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Executive Summary
The science is unequivocal: Fossil fuels are the overwhelming driver of climate change, and 
rapidly ending dependence on them is essential to avoiding further, catastrophic harm. Yet 
governments that take action to accelerate the transition away from oil, gas, and coal face an 
escalating risk of legal challenge from foreign investors over the perceived impacts of such 
measures on their investment returns or other costs imposed. Fossil fuel companies are among 
the biggest users of investor-State dispute settlement (ISDS), which allows foreign investors to 
bring arbitration claims against governments to obtain compensation for losses they claim to 
incur as a result of government regulations or decisions.

The prospect of such claims, which often involve substantial costs and awards reaching the mil-
lions or even billions of dollars, may dissuade governments from undertaking urgently needed 
climate actions. Judgments that award fossil fuel companies compensation ultimately force 
States to pay polluters, rather than make polluters pay for the climate consequences of their 
operations. Policymakers and experts around the world are increasingly recognizing ISDS as a 
significant legal barrier to the necessary phaseout of fossil fuels. But it is not an insurmountable 
one.

Understanding how to prevent, minimize, and manage ISDS risk is essential to preserve policy 
space and enable States to fulfill their legal obligations concerning climate change, including 
the duty to regulate business conduct that foreseeably harms people and the environment. This 
toolkit discusses measures States and advocates can pursue to remove the risk of ISDS, reduce 
States’ exposure to investment arbitration claims, and respond to claims if and when they arise.

Just as States created the investment law regime, States can dismantle or modify it in accor-
dance with evolving needs and priorities. Certain measures can effectively eliminate ISDS 
risks, whereas others can mitigate or manage such risks. Among the strategies available to States 
to prevent the use and abuse of ISDS to challenge climate policies is the withdrawal from or 
termination of existing investment agreements that provide for investor-State arbitration. Exit-
ing or ending agreements can be justified on distinct legal grounds, including instances where 
fundamental changes in circumstances warrant departure from or suspension of a specific treaty 
regime. States can also exclude certain sectors, such as fossil fuels, or certain policy measures, 
such as greenhouse gas (GHG) emissions regulations, from the scope of investment agreements 
between them, or from laws that allow ISDS. Other options include removing ISDS-related 
clauses from existing agreements or withdrawing State consent to arbitration. Implementing 
such measures is not without challenge, but various legal procedures and arguments can be 
invoked to support States in removing or limiting ISDS.

Additional options are available to reduce the risk of ISDS. States can strengthen environmental 
or public policy exception clauses in investment treaties or clarify their interpretation to reduce 
the viability of investor claims against State climate action, and thereby deter investors from 
bringing challenges. States can also design and adopt climate measures in a way that minimizes 
their vulnerability to challenge under investment law, including by ensuring transparency, 
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proper adherence to due process, and non-discrimination against foreign investors, and by 
expressly grounding the rationale for such measures in States’ concurrent legal duties to act  
on climate.

If an investor lodges an arbitration claim against State action on climate generally, or fossil fuels 
specifically, States can assert a number of jurisdictional responses to preclude adjudication, as 
well as substantive legal arguments on the merits or challenges to the valuation of fossil fuel 
investment assets and the compensation owed, among other defenses. Non-disputing States can 
intervene in an action to clarify the interpretation of the relevant investment agreement if they 
are a party to it, thereby potentially influencing the outcome and mitigating the risk of similar 
claims against them in the future. Non-parties, including interested civil society organizations 
and communities, can, in turn, raise the public profile of the dispute or seek to make a submis-
sion to the arbitration tribunal when they can demonstrate that their involvement and expertise 
would assist in the resolution of the dispute.

This toolkit serves to elucidate these various measures for removing, reducing, or responding to 
ISDS risks within the context of the transition away from fossil fuels. It aims to equip readers 
with an understanding of potential pathways to blunting the threat of investment arbitration. 
While largely focused on ISDS in the energy sector, particularly in relation to oil, gas, and 
coal, the toolkit remains relevant to other environmentally sensitive activities. It is a dynamic 
document, subject to periodic updates to accommodate evolving developments and emerging 
facts. The strategies and tools outlined herein are neither exhaustive nor prescriptive; States and 
advocates navigating this domain may find some approaches and arguments more appropriate 
than others depending on national circumstances and capacities.

The scale, pace, and severity of the climate crisis demand coordinated action to tackle its chief 
cause: fossil fuels. Individually or collaboratively, States are encouraged to pursue available and 
effective options to overcome the obstacle that ISDS poses to urgently needed climate action. 
Our collective futures and those of generations to come depend on it.
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Introduction 
Confronting Investor-State 

Dispute Settlement Risks 
to Climate Action
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The unprecedented and accelerating global climate 
crisis demands urgent government action to curb its 
primary cause: the production and use of fossil fuels. 
Oil, gas, and coal generate the overwhelming majority 
of planet-warming greenhouse gas emissions.1 They 
also have significant adverse impacts on the environ-
ment, health, and human rights. Ending reliance on 
fossil fuels is essential to avoid further, catastrophic 
climate change. However, necessary State measures 
to halt new extraction of oil, gas, and coal, phase 
out their production and use, shut down existing 
fossil fuel facilities, and accelerate the transition to 
fossil-free, renewable alternatives may face legal chal-
lenges from investors under international investment 
arbitration. Provisions under some treaties, contracts, 
and national laws allow foreign investors to sue a State 
for compensation when regulation, denial or revoca-
tion of licenses, or other State action allegedly harms 
their returns. Some fossil fuel companies have already 
done so, and others may follow. The purpose of this 
toolkit is to assist States and advocates in confronting 
the challenge of investment claims in the context of 
fossil fuel-related environmental action. It provides 
strategies for eliminating, minimizing, or addressing 
the risk of investor-State dispute settlement (ISDS).

To date, the fossil fuel industry has been a dominant 
user of ISDS, with at least 231 known treaty-based 
ISDS claims involving fossil fuel investments2 — 
noting that there are many more claims based on 
investor-State contracts or national laws. Recent years 
have demonstrated that the threat of ISDS claims 
over fossil fuel-related climate mitigation measures 
is not hypothetical.3 As an example, German energy 
companies Uniper and RWE initiated arbitration 
proceedings against the Netherlands under the 
investment protection provisions of the Energy 
Charter Treaty (ECT) — a multilateral framework 
for energy cooperation that includes investment 
obligations4 — alleging that the government’s plan to 
phase out coal by 2030 in line with the Paris Agree-
ment constituted expropriation without adequate 

compensation.5 Foreign investors have similarly 
brought claims against Canada for measures to phase 
out coal-fired electricity generation,6 revoke a permit 
for oil and gas exploration,7 and reject a proposed liq-
uefied natural gas (LNG) project.8 The United States 
(US) is also currently facing arbitration claims arising 
from the Biden Administration’s revocation of the 
permit for constructing and operating the Keystone 
XL Pipeline.9 And after a legislative ban on offshore 
oil and gas drilling thwarted its plans to develop an 
oil project off the Italian coast, a British oil and gas 
exploration company brought an arbitration claim 
against Italy under the ECT, receiving an award of 
over €180 million (plus interest).10 These instances 
could mark the beginning of a broader trend. Inter-
national investment agreements (IIAs), investor-State 
contracts, and local regulations protect a considerable 
number of projects related to fossil fuels. However, to 
limit the increase in worldwide average temperatures 
to 1.5°C, governments must forgo the development 
of numerous identified fossil fuel reserves.11 Such 
action means many investment-protected fossil  
fuel projects may be forced to cease or shut  
down early, potentially leading to legal claims under 
investment laws.

Even in the absence of actual claims, the looming 
prospect of arbitration can deter climate initiatives. 
Arbitration tribunals (also referred to as arbitral 
tribunals) lack the authority to suspend or overturn 
regulations, meaning ISDS claims cannot compel 
the amendment or repeal of domestic measures. 
Nevertheless, these tribunals wield authority to grant 
substantial monetary compensation for breaches 
of investment protection standards, often reaching 
values in the millions or even billions of US dollars. 
The potential obligation to pay such significant sums 
and the expenses associated with defending against 
arbitration claims can exert a “chilling effect” on 
domestic measures intended to implement environ-
mental or climate action.
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The opaque nature of ISDS proceedings12 and meth-
odological challenges make it impossible to quantify 
precisely how many State measures and regulations 
have been subject to ISDS claims, let alone how many 
contemplated or proposed measures have succumbed 
to the threat of ISDS. However, the risk of facing a 
substantial arbitration award and the costs of arbitra-
tion defense have become a potent disincentive for 
States to pursue certain climate policy measures that 
could adversely impact foreign investors. For instance, 
Denmark and New Zealand have acknowledged that 
the threat of ISDS hindered their climate policy 
ambitions.13 This chilling effect has been recognized 
in reports presented at the UN General Assembly,14 
as well as by the Intergovernmental Panel on Climate 
Change (IPCC) and arbitrators.15

While the risks associated with ISDS accumulate, 
the supposed benefits of investment arbitration have 
failed to materialize. Experts have argued that ISDS 
is a valuable tool to attract investment.16 However, 
recent research reveals little evidence of the touted 
benefits of IIAs and ISDS,17 but unexpectedly high 
costs.18 Although defenders of IIAs, particularly 
the ECT, often assert that it has a positive influence 
on foreign direct investment inflows in the renew-
able energy sector,19 various studies have failed to 
support this argument.20 Therefore, it is difficult  
for States to justify the continuation of their invest-
ment agreements, especially those that include  
ISDS provisions.21

Investment disputes may emerge from breakdowns 
in coordination within governments. For instance, 
conflicts may arise when environmental ministries, 
in their pursuit of more rigorous environmental 
and social impact assessments, conflict with the 
commitments outlined in IIAs, domestic laws, or 
investment contracts. This could include canceling 
fossil fuel licenses, permits, and contracts for explo-
ration or exploitation of oil, gas, or coal. Likewise, 
trade ministries might introduce IIAs, investment 
contracts, or investment laws that, in practice, diverge 
from environmental and human rights obligations 
and regulations.22 To avoid, prevent, and mitigate 
potential conflicts, it is crucial to enhance coherence 
across various ministries and the broader approach of 

States to international investment law. This requires 
alignment between any investment treaties, laws, and 
contracts with environmental and human rights laws 
and obligations at international and domestic levels. 
Such coherence ensures that these instruments collec-
tively advance the public interest and are consistent 
with States’ policy objectives and legal obligations.

In this context, States have ample tools to neutralize 
the threat of ISDS. Just as States established interna-
tional investment law and the ISDS system, States 
have the power to dismantle the system or reform 
it, to limit its scope and impacts. As awareness of 
the threat ISDS poses to environmental and climate 
change policy has grown, States have started imple-
menting various measures at international, regional, 
bilateral, and national levels. Some have opted to  
terminate their investment treaties, either unilaterally 
or by consent (with or without renegotiation).23 
Others have decided to pursue reforms of ISDS 
bilaterally, multilaterally, or under the auspices of 
different forums.24 Some of those reforms have aimed 
at altering the substantive provisions in IIAs, while 
others address the procedural rules governing ISDS 
or the scope of ISDS in contracts and national laws.25

This toolkit lays out some of those options and 
other strategies that States have to remove, reduce, 
or respond to treaty-based threats of ISDS. Part I Part I 
describes measures that can eliminate treaty-based 
ISDS risks. Part IIPart II discusses options that can mitigate 
but not fully eliminate these risks. Drawing on recent 
cases and analysis, Part IIIPart III reviews avenues that States 
and other actors can take if ISDS claims arise. The 
measures discussed in this toolkit are not intended 
to be comprehensive or exhaustive; they offer a 
sample of possible approaches States may pursue 
in the face of ISDS threats. Not all options will be 
equally appropriate or feasible for every State at all 
times. The suitability of a given approach will depend 
on a State’s unique circumstances and the timeframe 
for addressing ISDS-related risks — whether in 
the short, medium, or long-term. States can choose 
individual or cumulative measures based on their 
national context and adopted plans. What is clear 
and uniformly applicable, however, is that investment 
law must not impede urgently needed climate action, 
without which all countries will suffer.
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To eliminate the risk of treaty-based ISDS, States 
can employ various measures, including the termi-
nation or withdrawal from investment treaties (1.11.1), 
implementing treaty carveouts (1.21.2), removing 
ISDS provisions (1.31.3), and withdrawing consent to 
ISDS (1.41.4).

These measures do not carry the same legal impli-
cations. States choosing between these measures 
should consider their specific circumstances and 
desired outcomes. Termination or withdrawal from 
investment treaties (1.11.1) signals a State’s exit from 
certain treaty obligations, while treaty carveouts (1.21.2) 
involve specific provisions to exclude certain sectors 
or measures from treaty protection. Removal of ISDS 
provisions (1.31.3) entails a deliberate decision to elim-
inate the mechanism from existing agreements, and 
the withdrawal of consent to ISDS (1.41.4) represents 
a more targeted approach, indicating a State’s refusal 
to engage in ISDS proceedings. Each measure has 
distinct legal consequences and strategic consider-
ations that States should weigh based on their unique 
national circumstances and approaches.

Treaty termination and unilateral withdrawal are 
routine occurrences under international law. In 
the context of IIAs, the United Nations Conference 
on Trade and Development (UNCTAD) has doc-
umented a trend of more treaties being terminated 
than adopted: “[I]n 2022, countries concluded 15 
IIAs. For the third consecutive year, the number 
of effective treaty terminations exceeded that 
of new IIAs, with 84 terminations.”26 Similarly, a 
study found 1,547 instances of denunciation and 

Part I 
Removing the Risk: 

Options to Eliminate 
Treaty-Based ISDS Risks

1.1 
Termination of or 

Withdrawal from Treaties

Treaty termination and withdrawal Treaty termination and withdrawal 
are common practiceare common practice

withdrawal from 5,416 multilateral agreements 
registered with the UN between 1945 and 2004.27 
Based on these findings, the study concluded that 
“denunciations and withdrawals are a regularized 
component of modern treaty practice.”28 In the 
context of fossil fuels, termination of IIAs is likely to 
increase due to their incompatibility with the pace of 
decarbonization of the energy sector and the inten-
sity of emissions reduction efforts needed to comply 
with State duties to act on climate change.

States can unilaterally indicate their intent to 
terminate all or some of their investment treaties 
— and some have already done so. Experience with 
the ECT may be a harbinger of what is to come. For 
example, in 2022 and 2023, several European Union 
(EU) Member States announced their intention to 
unilaterally withdraw from the ECT on the basis that 
the Treaty,29 even if reformed in line with a modern-
ization proposal, is inconsistent with urgently needed 
climate change policies.30 The European Parliament 
and Commission have both adopted the position 
that the EU and its Member States should pursue a 
coordinated withdrawal from the ECT.31

Termination of or unilateral withdrawal from an 
IIA is, in principle, the strongest way for a State to 
eliminate the risk of ISDS. It frees the State from 
treaty obligations and potential ISDS claims. The 
practical effect of termination or withdrawal from 
an IIA can be delayed if the treaty includes a sunset 
clause, which provides for continued application of 
the treaty’s protections to covered investments for a 
specified period of time following termination (see 
Sunset clausesSunset clauses below).

Termination of an IIA typically refers to the uni-
lateral or mutual end of the entire agreement by one 
or both parties. Barring any applicable sunset clause, 
a terminated agreement is without legal effect, 
and the parties are no longer bound by its terms. 
Termination can arise for diverse reasons, including a 
party’s failure to fulfill obligations, the occurrence of 

Conditions and legal effects of Conditions and legal effects of 
termination and withdrawal from termination and withdrawal from 

investment agreementsinvestment agreements
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a specified event or condition, or a mutual decision 
between the parties. Withdrawal, however, is a 
specific action that one State takes to exit or dis-
continue its participation in an IIA. Withdrawal 
does not necessarily terminate the agreement, and 
the agreement itself may continue to exist between 
other parties. In the context of multilateral invest-
ment agreements, some States may seek to exit the 
treaty, while others may choose to remain parties to it.

According to the Vienna Convention on the Law 
of Treaties (VCLT), the termination of a treaty: 
“(a) releases the parties from any obligation further 
to perform the treaty; [and it] (b) does not affect 
any right, obligation or legal situation of the parties 
created through the execution of the treaty prior to 
its termination.”32 The same principle applies in the 
case of a withdrawal, and it takes effect at the moment 
the withdrawal becomes effective.33 In the context of 
IIAs, if there is no sunset clause when termination or 
withdrawal becomes effective, States’ obligations to 
foreign investors under the treaty cease to exist, while 
States retain obligations under customary interna-
tional law and other existing legal instruments.

According to the VCLT, distinct legal grounds may 
justify withdrawal from or termination of agree-
ments. Typically, bilateral (and multilateral) invest-
ment treaties contain termination provisions, which 

detail the applicable procedure for the termination 
of the treaty and its legal consequences. While the 
specific wording and content of these provisions vary 
from IIA to IIA, they usually indicate the period of 
notification prior to the expiry of the treaty’s validity, 
typically ranging from 6 to 12 months.34 If the treaty 
does not have a termination clause, then other provi-
sions of the VCLT apply. They include:

• Article 54 (b), which provides that withdrawal 
or termination can take place “at any time by 
consent of all the parties after consultation with 
the other contracting States”;

• Article 60, which addresses the termination 
or suspension of a treaty’s operation due to a 
material breach by one of the parties, providing 
a unilateral option for the aggrieved party when 
there is a substantial violation of the treaty’s 
terms; and

• Article 62, which outlines the possibility of 
withdrawal or termination in case of a funda-
mental change of circumstances, unforeseen 
at the time of the treaty’s conclusion, and 
recognized as affecting the essential basis of the 
consent of the parties to be bound.

These legal provisions offer a framework for States 
to withdraw or terminate treaties based on specific 
circumstances and reasons.

Besides IIA termination, States can also opt to withdraw from other agreements, such as 
the Convention on the Settlement of Investment Disputes Between States and Nation-
als of Other States (ICSID Convention)37 or the Convention on the Recognition and 
Enforcement of Foreign Arbitral Awards (New York Convention).36

The ICSID Convention is an international agreement under the auspices of the World 
Bank Group that establishes a global framework for settling investment disputes between 
contracting States and investors of other contracting States.37 Member States Party to the 

Withdrawing from Enforcement Regimes: 
Another way to remove 

or reduce the risk posed by ISDS



  Center  for  International  Environmental  Law

7

ICSID Convention agree to submit investment disputes to arbitration tribunals, resulting 
in the tribunal’s being conclusive and enforceable. The ICSID Convention also facilitates 
recognizing and enforcing arbitral awards in Member States while incorporating a restricted 
annulment mechanism reserved for exceptional cases. As of 2023, there are 165 signatories to 
the ICSID Convention, 158 of which have ratified the Convention in accordance with their 
own constitutional procedures.38

By withdrawing from the ICSID Convention, a State is no longer obliged to use ICSID’s 
dispute resolution mechanisms for future investment disputes or to enforce ICSID arbitral 
awards. States may withdraw from the ICSID Convention by giving six months’ written notice 
to the depositary of the Convention.39 After denunciation (withdrawal), the Convention 
continues to apply to investment disputes existing prior to the denunciation.40 In this respect, 
several countries have withdrawn from or never joined the ICSID Convention, including 
Bolivia, Ecuador, Venezuela, and Brazil. In 2007, during the Fifth ALBA-PTA Summit, 
Bolivia, Venezuela, and Nicaragua proclaimed their intention to withdraw from ICSID 
in order to guarantee their sovereign right to regulate foreign investment on their national  
territories and to reject “legal, diplomatic and media pressure” exercised by some multina-
tional companies.41

Importantly, withdrawal from the ICSID Convention does not extinguish the risk of arbitra-
tion entirely. IIAs, as well as domestic laws and investment contracts, may still rely on arbitra-
tion as a mechanism to resolve investor-State disputes. However, withdrawal from the ICSID 
Convention eliminates the option for investors to directly access investment arbitration under 
ICSID and the enforceability of investment awards.

The New York Convention is designed to streamline the global recognition and enforcement 
of foreign arbitral awards by national courts. As of 2023, the Convention counts 172 States 
Parties.42  It seeks to ensure that courts respect arbitration agreements by preventing access to 
judicial forums when a case is subject to arbitration.43 The New York Convention applies to 
the enforcement and recognition of foreign arbitral awards. However, each State may reserve 
the application of the New York Convention to arbitral awards arising out of commercial 
disputes.44 Whether awards rendered in the context of investment treaties qualify as com-
mercial under the New York Convention will depend on the reservations made by States. 
Some national courts have concluded that investment treaty arbitration can be considered 
commercial for the purposes of the New York Convention.45

Although no State has done so to date, any State Party may denounce the New York Conven-
tion by written notification to the Secretary-General of the UN. Denunciation takes effect one 
year after the Secretary-General receives such notice.46 

Similar to the withdrawal from the ICSID Convention, withdrawing from the New York 
Convention has the legal effect of rendering investment arbitration awards non-enforceable in 
the jurisdictions that are Party to the Convention. Thus, withdrawing from this Convention 
would impact the enforceability and recognition of arbitral awards in the signatory countries, 
potentially creating challenges in executing awards across borders.
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States can terminate agreements individually and 
may even decide to terminate multiple agreements 
at once.47 For the latter, States can terminate trea-
ties through bi-, pluri- or multilateral agreements, 
although simultaneous termination requires coordi-
nation and agreement with other parties. As an exam-
ple of a plurilateral termination agreement, in 2020, 
EU Member States decided to terminate all their 190 
intra-EU bilateral investment treaties (BITs) through 
a single termination agreement.48 This decision 
followed a determination by the European Court of 
Justice in March 2018 that investor-State arbitration 
clauses in intra-EU BITs were not compatible with 
EU law, specifically the Treaty on the Functioning of 
the European Union (TFEU).49 Coordinated action 
on IIA termination (or other coordinated actions 
such as in the context of interpretative statements, 
carveouts, or withdrawal of consent, see 1.21.2, 1.41.4, and 
2.22.2 below) can be seen in other regions. For example, 
in Africa, States have worked together on IIA policy 
and recently negotiated the African Continental Free 
Trade Area Investment Protocol, which calls for the 
termination of existing intra-African BITs — includ-
ing their sunset clauses — within five years of entry 
into force.50

To date, one of the limitations on IIA reform has 
been the lack of coordinated action or approaches 
between States.51 Despite a growing consensus on 
the need for reform, current reform processes are 
fragmented, leading to different approaches and 
scopes.52 The varying mandates and priorities of 
different negotiating forums further complicate the 
coordination or integration of ISDS reform.53

One of the ways States can justify unilateral ter-
mination or withdrawal of an IIA is by invoking a 
fundamental change of circumstances under the 
VCLT. This approach has garnered attention in 
public discussions and academic literature, with 
specific reference to its application in the context of 
the ECT.54

Article 62 of the VCLT allows for the termination, 
withdrawal, or suspension of a treaty’s operation in 
cases where unforeseen circumstances arise, leading 
to a fundamental change in the party’s obligations 
under the treaty. Also known as the rebus sic stan-
tibus doctrine, its purpose is to counterbalance the 
principle of pacta sunt servanda found in Article 26 
of the VCLT, which holds that States remain bound 
by the obligations under a signed agreement as long 
as the treaty obligations persist.55 Article 62 of the 
VCLT places two limitations on the invocation of 
a fundamental change of circumstances, namely: 
“(a) if the treaty establishes a boundary, or (b) if the 
fundamental change is the result of a breach by the 
party invoking it either of an obligation under the 
treaty or of any other international obligation owed 
to any other party to the treaty.”56

According to Article 62 of the VCLT, five conditions 
need to be fulfilled to successfully invoke a funda-
mental change of circumstances:

(i) The change of circumstances must be fun-
damental in nature. This requirement implies an 
impactful change of circumstances preventing States 
from invoking any change as grounds for treaty 
termination. A “fundamental” change “must be an 
objective change in the factual circumstances relat-
ing to the treaty and its operation, and not merely a 
subjective change in the attitude towards the treaty 
of the party invoking the principle.”57 Moreover, in 
its jurisprudence, the International Court of Justice 
(ICJ) considered “the traditional view that the 
changes of circumstances which must be regarded as 
fundamental or vital are those which imperil the exis-
tence or vital development of one of the parties.”58

(ii) The “fundamental change” must apply to 
circumstances that existed when the treaty was 
concluded. In this context, the circumstances upon 
which the treaty parties based their consent are 
considered significant. The circumstances can be 
virtually any type, such as “factual, political, legal, 
economic, or social.”59

Treaty termination or withdrawal due to Treaty termination or withdrawal due to 
a fundamental change of circumstancesa fundamental change of circumstances
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(iii) The parties did not foresee the change when 
the treaty was concluded (meaning when the final 
text was agreed). Article 62 of the VCLT stipulates 
that the fundamental change in circumstances 
argument may only be invoked if parties did not 
foresee the change at the time they established the 
agreement. While the Special Rapporteur on the law 
of treaties has talked about an objective change of 
circumstances, not just a change in how the circum-
stances are perceived, the criterion regarding fore-
sight turns on what the parties subjectively foresaw, 
not what a reasonable party could have foreseen.60

(iv) The circumstances that have changed con-
stituted an essential basis of the consent of the 
parties to be bound by the treaty. For a change to 
qualify as altering the circumstances that were an 
indispensable foundation of the parties’ consent, 
it must impact the facts that led the parties to give 
their consent.61

(v) The effect of the change radically transforms 
the extent of obligations still to be performed 
under the treaty. The International Law Commis-
sion has not clarified what constitutes a radical 
transformation. Based on the plain meaning and 
connotation of the word “radically,” the parties’ 
obligations must be affected significantly or to a 
large extent. Addressing a State’s argument in one 
case that a change of circumstances justified treaty 
termination, the ICJ noted that “[t]he change must 
have increased the burden of the obligations to  
be executed to the extent of rendering the perfor-
mance something essentially different from that 
originally undertaken.”62

The provision's wording and previous jurisprudence 
indicate that the conditions stipulated in Article 62 
of the VCLT apply cumulatively.63

As of January 2024, no State has invoked Article 
62 of the VCLT to terminate an agreement in 
the context of climate change. However, recent 
publications suggest that climate change could 
constitute a plausible basis for invoking Article 
62 of the VCLT to terminate certain IIAs, partic-
ularly the ECT.64

Article 62 depends on what the State or States in 
question actually foresaw and necessitates a treaty-
by-treaty assessment. The arguments outlined below 
may not be universally applicable to all investment 
agreements. Instead, they necessitate an individual-
ized analysis for each specific case. However, they can 
offer some insights into how Article 62 could be rele-
vant to investment agreements amid climate-related 
changed circumstances, particularly those pertaining 
to fossil fuels.

Climate change presents an existential threat to 
humanity, jeopardizing the very existence of certain 
States. The escalating severity and rapid accelera-
tion of climate change impacts exceed many prior  
projections, necessitating a reevaluation of the 
scale, types, and timing of required mitigation and 
adaptation measures.

For example, it has been argued that climate change 
was widely acknowledged as a risk during the 
negotiation of the ECT in 1994. Still, Parties’ under-
standing of the extent of that risk and forecast of the 
nature and speed of necessary response measures 
has fundamentally changed since.65 The 1990 IPCC 
report, which informed the 1992 UN Framework 
Convention on Climate Change (UNFCCC), out-
lined various greenhouse gas emission scenarios for 
2025, contingent on government policy actions.65 
While the IPCC identified energy, and particularly 
fossil fuels, as the primary source of anthropogenic 
radiative forcing, it discussed various strategies for 
addressing climate change. Decreasing reliance on 
fossil fuels was just one option, among many others.67 
The ECT was drafted amid this context and cited to 
the UNFCCC in its preamble, with an apparent 
understanding that the promotion of fossil fuel 
production, trade, and utilization could align with 
the objectives of the climate Convention.68

However, that assumption has since been proven 
wrong.69 Climate science is now clear that the only 
viable approach to achieving the objective of the 
UNFCCC— “stabilization of greenhouse gas con-
centrations in the atmosphere at a level that would 
prevent dangerous anthropogenic interference with 
the climate system”70 —is the rapid and substantial 
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— namely, measures to rapidly end the production 
and use of fossil fuels. Performing the State’s obli-
gations under an investment treaty that protects 
fossil fuel projects is “essentially different” in these 
changed circumstances, because it conflicts with the 
duty and possibility to protect human rights and the 
planet. In fact, those incompatibilities have become 
so present that experts and authoritative institutions 
are increasingly pointing out the incompatibility of 
IIAs with climate mitigation measures.76

Furthermore, the impacts of climate change have 
proven to be more severe and occur earlier than 
initially anticipated. In other words, if the current 
circumstances were present when some IIAs — 
including the ECT — were signed, parties may have 
structured them with significantly different terms or 
not entered into them at all. In the context of the 
ECT, the fact that many States, even after having 
spent years renegotiating the Treaty’s provisions, are 
terminating their participation due to its incompati-
bility with climate action illustrates this point.

Under customary practice and principles of good 
faith and transparency in international relations, 
States wishing to invoke Article 62 of the VCLT 
would be advised to cite a fundamental change of 
circumstances in their termination notification.

Sunset clauses — sometimes also referred to as 
survival or grandfathering clauses — guarantee 
that all investments made before the termination 
of a treaty continue to be protected for a certain 
period, typically ranging from 5 to 20 years beyond 
the treaty’s termination or a party’s withdrawal.77 
Sunset clauses create an “entrenchment effect” that 
can limit governments’ ability to be released from 
their treaty obligations immediately.78 Therefore, 
if a State terminates or withdraws from a treaty, it 
may remain bound by some or all of the provisions 
as contained in the treaty by virtue of the triggered 
survival clause. In the case of IIAs, survival clauses 
ensure the continued protection of investments 
made before the termination of or withdrawal from 
the IIA for a given period. Consequently, investors 

abandonment of fossil fuel production and use.71 
Recent assessments, such as the IPCC’s Sixth Assess-
ment Report (AR6), underscore that climate change 
impacts are manifesting more rapidly and are more 
severe and imminent than previously estimated: “[t]
he extent and magnitude of climate change impacts 
are larger than estimated in previous assessments.”72 
They also make plain that we cannot stabilize GHG 
levels and prevent catastrophic warming of 1.5ºC or 
above without immediately halting the expansion 
of fossil fuel production and use, and accelerating 
the shutdown of existing fossil fuel infrastructure 
to ensure a steep decline in fossil fuel emissions.73 
To limit warming to a maximum of 1.5ºC and 
reach net-zero global emissions by 2050, no new 
long-term oil and gas projects can be approved for 
development, and after 2030, a number of projects 
need to be closed before they reach the end of their  
technical lifetime.74

The changed understanding of the potential com-
patibility of continued fossil fuel production and 
use with climate action, and the speed with which 
reliance on oil, gas, and coal would need to decline to 
achieve the UNFCCC’s objective, could constitute 
a fundamental change in circumstances critical to 
the agreement of the ECT, which was arguably not 
foreseen by the Parties. The ICJ has previously held 
that “new developments in the state of environmen-
tal knowledge and of environmental law” cannot be 
said to have been completely unforeseen.75 While 
the evolution of international environmental law 
and the emergence of new climate science could be 
anticipated, the fact that those developments would 
clarify the utter incompatibility of fossil fuels with a 
safe climate system and dramatically accelerate the 
necessary timeline for ending reliance on oil, gas, and 
coal may not have been foreseen by all Parties when 
the ECT was concluded.

Importantly, this change in circumstances has 
transformed the extent of the obligations still to be 
performed under the ECT. It substantially increases 
the burden on parties of satisfying their energy sector 
investment protection obligations, as doing so now 
comes at the expense of taking measures known to be 
necessary to protect human life and the environment 

Sunset clauses and their neutralizationSunset clauses and their neutralization



  Center  for  International  Environmental  Law

11

can sue or submit claims before an arbitration tribu-
nal under the IIA after its termination and within the 
survival period.79 For example, Italy withdrew from 
the ECT in 2016 but was later involved in the ISDS 
case submitted by the UK Company, Rockhopper, 
regarding the ban on coastal oil drilling.80 

States can agree to terminate sunset clauses by 
mutual agreement before terminating an IIA. The 
neutralization of survival clauses in IIAs is not with-
out precedent. For example, when Indonesia and 
Argentina reached a mutual agreement to terminate 
their BIT, they reportedly neutralized the sunset 
clause by mutual agreement before withdrawing 
from the treaty.81 In its termination agreement, 
the EU also removed the legal effects of the sunset 
clauses contained in any intra-EU BIT.82 By January 
2024, no claims have been based on a neutralized 
survival clause, and no arbitration tribunal has thus 
been confronted with the question of jurisdiction 
under such circumstances. It, therefore, remains to 
be seen whether arbitration tribunals will uphold 
or reject jurisdiction because of neutralization, 
should such a situation arise. However, evolving 
practice indicates that neutralization is effective, as it  
manifests the will of the contracting parties and 
decreases the likelihood of success of claims for the 
investor when pursuing arbitration.83

In the event of a successful application of Article 
62 of the VCLT (pertaining to a fundamental 
change of circumstances) to terminate a treaty, 
such termination would likely extend to the entire 
IIA or BIT, including any associated sunset clause. 
This termination would consequently relieve the 
parties of their obligations under the treaty. Notably, 
when a State invokes grounds for the termination of a 
treaty's operation under the VCLT, it can only do so 
with regard to the entire treaty.84 Therefore, applying 
Article 62 of the VCLT to terminate an IIA or BIT 
could also encompass any associated sunset clause, 
leading to the termination of such obligations.

1.2 
Treaty Carveouts

Another potential avenue to preserve policy 
space for climate mitigation is to render measures 
aimed at reducing reliance on fossil fuels immune 
to challenges through ISDS. In the context of 
IIAs, excluding specific policies or investments in  
certain economic sectors from the scope of the 
entire treaty eliminates the possibility of these 
policies or investments triggering liability in 
either investor-State or State-State disputes. Car-
veouts act as limitations on the scope of a treaty.85 
States aiming to avoid complete withdrawal from 
investment treaties yet seeking to safeguard specific 
measures or leave certain economic activities out of 
IIAs may employ mechanisms such as side agree-
ments between treaty parties.

Because the term “carveout” lacks a universally 
agreed-upon definition, it is used inconsistently by 
various commentators and tribunals. Frequently, 
it has been treated as synonymous with exception 
clauses — provisions within IIAs that exempt 
States from liability for specific types of measures. 
However, the two are distinct. Unlike carveouts, 
exception provisions are considered affirmative 
defenses, the applicability of which is not addressed 
until a breach of a substantive obligation has been 
established. Relying on exceptions can result in arbi-
tration-related costs and the potential for regulatory 
chill (see Adopting and Enforcing Exceptions, Right Adopting and Enforcing Exceptions, Right 
to Regulate, and Valuation Provisionsto Regulate, and Valuation Provisions).86

In contrast, carveouts describe provisions that 
remove certain sectors or measures from the scope of 
coverage of the IIA or prevent ISDS claims regarding 
certain sectors or measures.87 They can usually be 
identified by language that excludes the relevant 
measures from the treaty’s operation, by certain 
obligations that use phrases such as “does not apply 
to,”88 or if the provision declares certain measures to 
be “exempt from the provisions of this Agreement.”89 
If a carveout applies, the host State cannot be liable 
under the IIA for any damage caused by such a 
measure or to an investor in that sector. Investment 
tribunals will need to determine whether the State’s 
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action (or the investment) falls within the scope of 
the carveout provision. If it does, the tribunal will 
lack jurisdiction to hear the case, resulting in the 
dismissal of the investor’s claim.

Carveouts can address all substantive standards 
of treatment in IIAs at once. One key advantage 
is that they are considered at the outset of any dis-
pute, preceding the analysis of potential breaches 
of substantive obligations. This preemptive 
consideration avoids the need for evaluating the 
merits of an investor's claim, contributing to the 
swift and expeditious resolution of disputes.

Carveouts not only preclude ISDS claims from 
specific investors or against particular measures 
but also eliminate the basis for State liability to pay 
compensation. However, they do not strip investors 
of all avenues for recourse in cases of alleged harm or 
compensable injury by the State. Investors can still 
pursue claims directly in the domestic courts of the 
host State, akin to domestic investors and other enti-
ties, if they contend that the State’s actions violate 
applicable domestic or international law.

Carveouts can take a sectoral form, such as a fossil 
fuel carveout, or be purpose-based, like a climate 
change carveout. Each approach has its merits  
and drawbacks.

Climate change carveouts have the potential 
to exclude from the scope of an IIA, measures 
aiming to implement the State’s duty to address 
climate change effectively. However, if too broad or 
imprecise, purpose-based carveouts may introduce 
ambiguity and face challenges. Some recent propos-
als have referred to the UNFCCC and/or the Paris 
Agreement in defining covered measures (e.g., “any 
measure linked to the objective and principles of, 
or commitment to, the UNFCCC”),90 potentially 
leading to interpretive discrepancies and unnecessary 
complexity. Moreover, limiting a carveout to these 
agreements might overlook measures related to 
other concurrent State duties, such as human rights 

obligations to prevent climate-induced harm, which 
may require more or different measures than do 
the international climate instruments. To enhance 
clarity, States could negotiate a non-exhaustive yet 
illustrative list of “climate measures,” incorporating 
actions like reducing or eliminating fossil fuel  
exploration, production, or use.

Sectoral carveouts, particularly those targeting 
fossil fuel investments, may seem too narrow when 
considering the broader scope of activities that 
induce climate change. While fossil fuels are respon-
sible for the overwhelming majority of planet-warm-
ing emissions, other sectors also pose climate risks. A 
potential approach could involve defining a carveout 
to exclude sectors with climate-destructive or emis-
sions-intensive activities, citing specific sectors (e.g., 
fossil fuels) and concrete measures (e.g., reducing 
reliance on fossil fuels) as examples. Such sectoral 
carveouts, removing treaty protection for identified 
categories of climate-damaging investments, could 
be specific enough to ensure that investment treaties 
are not encouraging investments inconsistent with 
obligations under the Paris Agreement, human 
rights law, and international environmental law more 
broadly. Moreover, an added benefit is that a sectoral 
carveout extends beyond measures specifically 
designed to combat climate change. It could preclude 
challenges against any measure affecting fossil fuel 
investments, encompassing, for example, actions 
to curtail the adverse health impacts of fossil fuel 
production and use, as well as regulations addressing 
other human rights or environmental impacts.

A notable example of a proposed sectoral climate 
change carveout is evident in the agreement in 
principle for the modernization of the ECT (Revised 
ECT), where the EU and its Member States and the 
UK proposed to commit to exclude some fossil fuel 
investments in their territories from treaty protec-
tion.91 The EU and the UK proposed to carveout 
fossil fuel-related investments from investment pro-
tection under the Revised ECT, including existing 
investments after ten years from the entry into force 
of the relevant provisions and new investments 
made after 15 August 2023 with limited exceptions. 
While the proposed modernization of the ECT 

Carveout design: Carveout design: 
sectoral or purpose-basedsectoral or purpose-based
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suffers from significant weaknesses,92 it demonstrates 
the possibility of an agreement to carveout fossil  
fuel-related investments from investment protection 
and/or ISDS regimes.

States could think about potential strategies for 
optimizing the advantages associated with both 
sectoral and purpose-based carveouts. One possible 
strategy could be to adopt a purpose-based carveout 
framework, concentrating on measures dedicated 
to mitigating greenhouse gas emissions. This 
could be complemented by specific applications 
drawn from sector-based carveouts, ensuring that  
specific sectors, such as fossil fuel investments or 
other emissions-intensive industries, are explicitly 
excluded from the ambit of treaty protection.

Parallel to the concept of “carving out,” States can 
opt for an alternative strategy by crafting new IIAs 
or amending existing ones to safeguard only specific 
investments. They can do so by constraining the 
agreement’s application to certain sectors or types of 
investments, allowing States to proactively shape the 
scope and coverage of the IIA. The ECT is a prime 
illustration of this strategy, as it focuses on invest-
ments in the energy sector. This targeted approach 
exemplifies how States can employ sector-specific 
IIAs to ensure that only predetermined investments 
benefit from the treaty’s protections and advantages.

Various legally viable mechanisms exist for imple-
menting carveouts in specific IIAs or across a 
broader set of IIAs. On an individual IIA basis, car-
veouts can be incorporated through renegotiation. 
However, this process can be resource-intensive 
and time-consuming, particularly when States are 
party to numerous IIAs at the same time. To address 
multiple IIAs simultaneously, States supporting the 
need to implement carveouts for climate measures 
or specific economic sectors can opt for a plurilateral 
treaty. Parties could then use the treaty to amend 
multiple IIAs simultaneously, provided that parties 
to the original IIA are signatories to the plurilat-
eral treaty. A similar legal architecture has been 

Individual modification of treaties Individual modification of treaties 
or a multilateral agreementor a multilateral agreement

proposed to implement ISDS reforms agreed upon 
at the UN Commission on International Trade Law 
(UNCITRAL) Working Group III93 and for the 
OECD Multilateral Convention to Implement Tax 
Treaty Related Measures to Prevent Base Erosion 
and Profit Shifting.94

Ambitious States could lead such a plurilateral 
agreement, resulting in an opt-in mechanism that 
opens the door to new joiners. It would then produce 
legal effects between signatory States. In terms of 
content, such mechanism could contain (i) the 
carveout, (ii) the process to govern its application, 
and (iii) provisions that address its relationship with 
existing IIAs (e.g., stipulating that the carveout is 
automatically integrated into IIAs covered by the 
opt-in treaty and takes precedence over conflicting 
clauses in covered IIAs) to ensure its efficiency.95

Implementing carveouts in IIAs can be further 
fortified by declarations or inter se modifications 
of conventions like the New York Convention and 
ICSID Convention. In these declarations, States 
could unequivocally express their commitment to (i) 
prohibit the conduct of arbitral proceedings within 
their territory when those carveouts are invoked 
and (ii) maintain a strict stance against enforcing 
arbitral awards that contravene those carveouts. 
These declarations or inter se agreements would 
underscore States’ dedication to fulfilling their duties 
and protecting their sovereign interests within IIAs.
Proposals for a new international legal instru-
ment to coordinate the managed decline of fossil 
fuel production and use, such as a Fossil Fuel  
Non-Proliferation Treaty,96 could incorporate such 
carveout provisions. Alternatively, it could include 
a protocol by which parties could exclude fossil 
fuel investments from ISDS under IIAs to which 
they are party, and/or withdraw consent to ISDS  
concerning fossil fuel-related investments or  
measures covered by the instrument.
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1.3 
Removal of the ISDS Clause

States can decide whether to include or remove the 
ISDS clause in their IIAs. In recent years, several 
countries have made notable decisions to terminate, 
renegotiate, or amend their IIAs to remove or 
modify the dispute settlement provision.97

States commonly have various options to address the 
ISDS mechanism in their existing IIAs. A prevalent 
strategy involves renegotiation, where States amend 
the ISDS provision to better conform to their policy 
objectives or, in certain instances, remove the ISDS 
provision altogether. If renegotiation proves unsuc-
cessful, States may opt to terminate the agreement. 
Another option is the negotiation of new bilateral 
or multilateral agreements, which can replace or 
override existing IIAs and introduce a different 
conflict resolution mechanism. In other cases, a State 
may unilaterally issue a declaration indicating its 
withdrawal of consent to the ISDS provision — but 
such actions can lead to legal challenges (see 1.41.4).

The legal ramifications of removing the ISDS pro-
vision from an IIA can be complex. Such a decision 
typically entails a loss of ISDS rights for foreign 
investors, compelling them to resort to domestic 
legal remedies in the home or host State, or alter-
native avenues like State-to-State action. However, 
the host State remains obligated to safeguard foreign 
investments under other treaty provisions. Invest-
ments and disputes that were already subject to the 
ISDS provision before its removal will continue to be 
governed by the terms and conditions of the original 
agreement. This means that the legal consequences of 
the removal, such as the loss of ISDS rights for new 
investments, may not retroactively apply to existing 
disputes or investments.

In instances where ISDS is embedded in domestic 
law, the host State’s national legislation might 
explicitly outline the consent to arbitration in 
investment disputes, with national investment laws 
stipulating the conditions under which arbitration 
is a viable recourse. Additionally, ISDS provisions 
may be included in investment contracts, serving 

as contractual clauses that establish the framework 
for resolving disputes between investors and host 
States. These provisions may cover essential elements, 
including but not limited to the scope of covered 
disputes, arbitrator selection, arbitration rules and 
procedures, the designated arbitration seat, and the 
applicable legal framework. Consequently, even if 
States opt to eliminate the ISDS provision from their 
IIAs, foreign investors may still invoke domestic 
laws that provide protection and incorporate ISDS 
as the preferred method for dispute resolution and 
investment contracts that contain ISDS provisions.

Investment treaty arbitration, like other forms of 
arbitration, is based on consent.98 In commercial 
arbitration, the parties consent to resolve their 
disputes before arbitration tribunals by including 
an arbitration clause in a treaty or national law.99 
Under investment treaty arbitration, the signatory 
State to an IIA provides a unilateral offer of consent 
to arbitration through an ISDS provision, which 
the investor “perfects” with its consent by filing a 
claim.100 However, States can agree to explicitly 
suspend the application of the ISDS provision by 
withdrawing consent to arbitration.101

This approach can limit or eliminate fossil fuel 
companies’ use of ISDS.102 States can withdraw their 
consent to treaty-based arbitration of claims by for-
eign investors bilaterally or multilaterally, just as they 
initially granted that consent by including an ISDS 
clause in the treaty.103 This withdrawal of consent 
can encompass claims related to measures aimed at 
reducing reliance on fossil fuels and the right of their 
nationals to bring such claims against the other State 
parties to a given IIA.

The Columbia Center for Sustainable Investment 
(CCSI), the International Institute for Sustainable 
Development (IISD), and the International Institute 
for Environment and Development (IIED)104 have 
proposed an opt-in instrument to facilitate the with-
drawal of consent.105 Such an instrument could be 
adjusted by interested States to include claims arising 

1.4 
Withdrawal of Consent to ISDS
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from measures to reduce reliance on fossil fuels. 
Importantly, although one party could unilaterally 
withdraw consent, coordinated State action would 
increase efficiency and clarify the legal and political 
meaning of such steps.106

In terms of legal effects, withdrawing consent to 
treaty-based arbitration does not lead to the termina-
tion of substantive investment protection and is not 
retroactive, applying only to claims not yet initiated 
at the time of withdrawal. Importantly, if investors file 
an ISDS claim before withdrawal, tribunals may find 
that mutual consent was established, rendering the 
withdrawal ineffective. Challenges to the withdrawal 
may arise, with a treaty counterparty contending that 
it violates the withdrawing State’s treaty obligations.

Besides measures that remove ISDS-related risks, 
other options exist to mitigate those risks. Those 
options include adopting and enforcing exceptions, 
right to regulate, and valuation provisions within 
IIAs (2.12.1); adopting interpretative statements 
wherein the explicit clarification of treaty provisions 
can serve as a preventive measure against potential 
ISDS challenges (2.22.2); and the deliberate design of 
climate-related measures in a manner that minimizes 
vulnerability to ISDS claims (2.32.3).

Importantly, these mitigation measures are not 
mutually exclusive and can be implemented cumu-
latively. Furthermore, they can complement efforts 
aimed at eliminating ISDS risks, as discussed in  
Part IPart I. By combining diverse strategies, policymak-
ers have a versatile toolkit to customize the most  
suitable approaches and strategies based on the  
specific conditions of the State, including the 
existence, number, and status of fossil fuel projects, 
extent of foreign investment, and nature of its 
investment agreements.

Part II 
Reducing the Risk: Options 

to Mitigate ISDS Risks

2.1 
Adoption and Enforcement 

of Exceptions, Right to Regulate, 
and Valuation Provisions

States can include various provisions and clar-
ifications in their IIAs to safeguard their policy 
space. Those include exception clauses, provisions 
concerning the right to regulate or valuation, or 
references to the application of other international 
legal sources and obligations, such as international 
climate change, environmental, and human rights 
agreements (see 3.13.1). Those provisions and clarifica-
tions can be included either within the text of new 
IIAs or by amending older ones. In the context of new 
IIAs, States have the flexibility to negotiate and draft 
provisions that align with their (i) evolving policy 
priorities, (ii) interpretations of their concurrent 
legal obligations, or (iii) international investment 
objectives. For older IIAs, States can also seek to 
amend and update the agreements to incorporate 
these provisions. Amendments require mutual 
consent from the parties to the existing treaty and 
typically involve a process of negotiation and formal 
agreement to modify the terms of the IIA.

The provisions mentioned serve distinct but inter-
connected roles within IIAs. The right to regulate 
is a foundational principle acknowledging a State’s 
sovereign authority to legislate and regulate in the 
public interest.107 It is a broad and overarching 
concept that underpins the entire agreement, 
ensuring that States maintain their regulatory 
autonomy. Some IIAs acknowledge the right of 
States to regulate for legitimate objectives or public 
purposes, often found in the preamble or exception 
clauses.108 While these provisions aid States in 
defending against investor compensation claims 
arising from regulatory actions that allegedly result 
in financial losses,109 incorporating a stand-alone  
right-to-regulate provision does not replace more 
precisely circumscribed investor protections, such 
as carveouts or exceptions for States’ regulatory 
conduct. The right to regulate is an inherent sover-
eign prerogative, regardless of its explicit mention 
in a treaty, and a general affirmation of this right 
alone may not sufficiently safeguard against overly  
expansive substantive investment provisions.
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Exception clauses are specific provisions that clar-
ify the scope of the agreement and exclude certain 
measures from the realm of ISDS. They are usually 
used to justify measures inconsistent with the trea-
ty’s substantive obligation and to insulate the State 
from indemnification.110 Those provisions are often 
modeled after Article XX of the World Trade Orga-
nization’s (WTO) General Agreement on Tariffs 
and Trade 1994 (GATT) and Article XIV of the 
General Agreement on Trade in Services (GATS).111 
However, in practice, contrary to carveouts (see 
above 1.21.2), exceptions clauses and right-to-regulate 
provisions are treated as affirmative defenses,112 
meaning that their applicability is not addressed 
until after a breach of a substantive obligation has 
been established113 — leading to procedural costs 
and potential regulatory chill. Some tribunals have 
even interpreted exception clauses in such a manner 
as to eviscerate their effect.

Valuation provisions establish the criteria and 
methods for valuing investments and losses in cases 
of expropriation or other adverse actions. They are 
crucial in establishing how to determine compen-
sation. Recent arbitration trends have been marked 
by a significant increase in compensation awards, 
with cases now involving large sums that can pose 
challenges, particularly for developing countries.114 
Valuation principles initially designed for expropri-
ation disputes are now applied to a broader range 
of scenarios, departing from previously established 
international legal norms.115 One major factor 
contributing to this trend is the growing use of 
projections of investments’ expected future income, 
often calculated through the discounted cash flow 
method.116 By including or reforming valuation 
provisions in IIAs, it is possible to mitigate the risks 
of excessive compensation awards and inconsistent 
treatment of claims. Options for designing or 
reforming the compensation provisions within IIAs 
include, for example, (i) capping compensation at 
the amount invested by the investor, (ii) combining 
compensation calculations with considerations of 
whether the host State benefited from the invest-
ment, or (iii) requiring the tribunal to apply the host 
State’s law regarding compensation determination.117

Furthermore, while provisions like the right to 
regulate, exception clauses, or valuation provisions 
can offer valuable safeguards for States in IIAs, they 
are not without limitations. One notable limitation 
is their susceptibility to diverse interpretations by 
States and international arbitration tribunals con-
cerning their scope and application. Additionally, 
the effectiveness of these provisions in safeguarding 
a State’s regulatory autonomy may hinge on factors 
such as the specific language of the clause, the pre-
vailing legal context, and the approaches adopted 
by arbitration panels. In practice, the efficacy of 
the right to regulate and exception clauses may 
not always guarantee absolute protection against 
investor claims, as disputes may arise over whether 
a regulatory measure genuinely serves a public 
policy objective. This determination depends on the 
tribunal’s assessment of a potential treaty violation. 
Therefore, while these provisions seek to balance 
investment protection and State sovereignty, their 
effectiveness can vary, and their application remains 
a topic of ongoing debate and legal interpretation.

States can delineate the scope of substantive obliga-
tions within IIAs to prevent ISDS tribunals from 
interpreting measures to decrease reliance on fossil 
fuels as violations of IIAs when applicable.118 As 
highlighted by UNCTAD, “Several countries have 
recently issued joint interpretations for existing 
IIAs and/or established joint bodies in their IIAs 
with a mandate to issue binding interpretations of 
treaty provisions. This can help reduce uncertainty 
and enhance predictability for investors, contracting 
parties and tribunals.”119

Interpretative statements can clarify the State’s 
understanding of and the intent behind any treaty 
provisions. They can address the content of certain 
IIA obligations or the grounds under which there 
is (or is not) a breach of investment obligations. 
Interpretative statements can also clarify environ-
mental provisions, exception clauses, or carveouts, 

2.2 
Specification of Substantive 

Obligations to Protect Legitimate 
Climate Measures
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thereby constraining potential ISDS claims, influ-
encing existing claims, and preserving flexibility for  
domestic policymaking.

For instance, in 2022, the EU and Canada developed 
a draft interpretative statement to elucidate certain 
aspects of the Comprehensive Economic and Trade 
Agreement’s (CETA) investment chapter, an agree-
ment between Canada and the EU.120 The primary 
objective of such an interpretative statement was 
to secure the signing of the Agreement following 
significant criticism from civil society and concerns 
expressed by some EU Member States regarding the 
ISDS system.121 Later, the EU and Canada agreed 
to clarify CETA’s aims “to support [their] common 
objective of climate protection” by preparing a text 
that clarifies certain provisions of the CETA.122 

While this later interpretative statement does not 
specifically address measures that reduce reliance 
on fossil fuels, it demonstrates that interpretative 
statements are a possible course of action by States 
to mitigate potential ISDS claims related to climate 
measures. As an example, CETA’s joint interpretative 
statement has clarified that “[i]n light of the need for 
an effective and progressive response to the urgent 
threat of climate change, the Parties reaffirm that 
non-discriminatory measures of a Party that are 
designed and applied to combat climate change or 
to address its present or future consequences do 
not constitute indirect expropriation unless the 
impact of a measure or series of measures would 
appear wholly disproportionate in that it would be 
perceived as undeniably unreasonable in light of 
its purpose.”123 Additionally, CETA’s interpretative 
statement also provides that the provisions of 
CETA’s investment chapter “shall be interpreted and 
applied by the Tribunal by taking due consideration 
of the commitments of the Parties under the Paris 
Agreement and their respective climate neutrality 
objectives and in a way that allows the Parties to 
pursue their respective climate change mitigation 
and adaptation policies.”124

Carveouts, exception clauses, right-to-regulate 
provisions, valuation provisions, and interpretative 
statements may have overlapping content or similar 

phrasing. The key distinction lies in their form: for 
instance, a carveout is directly integrated into the 
treaty text, identifying specific measures or invest-
ments excluded from the treaty’s scope. In contrast, 
an interpretative statement is an independent docu-
ment that complements, adds clarity, and reinforces 
the implementation and enforcement of the existing 
treaty text. In this context, interpretative statements 
can provide additional elucidation concerning carve-
outs, exception clauses, right-to-regulate provisions, 
valuation provisions, or references to the application 
of other international legal sources and obligations, 
such as those present in international climate change, 
environmental, and human rights agreements.

To be as effective as possible in the context of cli-
mate change, interpretative statements should be 
as comprehensive as possible and ideally mention 
specific examples of measures that would not breach 
IIA obligations. Moreover, when addressing climate 
change measures and responsibilities, it is essential 
to note that global climate agreements, such as the 
UNFCCC or the Paris Agreement, do not compre-
hensively or exclusively outline States’ obligations 
regarding climate change. Solely referencing mea-
sures aligned with these agreements, therefore, may 
not cover all necessary actions. Concurrent duties 
under other legal instruments and bodies of law, such 
as human rights law, may require measures above and 
beyond those taken pursuant to the UNFCCC or 
the Paris Agreement.125 Furthermore, arbitrators 
often lack the specialized expertise necessary to 
assess whether a climate change measure meets 
the criteria of being bona fide, posing a challenge 
in justifying a State’s actions and finding a balance 
between investment obligations and climate change 
considerations. In light of these challenges, States can 
explore additional mechanisms to ensure or increase 
the effectiveness of interpretative statements. For 
example, States can include in their interpretative 
statements an obligation for the home States to 
intervene in ISDS proceedings to clarify the rightful 
interpretation of the IIA (see 3.23.2).
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2.3 
Crafting Climate Measures to 

Minimize Vulnerability to ISDS Claims

IIAs typically impose similar sets of obligations upon 
host States. Examples include:

(i.) The prohibition against direct expropriation 
of foreign investors’ assets (i.e., by seizing the 
investments) or indirect expropriation (i.e., 
by a substantive deprivation of the value of an 
investment through one or a series of actions 
or inactions);

(ii.) The obligation to provide investors fair and 
equitable treatment (FET), which is under-
stood as an obligation to provide due process, 
to adopt proportionate measures, and to avoid 
actions that frustrate the legitimate expecta-
tions of investors; and

(iii.) The obligation to avoid discrimination against 
foreign investors on the basis of their national-
ity, both against investors from third countries 
and from the host States’ nationals.

While States investigate medium- and long-term 
solutions, they can concurrently work on an addi-
tional layer of protection to prevent or alleviate 
claims. Trade and environmental ministries within 
a State can work together, sometimes with the 
support of external experts, to carefully structure 
measures aimed at reducing dependence on fossil 
fuels — such as those phasing out or retiring existing 
facilities earlier than their designed operating lifes-
pan, prohibiting future exploration, production, 
development, or export of fossil fuels, and/or raising 
the costs associated with fossil fuel production and 
utilization — in a manner that explicitly addresses 
and underscores their alignment with IIA obliga-
tions. This recommendation is grounded in instances 
where environmental ministries, operating inde-
pendently from trade ministries, designed measures 
that, although legitimate, justified, and proportion-
ate in principle, were susceptible to legal challenges 
by foreign investments due to coordination failures 
within governments.126 Such examples underscore 
the necessity for effective cooperation between these 
ministries to ensure that environmental goals are met 

without unintentionally exposing the State to legal 
vulnerabilities within the international investment 
framework – and to avoid entering into, or to exit 
from, investment and trade agreements that clash 
with existing environmental and human rights duties 
or otherwise compromise their fulfillment.

Additionally, while frictions between international 
investment law obligations and other competing 
climate-related obligations of States exist, unambig-
uously and structurally addressing investment treaty 
obligations within climate measures can discourage 
investors from bringing ISDS claims in the first place 
and/or reduce those claims’ likelihood of success. 
Ensuring the transparency of any climate measures, 
referring to the human rights and environmental 
obligations to take such action, and demonstrating 
their equal application to all fossil fuel activities — 
domestic and foreign127 — decreases the likelihood, 
interest, or viability of investor claims. However, 
the latter can be proven to be imperfect because (i) 
clashes between investment law and climate action 
may be unavoidable,128 and (ii) it is impossible to 
predict future ISDS outcomes well, as tribunals are 
not bound by precedent and enjoy discretionary 
powers to decide on the merits.

Key elements involve recognizing the interconnec-
tion between the urgent need to reduce reliance 
on fossil fuels in response to the climate crisis and 
the varied threats posed by fossil fuels to climate 
change, human rights, health, and the environment 
and demonstrating the proportionality of these 
measures in relation to climate change mitigation 
and human rights protection. These are key to 
showcasing that the measures or decisions adopted 
are well reasoned, respond to public interest, and 
are essential to serving a public purpose.129 Below is 
a noncomprehensive list of elements that could be 
emphasized within measures or decisions that reduce 
reliance on fossil fuels:

• The uniform or consistent application or effect 
of measures that reduce reliance on fossil fuels 
among foreign investors and between foreign 
and domestic investments in the same economic 
sector or type of activity.130
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• The adoption of those measures in a trans-
parent manner, respectful of due process and 
procedural guarantees, including through open 
consultations.131

• The fact that such measures are required to 
comply with other international obligations 
such as climate change treaties, international 
environmental agreements, and human rights 
obligations. 

• Scientific and international political support 
or consensus behind the measures, including 
the reports of the IPCC, International Energy 
Agency, or UN that substantiate the urgency, 
timeline, obligatory character, and proportion-
ality of measures such as those undertaken by 
the State.132

• References to fossil fuel companies’ knowledge 
that these or similar measures to reduce reliance 
on fossil fuels would be taken or would need to 
be taken.133

In the event of arbitration claims, these consider-
ations can be brought up in State defenses, even if 
not explicitly stated in the fossil fuel measures. They 
may also be used to bolster the argument that foreign 
investors in the fossil fuel sector were aware or should 
have been aware that measures to reduce reliance on 
fossil fuels would happen and that States had a legal 
duty to take such measures.

If measures proposed in Part I and II are not enough 
to prevent or discourage foreign investors from 
bringing ISDS claims under IIAs, States still have 
options to respond to those claims on the merits 
or even challenge the jurisdiction of the tribunal 
(3.13.1). Non-disputing parties can also appear in 
those disputes to clarify the interpretation of IIA 
obligations and commitments and potentially shape 
the dispute’s outcome (3.23.2). Additionally, non-State 

Part III 
Responding to the Risk: 

Options to Challenge 
ISDS Claims

actors have multiple tools at hand that have shown to 
be useful or even necessary to address and confront  
ISDS-related risks, including within disputes (3.33.3).

Investment arbitration tribunals are not obliged to 
follow the decisions of other tribunals and retain 
the ability to provide distinct interpretations of 
investment agreements. As a result, ISDS tribunals 
may deliver divergent decisions in cases involving 
similar measures. This underscores the rationale for 
the most protective course of action for States when 
implementing measures to reduce reliance on fossil 
fuels — namely, to preclude ISDS claims by foreign 
investors entirely, which can be achieved through 
structural changes discussed in Part IPart I.

States can also discourage foreign investors from 
making ISDS threats or bringing ISDS claims 
through insulation mechanisms discussed in Part Part 
IIII. Nevertheless, if investors bring a claim, States can 
still respond to those claims and defend themselves 
or even challenge the jurisdiction of the arbitration 
tribunal.

This section presents a non-exhaustive compilation 
of arguments that may be available to States in the 
event of claims. These options encompass challenges 
to the jurisdiction of investment tribunals and argu-
ments related to the merits of potential cases.

Jurisdiction is an essential precondition to an arbi-
tration tribunal’s ability to resolve an investment 
dispute between an investor and a host State.134 
Determining jurisdiction relies primarily on the 
relevant legal instrument conferring authority upon 
the tribunal, such as an investment treaty, domestic 
foreign investment law, or an investment contract.

Challenging an investment tribunal’s jurisdiction 
involves practical steps taken by States to contest the 
tribunal’s authority over a particular dispute. States 
may present jurisdictional challenges by raising 

3.1
State Responses to Investors’ Claims

Challenge the jurisdiction of the tribunalChallenge the jurisdiction of the tribunal
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arguments that question the tribunal’s competence 
to hear the case, often based on the wording and 
interpretation of the relevant investment treaty. 
These challenges can focus on issues such as the 
existence of an actual (legal) investment; the par-
ties’ consent to arbitration; or whether the dispute 
falls within the treaty’s scope. In this context, States 
that may have withdrawn their consent, terminated 
or suspended the IIA, removed the ISDS provision, 
or implemented a carveout may challenge the juris-
diction of the tribunal if applicable.

Additionally, the tribunal must assess whether the 
party instituting the claim is a covered investor. 
Some IIAs impose criteria for investor eligibility, and 
disputes can emerge if the host State argues that the 
investor does not meet these qualifications. Finally, 
the investment tribunal must also assess whether the 
transactions that give rise to the claim qualify as a 
covered investment in the territory of the host State 
and whether the impugned State conduct is excluded 
from the agreement’s coverage (see e.g., 1.21.2). 

The legal effects of challenging jurisdiction are 
substantial, as the tribunal’s final determination 
regarding jurisdiction can have far-reaching conse-
quences, affecting the course of the proceedings and 
potentially the outcome of the case. If a party suc-
cessfully challenges the tribunal’s jurisdiction, it can 
lead to the dismissal of the case or the inadmissibility 
of certain claims. Conversely, if the tribunal rejects 
the jurisdictional challenge, it reaffirms its authority 
to proceed with the dispute. Therefore, jurisdictional 
challenges serve as a critical means of safeguarding 
the integrity and fairness of international arbitration.

State parties to IIAs are bound by concurrent 
legal obligations under various international legal 
frameworks, and they can assert these obligations 
as part of their defenses in arbitral tribunals. The act 
of entering into an IIA does not imply that a State 
has relinquished, annulled, or silently waived its 
existing international commitments under human 
rights or environmental law. Some obligations 

Assert the State duty to regulate and Assert the State duty to regulate and 
harmonious interpretation on the meritsharmonious interpretation on the merits

are, in fact, non-derogable.135 Consequently, when 
adjudicating investor-State disputes, it is appropriate 
for investment tribunals to take into account a State’s 
simultaneous and concurrent obligations under 
international law. This includes recognizing the duty 
to safeguard human rights and the environment, 
including from climate change, through effective 
regulation of investors’ conduct and encouraging a 
harmonious interpretation of these obligations.136

International investment law permits arbitration 
tribunals to draw on other legal principles. IIAs 
typically provide that disputes shall be resolved in 
accordance with the domestic law of the host State 
and/or international law.137 Some tribunals have 
even concluded that international law still applies if 
the relevant IIA is silent on the law governing the 
dispute.138 Furthermore, Article 42 of the ICSID 
Convention instructs tribunals to decide disputes in 
accordance with “rules of international law as may be 
applicable” in the absence of parties’ agreement on 
the applicable law.139

In practice, international environmental, climate 
change, and/or human rights law and obligations are 
likely relevant to many ISDS disputes, particularly in 
the context of fossil fuel measures.

Numerous international treaties play a crucial role 
in directly or indirectly addressing the complex issue 
of fossil fuel pollution, particularly in the marine 
environment. The International Convention for the 
Prevention of Pollution from Ships (MARPOL) 
focuses on minimizing pollution from ships, encom-
passing substances like oil.140 The United Nations 
Convention on the Law of the Sea (UNCLOS)141 
establishes a comprehensive legal framework for 
the oceans that obliges States to prevent, reduce, 
and control marine pollution, which arguably 
includes emissions resulting from activities related 
to fossil fuels.142 The London Convention and 
Protocol143 regulate the dumping of wastes at sea, 
including hazardous substances originating from 
fossil fuel-related operations. The Oslo-Paris Con-
vention (OSPAR)144 specifically addresses marine 
pollution in the Northeast Atlantic, encompassing 
pollutants arising from offshore oil and gas activities. 
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Additionally, the Convention on Biological Diver-
sity (CBD)145 emphasizes biodiversity conservation, 
indirectly contributing to mitigating the impact of 
fossil fuel pollution on ecosystems. Other treaties, 
such as the International Convention on Oil Pol-
lution Preparedness, Response and Co-operation 
(OPRC)146 and the International Convention on 
Civil Liability for Bunker Oil Pollution Damage 
(Bunker Convention),147 offer measures to deal with 
and compensate for oil spills, further reinforcing the 
global commitment to addressing fossil fuel-related 
marine pollution.

In the context of climate change, the UNFCCC and 
the Paris Agreement, taken together, oblige States, 
inter alia, to curb greenhouse gas emissions and take 
action to keep warming below 1.5°C.148 Beyond the 
international climate regime, human rights law also 
requires States to mitigate climate change. It con-
stitutes an independent source of State obligation 
to take measures to curb the production and use of 
fossil fuels, and the known driver of planet-warming 
emissions and resultant harm. The foreseeable and 
potentially catastrophic adverse effects of climate 
change on a wide range of human rights give rise to 
States’ duties to take immediate actions to prevent 
those harms.149 The UN Human Rights Committee 
(HRC) has recognized that “[e]nvironmental 
degradation, climate change and unsustainable 
development constitute some of the most pressing 
and serious threats to the ability of present and 
future generations to enjoy the right to life.”150 The 
duty to protect the right to life requires States to 
take measures to prevent such foreseeable threats,151 
including by adequately regulating the conduct of 
corporate entities subject to their jurisdiction or 
control that causes or contributes to climate change 
and its foreseeable impacts on human rights.152

As the UN Committee on Economic, Social and 
Cultural Rights warned in 2018, in the face of 
such foreseeable impacts, the failure of States to 
prevent foreseeable human rights harm caused by 
climate change could constitute a breach of their 
obligations.153 UN Special Rapporteurs154 and a 
number of UN Treaty Bodies155 have also repeatedly 
addressed this issue and called on States to limit fossil 

fuel use and eliminate financial support for fossil fuel 
projects to mitigate the negative impacts of climate 
change on the full range of human rights guaranteed 
under international law, including the rights to life, 
health, food, water and sanitation, healthy envi-
ronment, an adequate standard of living, housing, 
property, self-determination, development, and 
culture, among others.156 More recently, UN human 
rights experts urged States to accelerate the just and 
equitable phaseout of fossil fuels, warning about the 
immense magnitude of their negative human rights 
impacts. They also provided the following statement:

“To address the planetary crisis and tackle the wide 
range of fossil fuels negative human rights impacts, 
States must urgently decarbonise and detoxify. Wealthy 
States and high emitters should lead the phase out of 
fossil fuels, beginning with avoiding new investments 
and terminating fossil fuel subsidies. They should 
also provide financial and other technical support to  
developing countries to ensure a just transition to a 
zero-carbon economy. To successfully phase out fossil 
fuels will require strong international cooperation. 
States must fulfil their obligations to regulate the 
private sector and State-owned enterprises, to monitor 
compliance and enforce rules. This requires addressing 
barriers to climate action, including greenwashing, 
undue political influence, strategic lawsuits against 
public participation (SLAPPs), tax evasion and 
avoidance, business models not fit for the 21st century, 
and investor-State Dispute Settlement mechanisms 
that empower foreign investors to block or raise the cost 
of climate action.”157

States can assert their prerogative to regulate and 
adopt other measures to reduce reliance on fossil 
fuels, not as an exception to investors’ treaty-based 
rights, but rather as a pre-existing right and obliga-
tion that shall not be limited by IIAs.
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Clarify legitimate expectations Clarify legitimate expectations 
of investors in the context of investors in the context 

of climate changeof climate change

Foreign investors affected by measures that reduce 
reliance on fossil fuels may argue that at the time 
the investment was made, the host State expressed 
support for the investment, that they expected some 
stability in the regulatory framework of the host 
State, or that they could not foresee such a change in 
the regulatory framework of the host State.158
Such arguments are likely to rely on the notion of 
“legitimate expectations” of foreign investors and 
the “regulatory stability” of the host State. These 
concepts fall under the umbrella of FET obligations, 
which have been understood as obligations to avoid 
actions that frustrate the “legitimate expectations” of 
investors. This has translated into a requirement to 
maintain a certain level of stability and predictability 
in the regulatory framework upon which investors 
rely when making investments.159 The notion of “reg-
ulatory stability” or “stabilization provisions” (the 
latter, usually included in contracts) suggests that 
an investor has the right to expect that a host State 
will not significantly alter the regulatory framework 
existing at the time of the investment or if changes 
occur, the investor will be compensated for any 
resulting loss of profits. While these provisions have 
sparked substantial debate due to their potential to 
limit a host country's regulatory authority in the 
public interest or compromise the protection of 
human rights, they nevertheless have been invoked 
successfully by investors in numerous ISDS cases 
under the FET standard.160

Importantly, the guarantee of stability is not abso-
lute as “[n]o investor may reasonably expect that the 
circumstances prevailing at the time the investment 
is made remain totally unchanged.”161 In fact, “except 
where specific promises or representations are made 
by the State to the investor,” the latter may not rely 
on an IIA “as a kind of insurance policy against 
the risk of any changes in the host State’s legal and 
economic framework.”162

In light of the scientific consensus attributing climate 
change to fossil fuels and the impact of fossil fuels 
on human rights and the environment, and given the 
numerous political commitments made by States to 
address this global crisis, arguments asserting that 
regulations aimed at curbing the production or 
use of fossil fuels thwart an investor’s legitimate 
expectations are increasingly indefensible. Regu-
latory measures targeting fossil fuels as the root cause 
of climate change have been foreseeable for years, 
with investors having both actual and constructive 
knowledge of imminent regulatory changes.163 Major 
fossil fuel companies, cognizant of their role in 
contributing to climate change for decades, notwith-
standing industry endeavors to obfuscate the impact 
of their products on global warming,164 cannot 
assert ignorance. Policymakers have demonstrated a 
long-standing commitment to addressing the drivers 
of climate change, making it implausible for these 
companies to feign unawareness of the foreseeable 
regulatory responses to mitigate the adverse effects 
of fossil fuel activities.

Moreover, fossil fuel investments are exposed to 
a range of climate-related risks, encompassing 
physical risks, regulatory risks associated with 
the transition to a low-carbon economy, and the 
increasing liability risk stemming from the surge 
in climate litigation.165 Indeed, known fossil fuel 
reserves and related infrastructure, such as pipelines 
and power plants, are increasingly at risk of becom-
ing “stranded” assets166 due to government regulation 
(e.g., emissions reduction limits, carbon prices, coal 
phaseout, removal of fossil fuel subsidies), techno-
logical innovation (e.g., increasingly available and 
competitive alternative sources of energy), changes 
in societal norms and consumer behavior (e.g., 
increased use of electric vehicles), increased scrutiny 
and pressure from investors, as well as litigation (e.g., 
legal challenges resulting in court orders preventing 
pipeline construction in Indigenous territories). 
Investors have had actual or constructive notice of 
the inevitability of these measures.
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Like the assertion of a fundamental change in 
circumstances (see above), arguments and defenses 
related to investors’ legitimate expectations are 
highly fact-specific and context-dependent. The suc-
cess of any such claim or defenses against it will vary 
based on the specific timing of the investment and 
the impugned State action, as well as the conclusion 
of the IIA. 

While reforms to valuation provisions in IIAs can 
alter how compensation will be determined and 
mitigate the risks of excessive compensation awards 
and inconsistent treatment of claims (see 2.12.1), States 
can also challenge the calculation of compensation 
owed in individual cases when a judgment is issued in 
favor of the claimant. Specifically, States can question 
how valuation and damages have been approached in 
light of climate change considerations and the value 
of fossil fuel resources.167

IIAs are largely silent on valuation. If not, they 
usually refer to the fair market value of expropri-
ated assets without determining any applicable 
methodology.168 To fill this silence, tribunals often 
interpret compensation in light of the principle that 
“reparation must, as far as possible, wipe out all the 
consequences of the illegal act and reestablish the sit-
uation which would, in all probability, have existed 
if that act had not been committed.”169 They also 
often include future lost profits,170 which can open 
the door to controversial, contested, and arguably 
speculative projections about future earnings.

A myriad of factors influence the present value and 
anticipated future returns of fossil fuel investments. 
State actions aimed at diminishing dependence on 
fossil fuels are not likely to be the sole determinant 
of a fossil fuel project’s or company’s performance. 
Growing physical risks from climate impacts, tran-
sition risks from regulations and market shifts to 
other forms of energy, and climate litigation-related 
risks are reducing the profitability of fossil fuel 
investments.171 Changes in profitability include the 
deployment and growth of renewable energy offers 

Review the valuation of fossil fuel Review the valuation of fossil fuel 
assets and compensation owedassets and compensation owed

and demand or structural decline in demand for 
fossil fuels.172 Banks and investors are also moving 
away from fossil fuel-related investments, increasing 
the cost of capital for fossil fuel investors. There is 
a strong case to be made not only that losses stem 
from a variety of causes, but also that fossil fuel assets, 
far from being a source of profit in the future, risk 
becoming liabilities.

States could also argue that from any claimed 
compensation owed or asserted future earnings, the 
tribunal should deduct the myriad of often ignored 
or unpriced costs that fossil fuel production and use 
impose on the public in terms of environmental, 
health, and climate impacts, as well as future closure 
and cleanup liabilities and remediation costs. By put-
ting a present value on those externalized costs and 
accelerating those future liabilities, States can right-
size estimates of the value of fossil fuel investments 
and earnings. When responding to asserted damages 
claims from investors, States can and should mention 
those structural, societal, financial, and economic 
changes that impact fossil fuel companies.

Furthermore, when addressing claims regarding loss 
of projected future profits, particularly by investors 
in the oil, gas, or coal industry, future economic 
scenarios and demand projections must not assume 
business-as-usual fossil fuel production and use. At 
the bare minimum, estimations of future earnings 
cannot assume constant or growing demand for 
fossil fuel products or fossil fuel-based energy/feed-
stocks.173 States may question investors’ assumptions 
or estimates to push back against inflated claims by 
investors or minimize the “cost” of climate action to 
the State through ISDS.174 

States may also assert the necessity defense to 
respond to arguments alleging that measures that 
reduce reliance on fossil fuels breach IIA obliga-
tions. The necessity defense is part of international 
customary law and is codified under Article 25 of the 
International Law Commission draft articles on the 
Responsibility of States for Internationally Wrongful 
Acts (ILC Articles on State Responsibility).

Argue the necessity defenseArgue the necessity defense
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Multiple States have invoked the state of necessity 
in ISDS cases, especially in the wake of Argenti-
na’s socioeconomic and political crisis in the late 
1990s.175 The crisis led Argentina to take emergency 
measures that affected foreign investors.176 During 
this period, Argentina faced multiple ISDS claims.177

According to Article 25 of the ILC Articles on State 
Responsibility, States must prove that the measure (i) 
“is the only way for the State to safeguard an essential 
interest against a grave and imminent peril;” and (ii) 
“does not seriously impair an essential interest of the 
State or States towards which the obligation exists, 
or of the international community as a whole.”178 The 
interest of the State acting out of necessity must also 
outweigh all other considerations upon reasonable 
assessment of all competing interests.179 To prove 
that a particular action was the only way to protect 
an essential interest against a grave and immediate 
peril, the first step is to determine what constitutes 
an essential interest,180 which needs to be inter-
preted on a case-by-case basis and in light of specific 
circumstances and situations.181 Importantly, States 
can invoke the ecological state of necessity as the 
environment is an “essential interest of the State.”182

Fossil-fueled climate change has major impacts on 
human health, livelihoods, and life, as well as biodi-
versity and ecosystem integrity,183 which are essential 
interests of States. Those interests are in grave and 
immediate peril. In 2018, when the IPCC published 
its special report Global Warming of 1.5°C, tempera-
ture rise had reached 1°C above pre-industrial levels, 
and the world was already experiencing flooding 
from sea level rise, as well as heatwaves, droughts, 
hurricanes, and other forms of extreme weather that 
claim lives and destroy property and homes.184 In 
2022, when the IPCC published its latest report on 
the impacts of climate change, it warned that climate 
change was already causing “widespread adverse 
impacts and related losses and damages to nature 
and people” and severe loss and damage to human 
and natural systems including “irreversible impacts as 
natural and human systems are pushed beyond their 
ability to adapt.”185 Beyond their health impacts due 
to their contribution to climate change, fossil fuels 
are responsible for an estimated one in five premature 

deaths annually due to air pollution,186 chiefly the 
release of particulate matter (PM2.5). The World 
Health Organization (WHO) estimated that this 
form of pollution was linked to approximately 4.2 
million deaths in 2019.187

The imminent danger posed by climate change is 
escalating, with heightened warming intensifying 
threats to fundamental rights. Each incremental rise 
in temperature exacerbates the damage and hampers 
adaptive measures. Warming “of 1.5°C is not consid-
ered ‘safe’ for most nations, communities, ecosystems 
and sectors and poses significant risks to natural and 
human systems,”188 especially for “disadvantaged and 
vulnerable populations.”189 Surpassing this thresh-
old, even temporarily, would result in additional 
catastrophic and irreversible consequences.190 The 
cumulative effects of surpassing 1.5°C, coupled with 
diminishing resilience, pose a significant threat to 
human rights.191 Consequently, climate change is 
increasingly recognized as a pressing and imminent 
danger. Scholars additionally characterize climate 
change as a menace to national security and State 
sovereignty, further underscoring its immediate and 
perilous nature.192

It is not possible to protect such interests without 
reducing States’ reliance on fossil fuels. To prevent 
further climate change and further irreversible 
damage to both people and ecosystems, it is clear that 
reliance on fossil fuels needs to be ended promptly. 
Measures that rapidly reduce the dependence on 
fossil fuels are essential for the State to protect its 
population, security, and sovereignty.

ISDS tribunals tend to adopt a stringent interpre-
tation of the necessity defense.193 Tribunals may 
conclude that there are always alternative strategies 
to address different crises based on expert reports or 
comparative studies. However, as noted by Argentina 
in the Enron case, there will most likely always be an 
alternative, but this should not limit the possibility 
of proving a state of necessity.194

Moreover, the wording of Article 25 of the ILC Arti-
cles on State Responsibility requires that the measure 
“does not seriously impair an essential interest of the 
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State or States towards which the obligation exists, or 
of the international community as a whole.” While 
some parties would defend its importance, foreign 
investment protection for a fossil fuel project does 
not hold the same level of indispensability as the 
protection of fundamental rights, such as the right 
to life, health, and a healthy environment, which 
are prerequisites for the enjoyment of other rights 
and interests. Furthermore, the absence of concrete 
evidence demonstrating that the foreign investment 
protection regime consistently delivers its claimed 
benefits weakens any assertion that safeguarding this 
system is an essential State interest.195 Consequently, 
and depending on States’ circumstances, any argu-
ment asserting that regulating fossil fuels impairs 
the State’s essential interest in foreign investment 
protection may be difficult to substantiate.

States that are a party to an IIA but are not a party 
to a specific dispute may want to participate as 
a non-disputing State Party (NDSP) in a given 
arbitration case to clarify the interpretation of 
IIA obligations and commitments and potentially 
shape the dispute’s outcome.196 In recent years, 
tribunals have seen an increased number of States 
participating as NDSP in ISDS.197 By doing so, States 
participate in the protection of their interests and 
future actions and contribute to the development of 
a more robust body of tribunal treaty interpretation.

NDSPs can contribute their insights on interpreting 
the applicable IIA with the tribunal overseeing the 
dispute, primarily through NDSP Submissions. 
NDSP Submissions are useful tools that clarify IIAs’ 
text and ensure that tribunals interpret IIAs in accor-
dance with the intention and consent to which States 
Parties agreed. Those submissions can address IIA 
obligations and any provision discussed above, such 
as exception clauses, right-to-regulate or valuation 
provisions, or carveouts.

Such participation is allowed under numerous 
international treaties, including IIAs and arbitration 
rules.198 As an example, according to Article 5(1) 

3.2
 Potential Actions by 

Non-Disputing State Parties

of the 2014 UNCITRAL Rules on Transpar-
ency in Treaty-based Investor-State Arbitration 
(UNCITRAL Transparency Rules), “[t]he arbitral 
tribunal shall, subject to paragraph 4, allow, or, after 
consultation with the disputing parties, may invite, 
submissions on issues of treaty interpretation from 
a non-disputing Party to the treaty.” Similarly, pur-
suant to Rule 68(1) of the 2022 ICSID Arbitration 
Rules (previously Rule 37(2) of the 2006 ICSID 
Arbitration Rules), “[t]he Tribunal shall permit a 
Party to a treaty that is not a party to the dispute 
(“non-disputing Treaty Party”) to make a submission 
on the interpretation of the treaty at issue in the 
dispute and upon which consent to arbitration is 
based. The Tribunal may, after consulting with the 
parties, invite a non-disputing Treaty Party to make 
such a submission.” NDSP Submissions can also 
be conditioned. As an example, according to Rule 
68(2) of the 2022 ICSID Arbitration Rules, “[t]he 
tribunal shall ensure that non-disputing Treaty Party 
participation does not disrupt the proceeding or 
unduly burden or unfairly prejudice either party.”199  
To ensure this, the tribunal may impose conditions 
on the format, length, scope, or publication of the 
submission and set a deadline for the submission.200

States also possess the opportunity to strengthen 
collaboration on climate-related issues through alter-
native avenues, such as using interpretive statements 
(see above in 2.22.2) or by jointly agreeing to participate 
as NDSPs in investment treaty arbitration cases. 
This collaborative engagement may ensure that 
climate objectives and related obligations outlined 
in international climate agreements, human rights 
instruments, and environmental treaties are duly 
considered and respected within the proceedings of 
ISDS. It provides a platform for States to articulate 
their perspectives, offer expert insights on climate 
policies, and highlight environmental and public 
welfare implications. This proactive approach aligns 
with the broader global initiative to combat climate 
change and safeguard the environment and human 
rights. It emphasizes the significance of harmonizing 
investment protection with climate action, striving 
to strike a balance between environmental sustain-
ability and the resolution of ISDS. To be sure, such 
collaborative efforts, while valuable, come with 
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associated costs in terms of both financial resources 
and time commitments. Participating as an NDSP 
and engaging in investment treaty arbitration cases 
demands financial investments and resource allo-
cations to effectively present perspectives, provide 
insights, and contribute to integrating climate 
objectives within the proceedings.

Beyond the aforementioned arguments and tools, 
the active involvement and advocacy of non-State 
actors, including civil society organizations, think 
tanks, and other pertinent stakeholders, have 
emerged as central and effective in confronting the 
legitimacy challenges within the ISDS system. This 
engagement has played a crucial role in propelling 
ongoing international investment reforms and 
shaping contemporary practices, including by (i) 
raising concerning developments in the system, 
whether related to disputes or investment reforms; 
(ii) providing legal and technical analyses; (iii) 
increasing the visibility and accessibility of disputes 
to the public; or (iv) by submitting non-disputing 
parties (NDP) submissions. They also have raised 
attention to increasing incompatibilities between 
the investment law system and climate change 
action. This sentiment resonates with insights from 
an OECD working paper, underscoring that public 
opinion rejects the notion of private actors making 
decisions that impact the destiny of nations behind 
closed doors.201

ICSID Rules of Arbitration and certain provisions 
within investment treaties stipulate the authority of 
investment tribunals to consider NDP submissions 
in ISDS cases.202 NDP application conditions usually 
require that: (i) the submission assist the arbitration 
tribunal in the determination of a factual or legal issue 
related to the proceedings by bringing a perspective, 
particular knowledge, or insight that is different 
from that of the disputing parties; (ii) the submission 
address matters within the scope of the dispute (i.e., 
they are not able to introduce new issues);203 (iii) 
there is a public interest in the subject matter of the 
dispute;204 and (iv) the NDP can demonstrate a 
significant interest in the ISDS dispute.205

3.3
Potential Actions by Non-Parties

The majority of past ISDS cases where NDP have 
been involved touched upon some type of public 
interests, such as public health, environmental 
concerns, sustainable development, or the protec-
tion of cultural heritage, and have even involved 
communities that have been directly impacted by 
the investment project, or parties to parallel litiga-
tion proceedings. However, notwithstanding the 
clear public stake in the proceedings, tribunals are 
increasingly narrowing the interpretation of NDP 
admissibility conditions, making it very difficult for 
NDP submissions to be accepted.206

In the face of these increasingly strict standards for 
NDP participation, it is essential to recognize that 
NDPs often bring invaluable specialized knowledge 
and a distinctive public interest perspective to 
the proceedings. Their submissions can provide 
tribunals with a more profound understanding of 
complex issues, especially in cases involving affected 
communities, Indigenous rights, environmental, 
human rights, or public health considerations. This 
contribution elucidates the relevance and impact of 
investment disputes beyond the narrow confines of 
the applicable agreement and the investor’s economic 
interests. In so doing, NDPs play a pivotal role in fos-
tering a balanced consideration of arguments, intro-
ducing a broader range of viewpoints that may not be 
presented by the disputing parties alone. Ultimately, 
the involvement of NDPs in investment arbitration 
cases contributes to the transparency, accountability, 
and inclusiveness of the process, aligning it with 
broader societal values and expectations.

This toolkit is a living document that will be updated 
as legal precedent develops and facts evolve. The 
strategies and tools available above are neither 
exhaustive nor prescriptive. States and advocates 
navigating this space may find some arguments and 
avenues more appropriate or useful than others in 
certain cases or circumstances. Equipped with an 
understanding of available options to overcome 
ISDS barriers to climate action, readers can help 
accelerate the needed transition to a climate-safe, 
fossil-free future.

Conclusion
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