
or the host state does not have an adequate legislation, promote also the reference
to these rules.

9. The legal framework related to prevention in E&P operations is
concentrated in two main groups: 1) the prevention of emissions and pollution
during normal operations and 2) the prevention of accidents. Pollution during
normal operations results in relatively small quantities of pollutants entering the
sea over long periods, throughout the life cycle of such a project which is usually
25 to 40 years. In this case, these pollutants will generally dissipate into the
marine environment over time. On the other hand, accidents may result in the
release of huge quantities of hydrocarbons and pollutants uncontrollably
discharged into the sea during shortest periods of time, from days to a number of
months.

Normal operation discharges are regulated by inter-state conventions such as
the Convention for the Protection of the Marine Environment of the North-East
Atlantic (OSPAR) and the Barcelona Convention for the Mediterranean Sea, that
both encourage the improvement of local environmental regulation. However,
prevention of oil spills are addressed in contract references to industry best
practices which work as an umbrella standard for the performance of operations.
Examples of these practices are: Environmental Impact Assessments (EIA);

102 1n the sense of the reference included to trade usages in the arbitration rules of UNCITRAL Art.
35.3 and the ICC Arbitration Rules Art. 21.2
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standards for equipment; and products and Environmental Management Systems
(EMS).

These transnational rules are designed to be implemented by operators almost
in any current oil and gas upstream operation in the world. They are usages of the
sector that have been integrated in the contract practice of the industry (1) in state
regulation (2), by the reference to industry practices providing borderless
solutions for international petroleum operations.

1. Incorporation of transnational rules in contract practice

10. The following examples will help to illustrate that references to best
practices or good oilfield practices are widely common in contract models for the
performance of E&P operations. Since we have already discussed examples of
these references in Host Government contracts, which are the general framework
agreements for a petroleum project, we will concentrate now in the practice of
other two fundamental contracts in petroleum operations: the Joint Operating
Agreement and the Service Contract.

a. Best practice reference included in JOA Model Contracts.

11. Given that the operator conducts the development of the contract area on
behalf of co-ventures, industry standards of performance are required. An
example of this duty can be found in the following provision:

2007 UK Model JOA. 6.2.2 The Operator Shall: a) Conduct the Joint Operations
in a proper and workmanlike manner in accordance with Good Oilfield Practice;
b) conduct the Joint Operations in compliance with the requirements of the Acts,
the Licence and any other applicable Legislation; and ¢) do or cause to be done,
with due diligence, all such acts and things within its control as may be necessary
to keep and maintain the Licence in force and effect.

12. Similarly, the recently approved AIPN JOA 2012 has included in Article
4.2.B (15) specific operator’s duties, while Article 6.6 implements the HSE Plan,
which requests the use of practices, standards, and procedures generally accepted
or followed in the international oil industry.

4.2.B. (15) Establish and implement under Article 6.6 an HSE Plan, which
complies with the Contract, Laws relating to HSE, this Agreement, generally
accepted practices of the international petroleum industry and decisions of
the Operating Committee.
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6.6. A.2 Carry out the HSE Plan in conformance with Laws relating to HSE and
in a manner consistent with standards and procedures generally followed in
the international petroleum industry under similar circumstances;

In the AIPN JOA Model 2012 the operator has to conduct joint operations
complying with a Health, Safety, and Environment Plan (HSE Plan) reviewed
yearly by the operating Committee. The Operators must prepare and carry out the
HSE Plan “in a manner consistent with standards and procedures generally
followed in the international petroleum industry under similar circumstances.”
The JOA model also contains a provision related to the performance of joint
operations that must performed “in a diligent, safe, and efficient manner in
accordance with good and prudent petroleum industry practices and field
conservation principles generally followed by the international petroleum
industry under similar circumstances.” The AIPN JOA drafters considered that
it was important to emphasize compliance with international industry standards
even if those represent higher standards of compliance for private investors. The
compliance with industry practices is even more relevant in cases when operating
in countries with relatively scarce environmental law, and even if such law exits
the country, it often has inadequate enforcement mechanisms and regulatory
personnel to implement the laws.%

13. Currently, in any JOA in the offshore industry we will find several
references to best practices that will increase the spectrum of sources of law that
apply to the contract, going even beyond the applicable law agreed by the parties
in an applicable law clause.

The reference to industry practices is not only included in national laws or
host government contracts. We will find them also in industry service contract
showing us how the usages of the sector are connected with all the legal
instruments of the industry.

103 previous version of these articles in the 2002 JOA AIPN version did not mention international
practices in both articles: 4.2. (14) establish and implement pursuant to Article 4.12 an HSE plan to
govern Joint Operations which is designed to ensure compliance with applicable HSE laws, rules, and
regulations and this Agreement; 4.12.A.1 “(1) establish and implement an HSE plan in a manner
consistent with standards and procedures generally followed in the international petroleum industry
under similar circumstances.”
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b. Best practices reference included in Service Contracts.

14. Oil companies tend to contract with service contractors for the performance
of exploration and production operations, according to the master plan designed
by the operator. The operator is the one that hire service contractors through
contracts that include prevention clauses that make reference to industry
standards. An example of this is the clause on blowout prevention between BP
and Transocean, the rig operator for the DWH platform in 2010, where good
oilfield practices where required:

“14.1.1 CONTRACTOR represents that (...) (ii) it will diligently perform the
Work in a good workmanlike manner consistent with applicable industry
standards and practices

(..
15.2 Prevention of Fire and Blowouts. CONTRACTOR shall maintain well

control equipment in accordance with good oilfield practices at all times and
shall use all reasonable means to control and prevent fire and blowouts and to
protect the whole and all other property of the COMPANY 7104

This clause represents a standard practice in the industry to govern the
relation between the operator and service contracts. The clause has even greater
ramifications when it refers to the specific areas of industry standards that can be
identified and agreed by the parties contractually. This was also the case in the
contract between BP and Transocean which comprised activities such as:
Vibration, Noise, Automation/ Mechanization, Man Riding, Lifting Operation,
Waste Management, Maintenance, Dropped Objects, Risk Management,
Ventilation, Lighting, Work Time, and Hazardous Material. All these issues
regarding the performance of operations should be considered and applied in
conjunction with contractor management systems, local legislative requirements,
and industry standards as a network of rules. This network of rules is the day to
day practice of operators, in-house attorneys and engineers, and is part of a
regulation that is created by the oil industry as a transnational community.

104 Clauses available in “BP parties’ counter-complaint, cross-complaint and third party complaint
against Transocean and claim in limitation” before the U.S. District Court of the South Eastern State
of Louisiana, April 20, 2010.

41



BEST INDUSTRY PRACTICES FOR OFFSHORE PETROLEUM OPERATIONS

15. However, reference to industry practices is not only concentrated in
contractual instruments. As it was shown by the OGP Report “Regulators’ use of
standards” there is an increase practice to open local petroleum legal regimes to
the transnational regulation of industry standards.

2. Incorporation of transnational rules in state rules

16. Reference to industry standards have impacted regulation created by
states given the need of flexibility before environmental and social concerns. We
can find these references in national legislation incorporating the notion of
petroleum industry best practices (a) but also through the recent practice of
environmental inserted in Investment Treaties (b).

a. State rules incorporating reference to petroleum industry best practices.

17. The incorporation of transnational rules can be in the form of general
mention of best practices, the incorporation of specific industry practices, or the
copy of a risk allocation method that will govern offshore exploration and
production operations. In this section we will illustrate these three cases with
examples from three different jurisdictions: the case of Brazil, Cuba, and the
United States.

i) The Brazilian case: Legal reference to international best practices.

18. In a quite exceptional example, Brazilian Petroleum Law orders the
parties in petroleum operations to contractually agree to the use of best practices
of the international oil industry, it establishes:

Art. 44 - The contract shall establish that the concessionaire is obliged to: (...)
VI - adopt the best practices of the international petroleum industry and obey
the applicable norms, technical and scientific procedures, including appropriate
recovery techniques, aiming at the production rationalization, and controlling
the decline of reserves.

In this case, the regulator is asking the parties to agree that performance of
petroleum operations must follow best practices of the international petroleum
which are created outside of the Brazilian legal order and thus, are not controlled
by the national legislation. We must interpret this opening as having the aim to
always apply the best technologies generally recognized by the petroleum
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industry, requiring that the operators be constantly updated in the best interest of
the project and the Brazilian environment.

19. Further, the National Petroleum, Natural Gas, and Biofuels Agency
(ANP), through the Resolution No. 32, 2007, has the task of promoting regulation,
hiring and monitoring petroleum operations in the territory of Brazil. In
accordance to this regulation, the operator must conduct petroleum activities in
compliance with the international industry best practices:

“10.2 Management and Organization. The operator of the installation must:

10.2.1 Observe the design criteria and consider the codes, industry standards
and good engineering practices when planning the design, construction,
installation and decommissioning.

10.2.2 Identify codes, standards and good engineering practices related to
Operational Safety during the design, construction, installation and
decommissioning phases.

10.2.3 Consider the codes, standards and good engineering practices related to
Operational Safety during the installation items and equipment procurement
process.”

These references place the burden of the identification of guidelines and best
practices on the operators and demonstrate that environmental transnational rules
of prevention shall apply to the performance of exploration and production of
offshore activities in Brazil. Thus, the operator must identify codes and guidelines
that assist in preventing accidents and environmental pollution. These are
normally standards for equipment and products, standard addresses
environmental practices (such as emissions and pollution), and standard assisting
the company to improve environmental performance by adopting environmental
management procedures. As we have pointed out before, these standards can
normally be found in SDO such as 1SO, API and CEN standards.

ii. The Cuban case. Incorporation specific international standards

20. The Cuban example is very illustrative. The Cuban Ministry of Science
Technology and Environment (CITMA) and the Cuban Office for Environmental
and Nuclear Safety Regulation (ORASEN) have approved the “Regulatory Guide
on the Preparation of Safety Cases for Offshore Qil and Gas Well Drilling”
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adopting specific reference to industry standards. This is the case of the reference
in Cuban regulation to the rules of the International Association of Drilling
Contractors (IADC). The Regulatory Guide requires the operator to provide a
safety plan, which must be approved before drilling is allowed. The Safety plan
must be in accordance to the IADC's Health, Safety, and Environment Case
Guideline for Drilling Contractors, issued in August 2006. Thus, it is interesting
to see how a State has adopted non-state rules to govern HSE activities for
upstream operations, demonstrating an example of the transnational impact of
these rules in the petroleum industry.%

21. One piece that calls our attention is the text that justifies the incorporation
of IADC rules by the Cuban Authorities:

“In 2005, the ORASEN becomes part of the regulatory authorities, together with
other organizations, operators, drilling contractors, industry associations and
classification societies, support and contribute to the development of the final
draft of version 3.2 of the Guide Preparation of Reports on Safety, Health and
Environment for Drilling Contractors (IADC Health, Safety and Environment
Case Guideline for Drilling Contractors), whose first version was made in 2003
by the International Association of Drilling Contractors (International
Association of Drilling Contractors, IADC).

In August 2006 the IADC issued the final draft of the said Guide (version 3.2) as
part of the efforts being undertaken in the international arena (eg International
Forum of Regulators Offshore Safety, IADC, Association of Oil and Gas, etc.) to
harmonize, standardize and simplify the requirements on safety to be respected

195 Cuban regulations of the Safety Case regime:

-Resolution 132, 2009 adopted by the Ministry of Science, Tech. & Environment "Rules for
Environmental Process Assessment”, articles 19 and 20.

- Resolution 31/2009 GRIS-1.1 adopted by the Office of Environmental Regulation and Nuclear
Safety (ORASEN) "Preparation of Safety Cases for Offshore Drilling Facilities” It follows the
recommendations set out in the IADC HSE Case Guidelines for Drilling Contractors/Mabile Offshore
Drilling Units. (3.2/3.2.1).

- Resolution 73/2010 adopted by the Office of Environmental Regulation and Nuclear Safety
"Preparation of Safety Case Addendums (SCA) for Deepwater Exploratory Drilling Activities in the
Cuban EEZ”. It follows the recommendations of the API RP 97 “Well Construction Interfacing
Document (WCDI)” and Australian Well Operations Safety Case revision approach, first by the
NOPSA, the National Offshore Petroleum Safety Authority, which was established in Australia in
2005, then superseded by the National Offshore Petroleum Safety and Environmental Management
Authority (NOPSEMA) established on 1 January 2012, and is Australia's first national regulator for
health and safety, well integrity, and environmental management for offshore oil and gas operations.
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drilling contractors in different regions around the world, thereby contributing
to strengthening the safety management the offshore drilling installations.

With the aim of contributing to the realization of the aforementioned efforts,
and considering that the IADC Guide is the result of a broad international
consensus that reflects the characteristics of the offshore drilling industry, and
the fact of it contains a concept similar to that established by the guide used
for preparing the Risk Assessment Report (IER) during well drilling campaign
Yamagua-1 in 2004, the ORASEN decided to draw this to Regulatory Guide
Starting with version 3.2 (final) of the Guide to the Preparation of Reports on
Safety, Health and Environment approved by the IADC in August 2006,
replacing the one used in 2004.

This Regulatory Guide is not, however, a "true copy" of the Guide to IADC,
as it considers security approaches on certain aspects, is the national
regulatory authority may, for example those relating to the scope consideration
of human and organizational factors, the use of rules and safety standards in
determining the acceptability of risk, issues relating to the management and
reduction of risk of major accidents, to name a few.

In any case, it is recommended that the primary contact responsible operators
and timely to pray, in order to clarify the magnitude and scope of the present
differences Regulatory Guide may have relating to version 3.2 of the
Guidelines issued by the Association International Drilling Contractors
(IADC) to achieve adequate compliance with the expectations of the
Regulatory Authority in this regard.

In this sense, it is necessary to pay special attention when this guide applies to
exploratory drilling for oil and gas offshore in deep water, due to the
particularities of these activities with the application of innovative technologies
that can sue in certain cases of application requirements or specific
approaches.”%

Since Cuba has been trying to attract foreign investment for offshore
exploration in their water areas of the Gulf of Mexico, they have been very
flexible in different project terms, in particular by opening their legal regimen in
regards to environmental practices approved by a SDO, such as the IADC,
adopting a transnational approach.

106 Cuban “Regulatory Guide on the Preparation of Safety Cases for Offshore Oil and Gas Well
Drilling” 2010.
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iii. The United States of America case: Incorporation of risk allocation methods
of performance.

22. There is a public expectation that risks from major industrial activities,
such as offshore petroleum operations, will be regulated and controlled by the
State. State agencies must assure society that the government will represent the
interests of its citizens with regards to the activities of petroleum companies that
have identified risks to health, safety, and the environment. Thus, government
officials have to put appropriate measures in place to control these risks. In the
offshore industry, this control can be exercised in a variety of ways, such as a
“prescriptive regulation” or “safety case regime,” which are two different systems
of prevention. These two systems are transnational in nature since they have been
translated, copied and incorporated in many different jurisdictions.

- The Prescriptive Regulation Regime: It defines in detail what an operator
must do to comply with HSE regulation. Government inspectors need to then
confirm that the regulations have been correctly implemented and there is no
requirement to do more than what is prescribed. In practice, it was the regulator
that identified what was safe or not for the industry. The downside of this is those
rapid changes in technology operations and the slow motion of the State in
reforming its regulations meant that legislation and regulation was constantly
catching up. The risk of being outdated in the quality of regulation was clear to
many countries after the Blowout of the Macondo accident, when countries
reviewed their requirements for the Blowout Preventer (BOP), one of the
equipments that failed in Macondo. Thus, some countries have looked to
different frameworks for operations based on the Safety Case regime inspired by
the 1988 Piper Alpha disaster in the North Sea.

- The Safety Case Regime: On the other hand, performance regulations
conversely set out a safety target usually in risk terms, and the operator must show
that the design and operation achieves the target in order to reduce the amount of
risk. No specific technical solution is defined because that will depend on local
conditions and hazards. A Safety Case underpins effective performance
regulations. There is no regulatory regime that is purely performance based, each
includes some prescription, but the approach is different. The objective based (or
goal setting) regimes, including the safety case regime, are based on the principle
that legislation sets the broad safety goals to be attained and the operator of the
facility develops the most appropriate methods of achieving those goals. A basic
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tenet is the premise that the ongoing management of safety is the responsability
of the operator and not the regulator. This framework allocates a bigger burden to
the operator, but it is more flexible and requires the operator to be up to date about
the use of best technologies in the performance of his activities, thus, making use
of the best practices of the oil industry as the higher standard to avoid liability.
The most quoted reference to the safety case is the practice in the United Kingdom
based on the recommendations of Sir Cullen after the Alfa Accident. This goal-
setting approach has been developed over the past 20 years by the countries
around the North Sea. The British safety case philosophy is based on three
principles: 1) those who create the risks are responsible for controlling those risks;
2) safe operations are achieved by setting and achieving goals rather than by
following prescriptive rules (while the government sets goals, the operators
develop what they consider to be appropriate methods to achieve those goals) and;
3) all risks must be reduced such that they are below a specified threshold of
acceptability such as “as low as reasonably practical” (ALARP)7.

23. Given the failure of U.S. authorities in supervising the compliance with
industry standards in the Macondo accident, a strong recommendation in the
Commission Report to the President of the United States on Deepwater Horizon
accident was a shift in the regulatory regime, staying that the United States
“...should develop a proactive, risk-based performance approach specific to
individual facilities, operations and environments, similar to the “safety case”
approach in the North Sea”.10®

24. Thus, transnational system for prevention of accidents are translated,
adapted and incorporated in different jurisdictions showing the flexibility of the
transnational rule and the adequacy of industry practices to be incorporated in
national legal regimes. This dissemination has not only impacted national
legislation but also international treaty practice. Although, investment treaties do
not refer specifically to the practices of the oil industry, since they govern
investment activities from different sectors, there is an expansive practice of

107 The assumed level of risk in any activity or system determines how rigorous, exhaustive, and
transparent the risk analysis effort has been. “The greater the initial level of risk under consideration,
the greater the degree of rigor required to demonstrate that risks have been reduced so far as is
reasonably practicable.”

108 See Recommendation A2 in the report to President Barack Obama from the National Commission
on the BP Deepwater Horizon Oil Spill and Offshore Drilling Published Jan. 11, 2011.
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reference to environmental clauses that can be linked to the final objective of best
practices in the oil industry, to perform operations in respect to the environment.

b. Environmental regulation in International Investment Treaties.

25. Because of the recent increase of international investment arbitration
and the expansion of BIT practice, it seems relevant for the applicable law for
petroleum operations the study environmental language included in Bilateral
Investment Treaties (i) and Multilateral Investment Treaties (ii).

i. Environmental Language in Bilateral Investment Treaties.

26. According to a study of the OECD carried out in 2011, the prevalence of
environmental language in investment treaties has been assessed as low, but
growing.’® The survey shows that 133 1lAs, or 8.2% of the sample, contain
environmental language of one kind or another in treaties signed between 1959
and 2010.1%° The study also explained that following the first occurrence of
environmental language in the 1985 China-Singapore BIT, the use of such
language continued to be very rare until about the mid-1990s. Then, the
proportion of newly concluded BITs that contain environmental language began
to increase moderately, and, from about 2002 onwards, increased steeply reaching
a peak in 2008 when 89% of newly concluded treaties contained references to
environmental concerns.*! This trend may impact jurisdictions engaged in oil and
gas offshore exploration and production, although we will have BITs that are from
different generations and therefore are not equal in their terms. We have found
these environmental concerns in BITs signed by emerging oil and gas offshore
producing countries such as Colombia and Trinidad & Tobago. Also, it is worth
mentioning the case of Libya, which has included, in its new BIT network,
environmental clauses. On the other hand, oil offshore producer countries in West
Africa, such as Nigeria and Angola, or in Asia, such as Malaysia, have BIT
networks from the 90s, which are unlikely to have references to environmental
concerns. For the second group, however, BIT interpretation by a transnational
arbitrator incorporated in the legal order of the lex petrolea, should not allow the

19 K. GORDON and J. POHL (2011), “Environmental Concerns in International Investment
Agreements: A Survey”, OECD Working Papers on International Investment, 2011.

10 jdem

111 Id
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ptactice of operations in violation of local legislation or even more, in violation
of well-established international standards and practices of the industry.1!2

27. The increasing network between local and BIT environmental regulation
has motivated the International Chamber of Commerce (ICC) to raise a request to
governments to “... examine whether their investment treaty practices are up-to
date with regard to environmental concerns and consider including language in
investment treaties or environmental treaties to provide guidance about how
environmental and investment law goals are to be reconciled”, which might be
showing a future trend for investment law and arbitration.*3

28. The most common formulation in environmental clauses in BITs, among
the language we already have, is the purpose of not relaxing environmental rules
in favor of investments and also language reserving policy space for
environmental regulation in general or specific applicability to the treaty. We can
find the first case in the preamble of certain BITs, such as many signed by
Trinidad & Tobago with the United States, Spain, and China saying: “Agreeing
that these objectives can be achieved without relaxing health, safety and
environmental measures of general application”.

In other examples, the aim of not relaxing environmental rules is found in the
Colombia — UK BIT and the Colombia-Japan BIT:

“Article VIII Investment and the Environment. Nothing in this agreement shall
be construed to prevent a Party from adopting maintaining, or enforcing any
measure that it considers appropriate to ensure that an investment activity in its
territory is undertaken in a manner sensitive to environmental concerns, provided
that such measures are non-discriminatory and proportionate to the objectives
sought.” (Colombia — UK BIT, 2009)

“Article 21. Measures on Health, Safety, Environment and Labor. Each
Contracting Party recognizes that it is inappropriate to encourage investment

112 \We think, for example, in the case of an UNCITRAL treaty arbitration applying Article 35.3 of
UNCITRAL Arbitration Rules which states that “In all cases the arbitral tribunal shall decide in
accordance with the terms of the contract, if any, and shall take into account any usage of trade
applicable to the transaction” or even a broad interpretation of Article 42 of the ICSID Convention
concerning the notion of ““...rules of international law as may be applicable”. Of course questions on
jurisdiction of possible claims or counter claims against investor will be relevant.

13 1cC report “ICC comments to OECD on Harnessing Freedom of Investment for Green Growth”,

March 2011.
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activities of investors of the other Contracting Party and of a non-Contracting
Party by relaxing its domestic health, safety or environmental measures or by
lowering its labor standards. Accordingly, each Contracting Party should not
waive or otherwise derogate from such measures or standards as an
encouragement for the establishment, acquisition or expansion in its Area of
investments by investors of the other Contracting Party and of a non-Contracting
Party.” (Colombia — Japan BIT, 2011)

In the case of Colombia, a country that is looking to expand its offshore
exploration and production of oil and gas, environmental clauses have been
relevant in the negotiation of recent BITs. This is the case in the BIT between
Colombia and Japan, which includes abundant references to the environment, but
also in this particular article on HSE and Labor regulation, there is emphasis on
protecting the right of the States to regulate HSE matters for the purpose of
investments according to environmental law.

29. Environmental language also may include explicit language that may
limit the scope of claims of “indirect expropriation” on the basis of the enactment
of environmental and public health regulation in a nondiscriminatory manner.4
There is without a doubt some polemic since some authors advocate for the
exclusion of environmental regulation on the grounds of regulatory expropriation.
This is because preserving the environment is an important goal involving
substantial costs that should be shared by all citizens, rather than being passed off
to foreign investors. The balance would consider the duty to protect in the side of
the governments and the obligation of foreign investors to respect national law,
but also, since their activity is incorporated in a transnational sector, the
observance of industry practices Further, a question that will create some debate
is whether there is a requirement for scientific support when a government
regulate environmental issues, to demonstrate that its measure is supported by
"most,” "best" or "most widely accepted" scientific evidence. Such a
requirement might be contrary to the precautionary principle and inconsistent
with the nature of science interfering with the ability of governments to protect
against risks of environmental harm.

14 The Parties confirm their shared understanding that: [...] except in rare circumstances,
nondiscriminatory regulatory actions by a Party that are designed and applied to protect legitimate
public welfare objectives, such as public health, safety, and the environment, do not constitute indirect
expropriations. Belgium/Luxembourg-Colombia BIT (2009)
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30. As a consequence of the transnational network of state and non-state rules
for transnational business transactions, the International chamber of Commerce
has recently recommended governments to harmonize and review national,
environmental regulation in light of the international commitments of the State
suggesting to take “.... appropriate measures to review their relevant proposed
environmental laws and measures at both national and sub-national levels for
compliance with investment law disciplines,”'® in order to reduce exposure to
international litigation. Hence, progressive clauses are emerging in the general
promotion of progress and strengthening of environmental standards of protection
and cooperation,*® even with reference to international environmental
agreements!?” and provisions on environmental matters and investor-state dispute
resolution.®

31. Particularly it is worth mentioning that the United States BIT Model since
2004 has included references to environmental issues. This may be a consequence
of NAFTA Articles on environmental issues that were expanded to the United
States BIT model practice. In the last version of United States BIT Model 2012,
Article 12 “Investment and Environment” comprises a large development on
environmental issues:

“12. The Parties recognize that their respective environmental laws and policies,
and multilateral environmental agreements to which they are both party, play an
important role in protecting the environment.

2. The Parties recognize that it is inappropriate to encourage investment by
weakening or reducing the protections afforded in domestic environmental laws.
Accordingly, each Party shall ensure that it does not waive or otherwise derogate
from or offer to waive or otherwise derogate from its environmental laws in a

185 ICC report “ICC comments to OECD on Harnessing Freedom of Investment for Green Growth”,
March 2011

16,1, each Contracting Party shall strive to ensure that its legislation provides for high levels of
environmental protection and shall strive to continue to improve this legislation.
Belgium/Luxembourg-Colombia BIT (2009), Article 7(1).

17 The Contracting Parties reaffirm their commitments under the international environmental
agreements [, which they have accepted/in force in their territories]. They shall strive to ensure that
such commitments are fully recognized and implemented by their domestic legislation.
Belgium/Luxembourg-Peru BIT (2005) only; Belgium/Luxembourg-Libya BIT (2004).

118 Article 36 Expert Reports without prejudice to the appointment of other kinds of experts where
authorized by the applicable arbitration rules, a Tribunal, at the request of a disputing party or, unless
the disputing parties disapprove, on its own initiative, may appoint one or more experts to report to it
in writing on any factual issue concerning environmental, health, safety, and other scientific matters
raised by a disputing party in a proceeding, subject to such terms and conditions as the disputing parties
may agree. Japan — Colombia BIT.
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manner that weakens or reduces the protections afforded in those laws, or fail to
effectively enforce those laws through a sustained or recurring course of action
or inaction, as an encouragement for the establishment, acquisition, expansion,
or retention of an investment in its territory.

3. The Parties recognize that each Party retains the right to exercise discretion
with respect to regulatory, compliance, investigatory, and prosecutorial matters,
and to make decisions regarding the allocation of resources to enforcement with
respect to other environmental matters determined to have higher priorities.
Accordingly, the Parties understand that a Party is in compliance with paragraph
2 where a course of action or inaction reflects a reasonable exercise of such
discretion, or results from a bona fide decision regarding the allocation of
resources.

4. For purposes of this Article, “environmental law” means each Party’s statutes
or regulations, or provisions thereof, the primary purpose of which is the
protection of the environment, or the prevention of a danger to human, animal,
or plant life or health, through the:

(a) prevention, abatement, or control of the release, discharge, or emission of
pollutants or environmental contaminants;

(b) control of environmentally hazardous or toxic chemicals, substances,
materials, and wastes, and the dissemination of information related thereto; or
(c) protection or conservation of wild flora or fauna, including endangered
species, their habitat, and specially protected natural areas, in the Party’s
territory, but does not include any statute or regulation, or provision thereof,
directly related to worker safety or health.

5. Nothing in this Treaty shall be construed to prevent a Party from adopting,
maintaining, or enforcing any measure otherwise consistent with this Treaty that
it considers appropriate to,

Paragraph 2 shall not apply where a Party waives or derogates from an
environmental law pursuant to a provision in law providing for waivers or
derogations.

For the United States, “statutes or regulations” for the purposes of this Article
means an act of the United States Congress or regulations promulgated pursuant
to an act of the United States Congress that is enforceable by action of the central
level of government.”

This model provision shows a standard sought by the Government of the
United States. Thus, it is interesting how the government takes the position not to
diminish local environmental legislation, in favor of investments; a principle that
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would call attention of U.S. Corporations investing in developing countries where
environmental standards may be less strict.

ii. Multilateral investment Treaties.

32. In the study of environmental clauses in Multilateral Investment Treaties,
we have the example of NAFTA and The Energy Charter Treaty. In NAFTA, in
addition to the references in the preamble on "sustainable development”, the
performing of investments “in a manner consistent with environmental protection
and conservation" and “the promotion of laws and regulations relating to the
environment”, Chapter 11 discusses the environment in three sections. ''° As was
explained by Dr. Walid Ben Hamida, the first section, Section 1133, authorizes
an arbitral tribunal to appoint one or more experts who will be responsible for
“writing on any factual issue concerning environmental, health, safety or other
scientific matters raised by a disputing party in a proceeding”. In this moment
experts may have the opportunity to discuss the compliance with national
environmental laws or best practices incorporated in contracts or industry
standards that although not included in the contract are industry standards
accepted by a transnational community, such as the petroleum industry. The
second is Section 1106, which helps to justify the performance requirements by
implementing measures general health, safety, or the environment. Finally,
Section 1114, entitled "Environmental measures”, provides that nothing in
section 11 "shall be construed to prevent a Party from adopting, maintaining or
enforcing any measure otherwise consistent with this Chapter that it considers
appropriate to ensure that investment activity in its territory is undertaken in a
manner sensitive to environmental concerns” and in paragraph 2 added that "[t]he
Parties recognize that it is inappropriate to encourage investment by relaxing
domestic health, safety or environmental measures. Accordingly, a Party should
not waive or otherwise derogate from, or offer to waive or otherwise derogate
from, such measures as an encouragement for the establishment, acquisition,
expansion or retention in its territory of an investment of an investor. If a Party
considers that another Party has offered such an encouragement, it may request
consultations with the other Party and the two Parties shall consult with a view
to avoiding any such encouragement.” Reading this article raises some
observations. In particular, the first paragraph requires that environmental

119 . BEN HAMIDA, "La prise en compte de I'intérét général et des impératifs de développement
dans le droit des investissements™ 135(4) J.D.1. 999 (2008).

53



BEST INDUSTRY PRACTICES FOR OFFSHORE PETROLEUM OPERATIONS

measures are consistent with the provisions of Chapter 11, does not contain a true
environmental exception. The same conclusion applies when we look at
paragraph 2. This is not directed at investors, but to the States. As a result, apart
from the exception for performance requirements, Chapter 11 of NAFTA poses
no general exemption on the environment, 2

33. In the case of the Energy Charter, it refers to the protection of the
environment in the preamble quoting some international references to
environmental regulation. Article 19, entitled "environmental aspects” and the
Protocol on energy efficiency and related environmental aspects make only an
obligation of means, simple statements of good will, which are not covered by the
arbitration of the Article 26. In addition, Article 24 raises an exception for
measures necessary to protect the life or health of humans, animals, or plants that
do not apply to the requirements of Part 11l on investments. The Energy Charter
Treaty also refers to environmental concerns. In its preamble, it uses more
extensive language, which explicitly addresses more environmental concerns and
lists multilateral environmental agreements: recognizing the necessity for the
most efficient exploration, production, conversion, storage, transport,
distribution, and use of energy recalling the United Nations Framework
Convention on Climate Change, the Convention on Long-Range Transboundary
Air Pollution and its protocols, and other international environmental agreements
with energy-related aspects and recognizing the increasingly urgent need for
measures to protect the environment, including the decommissioning of energy
installations and waste disposal, and for internationally-agreed objectives and
criteria for these purposes.?!

B. RULES OF CONTINGENCY FOR OFFSHORE PETROLEUM
OPERATIONS

34. The offshore petroleum industry is one of the most sophisticated and
technologically advanced sectors in the world economy. Despite accidents and oil
spills which have called a lot of attention because of their high risk of
environmental impact, we must assert that, in general, they have a low rate of
occurrence in offshore operations.'?> However, we can also assert that despite

120 jgem.
121 |4

122 gj) Spills are more frequent in production wells than in drilling and completion operations, and
have much lower rate of occurrence in shale waters than in deep waters, the latter which has created
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human efforts, it is a fact that accidents and oil spills will continue to occur in the
oil industry. No matter how advanced technology is, machines fail in a certain
period of time, and despite the fact that human error can be dramatically reduced
by extensive training, it cannot be completely avoided. Also, we must bear in
mind that our technology is prepared primarily for incidents we know can
potentially occur in certain conditions according to the current scope of
knowledge of science and technology, which does not cover unforeseeable events.
Thus, it is particularly relevant to both, industry and society, to improve the
efficiency in which operators and States can respond to potential large-scale
offshore accidents. Just after the Macondo oil spill, other spills have occurred in
Brazil, Nigeria and the UK North Sea.'?® This has presently made the industry
more aware of its flaws than ever before, with the industry reacting accordingly
by improving containment capability and reviewing for better systems of
contingency plans.

35. Two main kinds of rules appear in the case of contingency. First is
institutional, with the creation of the Oil Spill Response Organizations (OSRO),
as private initiatives that work closely with the regulators and operators (1) and
second, rules for contingency to control hazardous events in a reasonable period
of time (2).

1. The Oil Spill Response Organizations.

36. After the Macondo accident, Oil Spill Response Organizations have
received increased attention by industry players and have improved in their
preparation for oil spills. The following are three examples of these organizations:

a. The Marine Well Containment Company Containment System in the
United States.

37. Just a couple of months after the Macondo accident, in July 2010,
ExxonMobil, Chevron, ConocoPhillips, and Shell committed to providing a new
containment response capability. These founding companies created the Marine

the current concerns challenging the contingency plans to face these accidents. See for Europe offshore
GL Noble Denton Report “UK Response to EC Impact Assessment on Offshore Regulation”,
November 2011. The analysis of the U.S. Gulf of Mexico occurrence, BOEM/BSEE Report “Update
of Occurrence Rates for Offshore Oil Spills”, June 2012.

123 Chevron leakage around 3,000 barrels of oil from the Frade field offshore Rio de Janeiro, Brazil
in Nov. 2011; a leak at the Bonga offshore oil field spilled 40,000 barrels from Shell’s facility in Dec.
2011; a gas leak from Total’s Elgin field in the UK North Sea in March 2012.
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Well Containment Company Containment System (MWCC) to act in the event
an operator lost complete control of a well.??* As a result, in February 2011,
MWCC's interim containment system became available for use in the U.S. Gulf
of Mexico. The interim containment system improves the industry's ability to
respond to a deepwater well control incident in the U.S. Gulf of Mexico. This
system consists of equipment owned and maintained by MWCC along with
mutual aid vessels released by member companies. The rules that govern the
response operations consist in a network of State and non-state rules designed to
meet the U.S. Bureau of Safety and Environmental Enforcement (BSEE)
requirements, as well as petroleum and industry practices for a subsea well
containment system that can respond to an underwater well control incident in the
U.S. Gulf of Mexico.'?®

b. The Qil Spill Prevention and Response Advisory Group in the U.K.

38. Following the Macondo accident, the UK Oil & Gas industry established
the QOil Spill Prevention and Response Advisory Group (OSPRAG) to provide a
focal point for the sector’s review of industry practices in the UK 1?6 OSPRAG is
integrated by senior representatives from all sides of the industry, relevant
regulatory authorities, and trade unions. The Group provided direction and
support to four specialist review groups whose mission was to focus on: 1) the
technical issues including first response for protection of personnel; 2) oil spill
response capability and remediation including national emergency response
measures; 3) indemnity and insurance requirements; and 4) Pan-North Sea
regulations and response mechanisms, which must lobby to spread information
on best practices and procedures to regulators of other jurisdictions. Over the
course of 16 months following the Deepwater Horizon incident, OSPRAG
reviewed the UK regulatory regime and took the necessary steps required to
further enhance the UK’s oil spill prevention and intervention and response
capability. This included the establishment of permanent specialist pan-industry
forums (e.g. the OSPRAG Oil Spill Response and Well Life Cycle Practices
Forums), the publication of industry best practice guidelines, the development of
the OSPRAG well capping device, and a full scale test of the UK’s oil spill
contingency plan (Exercise SULA), as well as physical offshore deployment of
response equipment. OSPRAG is affiliated to the Oil Spill Response Ltd (OSRL)

124 See http://marinewellcontainment.com/
125 As outlined in NTL No. 2010-N10.
126 See http://www.oilandgasuk.co.uk/knowledgecentre/OSPRAG.cfm
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and they use the well cap located in one of OSRL’s international locations in case
of an oil spill.

c. Oil Spill Response Ltd.

39. An extraordinary example of transnational action in the oil industry is the
case of the Oil Spill Response Ltd. (OSRL) operating as an integrated company
for the management of oil spill response capabilities.'?” In order to reach the high
international standards, OSRL works with transnational regulations following the
requirements such as 1ISO 9001:2008, 1ISO 14001:2004, and OHSAS18001: 2007.
According to OSRL’s documentations, its commitments are defined in the
following guidelines: 1) provide the appropriate resources and training required
to undertake operations to high Health, Safety, Security, Environmental and
Quality standards (HSSEQ); 2) continually assess HSSEQ risks and take
appropriate actions as part of normal business to prevent injury or ill health,
ensure the personal security of the staff at all times, protect the environment and
provide the highest possible quality of service to the customers; 3) ensure that
everyone is accountable for the actions they take to ensure their health & safety
and that of those around them; 4) comply with all applicable HSSE and other
legislation, regulations and industry best practice; 5) produce and regularly
monitor objectives, targets, and measures designed to ensure continual
improvement in health, safety, environment, and quality business delivery; 6)
regularly check that the Management Systems are working effectively and make
changes and improvements where appropriate; 7) ensure a culture of open
consultation and communication between staff, contractors, and stakeholders at
all levels on HSSE and business quality issues; 8) embrace the Safety Culture
Action Plan that will lead the Company to an improved safety culture through
management commitment and leadership and full staff participation.

The particularity of OSRL is its capacity of global response with the location
of cap facilities in four regional headquarters that facilitate the performance of
capping operations. Effective Incidence response relies on the timely
transportation and deployment of equipment to the incidence site. The
intervention equipment is optimally sited for global coverage and responds from
four international locations, including Brazil, Norway, Singapore, and South
Africa, in order to assist the operator owner.

127 See http://www.oilspillresponse.com/
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40. After reviewing the improvements made in contingency institutions we
will now move to the transnational rules that may be applicable in order to
perform contingency operations following the occurrence of an oil spill.

2. Transnational Rules of Contingency

The transnational rules for operator’s response in case of an accident are also part
of the usages of the sector. Additionally, rules for contingency plans, mutual aid
agreements, Qil Pollution Compensations Schemes, and insurance requirements
are all a part of the rules of the sector.

a. Contingency Plan.

41. The requirement of a contingency plan works as a double obligation for
the operator. It is required to be presented before operations start and must include
relevant procedures in case of an accident. This represents an obligation of
performance in case of accidents since the operator shall act immediately, for
example, in order to reach control of the well and performing clean-up activities,
given the spread standard of strict liability basis, under the “polluter pays”
principle.*® Currently, it is transnational industry practice that offshore
installations and oil-handling facilities must have an approved Oil Pollution
Emergency Plan (OPEP) with procedures for responding to incidents that cause
or may cause marine pollution by oil, aiming to prevent such pollution or
minimize its effect. It is also a current practice that all OPEP (post-Macondo)
must consider the worst case scenario of an uncontrolled well blowout and the
response to the event.!?® The primary objective of contingency planning is to
ensure the safety of the project, its personnel and the population, as well as to
protect the environment in case of an accident. Other important objectives are
protection from loss of financial investments, protection of evidence for
investigation of the incident, and restoration of business continuity in the

128 5ee U.S. Qil pollution Act 1990 related to strict liability and the Petroleum Activities Act (PAA)
of Norway which imposes strict liability for pollution damage from petroleum-related activities and
has no cap on liability for offshore drilling. See also the UK Offshore Pollution Liability Agreement
of 1975 which also contemplates strict liability of the operator but at the same time highlight
exemptions in cases of war, hostilities, an exceptional natural phenomenon, an act or omission of a
claimant, or a third party that intended to cause the damage; negligence or a wrongful act from the
state or authority; if it resulted from compliance with instructions or conditions from the licensing
state

129 A existing OPEPs have been updated in line with these requirements. See Offshore Qil and Gas
in the UK - an independent review of the regulatory regime, December 2011.
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aftermath of an emergency. This is a best practice in the U.K. which has specific
rules that the OPEP must follow. New installations and/or new operations in the
U.K. require an OPEP to be submitted to the Department of Energy & Climate
Change (DECC) at least two months prior to the start-up. Additionally, personnel
with responsibility for oil pollution incident responses must be competent, in
terms of both, the use of their OPEP and oil pollution incident response.

42. In addition, in order to improve contingency plans, the MWCC has
completed a best practice procedure to cap a well under a floating structure.
Capping a well in this case requires a plan to move the structure out of the way in
order to allow access to the installation of the capping stack or pulling the stack
underneath the structure. It is a best practice that all of this activity must be
defined and pre-planned before a well is drilled from a floating structure in a
document such as the OPEP. Since MWCC is a private initiative carried out by
operators, resources are flexible to continually improve the system to meet future
needs, especially as new technologies emerge.*3° However, not all countries have
developed legislation in this regard, leaving the operator with the responsibility
to design an OPEP for the project. An example of the latter case is the legislation
in Brazil, which did not have a national contingency plan regulation in force at
the time of the Macondo oil spill, instead, all offshore operators in Brazil were
working under their own contingency plan. In these particular cases considering
the lack of regulation, operators must follow transnational industry practices of
contingency in favor of their interest as well as those of the petroleum industry.

b. Mutual Aid Agreements.

43. Mutual aid agreements are instruments for cooperation between operators
located in near areas where the oil spill occurred. An Incident Operator may need
the assistant of neighbor operators in order to perform contingency operations. 3
Before any commitment to provide resources to an Incident Operator, a
dispensation from the relevant regulator or an administrative body may be needed.
An Assisting Operator that receives a call for aid must consider if its remaining
resources meet legal or regulatory requirements for performance, or if any

13 The expanded containment system is scheduled for delivery starting in 2013 and will be compatible
with a wide range of well designs and equipment, oil and natural gas flow rates, and weather
conditions.

131 See Operators Co-operative Emergency Services (OCES), Joint Declaration and Emergency
Assistance Code in Respect of Mutual Aid in the Event of an Offshore Emergency situation, December
2011.
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dispensations would be required. If this Assisting Operator is considering
providing resources to an Incident Operator, it may wish to establish a special
legal framework during the contingency operation. For instance, it may seek
certain immunity from liabilities or suits provided by legislation prior to
committing to provide resources or assistance. It may also be necessary in
working with government relations to seek input from regulators or any relevant
governmental entities in advance in order to help clarify the scope of available
immunity (if any) and any applicable processes and requirements. Additionally,
based on the location of the reservoir, the laws and regulations of more than one
jurisdiction may be relevant if resources located in one country are requested by
an operator in another country. It is acknowledged that mutual aid arrangements
need to comply with any legal or regulatory requirements in the relevant country
or countries. The significant role that regulators and governmental entities may
have in enabling effective response is also recognized. In the case of a call for
assistance to an Oil Spill Response Organization (OSRO), a special framework
will be necessary since there will be implemented agreements and permits for the
action and use of technology by an OSRO in a licensed area in case of an accident.
In this case, the Operator may request the assistance of other operators and OSRO,
and it would be appropriate that the framework of this assistance is agreed before
the event rather than after the event. This may require the approval of instruments
and procedures, such as: collaboration among operators to periodically assess and
create an inventory of resources that may be available to assist in a response, the
creation of protocols to facilitate timely communications, and table-top drills to
identify relevant scenarios and deployment exercises to test procedures and
protocols of intervention.

44. Further, contractual rights would be relevant. Contracts such as leases,
concessions, production sharing agreements, and technical service agreements
need to be considered to include the terms that must be taken into account when
there is an intervention of an OSRO. For example, there could be a situation where
the NOC owns the equipment or facilities used for operations. Thus, an operator’s
contracted resources may be dedicated to the operation under the host contract or
a service contract. Therefore, authorization of the NOC or a State agency for the
performance of the intervention may be required. Also, a framework for the
disruption of operations and non-liability for the OSRO in regards to the time it
expends in capping the well may be established. If an Assisting Operator is
contemplating providing resources to an Incident Operator, this may require the
approval of co-ventures under JOAs.

60



TPLI SERIES ON TRANSNATIONAL PETROLEUM LAW 2/2012

c. Oil Pollution Compensations Schemes

45. All offshore operators currently active in exploration and production in
the UK are party to a voluntary oil pollution compensation scheme known as
OPOL. The Agreement came into effect on May 1, 1975 and was initially an
interim measure to provide for a strict liability regime, whilst awaiting a regional
Convention of Civil Liability for Oil Pollution Damage resulting from
Exploration for and Exploitation of Seabed Mineral Resources (CLEE). OPOL
applies to all offshore facilities from which there is a risk of discharge of oil,
causing pollution damage and provides a convenient means of seeing compliance
by licensees with the provisions of model Clause 23(9) of the Petroleum
(Production) (Seaward Areas) Regulations 1988. It is further reinforced by the
inclusion of a standard OPOL Clause in all Joint Operating Agreements. OPOL
has been extended to cover facilities in other offshore areas of Northwest Europe
and has the support of the UK and other governments. It is accepted as
representing the committed response of the oil industry in dealing with
compensation claims arising from offshore oil pollution incidents from
exploration and production facilities.

46. After the Macondo accident, the review of the current regulatory process
and industry best practices ended in a number of recommendations published by
OSPRAG with respect to 1) mechanic devices, in particular the use of the Well
Cap device in order to cap any oil spill in a number of days, 2) the establishment
of a best practices forum for sharing experiences on the standards of the industry
on operation and performance of well safety and design, 3) recommendations in
oil spill response that resulted from the oil spill response forum in Oil and Gas in
the UK and 4) recommendations on indemnity and insurance practice as a result
of work with companies from the insurance sector and regulators to ensure that
any company comply with this financial obligations. In particular, OSPRAG
lobbied to increase the OPOL limit of liability from US $120 million to US $250
million. The current OPOL limit of $250 million (strict liability) is appropriate
for most incidents and does not limit liability at law.'%?

d. Insurance.

47. As we have seen, operators in offshore activities face an extraordinary
amount of risk on multiple levels that are unique to the industry. Offshore

132 5ee UK Library of Congress, “Oil Spill Liability and Regulatory Regime — UK”, 2010.
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operations include a wide variety of assets such as fixed or floating platforms,
mobile offshore drilling units, sub-sea facilities, and even some onshore property
engaged in E&P operations. In addition to the significant capital investment
associated with these assets, offshore operations entail operational,
environmental, and personnel risk. Thus, the assessment of insurance is necessary
before the start of operations. Some major operators choose self-insurance given
their financial capability, but medium and small size operators and service
contractors go to an insurance market that offers products for these activities. The
energy insurance market is comprised of a number of stakeholders, including the
insured, the broker, the direct insurer, the reinsurer, and capital investors. The
market was estimated in the United States at $ 4.5 billion in 2011, with the U.K.
insurer Lloyds accumulating 58.1% of the market for the same year.'®® An
insurance broker is charged with matching the operator’s desired coverage level
with the insurer offering the most favorable terms and conditions.

48. In the design of the insurance framework it is fundamental to assess the
risk and exposure associated with the particularities of the project and the
operator, non-operators, and contractors agreements on liability. It is important to
bear in mind the interplay between knock for knock (KK) indemnities and
insurance. Any obligation of the indemnitor to insure against the risk under a KK
Indemnity is likely to be construed as being independent from the indemnity
itself, although this is often expressly stated in contracts. This is particularly
relevant since Insurance policies may not cover gross negligence, willful
misconduct, or civil or criminal fines or penalties. Where the indemnitee,
notwithstanding that it has the benefit of a KK Indemnity, affects insurance to
cover the risk, the indemnitor will still have primary liability and the insurer will
have only secondary liability and causing them to be subrogated to the rights of
the indemnitee. Thus, the underwriters are tasked with determining the coverage
the insured should receive and the premium the insured should pay. To make this
determination, underwriters asses risk on multiple levels. The magnitude of the
accidents and the increase of sanctions by regulators have direct consequences in
the allocation of liabilities and the price of insurance in the global market.

Additionally, the estimation of the cost of a worst case scenario and
estimations of the annual average cost of all major offshore accidents should be
carefully analyzed by the sector experts in order to reach the most accurate

133 See ITUMI Global Marine Insurance Report 2012.
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estimation of insurance annual costs. There are two risks in this determination.
First, underestimating the cost that result in harming the operator, and second,
erroneous and elevated calculations that may increase the cost of projects and
reduce the number of brokers participating in the market.

49. In reaction to the Deepwater Horizon accident, major insurance and
reinsurance firms have increased premiums charged to firms engaged in E&P
activities by as much as 50%. Moody has estimated that property insurance
coverage is “15-25% higher for rigs operating in shallow water and up to 50%
higher for deepwater rigs.”*** This is a result of a number of factors, including
increased demand for coverage by operators in conjunction with insurance
companies reevaluating the financial risks associated with offshore drilling.
However, the final reaction may be reduced in the long term when pricing the
energy package policy. While a few London based insurers have ceased writing
insurance for Gulf operations, others have entered into the market.

Il. SOURCES OF COMPLIANCE OF ENVIRONMENTAL BEST
PRACTICES IN OFFSHORE PETROLEUM OPERATIONS

50. Compliance with environmental best practices is an essential requirement
in the offshore oil industry. The verification of compliance is carried out through
a supervision process that is comprised of monitoring and auditing compliance.
Despite the verification compliance taking place in a particular project, like in an
offshore platform, where the primary interest is the safety of industry workers and
the environment, the supervision process is in the interest of the whole petroleum
industry.

51. In principle, state agencies are in charge of verifying that operators
comply with the best practices of the industry.'*®> However, this responsibility is
not a monopoly of the State. Other alternatives include allowing the operator to

134 . MACDONALD, Deepwater Horizon Spill Could Cost Insurers $3.5B: Moody's, June 4, 2010.
Available at http://www.propertycasualty360.com/

1% See i.e. Art. 14 Brazilian Concession Contract: Operation Control and Assistance by the ANP.
Operation Follow-up and Inspection by the ANP. 14.1 The ANP, directly or upon agreements with
entities in the States or the Federal District, will follow-up and supervise the Operations performed in
the Concession Area in order to ensure that the Concessionaire is fully and rigorously complying with
its obligations under the terms of this Agreement and the applicable Brazilian legislation. obligations
assumed herein.
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perform a self-audit or allow a certified third-party to audit operator’s work.
The latter of the two options has attracted much attention after the Macondo
accident. Currently, there is widespread suggestion that inspections should be
carried out by impartial and specialized third parties, with the assistance of private
companies specialized in offshore operations. The aim of the trend is to eliminate
conflict of interest by auditors and to secure the best quality of technology and
know-how for the supervision. The supervision process may result in different
paths, such as: 1) the verification of compliance with the issue of certification, or
an authorization to start or to continue carrying out operations; or 2) the violation
of an industry practice which give the regulator the power to take different
decisions such as: i) providing a delay of compliance for the operator, and hence,
an obligation of performance -also a monetary sanction can be imposed at this
phase- or ii) proceeding to the sanctions if the failure of compliance persists.

52. Thus, we will first study the rules of supervising compliance for offshore
petroleum operations (A) and later analyze the consequences of sanctions for
failure of compliance (B)

A. RULES OF SUPERVISING COMPLIANCE FOR OFFSHORE
PETROLEUM OPERATIONS

53. The first set of transnational rules on inspection address the creation of
state agencies that will control the compliance with best practices (1). The second
set of rules detail and describe the inspection procedure (2).

1. The role of state agencies

54. In carrying out offshore operations, state agencies play an important role
with respect to compliance with environmental regulation in order to avoid
accidents. The role of state agencies is fundamental. They are the last resort in the
representation of the interest of the population for the supervision and control for
the environmental compliance and safety in offshore operations. We cannot
conceive the offshore industry with a weak regulator. Weak regulators and

136 See j.e. Art. 14 Brazilian Concession Contract: Operation Control and Assistance by the ANP.
Operation Follow-up and Inspection by the ANP. 14.2 The action or omission in the follow-up or
supervision mentioned in paragraph 14.1 shall not exclude or reduce the responsibilities of the
Concessionaire regarding the performance of its obligations assumed herein.
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underinvestment in education, training and technology for these regulatory
agencies may even increase the risk of accidents given a low degree of efficiency
supervision.

We will present two examples of regulatory and supervisory agencies in the
case of the United States and Australia:

a. The Case of the United States

55. New Regulation and New State Agencies. The Macondo accident brought
to light safety deficiencies in deep-water oil operations in the United States,
including the federal government’s lack of oversight in offshore safety. This
lapse, caught behind the scenes of the operations, affected current regulation and
supervision. As a consequence, the Government proceeded to correct the
inefficiencies revolving supervision of offshore operations.

56. Thus, the U.S. Government promoted a reorganization of the agencies
involved in oil and gas offshore operations. The Bureau of Ocean Energy
Management, Regulation and Enforcement (BOEMRE) was dissolved into two
independent entities, the Bureau of Ocean Energy Management (BOEM) and the
Bureau of Safety and Environmental Enforcement (BSEE).

57. The BOEM will be responsible for managing environmentally and
economically responsible development of the nation’s offshore resources. Its
functions will include offshore leasing, resource evaluation, review and
administration of oil and gas exploration and development plans, renewable
energy development, National Environmental Policy Act (NEPA) analysis, and
environmental studies.

The BSEE will be responsible for safety and environmental oversight of
offshore oil and gas operations, including inspecting and issuing permits to
offshore oil and gas operations. Its functions include the development and
enforcement of safety and environmental regulations, offshore exploration,
development and production, inspections, offshore regulatory programs, oil spill
response, and newly-formed training and environmental compliance programs.

b. The Case of Australia: The National Offshore Safety Authority

58. The organization responsible for regulating Australia’s oil and gas
industry is the National Offshore Petroleum Safety Authority. This is an
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independent statutory agency designated under the Commonwealth Offshore
Petroleum and Greenhouse Gas Storage Act of 2006. The standard applied by this
organization is the performance-based approach. As explained before, this
approach holds the regulator responsible for assuring that the operators address
risks identified by a safety case. The organization includes a joint government
inspectorate and requires third party validations for regulatory assurance. Each
manned facility is inspected at least once every year. The inspections are planned
ahead of time and usually take several days. The subject of planned inspections
includes both control and management of major equipment and occupational
health and safety.

After reviewing the two previous examples we will study the rules of
supervision applied by these authorities that are becoming transnational for the
offshore oil industry.

2. Transnational Rules of Supervision

59. As the IRF report has stated, “Post-Macondo, there has been a wide
demand from a number of voices for adoption of standards which are applicable
across the offshore industry, and so the emphasis of the need for globally accepted
best practices and standards has grown.”

60. This is reflected in the U.S. decision to order operators to incorporate a
series of industry standards, such as APl standards, for new projects in the Gulf
of Mexico. Additionally, the U.S. engaged in trying to change its approach of
supervision from a regulatory approach to an adaptation of the performance-based
approach following the best practice implemented in Norway.*3” Hence, U.S.
agencies started requiring an adaptation of the Drilling Safety Rule and the
Workplace Safety Rule as the standards to comply with by offshore operators.
The U.S. government took the position that performance-based regulation is the
most effective form of offshore safety and environmental regulation due to the
constantly changing nature of technology and the drilling environment.

61. The Drilling Safety Rule and the Workplace Safety Rule are part of the
new regime. The Drilling Safety Rule addresses both well bore integrity and well
control equipment. It also requires a mandatory API standard RP 65 — Part 2,

137 The prescriptive and performance-based regulation, relied on the supervision made by the BSEE
following the practice in Norway by the Petroleum Safety Authority of Norway, which is charged to
monitor HSE compliance
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Isolating Potential Flow Zones During Well Construction. The Workplace Safety
Rule represents a more flexible regulatory approach that can keep up with rapidly
evolving technologies similar to the UK’s safety case system that resulted from
the Piper Alpha accident, and following thirteen elements of the API’s
Recommended Practice 75. Both practices seem to satisfy the government’s
concerns about deep-water drilling safety and environmental performance since,
after ordering the change of regime, the six-month moratorium was lifted a few
weeks earlier than it was planned.*®® Further, this approach for offshore drilling
safety and environmental regulation should deliver the desired result, as it follows
best practices like 1SO auditing standards,'* in an effort to reduce the likelihood
of future blowouts.

62. Different best practices apply to the supervision of offshore operations.
According to Professor Wawryk, we can identify Environmental Performance
Evaluation (EPE) practices, such as environmental management indicators,
environmental performance indicators and environmental indicators, which
contribute with the track and measure actions performed to compliance with
industry standards.’*® Also, rules for monitoring and auditing have been
developed by international organizations such as the OGP, ISO, and API.
Monitoring involves the ongoing inspection of equipment, management systems,
operational activities and their effect on the environment on a regular and frequent
basis.**! While auditing will compare industry standards in compliance with the
environmental regulatory and management requirements, the process of
evaluating requires the assessment of such records and systems against a set of
predetermined standards.24? All in all, carrying out the supervision of compliance
may vary in different modalities. They can be carried out by the state agency, the
operator, or by a third party:

a. Regulator’s Inspection

63. Regulator’s inspection is agreed to follow up the compliance with local
regulation and international industry practices. In the case of Brazil, the National

138 p BAKER and J. BRODER, “White House Lifts Ban on Deepwater Drilling”, N'Y Times, October
12, 2010.

139 See 1SO 19011:2011 Guidelines for auditing management systems

10 WAWRYK, 2002.

141 | dem.

142 Id
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Petroleum Agency (ANP) agrees with the Operator on the procedure to carry out
these inspections. We find the example of this in Article 14 of the Brazilian
Concession Contract Model:

Clause Fourteen: Operation Control and Assistance by the ANP:
“Operation Follow-up and Inspection by the ANP

14.1 The ANP, directly or upon agreements with entities in the States or the
Federal District, will follow-up and supervise the Operations performed in the
Concession Area in order to ensure that the Concessionaire is fully and
rigorously complying with its obligations under the terms of this Agreement and
the applicable Brazilian legislation.

14.2 The action or omission in the follow-up or supervision mentioned in
paragraph shall not exclude or reduce the responsibilities of the Concessionaire
regarding the performance of its obligations assumed herein”

b. Operator Self-Inspection.

64. By Resolution No. 43 of 6th December of 2007, ANP has established the
Sistema de Gestao de Seguranca Operacional (SGSO), defining technical
regulation of the management safety on maritime installations for drilling and
production of oil and gas. Article 13 of this Resolution includes the right of the
Operator to establish the procedures of self-inspection on the platforms and the
coordination with the ANP:

“13.2 Inspection, Test, Maintenance and Procurement Planning. The Installation
Operator will be responsible for:

13.2.1 Establishing plans and procedures for inspection, testing and
maintenance, in order to ensure the integrity of its mechanical systems,
structures, and Critical Operational Safety Equipments and Systems. This
documentation must be aligned with the manufacturers' recommendations,
codes, standards and good engineering practices.

16.2 Types of Changes. Changes in operations, procedures, standards,
installations or personnel must be evaluated and managed in order to ensure that
the risks remain at acceptable levels.”

Therefore, the Operator is given the authority to select and document the
codes, standards and good engineering practice that will be applied, as long as it
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complies with the manufacturers' recommendations. These records will be subject
to ANP review and authorization before operation of the installations can
commence.

c. Third-Party Certification.

65. The use of an outside auditor may provide credibility to the audit finding.
An example of this is the U.S. Certification of Subsea Blow Out Preventer (BOP)
Stack. Third-party verification is also requested by U.S. regulation where the
operator will be required to obtain a written and signed certification from an
independent third party attesting that, on or after the date of the report, a detailed
physical inspection and design review of the BOP has been conducted in
accordance with the original equipment manufacturer. The requirement for
documentation of subsea BOP inspections and maintenance according to APl RP
53. This is then submitted to the Department of Interior and made available to the
public. Further, the Department requires that the Operator shall obtain an
independent third-party verification of the appropriateness of the BOP for the
drilling project. It also requires verification of its operability in the water depth,
that the BOP will be deployed and that the blind-shear rams are functioning and
capable of shearing the drill pipe that used on the rig.

66. As we mentioned at the beginning of this section, the role of regulators is
fundamental for the offshore industry; however, there is a trend to translate more
responsibility to operators or third parties in carrying out this function. This
transfer to perform supervision to other entities is a consequence, or probably the
recognition, of the existence of issues of asymmetric information among the
regulators and operators. Thus, the state must address the reduction of asymmetric
information between regulators and operators in the offshore industry.

67. On the other hand, in the case of the Operators, due diligence and the
keeping of records will be fundamental to the compliance with industry practices.
We have seen this pattern through the increase of demand and importance of
compliance departments in oil industries that are responsible to keep the company
protected for claims on non-compliance.
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B. RULES OF SANCTIONS FOR NON-COMPLIANCE WITH BEST
PRACTICES IN OFFSHORE PETROLEUM OPERATIONS

68. As we have observed throughout the article, oil companies in offshore
operations are subject to liability for breach of best practices included in contracts
and national laws. A failure to comply may result in the enforcement of these
rules through two systems of jurisdiction: international arbitration or local courts.
An international arbitrator may find jurisdiction through a) a petroleum contract
- such as a Host Government Contract, a JOA or a Service Contract- or b) an
investment treaty. On the other hand, a local judge may find jurisdiction under
two grounds: a) a violation of local environmental law or b) from claims on the
ground of damages to third parties before the courts of the host country. However,
we must point out that in the case when the operator is a foreign investor protected
by a BIT, the intervention of local courts must respect the international
engagements of the State. Currently, decisions of local authorities and courts have
been challenged before arbitral tribunals, resulting in the concentration of
disputes in arbitration as the last resource of jurisdiction for litigating the merits
of a claim in the petroleum industry.

69. Thus, we will discuss the operator’s liability before international
arbitration in cases of non-compliance with best practices (1) to then study the
case of local authorities and local courts’ sanctions in cases of non-compliance
with best practices in the light of international investment arbitration (2).

1. Operator’s Liability before International Arbitration.

70. Global petroleum players engaged in petroleum operations use
contractual instruments to allocate risk between the parties of the operation. This
is included in Host Government Contracts, such as Concessions, Production
Sharing Agreements, or Service Contract Agreements. All of these instruments
include clauses referencing industry standards and risk allocation models in
different sections of the contract, which are all submitted to international
arbitration. As we have argued throughout the article, an arbitrator is the natural
judge of the petroleum industry and is anchored in the transnational legal order of
the lex petrolea.'*® In the spectrum of this transnational legal order, a transnational
method of applicable law will prevail by incorporating sources of law from state

143 In this case, the arbitrator belongs to a transnational community of states and investors of the
petroleum industry that have an expectation of rule of law for the petroleum sector, and his
interpretation of the law and different contract provisions would respond to the needs and interest of
the community.
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and non-state origins. In particular, we must observe the legal instrument that
makes reference to the obligation of compliance with best practices:

a. Liability before the Host State in case of non-compliance with best
practices included in a E&P Host Government Petroleum Contract.

71. In a number of arbitration cases, states have argued against foreign
investors claiming breach of compliance with oil industry best practices and
national laws. States do this with the intent to disqualify an investor’s claim or to
reduce the amount of their compensation in a case of expropriation, by asking the
tribunal to punish the investor by enforcing investor’s liability based on
environmental damages or inefficient performance in the exploitation of oil wells.

72. A classic example of this is the AMINOIL case.’** While the 1982
AMINOIL arbitration award is very well-known for its decision on stabilization
clauses and reference of lex petrolea, an interesting section of the award rarely
commented upon was the violation of good oilfield practice by AMINOIL, as
alleged by the Government of Kuwait.1*> AMINOIL was engaged to comply with
oilfield practices in its 1961 petroleum contract,'*® an obligation that was
maintained in the subsequent 1973 Agreement.'*’ During the arbitration where
AMINOIL was claiming compensation for expropriation, Kuwait alleged that
AMINOIL violated the two agreements by failed to use sufficient cement in the
casings to complete its wells and failing to take the necessary steps to protect the
well casings from corrosion. The State alleged that this failure did not "prevent
ingress of water into petroleum-bearing strata,” in compliance with industry
standards of good oilfield practice prevailing at the time. However, the tribunal

144 Award in the matter of the Government of the State of Kuwait and the American Independent Qil
Company (Aminoil) of March 24, 1982, Paul Reuter (President), HamedSultan and Gerald
Fitzmaurice (Arbitrators), 21 ILM 936.

1% M. HUNTER et A. SINCLAIR, «Aminoil Revisted: Reflections on a Story of Changing
Circumstances», in International Investment Law and ArbitrationL Leading Cases from the ICSID,
Ed. Tood Weiler, E. Cameron, 2005.

146 AMINOIL. Article 8(6) of inserted by the 1961 Agreement provided “the Company shall not
start production from any field or well before testing and making sure that the well has been
properly completed in accordance with good oilfield practice”.

147 part 1 Annex 1 paragraph 5 to the The Company shall at all tames conduct its operations in the
Concession Area in a proper and workmanlike manner and by appropriate scientific methods in
accordance with good oilfield practice and shall take all reasonable measures to prevent fire and to
prevent ingress of water into petroleum-bearing strata and to prevent the pollution of the sea and shall
close all unproductive holes drilled by it and subsequently abandoned.
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dismissed the claim with no major developments after depositions of experts from
both sides did not lead to a clear conclusion one way or the other.148

73. More recently in 2012, in the ICSID case Burlington v. Ecuador, the
respondent argued that Burlington was liable towards Ecuador for the costs
required to bring back the operations of Blocks 7 and 21 into good working
condition in accordance with the best standards and practices generally accepted
in the international hydrocarbons industry. Ecuador argued that Burlington’s
suspension of operations resulted in significant economic risk and caused serious
and permanent damage to the Blocks 7 and 21. Burlington responded to this
accusation on the grounds that (i) its decision to suspend operations in the Blocks
was legally and economically justified; (ii) Ecuador's takeover of the fields was
arbitrary, as there is no evidence that there was a real risk of damage to the Blocks;
and (iii) Ecuador's takeover of the Blocks constituted a complete and direct
expropriation of Burlington's investment. In this case, the Tribunal concluded
Ecuador's allegations were not properly substantiated and that the theoretical risks
of damage identified in a report submitted by an expert (RPS report) did not prove
the risks alleged over Blocks 7 and 21. In consequence, “the evidence suggests
that the risks of reservoir and mechanical damage would not have materialized
before an extended suspension° so that an immediate intervention in the Blocks
would not have been warranted. With respect to the risk of reservoir damage due
to aquifer water encroachment, the RPS report refers to a study which states that
this type of damage may occur after "a prolonged production shutdown”, which
was not the case in this suspension of operations. Thus, the Tribunal was not
persuaded that the suspension would have created a significant risk of

148 It was important to resolving the disputed factual allegations that Kuwait had never, orally or in
writing, accused AMINOIL of any deficiencies in its oil well practice or installations during its term
in Kuwait although Government technical staff met an Amrnoil representative on a weekly basis
Article 11 of the 1948 Concession gave the Shaikh the right to terminate the concession for failure to
attain acceptable standards of good oilfield practice but this right had never been alluded to, let alone
invoked. On the other hand the Government insisted that Aminoil's poor oilfield practices were one
of the matters that led to confrontation and ultimately, Decree Law No 124, but the full extent of
Aminoil's neglect and its consequences was not known to it until after the Government had taken over
the oil wells in 1977 AMINOIL. If a State didn’t sanction or sanction years after without having
supervision of the activities might risk to lose credibility or lose its argument of sanction against
a foreign investor.

149 Burlington v. Ecuador, ICSID Decision on Liability. Dec. 2012. { 524.
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environmental damage, as to justify Ecuador's immediate intervention, thereby
rejecting the claim.'%

74. One particularity to take into account is that the AMINOIL contract
included an arbitration clause whereas the jurisdiction in the Burlington ICSID
case relied on an arbitration clause in the PSA and an arbitration clause in the U.S.
— Ecuador BIT. The contractual element in both disputes made possible that
failure to comply with contractual agreed good oil field practices could be used
by the Host State as a claim or counterclaim in State—Investor arbitration.
However, in the case that the jurisdiction of the arbitral tribunal is based only in
a BIT, and supposing that this BIT made no reference to an obligation to comply
with industry practices -which will be often the case — a question arises whether
the arbitral panel might accept the request of one of the parties to argue the
compliance with best practices. A negative answer will reject the claim on the
ground that there is just no obligation under the treaty. A positive answer will
analyze the claim on the ground that the investment operation is part of a
transnational legal order of the petroleum sector, and the respect of transnational
rules such as industry practices, may be required to industry actors.

75. As we mentioned before, states may try arguing industry practices with
the intention of reaching the imposition of a pecuniary sanction on the investor in
compensation to the State, or this amount could be discounted from a
compensation amount awarded to the investor.*5! Although the claims in the cases
quoted above were dismissed, this does not reduce the likelihood of States trying
to enforce the investor’s obligation to comply with international industry
standards.

b. Liability among JOA partners.

76. Partners in an operation allocate operational and financial risks through
a Joint Operating Agreement (JOA). This agreement determines their respective
rights, interests, and obligations. Following the industry practice, one party will

150 Also an ICSID Tribunal is analyzing in NIKO Resources Bangladesh Ltd v Bangladesh — Bapex —
Petrobangla, the arbitrability of contractual obligations related to perform of safety operations in a gas
production project in Bangladesh that suffered two blowouts, raising the question around the liability
of the partners in the operations. The base of the claims is contractual and environmental regulation
and best practices engagements will be part of the analysis of the tribunal.

151 Occidental Petroleum Corp. v. Republic of Ecuador, ICSID Case No. ARB/06/11
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be designated as the operator’>? in order to conduct the development of the
contract area for the joint account of all parties to the JOA. The operator is in
charge of conducting the operations. The operator also shall agree to service
agreements with contractors, and to maintain control over decision making, given
that it has the best information about the particularities of the venture. The
operator should neither gain nor lose by virtue of its operatorship. In order to do
this, it is an industry practice for the operator to be reimbursed for its expenses. It
is also a common practice to include an exculpatory provision eliminating an
operator's liability unless it has engaged in gross negligence or willful
misconduct.?

77.0On the other hand, non-operator partners bear liability and also have some
control over the operator’s decisions under the overall supervision and control of
the Joint Operating Committee, which is created for the participation of all the
parties of the JOA. The AIPN 2012 version of the JOA, which is widely-used
internationally, captures this standard:

4.6 Limitation on Liability of Operator

4.6.A [Except as set out in Articles 4.6.D], neither Operator nor any other
Operator Indemnitee shall bear (except as a Party to the extent of its Participating
Interest share) any damage, loss, cost, or liability resulting from performing (or
failing to perform) the duties and functions of Operator, and the Operator
Indemnitees are hereby released from liability to Non-Operators for any and all
damages, losses, costs, and liabilities arising out of, incident to, or resulting from
such performance or failure to perform, even though caused in whole or in part
by a pre-existing defect, or the negligence (whether sole, joint or concurrent),
gross negligence, willful misconduct, strict liability or other legal fault of
Operator (or any other Operator Indemnitee).

152 Ysually, the participant with the largest interest is designated as the operator, since the party who
is providing the largest amount of funds may be presumed to be the party most committed to
conducting operations in a prudent and economical manner. However, this might not always be the
case and a NOC could be imposed by law or by a Model Contract to be the operator in specific projects.
1582007 UK Model JOA: *... the right ... to conduct the Joint Operations by itself, its agents or
contractors under the overall supervision and control of the Joint Operating Committee.” 2012 AIPN
Model JOA: “Operator shall have all of the rights, functions, and duties of Operator under the Contract,
shall have exclusive charge of Joint Operations, and shall conduct all Joint Operations. Operator may
employ independent contractors and agents, including Affiliates of Operator, Non-Operators, or
Affiliates of a Non-Operator, in such Joint Operations.”
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Optional Provision, Choose, if desired. any Senior Supervisory Personnel of
Operator or its Affiliates engage in Gross Negligence / Willful Misconduct that
proximately causes the Parties to incur damage, loss, cost, or liability for claims,
demands or causes of action referred to in Article 4.6.A or 4.6.B, then, in addition
to its Participating Interest share:

Alternative Provision, Choose one / Alternative #1 - No Limitation

Operator shall bear all such damages, losses, costs, and liabilities.

Alternative #2 - Joint Property Limitation

Operator shall bear only the actual damage, loss, cost, and liability to repair,
replace and/or remove Joint Property so damaged or lost, if any.

Alternative #3 — Financial Limitation

Operator shall bear only the first [ U.S. dollars] of such damages,
losses, costs, and liabilities.

Despite the foregoing, under no circumstances shall Operator (except as a
Party to the extent of its Participating Interest) or any other Operator
Indemnitee bear any Consequential Loss or Environmental Loss.

The model clause responds to the practice of limiting operator’s liability and
sets forth the levels accepted by the industry. Further, in this model clause the last
paragraph sets forth that in any case operator indemnities will not bear any
consequential loss or environmental loss but until the extent of its participation
interest, thus having the same exposure that its partners on environmental
accidents.

78. We can observe another example in the JOA model form of the AAPL
(810-2007) for Offshore Deepwater Operating Agreement. According to this
JOA, the operator accepted no contractual liability for the operations except in
the event of “gross negligence or willful misconduct”, following the industry
standard.

“5.2 Workmanlike Conduct. The Operator shall timely commence and conduct
all activities or operations in a good and workmanlike manner, as would a
prudent operator under the same or similar circumstances. The operator shall
not be liable to the non-operating parties for losses sustained or liabilities
incurred, except as may result from operator’s gross negligence or willful
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misconduct. Unless otherwise provided in this agreement, the operator shall
consult with the non-operating parties and keep them informed of
important matters. The Operator shall never be required to conduct an
activity or operation under this Agreement that it, as a reasonable and
prudent operator in similar circumstances, believes would be unsafe or
would endanger persons, property, or the environment,”%*

Thus, non-operator partners bore liability according to their participation
interest in cases out of “gross negligence or willful misconduct”. However, they
could see their liability limited when the operator does not conduct an operation
as a reasonable and prudent operator in similar circumstances. As it was reported
that following the DWH blowout, Anadarko, a non-operator that owned 25% of
the Macondo Project, sued BP on April 2011, asking a U.S. District Court in New
Orleans to exonerate it for damages and clean-up costs created by the DWH spill.
Anadarko filed alleging that it should be relieved of any liability to BP under the
JOA because of BP’s gross negligence. They pointed to the contractual clause to
exempt themselves of any liability based on operator’s gross negligence and
willful misconduct and failure to comply with good and workmanlike manner as
a prudent operator under same or similar circumstances. Thus, Anadarko contends
in the lawsuit that it had no fault in the explosion and spill. Anadarko was also
seeking damages from BP for the loss of oil in the exploration area, loss of
investment, and lost profits caused by both the blowout and the subsequent spill.
However, the liability clause under the JOA was submitted to arbitration, and the
U.S. District Court required the companies to first attempt arbitration to resolve
disputes stating “Anadarko has not met its burden to overcome the presumption
in favor of arbitration. Accordingly, Anadarko’s claim against BP must be stayed
pursuant to the arbitration clause in the parties’ JOA.”*5 After the case was sent
to arbitration a BP press release announced on October 2011 that both companies
reached a settlement.'% However, the District Court enforced to the arbitration

154 JOA model form of the AAPL (810-2007) for Offshore Deepwater Operating Agreement

155 Order, Motion to Stay. U.S.District Court Eastern District of Louisiana, Judge Baiber,16th day of
June, 2011

1% The agreement was not an admission of liability by any party regarding the accident. Under the
settlement agreement, Anadarko shall pay BP US$4 billion in a single cash payment. BP will apply
the payment to the $20 billion trust it established that is available to meet individual, business and
government claims, as well as the cost of the natural resource damages. Anadarko will also transfer
all of its 25% interest in the Macondo lease to BP. In addition, Anadarko will no longer pursue its
allegations of gross negligence with respect to BP. Anadarko and BP have agreed to work
cooperatively with respect to indemnified claims, and Anadarko has the opportunity for a 12.5%
participation in future recoveries from third parties or insurance proceeds cumulatively exceeding
US$1.5 billion, up to a total cap of US$1 billion. Finally, the parties have also agreed to mutual releases

76



TPLI SERIES ON TRANSNATIONAL PETROLEUM LAW 2/2012

clause in the contract sending the parties to arbitration where they ended having
a settlement. >’

d. Liability Between the Operator and Contractors in a Service Contract.

79. The liability regime between the operator and service contractors is
established in the transnational industry practice of “hold harmless” or “knock-
for-knock™ provisions. These standard clauses allocate risk between the
contracting parties for purposes of permitting the parties to decide which of them
should bear specific risks. The broad aim of these clauses is to identify and
mitigate the very substantial risks that the parties face in offshore petroleum
operations. The transnational accepted practice in the industry is that the operator
takes responsibility with respect to all his risks and operator’s contractors risks.**®
As it has been described by Professor Peter Cameron, typically, there will be a
“catastrophe clause”?® that provides that the operator shall save, indemnify,
defend and find the contractor without fault against all claims, losses, damages,
costs, expenses and liabilities. These include losses that result from loss or
damage to any well or hole, blowout, fire, explosion, “cratering” or any other
uncontrolled well condition and reservoir damage, or loss of oil or gas from this

of claims against each other. BP has agreed to indemnify Anadarko for certain claims arising from the
accident. However, BP’s indemnity excludes civil, criminal or administrative fines and penalties,
claims for punitive damages, and certain other claims. BP previously announced settlements with
MOEX, a Mitsubishi unit, which had a 10% interest in the Macondo well, for US&1.07 billion, and
Weatherford, which provided drilling equipment. Thus, enforcement of liability between parties of a
contract is granted by the mechanism of the lex contractus which can reach solution without
intervention of National Courts.

157 Normally, this clause is designed by a multi-tier dispute resolution clause including negotiation,
expert determination, disputes boards, and finally arbitration. Further, it is interesting that there was
an express requirement of specialization of the arbitrators in the petroleum industry in the Macondo
JOA. “14.D. Arbitrator. There shall be a panel of three (3) Arbitrators, each of whom must be
experienced in the oil and gas industry and knowledgeable about or specializing in the subject matter
involved in the Dispute”. Although not uncommon we must affirm that this must be interpreted as a
call of the Societas Petroleatorum, since disputes must be settled by specialized and knowledgeable
specialist members of the petroleum sector community and practitioners from the sector. This will be
particularly relevant when interpreting the model clauses and the specific risk allocation models in the
industry, which are not necessarily familiar to local judges, as we will see in the next section.

1% These risks normally include injuries of operator’s own employees and damage to its own property,
without regard to who caused the injury or how such damage occurred, have been upheld regularly
under maritime law. It further takes responsibility for loss or damage to the property of the operator’s
other contractors, personal injury to operators or employees of the operator’s contractors; as well as
loss or damage suffered by third parties arising from performance of the contract; including loss or
damage arising from the negligence of the indemnified contractor, and loss of or damage to third party
production facilities or pipelines.

159 As in LOGIC Well Services Model Contract ¢1.19.9, and BP’s Global Model Well Services
Contract, in almost identical terms.**®
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source, regardless of cause. Further, the operator agrees not to hold the contractor
at fault for any claim arising from pollution or contamination including, but not
limited to, pollution or contamination emanating from the reservoir, and from any
equipment or property. On the other hand, the contractor takes responsibility for
loss or damage to its property, personal injury to its employees arising from
performance of the contract and pollution or contamination that emanates or
originates from its equipment.

80. There are several different rationales for the practice of knock-for-knock
liability scheme that are supported by the practice of the industry. This system
has been efficient and enforced®® since it proves to be in agreement with the needs
of the petroleum society for the following reasons:

- Economic reasons: The economic rationality of the system is that the
operator takes the larger risk but also receives the highest reward in the business
as the biggest corporations. It is the operator that authorizes the selection and
approval of the various contractors, controls operations of the contractors on the
well site and verifies that contractors have duly achieved the results of the work
plan. Hence, service contractors will normally have a cap on their liability since
in the majority of cases they are financially small than operators.

- Insurance: In addition to limiting the risk to a level that is acceptable to the
parties, the regime enables the parties to avoid having to obtain multiple and
overlapping layers of insurance. Each party will be able to evaluate its risk
exposure and obtain appropriate insurance or elect to self-insure the risk, as is the
case of many big transnational operators. This avoids unnecessary and costly
duplication of insurance coverage and permits each party to assess its risk
exposure under the contract, since liability and indemnity provisions generally
should be absolute and unqualified “without regard to cause.” ¥ In theory, the

160 See Offshore Special Edition in Standard Bulletin — Setting the Standard for Service and Secutiry,
October 2011. The Offshore Special includes special articles on the enforceability of knock-for-
knock provision in the U.S., Brazil and Mexico. In the Case of the U.K. the London Bridge case
also refers to the enforceability of KK indemnities.

161 Any obligation of the indemnitor to insure against the risk under a KK Indemnity is likely to be
construed as being independent from the indemnity itself, although this is often expressly stated in
contracts. Insurance policies may not cover gross negligence or willful misconduct, or civil or criminal
fines or penalties. Where the indemnitee, notwithstanding that it has the benefit of a KK Indemnity,
effects insurance to cover the risk, the indemnitor will still have primary liability and the insurer will
have only secondary liability and will be subrogated to the rights of the indemnities (this is the position
under English law — see the London Bridge case — but not necessarily other jurisdictions).
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test of the liability system is whether claimants receive timely and appropriate
compensation for their losses, irrespective of the existence of undetermined
questions of ultimate responsibility. This kind of clauses may exclude fault,
negligence or breach of duty, as it would involve establishing cause and
attributing fault where hazardous operations and numerous interfacing parties are
involved and the supply chain could be exposed to substantial financial risks.
Thus, it is an industry practice that each company maintains its own liability
insurance with different insurers, which in turn becomes the subject of
reinsurance arrangements.

-Safety and asymmetry information: It is the operator who negotiates with
the regulators and commits to a certain well design and well program, and other
safety or environmental conditions. Hence, it is the operator that has control over
all information and decision-making relating to the well and its associated risks
and is the person responsible to the government for compliance with its regulatory
requirements. Indeed, there is an information asymmetry at work here: the
contractor in most of the cases does not have sufficient information to be in a
position to evaluate all of the risks of the operation. Furthermore, the various tests
that are carried out to verify the well-integrity throughout the drilling process are
done by the operator or performed under the operator’s direct control.

- Reduction of litigation: Since indemnity provisions will apply “without
regard to cause” one of the benefits they bring will be the reduction of costs of
litigation and insurance to the parties concerned, regarding the cause of the
accident. Further, any disputes in the interpretation of the system are generally
left to international arbitration.6? In any case, an international arbitrator shall take
due regard to the terms of the contract and shall take into account any usage of
trade applicable to the transaction.'®® In other words, arbitrators analyzing the
enforceability of these clauses must approach the question from his position of
arbitrator of the transnational community of the oil industry, interpreting the
clauses according the generally accepted practices incorporated in the
transnational legal order of the petroleum sector, the lex petrolea.

162 Examples include the case of the BP Drilling Contract signed with Transocean which includes
n AAA Arbitration Clause for an arbitral tribunal seated in 'Houston, Texas or the AIPN Drilling

Service Contract Model which includes an ICC model clause.

163 See, concerning the question of the freedom of the arbitrator interpretin ag licable law,
for instance: Art. 3&1)(3) of the UNCITRAL Arbitration Rules and Art. 21 (% ( Eof the ICC

Avrbitration Rules.
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81. However, despite international arbitration provide the natural justice of
petroleum contracts, there is also a possibility that these clauses get under review
before local courts under different legal circumstances such as: claims by third
parties or state agencies. This opens the interpretation of these clauses by local
judges which are not necessarily specialized in the regulation of the petroleum
industry and who are incorporated in the structure of a national legal order and
must comply with national frameworks of the law.

2. Operator’s Liability before Local Courts in the light of Investment
Arbitration

82. Local courts may find jurisdiction to impose sanctions against operators,
and controversially against service contractors, exercising their sovereign and
jurisdictional power according to the national legal order. Possible forms of
sanctioning include monetary fines, increase of inspections and monitoring (BP
Agreement with the US Government)!$4 orders to temporarily suspend
operations, the termination of a contract, and even criminal charges against
company personnel (Chevron, Brazil). Sanctions may also be imposed in the
event of an environmental accident and may include: a) requests for compliance
with an obligation of performance, such as the performance of a contingency plan,
b) sanctions based on the consequences of the accident such as monetary fines
and c) in the event that the accident shows a significant increase of risk in a certain
area, the declarations of moratoriums that may affect not only the incidental
operator’s project but neighbor projects.

83. However, there is a possibility that state authorities’ decisions may
be taken to a transnational legal order to be reviewed under the standards of
protection of a BIT. These include violations of international commitments such
as Fair and Equitable Treatment or National Treatment standards, or the
proportionality principle under international law. These proceedings take place
before an arbitration tribunal showing the dominance of the arbitration system in
the petroleum industry, as is explained in the image below:

184 On November 2012 “BP will pay $4 billion - including criminal fines and payments to the National
Fish & Wildlife Foundation and to the National Academy of Sciences - over a period of five years.
The court also ordered, as previously agreed with the US government, that BP serve a term of five
years’ probation” (http://www.bp.com/)
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84. Thus, we will present two scenarios: sanctions that have been
imposed against operators and potentially against service contractors (a) and the
subsequently consequences of a sanction in the light of investment treaties (b).

a. The Cases of Sanctions:
- The Case of BP on the Macondo Accident, 2010.

85. As it has been reported by Professor Cameron and other industry experts,
such as Cary A. Moomjian, Jr., prior to the Macondo blowout, the regulators have
traditionally only pursued the operator for non-compliance with safety
regulations, breach of permit terms or damage to the environment. However, in
the Macondo litigation in U.S. Courts, the possibility of pursuing service
contractors was expanded. British Petroleum and two service companies
participating in the project, Halliburton and Transocean, could be deemed to be
in breach of U.S. federal environmental laws. According to Judge Barbier of the
District Court of Louisiana, in doing the interpretation of the knock-for-knock of
BP with contractors, he ruled that the two service companies cannot be
indemnified by BP as the operator on which concerns punitive damages arising
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from the accident and Clean Water Act penalties.'® This interpretation has been
the cause of concern among scholars and experts in the interpretation of tort
indemnities and the exposure of contractor’s liability before the possibility of
government sanctions. The interpretation of Judge Barbier was in contradiction
with the transnational practice of the industry and is highlighting a new practice
between operators and service contractors in the United States increasing the
economic risk of service contractors. However, despite the turmoil of the
decision, we must recall that Judge Barbier’s interpretation is the interpretation
of a local judge on a clause in a contract that is submitted for interpretation to a
specialized international arbitration panel. In other words, Judge Barbier’s
interpretation is submerged in the national legal order,'® over a contract that
belongs to a transnational legal order of the petroleum industry sector. The
decision, although it has been worrisome to many since impacted the performance
of service contracts in the U.S., and can be interpreted as persuasive by common
law practitioners in the oil industry, it would not have substantial weight over the
transnational practice of the petroleum industry or in international arbitration.
Following the conception of the lex petrolea, an arbitrator might reach a different
conclusion interpreting the same clause considering the practices of the industry.

86. Further, calculating operator’s liability is a matter of importance to BP
and service contractor working in these operations. Estimated penalties for strict
liability under Section 311 of the U.S. Clean Water Act are subject to the statutory
maximum: calculated as the product of a per-barrel maximum penalty rate and
the number of barrels of oil spilled. The statute also orders a court to consider a
number of enumerated factors, including “the seriousness of the violation or

165 I re Ol Spill by the Oil Rig “Deepwater Horizon” in the Gulf of Mexico on April 20, 2010, 841

F.Supp. 2d 988 (E.D. La. January 26, 2012

166 Judge Barbier’s decision also demonstrates the interest of the state to maintain control over service

contractors since the increase of economic power and presence of service companies as a new actor
in the industry turned to be an appropriate target to pursue. This may be one of Judge Barbier’s
motivations to maintain control of punitive damages against service contractors. The idea of punitive
damages is to punish the wrongdoer and discourage similar behavior in the future. Such a principle
would be undermined if the burden could be shifted by contractual indemnity. The indemnity did not
extend to civil penalties imposed by the US Government under the Federal Clean Water Act. Its main
goal was to deter future pollution through suitable punishment of offenders. In practice, such damages
could amount to several billion dollars. The service industry was shaken by Judge Barbier’s position
on fines and penalties because, as many assumed before, that regulators would only go after an
operator in seeking damages, not a service company.
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violations, the economic benefit to the violator, if any, resulting from the
violation, the degree of culpability involved, any other penalty for the same
incident, any history of prior violations, the nature, extent, and degree of success
of any efforts of the violator to minimize or mitigate the effects of the discharge,
the economic impact of the penalty on the violator, and any other matters as
justice may require.” Uncertainties currently exist in relation to all of these factors
that are being litigated by the Louisiana court, particularly on the amount of
barrels spilled with a difference of 810,000 barrels less according to BP
estimates.®” If BP is found negligent under the U.S. Clean Water Act, penalties
will be $1,100 per barrel. But if gross negligence is proven, the fine grows to
$4,300 per barrel. In sum, fines could range from $4.5 billion to $17 billion and
leaves BP open to punitive damages in other claims. Further, Judge Barbier has
wide discretion in determining the amount of penalty to impose and whether rig
operator Transocean and subcontractor Halliburton, the company responsible for
the runaway well's faulty cement job, could pay a portion of the spill's massive
cost, and the more fault allocated to the subcontractors, the less likely it would be
that BP is the lone culprit.

- The case of Chevron in the Frade oil well in Brazil, 2011.

87. Chevron miscalculated drilling of its Frade oil well field in November
2011 and produced an oil spill under the ocean floor in the Santos Basin in Brazil,
about 70 kilometers off coastal Rio de Janeiro. According to the Brazilian
Petroleum Agency (ANP), 3,600 barrels of oil were leaked into the Atlantic.
Chevron has argued that the spill was quickly stopped, cleaned up and that the
incident caused no discernible environmental damage. However, Brazilian
federal prosecutor Eduardo Santos de Oliveira, had a different appreciation of the
event and filed the largest environmental suit of Brazil’s history against Chevron

17 In relation with the amount of oil spilled BP has state that “On 2 August 2010, the United States
Department of Energy and the Flow Rate Technical Group had issued an estimate that 4.9 million
barrels of oil had flowed from the Macondo well, and 4.05 million barrels had been discharged into
the Gulf (the difference being the amount of oil captured by vessels on the surface as part of BP’s well
containment efforts). It was and remains BP’s view, based on the analysis of available data by its
experts, that the 2 August 2010 Government estimate is not reliable. BP believes that the 2 August
2010 discharge estimate is overstated by at least 20%. If the flow rate were 20% lower than the 2
August 2010 estimate, then the amount of oil that flowed from the Macondo well would be
approximately 3.9 million barrels and the amount discharged into the Gulf would be approximately
3.1 million barrels (using a current estimate of barrels captured by vessels on the surface of 810,000
in line with the stipulation entered with the US government — see Legal Proceedings section of the
Annual Report and Form 20-F 2012), which is not materially different from the amount we used for
our original estimate at the end of the second quarter 2010.”
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and Transocean. The claim was presented in March 2012, and Oliveira claimed
to the Brazilian courts lengthy jail sentences for seventeen Chevron and
Transocean executives in Brazil, accusing the corporations of callous negligence
that could “possibly push... some species to extinction” and violating Brazilian
social and environmental regulations™. The civil suit case and criminal case seek
as much as 40 billion Brazilian real (U.S. $20.4 billion) in damages and as a result
have cast a chill over Brazil's oil industry. The criminal suit carried penalties of
up to 31 years.

88. Despite the alarming threat of this claim, few months later the ANP
announced that Chevron would pay the amount of 35.1 million real (U,S, $17.3
million) for 24 of the 25 irregularities detected in the accident. The agency said it
granted Chevron a 30 percent discount because it paid the fine on time and did
not challenge it. The average rate per barrel spilled was U.S. $4,805. This amount
was particularly higher than the level of gross negligence when we compare it to
U.S. standards.

b. The Review of State Sanctions by International Investment Tribunals:

89. According to UNCTAD, there were at least 450 known investment
arbitration disputes by the end of 2011.%%° It has also been reported that accessible
investment arbitration cases shows that 50 % the cases the disputed matter relates
to natural resources, the energy sector, and public services'’® and in around 10%
of the cases environmental regulation of the host state is challenged.™* There have
been cases that relate to state authorities” decisions not to certify investor’s
activity according to environmental regulation (i) or when a local court has
penalized a foreign investor in a case of an environmental accident (ii).

168 At the time Chevron described the claim“outrageous,” considering that their spill has been of 3,600
oil barrels or 0.1 per cent of the 4.9-million-spill of BP in the Gulf of Mexico in 2010, and further,
there has hardly been any damage. They say the charges are “not consistent with the facts of the
incident and there have been no coastal or wildlife impacts.

169 UNCTAD Report IIA Issues 2012.

1701CSID Case Law Statistics, 2012-2

171 A. ROMSON, “Environmental Policy Space and International Investment Law”, Stockholm
University, Department of Law, 2012, Appendix 1.
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i. Sanctions Based on Environmental Administrative Certifications challenged
before investment arbitration.

90. States have the sovereign power to exercise control over foreign investors
through its governmental agencies such as a petroleum national agency or a
ministry of the environment. However, this control must be in respect to the
international commitments of the host state such as obligations under an
investment treaty. Several environmental investment arbitration cases show that
problems arise when a local government authority makes representations that can
create expectations in foreign investors that then are counteracted by measures
made by another authority. In the Tecmed and Metalclad cases, the federal
environmental authorities gave positive signals to the investor while the local
authorities gave negative ones and the local authority decisions were contested.
In other cases, such as MDT and Maffezini, there were public investment
promotion bodies which gave the positive signals, while authorities responsible
for environmental or spatial planning decisions gave negative signals about the
projects, raising the claim of investors.12

91. Under international law, we will distinguish between legitimate
environmental measures and disguised illegitimate measures. In a world in which
environmental regulation has increasingly become just another instrument of
governments who seek to renege on previous commitments for diverse political
and economic reasons, the doctrine of regulatory expropriation has become even
more vital to foreign investors than in the past. For example, in 2006, the Russian
Government, instead of taking over the concession by an expropriation decree
over the Sakhalin-2 project, one of the largest investment projects in Russia,
showed an unexpected interest in the environmental conditions of the project
investigating and then alleged the breach of environmental commitments in the
course of a construction on and around Sakhalin Island. Authorities sought a
renegotiation of the terms of the investment agreement signed in 1994 with Shell,
Mitsui and Mitsubishi, and the companies refused the new terms after U.S. $12
billion invested under the bounds of Russia’s environmental laws. The refusal
provoked the revocation of a key environmental permit for the project halting
operations. In December 2006, after a number of negotiations, the parties reached

172 See A. ROMSON, Supra note 153.
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an agreement where the Russian Government and Gazprom received better
conditions.™

ii. Sanctions imposed by a local court challenged before international
investment arbitration.

92. A recent number of sanctions for environmental pollution against
petroleum corporations issued by national courts have already caused or can
potentially cause international arbitration cases. Currently, the most notorious
example is the case filed by Chevron in 2009 against Ecuador before the
Permanent Court of Arbitration (PCA) at The Hague. The Chevron Texaco V.
Ecuador Case was presented under the authority of the U.S.-Ecuador BIT. The
tribunal must decide whether the U.S. $18.2 billion Lago Agrio judgment released
in February 2011 violated the standard of protection of the BIT. The judgment
related to the pollution of the Ecuadorian Amazon where Texaco (then bought by
Chevron) was found responsible for the release of massive quantities of highly
toxic petroleum wastes into waters people used for bathing, fishing, drinking, and
cooking in the Ecuadorian Amazon causing environmental and social damages.
So far, the arbitral tribunal ruled its jurisdiction to hear Chevron claims in
February 2012174, not without having also released some controversial interim
measures that shows the clash of a national and a transnational legal order. In a
first action, the tribunal issued an interim decision ordering the Republic of
Ecuador and all of its branches, including the judiciary, to prevent enforcement
and recognition of the judgment. This includes all branches within and outside
Ecuador, ordering Ecuador to "take all measures at its disposal to suspend or
cause to be suspended the enforcement or recognition within and without
Ecuador of any judgment.” This order has been rejected by Ecuador on the ground
that a decision of the judicial power is independent to the power of the Executive
and is a decision in Law in the national legal order. Further, the arbitral tribunal
put the Republic on notice that if Chevron's arbitration ultimately prevails, "any
loss arising from the enforcement of (the Lago Agrio judgment) may be losses for
which the (Republic) would be responsible to (Chevron) under international law."

18 MARLLES, Justin R., Public purpose, private losses: regulatory expropriation and environmental
regulation in international investment law. J. TRANSNATIONAL LAW & POLICY [Vol. 16:2]
Spring 2007, pp. 334-335, referring in detail to the Russian case.

14 Chevron and Texpet v. Ecuador, PCA CASE NO. 2009-23, Third Interim Award on Jurisdiction
and Admissibility, 27 February 2012.
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93. Thus, a question arises on whether foreign investors could seek relief
before international arbitration of the enforcement of local judgments that could
be even enforced in other jurisdictions. A relevant question arise whether are the
decisions of local judges the last resort in a sanction for pollution of the
environment in their territory against a foreign investor? The answer seems to be
negative. Foreign investor’s protected by an investment treaty may seek for
remedies under international law. In the particular case of the Lago Agrio
judgment, claimant’s attorneys will try to enforce the ruling in different
jurisdiction seeking for Chevron’s assets. On the other hand, Chevron will try to
take relief of the enforcement of the ruling. The case is still pending at the PCA
and the solution will provide the opening or closing of ways of jurisdiction and
guidelines in the discussion of the merits on the enforcement of BIT standards in
cases of decisions of local courts. Nevertheless, we must consider that these
scenarios of expansive litigation are quite exceptional since oil companies may
be eager to accept sanctions delivered in respect of due process and according to
national and international law, in order to solve the issue and continue with
operations. But, in the case the investor finds the decision in violation of standards
of protection under a BIT, arbitration would probably be the last resort.*”

94. Taking the cases described above to international arbitration will provide
future interpretations in arbitral jurisprudence in at least four grounds:

- Fair and Equitable Treatment: In the event that the sanction is arbitrary,
discriminatory, or approved in bad faith, it can be determined that it violates the
BIT standard and international law. Additionally, the proportionality analysis is
increasingly applied by investment tribunals, in the determination of whether host
state measures and sanctions are proportionate with the investor’s behavior. The
arbitral tribunal in Occidental v. Ecuador decided that a termination of a
Production-Sharing Agreement by the Government of Ecuador was a not
proportional measure as a consequence of investor’s violation of Ecuadorian
law.1’® Thus, Ecuador was found breaching international law in violation of the
BIT between the U.S. and Ecuador. In this case the Tribunal determined that the
investor violated Ecuadorian law by transferring contractual rights of a PSA
without authorization of the Ecuadorian Government. As a result, the tribunal

175 An additional case of litigation before national courts is the case of claims by stock holders of oil
companies against this corporations based on capital markets regulation on the disclosure of
information available to investors and the protection of their interests.

176 Occidental Petroleum Corp. v. Republic of Ecuador, ICSID Case No. ARB/06/11 1 681.
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decided a reduction of 25% of the amount of damages, given that Occidental’s
own wrongful act contributed in a material way to the damages they subsequently
suffered. Thus, we could translate this to a case of violation of local
environmental law that can be economically assessed by a tribunal, thereby
imposing an economic sanction to the investor that can be reflected in the
reduction of an eventual amount of compensation.*’”

- Expropriation: The imposition of an arbitrary fine that dramatically
diminishes the economic profitability of an investment, or a sanction declaring
the termination of a contract and also causing the taking of investor’s assets, could
be considered tantamount to expropriation and a violation of the expropriation
clause in an investment treaty.

- National Treatment: There is also a risk in certain countries that a NOC will
be treated differently than an 10C company in with respect with the compliance
with environmental law and best practices. States tend to treat NOCs with special
considerations given they are, in many cases, the most important company in the
country and the one that contributes the most to the national budget. But when it
falls to environmental accidents or other violations in the petroleum industry,
BITs may impact for an equal treatment between 10Cs and NOCs. For instance,
when a state acts lowering environmental standards limiting the responsibility of
NOCs, they could also be lowering the standard of treatment of foreign investors
in the country under an NT clause.

Conclusion

95. Awareness of the importance of environmental issues has become
fundamental to the thinking of the offshore petroleum industry in the last two
decades. The continued sharing of best practices and the application of the
comprehensive management systems by operators, their contractors and suppliers
is currently essential for the adequate performance of offshore exploration and

177 Also it is interesting to note that in the MTD case both the tribunal and the ad hoc committeel have
endorsed a 50/50 split on the sole ground that the claimant had acted imprudently from a business
point of view though not illegally. Arbitrator Stern explained that in Occidental “the split 50/50 would
have been even more justified, as the Claimants have acted both very imprudently and illegally”. She
explained that the critique of the majority’s position, however, was not based on an error of law or an
excess of power, but on a different appreciation of the factual situation, which is at the discretion of
the Tribunal, and she considered that a fair and reasonable apportionment of responsibility between
the Claimants and the Respondent should more appropriately have been a 50/50 split. Stern Dissenting
Opinion in Occidental Petroleum Corp. v. Republic of Ecuador, ICSID Case No. ARB/06/11
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production operations. Industry standards continue to move forward, rapidly
adapting to new situations. The oil industry has been proactive in the development
of management systems, operational practices, and engineering technology
targeted at minimizing environmental impact, and this has significantly reduced
the number of environmental incidents. However, accidents will continue to occur
and the industry must be prepared to respond to this situation. The appropriate
implementation of best practices requires a transnational approach to understand
the evolution of sources of law of the petroleum industry. This approach combines
a conception of transnational rules incorporated in a transnational legal order
specific for the petroleum sector. This integrated approach will help to solve the
question related to applicable law in case of conflict between state and non-state
sources of law, or even in the case of vacuum of rule, since the notion of the lex
petrolea will provide the framework of a transnational legal order that will provide
the solution to the question of law. Thus, the best practices, as usages of the
petroleum sector, are bidding rules to all members of the transnational petroleum
community. They is considered an autonomous source of law since they can only
be applied through the social verification of its repetition and acceptancy by the
community. The incorporation of best practices contracts, national and
international legislation, only comes to reinforce they importance. However, they
can be applied independently to any state law under arbitration rules agreed by
the parties.

96. The concept of a transnational legal order will also provide clarity in
understanding the output of current arbitration cases and international litigation
that are also offering guidelines to the industry. Almost any or all the issues
presented in the article are finally submitted to the scrutiny of transnational
arbitration showing that arbitration is the natural justice of the oil industry. The
current view of a transnational arbitrator toward the question of applicable law is
wider than before, with an expansive leverage to use different sources of law.
Legal practitioners and government officials must be aware of this situation to
also consider applying transnational best practices in the protection of the
environment, increasing the range of rules that oil companies and governments
must observe. Thus, the transnationalization of rulemaking on environmental
issues and the expansion of arbitration as the dispute resolution mechanism of the
oil industry provide the elements to accept the idea of the lex petrolea as a
transnational legal order.
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