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THIS ISSUES PAPER EXPLORES HOW THE INTERESTS
OF PRIVATE ACTORS AND REGULATORS ARE
BALANCED IN THE GOVERNANCE OF EMISSIONS
TRADING SCHEMES.
These governance issues are particularly
salient because emissions trading
schemes constitute an artificial market –
governments have artificially constructed
demand by requiring certain entities to
purchase carbon units in order to emit
greenhouse gas, and also control supply
by setting how may carbon units may be
released to the market. Governments
also reserve the right to manipulate the
operation of their artificially-constructed
market, such as through qualitative rules
on the kinds of carbon units that may be
traded, quantitative rules on international
transactions, local content requirements,
and price collars.
Ironically, however, the spectre of pricesensitive governmental interference in the
market can undermine its very purpose,
which is to stimulate long-term investment
in clean energy by market participants. It
is in this context that strong and stable
governance in the market plays a crucial
role. This paper examines the potential
role that international investment rules
could play as a novel tool for improving
the governance of these kinds of artificial
markets and rebalancing the power
asymmetry in carbon markets in favour of
market participants.
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1. Introduction
Despite some recent setbacks, emissions
trading schemes remain the premier policy
response to climate change. They are
currently being implemented or piloted
on a national or subnational level in major
jurisdictions such as the EU, China, the
United States, Canada, and South Korea.
More broadly, dozens of countries export
offset credits into others’ emissions trading
schemes, with the global carbon market
valued at US$176 billion in 2011.
These markets are inherently artificial:
governments create divisible, private
units in an amorphous public good (the
atmosphere), and determine both supply
and demand in the market. Private actors
are then responsible for purchasing, owning
and trading those units, which are used as
tradeable investment commodities as well
as to discharge liabilities under emissions
trading schemes. These differing roles for
governments and private actors in the
market give it an asymmetrical quality.
Governments are largely responsible for
determining the value of units through
their control over supply, demand and
other aspects of the market, but bear little
of the risk for the destruction of value
that may result from regulatory changes
to the market. Private actors have very
limited influence over the price and value
of units, and yet are required, and indeed
encouraged, to own and trade in them.
These differing roles give rise to a tension
in the governance of carbon markets.
On one hand, the artificial nature of
emissions trading schemes and their
function as serving an environmental
objective suggests that there is a legitimate
role for a high degree of government
4

regulation to ensure their smooth
operation and that the objective is met.
Past experience shows that, in addition
to establishing the market, governments
routinely intervene in various ways, such
as price floors and ceilings, changes to
supply to manipulate price, import and
export restrictions on units, free allocations
of units to specific actors or industries,
changes to quantitative and qualitative
restrictions on the types of units that may
be used, and local content requirements.
On the other hand, changes to the nature
and extent of government intervention in
these markets necessarily affects the price
of units, thus affecting their value and the
economic interests of private actors in the
market. Regulatory changes, such as the
removal of a price floor, the acceptance of
a larger quantity or new types of external
units, or the wholesale repeal of a market,
could substantially damage their economic
interests and investments made in good
faith.
This issues paper explores the
development of emissions trading
schemes, the functions of different
participants in the market and identifies
some tensions that arise in their design.
In light of these findings, the paper then
briefly examines the potential role that
international investment rules could play as
a novel tool for improving the governance
of these kinds of artificial markets and
protecting private actors’ interests vis-à-vis
government regulation. It concludes that
international investment law could provide
one means of rebalancing the power
asymmetry in carbon markets in favour of
market participants.

2. The Development and Proliferation of Emissions
Trading Schemes
The failure of the Obama Administration to
enact an emissions trading scheme,1 the
collapse of the carbon prices in the EU
scheme,2 and the intention of the newlyelected government in Australia to rescind
its existing scheme 3 could potentially cast
doubts as to the efficacy of emissions
trading as a policy of choice for mitigating
climate change.
In reality, however, emissions trading
continues to be the preferred policy
instrument of many jurisdictions to reduce
or constrain greenhouse gas emissions,
and such schemes are proliferating.4 The
established emissions trading schemes in
the EU, Norway, Switzerland, Northeastern
America and New Zealand have recently
been joined by new schemes in California
and Quebec,5 with South Korea,
Kazakhstan, and Taiwan soon to follow.6
The Kyoto Protocol additionally facilitates
international emissions trading in units
generated under its auspices,7 and 78
developing countries are involved to
varying degrees in the generation and
export of carbon units produced from
emission reductions to other countries’
emissions trading schemes.8 Emissions
trading is also in a trial phase or under
active consideration in China, Mexico,
Taiwan, Chile, Brazil and others.9

It is in this context that the global carbon
market grew to be worth US$176 billion
in 2011.10 With multilateral negotiations
currently underway to reach a new
climate agreement by 2015 that contains
mitigation commitments for all countries,
both developed and developing,11 it seems
likely that the global carbon market will
continue to grow in the medium to long
term.12
It is also worth noting the existence of a
‘voluntary’ carbon market that caters for
individuals and companies that seek to
voluntarily reduce their carbon footprint
by purchasing and cancelling carbon
units.13 This differs from emissions trading
schemes, whereby companies are legally
bound to hold carbon units in order to emit
greenhouse gases. The voluntary market
is miniscule compared to the ‘compulsory’
market serving emissions trading
schemes, representing 0.3% of the overall
global carbon market,14 or USD 569 million
worth of transactions annually.15
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3. Emissions Trading Schemes: Origins, Functions,
Participants
Emissions trading schemes originate from
a broader family of policy instruments
known as transferable permit schemes.16
In basic terms, these policy instruments
are directed at remedying the ‘tragedy of
the commons’, where otherwise ‘rational’
individuals produce outcomes that are
not ‘rational’ with respect to the use
of a resource that is used or owned in
common.17 For example, individuals may
overexploit a common resource, such as
fisheries, woodlands, or waterways, to the
extent that it disappears and is no longer
able to be exploited.
In a market system, irrational behaviour in
respect of a common resource manifests
itself as a market imperfection, where the
damage or harm done by the unsustainable
use of a common resource is not reflected
in the price of a given transaction.18 In
effect, the cost of the harm or damage
inflicted is externalised and borne by
others, such as the community as a whole,
rather than being incurred by those causing
the damage or harm.19
Since the unsustainable use of a common
resource stems from the unrestricted
access to its use, the logical policy
response is to impose restrictions on its
access.20 In broad terms, there are two
approaches to imposing such restrictions:
command-and-control policies, or marketbased policies.21 The essential difference
between these approaches lies in the
allocation of decision-making responsibility
in relation to who may access a resource,
and the terms under which it may be
accessed. Under the command-and-control
6

approach, the government prescribes
who may access a resource (eg. who has
the right to emit greenhouse gas) as well
as the terms of access (eg. how much
greenhouse gas an entity may emit, or
certain technology standards that must
be used in order to reduce emissions).
However this has been criticised as
inefficient or unnecessarily expensive.22
By contrast, under the market-based
approach, governmental decision-making
is generally limited to setting broad
parameters on the use of a resource, such
as a quantitative limit, quota or cap that
ensures its sustainable management.
Once scarcity is imposed on access to
the resource, it is then for private actors
to determine by whom and how it may
be accessed on the basis of market
forces. As Panayotou explains, marketbased approaches ‘in effect transfer from
bureaucrats to the market the responsibility
of identifying and exploiting new and
additional low cost sources of pollution
control’.23 Transferable permit schemes
facilitate this by converting the common
resource, or access to its use, into divisible
private rights that can be traded amongst
those seeking to use it.24 By requiring
those seeking to use the resource to own
a right to its use, and by imposing scarcity
on the number of rights available, the cost
of using the resource – including any harm
or damage caused by that use – is borne
by the individual user, which can then be
subsequently passed on in the cost of a
relevant commercial transaction.

As such, this approach corrects the
market failure implicit in a ‘tragedy of
the commons’ by internalising the cost
of using a resource and giving a price
signal to the market on its use. Its key
advantage lies in allowing the market
to discover the most economically
and technologically efficient means of
sustainably managing the resource.25
Through the use of a transferable permit
scheme to manage a common resource,
a government effectively creates an
artificial market. By legally mandating
that those seeking to use a resource
must hold a right to its use or otherwise
face a penalty or sanction,28 it creates a
demand in those rights. By determining
the quantity of rights that are available to
the market, it sets the supply. This leads
to the somewhat odd dynamic where
both supply and demand are largely
determined by the same entity, which
itself is not necessarily a consumer nor
market participant. This aspect of trade in
transferable permits differentiates it from
other areas of commerce in a market
economy where supply and demand are
largely determined by private actors, and
can potentially lead to difficult questions of
governance, as discussed further below.
In the context of emissions trading
schemes, the transferable permit that is
traded is a carbon unit (also known as an
emissions permit or emissions allowance).
They represent the right to emit one tonne
of greenhouse gas,29 and can be ‘created’
in one of two ways.

First, the government operating an
emissions trading scheme creates carbon
units and distributes these to participants
in the scheme through auctioning, selling,
or freely allocating the units.30 The
maximum number of carbon units created
and distributed by a government will
usually equate to the quantitative limit it
has set for greenhouse gas emissions in a
given period. By only allocating a limited
number of carbon units, a government
effectively controls the amount of
greenhouse gas that may be emitted.31
Once distributed to private actors, carbon
units may be traded in an open market.
Second, certain carbon units may be
brought into existence by private actors
that engage in reductions of greenhouse
gas emissions outside the context of
an emissions trading scheme.32 These
reductions are usually the outcome of
a project or activity that either removes
greenhouse gas from the atmosphere, for
example through planting trees, or avoids
emissions of greenhouse gas that would
otherwise occur in the absence of the
project, for example by installing cleaner
technology in a factory leading to lower
emissions. The creation of carbon units
from these kinds of projects or activities
is usually authorised by an independent
auditing body and government regulator
that approves, monitors and verifies the
projects and the resultant reductions
of greenhouse gas.33 Once it has been
independently verified that emissions
reductions have occurred, these units can
be issued and sold into an emissions
trading scheme.
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Trading in carbon units occurs either
through spot transactions,34 whereby
units are purchased at current prices
for immediate delivery, or as derivative
products,35 which tend to dominate the
carbon market.36 Derivative products are
financial instruments whose value derives
from an underlying asset (eg. carbon
units),37 and in the carbon market they
usually take the form of forwards, futures
and options contracts.38 In basic terms,
a forward contract fixes an agreed price
for delivery of carbon units at a future
date.39 Futures contracts are essentially
the same, but are traded in standardised
forms over organised exchanges.40 Options
contracts provide the right – but impose
no obligation – to purchase carbon units
at some time in the future for an agreed
price.41 These products also offer different
ways of structuring or determining the
payment for carbon units at a future date,
such as a fixed price per unit, a price to
pegged to the prevailing market at the
time of maturity of the contract, or the
use of a floor or ceiling price.42 Derivative
products therefore present a means for
private actors to manage the risk of spikes
or collapses in the price of carbon units.
There is also an active primary market
in carbon units, whereby private actors
engaged in a project or activity that
produces emissions reductions can
generate carbon units and sell these
directly to participants in the carbon
market.43
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The risk involved in the generation of
carbon units by private actors, such as a
risk that an independent auditing body
or government regulator will not approve
the creation of units, or that a project will
result in fewer emissions reductions than
anticipated, or that the prevailing price
of carbon units will collapse by the time
a project generates verified emissions
reductions, have further given rise to
a suite of risk-management financial
products in the primary trade of these
kinds of carbon units.44
Participants in the carbon market
include companies that are covered by
an emissions trading scheme and are
therefore required to hold carbon units
in order to emit greenhouse gas and
avoid a fine, as well as financial traders,
investment banks, carbon funds, and
commodity traders who treat carbon units
as just another kind of tradeable asset.45
The diversity of participants in the carbon
market reflects the different ways in which
carbon units may be used. For some,
they are used to avoid a financial penalty
imposed by an emissions trading scheme
on those who emit without holding a
carbon unit.46 For others, their trade is
speculative and profits are made as prices
rise and fall over time.47 In this regard, it
is interesting to note that the trading of
carbon units exhibits some characteristics
common to trade in commodities,
whereby trades often occur in large
volumes through dedicated exchanges,
and while the price of units is fluid across
time, the price for a given unit at any
particular time is largely uniform across
the market.48

Further still, the generation of carbon
units by private actors through emissions
reduction projects or activities may
be treated by some as an investment
project,49 and for others, carbon units can
be used to borrow money at attractive
rates in a process called ‘inventory
monetisation’.50 This involves using
an asset (in this case, carbon units)
as security to obtain finance. It is also
possible to purchase and ‘cancel’, or
destroy, a carbon unit, which has the
environmentally-beneficial effect of
reducing greenhouse gas emissions by
one tonne.51
These varied uses of carbon units
inform their economic value. Their value
not only arises out of their ability to be
used to avoid a fine under an emissions
trading scheme, but also from their
ability to be traded as financial products
and as investment assets. Through
the subsistence of value in carbon
units, greenhouse gases are effectively
converted from a waste product with
negative value into a tradeable article of
commerce.52
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4. Tension In Policy Design: Predictability Versis Flexibility
At a basic level, there is a tension
inherent in the design of emissions
trading schemes between predictability
and flexibility.53 On one hand, market
participants such as entities with liabilities
under emissions trading schemes,
investors, and financial traders require
a predictable and stable framework in
which to engage in the carbon market.
The overarching objective of an emissions
trading scheme is to reduce emissions
over time by imposing a cost on emissions
and thereby stimulating investment in less
carbon-intensive technology and methods
of production. However the kinds of
long-term investment-backed decisions
required to transition to a low-carbon
economy are contingent on a degree of
predictability and stability in the operation
of the market and its fundamentals
relating to the price of carbon units, such
as supply and demand. According to
Goddard, uncertainty and unpredictability
over potential governmental interference
in the market ‘can act as a powerful
brake on transfers’, thus undermining
the very operation of transferable
permit schemes.54 Panayotou makes a
similar point: ‘[i]t is the instability and
unpredictability of environmental policy
rather than the costs of compliance that
the industry finds disruptive and ultimately
more costly’.55 Without a requisite degree
of confidence relating to the future price of
carbon units and the operation or existence
of the carbon market generally, market
participants will likely be reluctant to make
significant low-carbon investments.
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Relatedly, market participants require a
degree of certainty in their ownership
of carbon units. As Dales writes, the
‘existence of a natural pricing system
depends crucially on the institution
of ownership’.56 In his view, once the
government sets the parameters of an
artificial market such as emissions trading,
and once ownership rights in transferable
permits are vested in market participants,
the government should refrain from further
interference:
The government should make it clear that
it reserves the right to alter the allowable
level of pollution (the number of rights it
issues) at stated time intervals (say, every
five or ten years). All that is required to
make the market work is the inflexible
resolve of the government not to change
the rights issue during the interval, no
matter what the political pressures to
do so may be, and to enforce rigidly the
requirement that a ton-year of waste
discharge must be paid for by the holding
of one pollution right for one year. Pollution
rights are fully transferable property rights,
and any welching on the enforcement of
the right would be a breach of trust.57
Others have made similar points. Cole,
for instance, argues that ‘the less secure
property rights are, the less likely potential
buyers will be to invest in them…
Completely insecure rights would have a
market value approximating zero, at which
price the market would simply disappear’.58
Baylis and Allan similarly state that ‘[i]t is
practically an economic truism that strong
property ownership rights are required
to give participants enough certainty to

participate in a trading regime’.59 In a
similar vain, Goddard argues that ‘attempts
by government to preserve its room for
manoeuvre increases the institutional risk
for decentralised agents and discourages
them from playing the game of permit
trading’.60
Thus, strong property rights in the
objects being traded (i.e carbon units)
and a perception of permanence and
stability in the market (eg. the absence of
governmental intervention) are important
elements in emissions trading schemes.
Allowing the market to operate free of
governmental distortions and interventions
is also consistent with the goal of marketbased mechanisms – that is, to find the
most economically efficient means of
reducing greenhouse gas emissions.
On the other hand, the artificial nature
of markets created by emissions trading
schemes lends itself to a degree of
governmental intervention. Since the
government is effectively inventing an
entirely new market through legallymandating demand, setting the quantum
of supply, and creating the product
to be traded, it is reasonable that it
would reserve the right to intervene to
ensure that the market operates as it
intended, and to prevent or mitigate any
unanticipated or uncertain outcomes.
Indeed, under some transferable permit
schemes such as those for water
pollution or fishing quotas, the ability
to trade permits is tightly regulated,
with permission required for individual
transactions, and with trades limited by
geography and timing in order to avoid
perverse environmental outcomes.61

However, emissions trading in greenhouse
gases through carbon units lends itself
to a much more flexible market regime.
This is because the geographic location
where emissions occur does not matter
in terms of its impact on climate change,
since the emissions become quickly
mixed in the atmosphere.62 Further, since
emissions of greenhouse gas have a long
life-span in the atmosphere of several
decades or more, the particular timing
of when emissions take place can make
little difference.63 These factors make it
possible for a transferable permit scheme
in greenhouse gas emissions to operate
without restrictions as to geography, and
to allow both the ‘banking’ of units from
one time period for use in a later period
and the ‘borrowing’ of units from a future
time period for use in an earlier time
period.
Nevertheless, emissions trading
schemes only exist to serve a broader
environmental objective, and governments
may feel compelled to intervene in the
market to ensure that the objective is
being met. The ability to intervene in the
market – and potentially interfere with
the value or existence of the applicable
transferable permits – is one reason why
some governments have intentionally
refrained from conferring permits with
proprietary status under some transferable
permit schemes. For instance, this was
the case with respect to sulphur dioxide
trading in the United States,64 and with
greenhouse gas emissions trading in
California.65
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As Gehring and Streck explain in
relation to those contexts, ‘[i]f [permits]
were property, should the [permit] be
devaluated or withdrawn from the market,
holders could conceivably invoke the
Fifth Amendment…, [which] prevents
the taking of private property without
just compensation’.66 A requirement
to compensate market participants
for interfering in the market in a way
that damages or destroys the value
of their carbon units could restrict a
government’s policy space to make
settings or adjustments that ensure the
environmental integrity of the scheme.67
Indeed, past experience demonstrates
that governments routinely intervene in
carbon markets in a number of ways.
Through qualitative restrictions,
governments have discriminated between
the kinds of carbon units that are able
to be used for compliance with their
emissions trading schemes. For instance,
the EU emissions trading scheme does
not permit any carbon units generated
from afforestation or reforestation
activities.68 The Californian emissions
trading schemes only accepts carbon
units generated from activities or projects
occurring in the United States, Mexico, or
Canada.69
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Through quantitative restrictions,
governments have imposed limitations
on the amount of certain kinds of carbon
units that may be used for compliance
with their schemes. For instance, the
Australian emissions trading scheme
imposed quantitative restrictions on
the use of carbon units imported from
other jurisdictions in order to ensure that
‘significant emissions reductions occur in
Australia’.70 Both the EU and Californian
emissions trading schemes have capped
the total amount of carbon units that
may be generated from offset activities
occurring outside the schemes in order
to ensure that the large emitters covered
by the schemes themselves engage in
emissions reductions.71
As another example, foreign investors
seeking to generate carbon units from
offset activities in China are required
to engage in joint ventures with local
enterprises, and the Government of China
imposes differential taxation rates on
trades of carbon units ranging from sixtyfive percent to 2 percent depending on the
type of unit.72
Thus, governmental intervention in the
carbon market can be both wide-ranging
and widespread, and can sometimes be
legitimate and necessary to the smooth
operation of the market and the attainment
of environmental objectives.73 On the
other hand, stability and predictability for
market participants is equally important
to drive the investment in a low-carbon
economy that an emissions trading
scheme is intended to stimulate.

As Goddard notes, these two objectives
‘call for diametrically opposed solutions’,74
and raise an essential question of
governance. Governments are largely
responsible for determining the value of
units through their control over supply,
demand and other aspects of the market,
but bear little of the risk for the destruction
of value that may result from regulatory
changes to the market. Private actors have
limited influence over the price and value
of units, and yet are required, and indeed
encouraged, to own and trade in them. It
should be noted, however, that in some
instances government intervention in the
market may assist in creating the stability
sought by private actors.
The Australian emissions trading scheme,
as originally envisaged, included both
a price floor and a price ceiling on the
value of carbon units.75 Despite being a
significant government intervention in the
operation of the market, these caps were
designed to promote predictability in the
market and thereby encourage investment
by guarding against both sharp rises and
collapses in price.
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5. Questions of Governance: Power Asymmetry in
the Carbon Market
These differing interests and roles for
governments and private actors in the
market give it an asymmetrical quality.
While private actors are both encouraged
and required to hold and trade in carbon
units and invest in emissions reductions,
they are unable to effectively protect their
interests against government interference
that destroys their value.
One way to mitigate this power imbalance
is to expressly designate carbon units
as property rights, thus reflecting the
economic reality that they are owned
exclusively, have permanence, and may be
re-assigned to other parties.76 Under some
schemes, this is the case. For example,
the Australian scheme expressly classifies
its carbon units as private property,77 as
does New Zealand legislation to regulate
securities.78 Carbon units have also
been held to constitute property under
English common law.79 This provides
legal protection to those units where the
relevant jurisdiction has constitutional or
statutory protections against arbitrary
or uncompensated interference with
property.
By contrast, as mentioned above, carbon
units are expressly denied proprietary
status under the domestic law of some
jurisdictions to limit the applicability
of those legal protections, such as in
California.80 Interestingly, as a matter of
international law, Kyoto Protocol rules
similarly clarify that carbon units issued
under the Protocol do not ‘create or
bestow any right, title or entitlement to
emissions of any kind’.
14

Chinese rules appear to take a different
approach by designating carbon units as
public property owned by the government,
but whose proceeds are shared jointly by
the government and the private entities
involved in their protection.81 Private
entities thus do not technically ‘own’ the
units.
Another means to mitigate the power
imbalance and enhance the governance
of the market is for governments to
only enact any regulatory changes at
pre-determined time intervals, with
prospective effect. In the meantime
during the intervals, the market may
operate within the parameters set by
the government and free of any further
intervention or interference. As Goddard
explains:
If the rule for the allocation of future
permits is not defined ex ante or if it
can be amended at the discretion of
the administrative supervising body, a
potential vendor might rightly fear that the
allocation to which he would be entitled in
the future might be adversely affected by
his transactions, in which case he might
refrain from carrying them out… In order
to overcome the risk of distrust on the
part of agents, it is therefore important to
specify beforehand at what intervals the
rules will be revised and to clearly explain
the procedures and criteria that will be
apply to such revisions.

This approach provides stability
and predictability during fixed time
intervals, while permitting governmental
interference and regulatory changes at
pre-determined times. In some instances,
this has been the approach taken by
governments. For instance, the Australian
government stated that any withdrawal of
the acceptance of certain kinds of carbon
units for compliance in its scheme will
only take effect prospectively in relation
to subsequent compliance period.82 The
EU has similarly reviewed and altered its
restrictions on carbon units on the basis
of discrete ‘phases’ or time periods in
the operation of its emissions trading
scheme.83
On other occasions, however, price
sensitive determinations have been made
after the initial parameters of a given time
period have been set, and sometimes in
an unanticipated or sudden manner. As
one example, the Australian government
unexpectedly announced that it would
reduce the accepted amount of Kyoto
carbon units for compliance under its
scheme from fifty percent to 12.5 percent
of an entity’s liability, and that it would
rescind the minimum price floor of carbon
units that was due to apply until 2018.84 As
another example, the EU recently adopted
a ‘backloading’ policy in respect of its
current compliance period that withholds
the supply carbon units in order to
artificially inflate prices in the short term.85

For instance, an investor in an offset
project in Australia may have calculated
its return on the basis of the carbon units
generated by the having a guaranteed
minimum price of AUD$15 until 2018
under the Australian scheme.86 However,
the sudden and unanticipated rescission
of this minimum price floor means that the
returns could be as low as one third or one
quarter of that minimum price.87
Where investors have no effective
means of redress under domestic law
for the detrimental impact of this kind
of governmental interference in carbon
market, international investment law
could offer an alternative mechanism
for investors to protect their interests.
In this way, it can provide one means
of improving governance in a market
otherwise characterised by a power
asymmetry between governments and
private actors.

For investors that have made investments
either on the basis of pre-existing
parameters and rules, these kinds of
price sensitive determinations during a
supposedly stable time interval can have a
detrimental impact.
15

6. International Investment Law As A Tool For Governance
Unusually for public international law,
private actors are routinely afforded a
means of redress for violations of the
disciplines of international investment
agreements (IIAs).88 This is called ‘investorState dispute settlement’, and gives the
protected class of investors under an IIA
the option of pursuing binding arbitration
before an international tribunal against the
host State of the investment for breach of
an IIA. There are over 2,800 IIAs currently
in existence in the form of bilateral
investment treaties, plurilateral investment
treaties, and preferential trade agreements
containing an investment chapter, with
most containing procedures for investorState dispute settlement.89 In most
cases, investor-State dispute settlement
is conducted under the auspices of the
arbitral rules of the Convention on the
Settlement of Investment Disputes
between States and Nationals of Other
States (‘ICSID’)90 or the United Nations
Commission on International Trade Law
(‘UNCITRAL’),91 with the investor often able
to select the applicable body of arbitral
rules. Awards of international investment
tribunals are enforceable in a similar
manner to commercial arbitration through
the Convention on the Recognition and
Enforcement of Foreign Arbitral Awards
(‘New York Convention’),92 or alternatively
under ICSID for awards issued under its
auspices.93
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As such, a private actor in the carbon
market may be able to defend its interests
against undue governmental interference
through international investment law if
it qualifies as a protected investor under
an IIA, and if the governmental conduct
constitutes a breach of the disciplines of
the IIA.
IIAs ordinarily protect the nationals and
companies of a State party to the IIA that
have made an investment in another State
party to the IIA. However they are not
intended to protect domestic investors
vis-à-vis their own governments. As such,
their benefits and protections apply in
relation to the investments of foreign
nationals or companies whose home
State has an IIA with the host State of the
investment.
The two key disciplines contained in
most IIAs that would protect investors’
interests from harm or damage caused by
governmental interference in the carbon
market include expropriation and fair and
equitable treatment. Each is described in
turn.

A. Expropriation

IIAs typically regulate the circumstances
under which governments may expropriate
an investor’s investment. In particular,
expropriations are generally prohibited
unless certain conditions are met, and the
following offers a typical example:94
1. Neither Party may expropriate or
nationalise a covered investment
either directly or indirectly through
measures equivalent to expropriation or
nationalisation (“expropriation”), except:
(a) for a public purpose;
(b) in a non-discriminatory manner;
(c) on payment of prompt, adequate, and
effective compensation in accordance with
paragraphs 2 to 4; and
(d) in accordance with due process of law
Thus, expropriations are permissible only
where they meet four conditions: they
must be for a public purpose, be nondiscriminatory, be against compensation,
and due process must be accorded.
While governmental interference in the
carbon market will not usually involve
the formal seizure of title or ownership
in carbon units, the inclusion of the
words ‘indirectly through measures
equivalent to expropriation’ in this example
reflects the widespread understanding
in international investment law that
also protects investors against indirect
expropriations.95 The legal standard for
identifying an indirect expropriation is
an investor suffers a substantial and
lasting deprivation of its investment,96 for
instance through the destruction of the
value of the investment,97 the effective
loss of control of the investment,98 or the

effective neutralisation of the benefit of
the investment to its owner.99 As such,
if a given instance of governmental
interference in the carbon market has
the effect of destroying the value of
an investor’s investments, for instance
through banning the use of a type of
carbon unit held by the investor,100 it could
potentially be liable to pay compensation
under an IIA.
Importantly, however, investor-State
dispute tribunals have recognised that the
legitimate exercise of regulatory powers
in the public interest, such as to protect
public health or the environment, does
not constitute an indirect expropriation.101
While the dividing line between legitimate
regulatory measures and indirect
expropriations can be at times ambiguous
and unpredictable, tribunals will generally
take into account whether the measure
is non-discriminatory, whether it is
proportionate to the purported public
policy objective,102 and the extent to
which it is inconsistent with an investor’s
legitimate expectations. 103
As such, governmental interference in the
carbon market that is designed to achieve
a genuine public policy objective, such as
ensuring the environmental integrity of
the emissions trading scheme, and that is
non-discriminatory, is not discordant with
the legitimate expectations of investors
and the market, and is proportionate to
achieving that objective, will be unlikely
to give rise to a compensable indirect
expropriation.
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B. Fair and equitable treatment

The ‘fair and equitable treatment’ standard
contained in most IIAs may provide
another means of protecting investors’
interests in the carbon market from
undue government intervention.104 This
is because that standard is traditionally
recognised as protecting investors’
legitimate expectations in relation to a host
State’s legislative framework, particularly
in older IIAs that use unqualified and
looser language.105 It should be noted
that a number of more recent IIAs have
sought to minimise or exclude ‘legitimate
expectations’ from comprising the sole
basis of a fair and equitable treatment
claim.
Therefore, where market participants
make investments in the carbon market
on the basis of bona fide, justifiable
expectations as to the nature and
operation of the market – for instance,
government policies as to the imposition
of a price floor for a specified time
period, or promises to the market not to
change regulatory settings during a given
time interval – subsequent government
interventions that subvert those
expectations could violate the fair and
equitable treatment standard. Protected
investors under a given IIA could thus seek
compensation or other remedies for any
harm or damage suffered.
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That said, it is important to note that the
fair and equitable treatment standard
does not, as one tribunal stated, function
as an ‘insurance polic[y] for bad business
judgments’.106 For instance, if it can be
reasonably anticipated from the broader
political or economic context that there
may be future government interventions
or regulatory changes impacting on
an investment, it will not ordinarily be
protected against such changes by
disciplines on fair and equitable treatment.
Indeed, one tribunal noted that ‘no
investor may reasonably expect that the
circumstances prevailing at the time the
investment is made will remain totally
unchanged’.107
Thus, IIAs may protect investors against
sudden or unanticipated interventions
in the carbon market that cause harm.
However, regulatory measures that ought
to have been foreseeable, or at least
plausible, at the time the investment made
will be unlikely to constitute a breach of
fair and equitable treatment.

7. Conclusion

8. Endnotes

When governments create artificial
markets through both legally mandating
demand as well as generating and fixing
supply in a product, there is an inherent
tension in the governance of the market.
Governments have a legitimate interest in
continuing to guide their artificial markets
to ensure their smooth operation through
regulatory interventions, however this can
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market participants.
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