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Much has been said about the end of ESG (Environmental, Social, and Governance) and the ‘deflation’ of the

‘virtue economy’. ESG has been termed "both extremely important and nothing special” [i],while the rise of terms like
‘greenwashing’, ‘greenhushing’, and ‘greenwishing’ capture the complexities - and at times cynicism -

surrounding sustainability commitments. As ESG’s allure fades for some, it prompts us to revisit its foundations.

ESG gained prominence in 2004 as part of the U.N. Global Compact’s sustainable [ii] investment initiative [iii], led by
the late Kofi Annan, with the aim to create and preserve shareholder value by “properly managing risks, anticipating
regulatory action or accessing new markets...moreover, these issues can have a strong impact on reputation and
brands, an increasingly important part of company value” [iv].

ESG as a concept was originally intended to be a risk management framework, identifying certain previously
overlooked externalities that could affect financial value - not merely virtue. While the meaning of ESG as an acronym
has arguably been muddled (or diluted) over time, we challenge the reader to consider the ESG concept in its original
spirit.

Why might the chair of a construction and engineering disputes practice and a valuation and damages expert focus
on these ideas?

Because the three dimensions of ESG (the ‘E’, the ‘'S’, and the ‘G’) are useful in understanding, quantifying (and
managing) ‘sustainable performance risk’ in non-M&A infrastructure transactions, foregrounding issues such as
misrepresentation, ESG-related direct loss and consequential loss which may arise in complex and arbitrable project
disputes.

When we examine the contractual matrix of project documentation both construction and operational phase, we see a
potential risk gap where ESG considerations may not adequately be integrated, allocated, or priced by project
participants including in traditional contractual limitations such as caps, exclusions or liquidated damages. For
example, even model optional Fédération Internationale des Ingénieurs-Conseils (“FIDIC”) sustainable procurement
clauses appear aspirational and do not appear to address the potential risk gap.

FIDIC itself is shortly to launch a ‘Carbon Management Guide’ for ‘FIDIC Contracts’ (“CMG”), which we

understand will incorporate new optional clauses, along with requiring the contractor to work within a ‘Carbon
Emissions Budget'. At present the debate within FIDIC seems to be whether these obligations ought to remain as
bare obligations, or whether there ought to be a carrot and stick approach to measured carbon performance including
liquidated damages and/or bonuses. One sticking point in this regard will be where the contractor exceeds its carbon
budget however the ‘Employer’ suffers no loss. In these circumstances liquidated damages may not be recoverable
under many governing laws.

Currently FIDIC deals with general environmental issues by clauses 4.18 and 6.9 (for example in the ‘Red’ and
‘Silver’ books). Clause 4.18 is a general obligation on the contractor to limit pollution and comply with environmental
laws. Clause 6.9 provides a power for the ‘Engineer’ to remove any persons from the site whose conduct the
engineer determines to be prejudicial to the environment. Both these clauses are sweeping, however of general
application and with the increasingly widespread use of FIDIC forms on renewables projects, FIDIC is working to
include more specific clauses through initiatives such as the CMG.
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This risk gap may encourage us to expressly consider ‘sustainable performance risk’ over the long-term contractual
and economic horizons typical of these projects. And to consider how losses — direct and indirect - arising from them
might be approached.

What is Sustainable Performance Risk?

For the purposes of this discussion, ‘sustainable performance risk’ refers to the risk that a contractor, operator, or
technology provider may:

i. fail to meet explicit ESG obligations (e.g., technical performance specifications or reporting) or expectations
(e.g., representations / warranties as to ESG matters) and cause the owner [v] direct or indirect loss ( First
Category); and / or

ii. perform its contractual obligations or act in such a way to (unwittingly) cause the owner [vi] direct or indirect
ESG-related loss, even if no contractual breach is evident ( Second Category).

Such losses can be quantified in financial terms, and as the ESG regulatory framework and pricing of externalities
continue to evolve rapidly, these risks, while identifiable, remain fluid. We examine each category in turn.

First Category

The First Category is typically evident within the text of project documentation or arises from pre-contractual
representations. This includes risks related to emissions reductions, energy efficiency claims, or responsible
procurement practices. For example, if a contractor fails to deliver as ‘green’ a plant as specified — and this is either
missed at the testing & commissioning phase, rectification is not possible or issues arise during plant operations, this
could lead to reputational harm for the owner or even accusations of ‘greenwashing’, notwithstanding the potential
presence of warranties, ‘Service Level Agreements’ or ‘E&O’ insurance cover for the plant which might otherwise
mitigate against technology risk, especially for emerging ‘climate tech’ or energy transition applications.

Similarly, non-compliance with data collection and reporting obligations for ESG metrics may prevent the owner from
substantiating their sustainability commitments to stakeholders, creating regulatory or market compliance issues, or
even affect value-creating ‘Al’ or ‘ML’ models dependent upon such data.

Second Category

The Second Category of risk may not be explicitly stated in the project documentation and, may sometimes fall
outside of the ‘four walls’ of the contract. Such risk may not be neatly addressed or bounded by liquidated damages
or other classical contractual risk allocation and limitation mechanisms.

This category of risk may also cause us to consider how a contractor might discharge its standard of care in this new
sustainable world — e.g., to what degree are industry or international sustainability standards to be implied in their
performance?

Do we need to revise standards of fithess for purpose — e.g., to what degree should contractors be cognisant to
minimise embodied carbon and work with existing structures? To design with climate change adaption, resilience and
‘whole of life’ in mind?).

How do ‘compliance with laws obligations’ work in an ESG context? To what degree is the contractor required to
mitigate sustainable performance risk to a project’s licence, social or otherwise, to operate. What of ESG-related
delays (e.g., the reporting for ESG delays the project rather than matters relating to the site)?

At a high level, this category of risk raises questions about how standards of care and implied terms might be
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interpreted in arbitration, particularly when ESG standards evolve faster than contractual language, potentially leaving
gaps that arbitrators will need to address.

Consequential Losses

Sustainable performance risk has unique attributes that introduce the potential for complex consequential damages in
infrastructure contexts, which can be beyond the reach of standard exclusion clauses. In each case this will come
down to the drafting of any exclusions clause, along with the test applied by the governing law of the contract related
to causation and remoteness. Much like excluding an owner’s recovery for loss of production specifically in oil and
gas contracts because the losses would potentially be too great for the contractor to bear, and more recently under
English law, potentially disproportionate to the contract price, whether these losses are recoverable will primarily be
driven by the contract itself. Of the five potential categories of loss below, the first three would, at first blush, seem
arguably reasonably foreseeable and so ought to be addressed in drafting, whilst the latter two being potentially more
purely consequential. All can generally be excluded through clear drafting.

Some of the potential losses, many of which can be considered intangible in nature, which can be quantified include:

o Higher Capital Costs

Projects that fail to meet ESG standards may incur higher borrowing costs, as lenders perceive increased
risk which can be attributable to anticipated increased project cash flow volatility (especially if such failures
contribute to greater ‘left tail' or catastrophic downside risk). The pool of capital providers willing to invest
or lend to the project may shrink [vii] potentially meaning debt or equity capital is only available on more
expensive or otherwise less favourable terms [viii]. For entities or projects with ‘green’ or 'sustainability-
linked’ debt, unmet sustainability commitments can trigger interest rate ratchets or potentially other
financier remedies. Insurance availability, coverage or pricing may be impacted by perceived exposure to
ESG-risks (including ESG-related liabilities e.g., presence and credibility of transition plan, or minimum
safety record and compliance with labour laws) which may have further flow on impacts to the cost and
availability of capital.

e Impacts from Loss of Carbon Credits

Carbon credits, a financial incentive used to fulfil net-zero commitments, rely on meeting specific
emissions targets. If these targets are not achieved, the credits may be forfeited, which could require
costly offsets or additional credits from the voluntary carbon market. The financial impact of this loss can
be compounded when group emissions strategies, funding structures, or regulatory obligations are
affected by these shortfalls.

« In some cases, plant performance is directly tied to subsidies that hinge on (minimum) verified emissions
reduction, avoidance [ix] or sequestration (e.g., the 45Q tax credits [x] in the US) [xi] and apply on a per metric
ton/clean MWh basis. If projected emissions benefits are not realised or minimum thresholds are unmet, the loss
or reduction of aggregate subsidies may undermine modelled assumptions and render the project less attractive
or at worst uneconomic. This may potentially lead to enhanced equity contributions being required, which may
reduce rates of return for the project. However, this could be managed contractually by including rejection
scenarios in performance tests, or by creating a structured mechanism to address a potential loss / clawback of
subsidies.
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o Reduced Operational Efficiency

Insufficiently ‘green’ infrastructure, such as substandard energy efficiency, can lead to increased
operational and / or maintenance costs over time, eroding the project’s profitability and sustainability.
Such higher costs can affect resilience to down markets or black swan events such as the GFC or
pandemic, increasing the risk of financial failure.

e Impacts from Loss or Failure to Provide ESG Data

Losses may arise from operational failures when an operator loses or fails to record ESG data that is
essential for demonstrating sustainability performance to stakeholders. This data can be crucial for
enhancing sustainable operations within a digital twin infrastructure model, which often employs ‘Al’ or
‘ML’ techniques that rely on accurate and complete data to function effectively.

¢ Intangible Reputational Damage

Sustainable performance risk can damage the value of brand, reputation, and goodwill of project
participants. Reputational damage may extend beyond the immediate project (e.g., a ‘green’
development), affecting the ability of the entity and its affiliates to attract investment, win future projects, or
to generate higher profit margins. If listed, this may also result in a reduced share price.

For example, the Volkswagen emissions scandal ( Dieselgate) underscores the long-lasting financial and
reputational repercussions of failing to uphold ESG commitments. As of 5 February 2025, the share price
of Volkswagen AG fell 43% compared to the pre-Dieselgate share price [xii]- significantly underperforming
two other major German competitors.

Such risks above can compound and manifest into an extreme ‘left tail’ or ‘stranded asset’ scenario (whether
economically, regulatorily, or politically driven). Such stranded asset risk may potentially run in parallel with
compensation mechanisms under investment treaties e.g., where a permit is not issued or revoked on the basis that
states’ climate change mitigation efforts to reduce reliance on fossil fuels energy and the infrastructure asset
becomes ‘stranded’  [xiii].

Can Insurance Help to Mitigate Such Risks?

While many of the above ESG-related risks may appear challenging to insure due to their intangible or emergent
nature, insurance markets are increasingly adapting to cover these complexities. Examples of specific types of
coverage that may address some ESG risks include: environmental liability insurance (e.g., covering remediation
costs), ‘D&0O’ insurance with ESG riders (e.g., covering ‘greenwashing’ at the director level), cyber and data

liability insurance with ESG-specific coverage (e.g., data loss affecting sustainability metrics), surety bonds (e.g., ‘G’
issues such as fraud, mismanagement, or poor regulatory compliance).

However, a significant insurance gap persists (e.g., undercoverage, out of scope, express exclusions, policy
limitations, or even the risk that the insurer simply does not pay an otherwise valid claim).

Further, ESG and the energy transition is arguably emerging as a potential sore spot for ECA or commercial political
risk insurance ( PRI) cover, given ESG — in particular climate change — is increasingly politically charged. Is it now
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accurate to say that pro or anti-ESG legislation or policies operating to the detriment of a given project (assuming they
are not discriminatory) are usual ‘change in law’ commercial risks or part of the inherent investment climate and
regulatory volatility of a state? That such change in law, even if abrupt, are somehow in the ‘public good’ and would
not usually be subject to cover?

Perhaps we are now at a stage in ESG maturity where carbon taxes, transition pathways or stricter permitting are
considered foreseeable business risks to which parties must anticipate and adapt even where these changes, if
implemented, undermine the economic or other regulatory viability of the project?

Certainly, there is a potential, indirect overlap with creeping expropriation, ‘political force majeure’ or government
breach of contract claims which could be explored if the change adversely affects valuation of the project or its
control.

It also appears that tailored, flexible and potentially ‘un-tied’ ESG PRI cover may be available from certain ECAs
where a qualifying project is especially sensitive to changes in ESG regulatory requirements, however, in line with
governmental sustainability goals, these tailored and emerging ESG PRI policies tend to support renewable energy,
energy transition technology, circular economy or green infrastructure (e.g., projects that in themselves have a
sustainability raison d'étre).

Beyond the Contract: Intangible Consequences and Their Impact

We have seen that the losses arising from sustainable performance risk are potentially complex, diffuse and far-
reaching. They may also cause us to consider the adequacy or appropriateness of risk mitigation or transfer tools,
such as insurance, indemnities, and performance guarantees to address these intangible risks.

While breaches might initially appear limited to contract non-compliance, they can extend far beyond. What standing
might third party stakeholders have to bring claims?

In an arbitration context, sources beyond the contract may become relevant to its interpretation — when might terms
be implied? Does the reasonable person now look through an ESG lens? To what degree might remedies such as
specific performance or an account of profits become relevant? What non-contractual causes of action — such torts or
breach of fiduciary duties — might assist? When are industry standards relevant when not expressly referenced?

Sustainable Performance Risk as a Reciprocal Risk?

An often-overlooked aspect of sustainable performance risk is its potential reciprocity. While we often consider only
the contractor’s responsibilities, an owner's ESG-related behaviour can also create risks for other project
participants. For instance, certain sustainability technology providers have exited large sustainable infrastructure
projects over ESG concerns stemming from the owner’s practices [xiv].

This risk, which could be viewed as an extension of anti-bribery and corruption concerns, raises the issue of mutual
representations and warranties and may even complicate contractual structures. Who, for example, should bear
increased costs or delays due to the departure of such a key contractor? What happens if an owner unwittingly
causes issues within a project by virtue of their own ESG behaviour?

Unlike corruption, however, ESG risk often arises from stakeholder concerns or policies rather than enforceable laws,
making it even more challenging to mitigate.

Might it be helpful to reframe the imposition of certain sanctions as representative of a form of ‘hard’ ESG? That is, a
manifestation of extreme ‘E’, ‘S’ or ‘G’ risks and an attempt by members of the international community to

forcibly mitigate such risks in accordance with international norms? [xv] How exposed are our counterparties? And
what might be the losses from various levels of economic sanctions — asset freezing, reduced liquidity, trade
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restrictions?

Conclusion: Rethinking the ‘Risk Climate’ in Infrastructure Contracts?

As sustainable performance risk increasingly affects complex projects, updating risk allocation frameworks becomes
essential. Participants might wish to assess which parties are best placed to manage and bear these emerging risks,
and whether traditional liability caps and exclusions remain adequate. Stakeholders might wish to consider potential
upsides as well as downsides — how do we quantify, capture and allocate sustainable value capture — such that both
loss of upside and downside risks materialising are both considered?

While we do not purport to have all the answers, a proactive approach using the ESG dimensions as they were
originally envisaged can help project participants address the complexities of consequential damages tied to
sustainable performance risks whether at the outset of a project or in case strategy for arbitrable disputes, reinforcing
the long-term value of infrastructure projects within the sustainable economy.

[il Edmans, A. (2023). The end of ESG. Financial Management, 52, 3-17, accessed at:
https://doi.org/10.1111/fima.12413. See also e.g., BlackRock, the world’s largest asset manager with more than USD

10 trillion under management has rebranded ESG investing to ‘transition investing’ at
https://thefinancialbrand.com/news/banking-trends-strategies/why-blackrock-opted-to-transition-socially-responsible-
strategies-176800/.

[ii] We will use ‘sustainable’ in this article in a more everyday sense, being the ability to continue over a period of

time and cause little or no damage to the environment or to society. In this sense, it is more similar to ESG. There are,
of course, other, broader, definitions of sustainability which focus more on planetary boundaries, the UN SDGs and
intergenerational equity.

[iii] See “Who cares wins : connecting financial markets to a changing world” (English). Washington, D.C. : World
Bank Group, accessed at http://documents.worldbank.org/curated/en/280911488968799581/Who-cares-wins-
connecting-financial-markets-to-a-changing-world. However, it worth noting that ESG has been considered a

continuation of socially responsible investing (“SRI"), which began in the 1970s as a way for investors to align their
portfolios with their values. ESG’s predecessor term corporate social responsibility (‘CSR”) became popular in the
1980s (see e.qg., https://www.ibm.com/think/topics/environmental-social-and-
governancehistory#:~:text=1n%20the%201970s%2C%20socially%20responsible,
in%20South%20Africa%20during%20apartheid). One could also consider the Equator Principles, originally launched

in 2003 (but updated recently in 2020), as a voluntary form of proto-ESG framework. While originally limited to project
financing contexts, various revisions mean that they are potentially applicable to a broader range of financings and
arguably have the force of a de facto industry standard, concerning itself with such matters as GHG emissions,
climate related financial risks and human rights.

[iv] See, Who cares wins: connecting financial markets to a changing world (English). Washington, D.C. : World Bank
Group, accessed at http://documents.worldbank.org/curated/en/280911488968799581/Who-cares-wins-connecting-
financial-markets-to-a-changing-world.

[v] While we refer to the owner as suffering a loss above, the concept could be widened to all stakeholders which
would be in the spirit of sustainability.

[vi] Ibid.

[vii] Including from financial institutions who are Signatories to the Equator Principles. Legacy projects may find that
they are bound by a newer version of the Equator Principles (such as VI) upon a refinancing or expansion or upgrade
of the project. Version VI contains various ESG reporting obligations which would typically be included within the
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finance documents as representations/covenants. Not only is reporting required on various matters, increasingly it
may be public reporting — ESG information that can be interpreted and priced by the market.

[viii] Financing availability can also be influenced by adherence to the Equator Principles, a lender-led framework for
determining, assessing, and managing ‘E’ and ‘S’ risks. While traditionally a tool for lender due diligence, the
Equator Principles serve as a benchmark that may influence liquidity and financing terms, especially for projects in
more ESG exposed industries such as energy, natural resources or industrials. Thus, the Equator Principles’
requirements might indirectly affect project costs and capital access, particularly if lenders perceive ESG compliance
risks.

[ix] See, for example, Renewable Energy Certificates or avoided emissions subsidies for green hydrogen or and
sustainable fuels.

[x] See, e.g., a discussion in https://www.technologyreview.com/2022/08/25/1058591/why-the-carbon-capture-
subsidies-in-the-climate-bill-are-good-news-for-emissions/.

[xi] This may be contrasted with funding subsidies aimed at developing demonstration projects, preferential
government procurement programmes or tax credits for expenditure on qualifying technology The treatment of net
zero subsidies under international trade law is certainly a topic in itself. See e.g.,
https://academic.oup.com/jiel/article/27/3/441/7758091.

[xii] Between 1 September 2015 and 5 February 2025, the unadjusted share price of Volkswagen AG fell 43%,
compared to falls of 3% and 5% for Mercedes-Benz Group AG and Bayerische Motoren Werke Aktiengesellschaft
respectively. Source: Calculations based on data from yahoo!finance. dates based on Central European Time.

[xiii] For further detail, see e.g., Joshua Paine, Elizabeth Sheargold, A Climate Change Carve-Out for Investment
Treaties, Journal of International Economic Law, Volume 26, Issue 2, June 2023, Pages 285 304, accessed at:
https://doi.org/10.1093/jiel/jgad011 and also the Grantham Research Institute on Climate Change and the
Environment “Global trends in climate change litigation: 2024 snapshot” accessed at:
https://www.lse.ac.uk/granthaminstitute/publication/global-trends-in-climate-change-litigation-2024-snapshot/.

xiv] See e.g., US$100 million Neom contract cancelled due to alleged human rights abuse at
https://www.businessinsider.com/malcolm-aw-canceled-100m-neom-contract-human-rights-abuse-saudi-2024-5.

[xv] Scholarly debate exists on the effectiveness of sanctions on ESG matters — see e.g.,
https://journals.sagepub.com/doi/full/10.1177/13540661221100540 and
https://link.springer.com/article/10.1007/s11356-021-17103-3. While anti-ESG sanctions are theoretically possible,
they tended to have been limited to thematic investing and hence are beyond the scope of this article.

Attorneys: James Bremen (Quinn Emanuel).
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