
C L I M A T E N O T E S
W O R L D    R E S O U R C E S   I N S T I T U T E C  L I M A T  E

E N E R G Y  &

P O L L U T I O N

P R O G R A M

10 G Street, NE

Washington, DC 20002

202.729.7728  Telephone

202.729.7610  Fax

http://www.wri.org/wri/

Printed on recycled paper

APRIL 2001

WILL INTERNATIONAL INVESTMENT RULES OBSTRUCT
CLIMATE PROTECTION POLICIES?
JACOB WERKSMAN, KEVIN A. BAUMERT AND NAVROZ K. DUBASH

Rules governing the global environment
and the international economy are cur-
rently decided in separate arenas. Yet,
environmental agreements can have
strong economic implications, particu-
larly with the growing use of market
mechanisms. Economic liberalization
rules, meanwhile, may limit the effec-
tiveness of environmental agreements.
This Climate Note assesses the poten-
tial interaction between one important
market-based environmental mecha-
nism—the Clean Development Mecha-
nism (CDM)—and the framework of in-
ternational investment law.

The Kyoto Protocol’s CDM will stimu-
late and govern the flow of
investment finance from in-
dustrialized to developing
countries for projects that re-
duce greenhouse gas emis-
sions. For investments to
generate internationally mar-
ketable emission credits, investors will
have to comply with the rules of the
CDM. At the same time, the wider body
of international law relating to invest-
ment flows across national boundaries
will also govern CDM investments.

In this Note, the authors argue that
there is potential for CDM rules to con-
flict with international investment law.

Yet, investment law, appropriately con-
structed, can also support the effective
functioning of the CDM. In either case,
close attention must be paid to these
areas of overlap. Specifically, we aim to
encourage the design of CDM rules that
fit the Kyoto Protocol Parties’ shared
objectives, in a manner that takes into
account existing international legal
frameworks. In addition, current and
future investment agreements must al-
low for legitimate circumstances in
which countries might depart from the
tenets of investment agreements by de-
ciding to take actions pursuant to multi-
lateral environmental agreements, such
as the Kyoto Protocol.

The price of incoherence in law appli-
cable to CDM investments may be high.
An effective CDM could result in bil-
lions of dollars of new investment flows
to sustainable development objectives
in the developing countries while pro-
moting climate protection.1  Moreover,
market mechanisms may become in-
creasingly popular instruments of inter-
national environmental policymaking.

As the first such mechanism to be
operationalized, the CDM is precedent-
setting, with implications for the future
of market-based international environ-
mental protection.

Now, while the CDM rules are still being
shaped, is a particularly opportune mo-
ment to explore the intersection between
multilateral environmental agreements
and investment law, because countries can
guard against conflict at the outset. Like-
wise, governments continue to undertake
ambitious investment liberalization ef-
forts, such as those under the Free Trade
Agreement of the Americas2  negotiations,
despite the notable collapse of the Multi-

lateral Agreement on Investment
(MAI) in 1998. (See Box 1.) To gain
credibility and public acceptance,
new agreements will need to ac-
commodate measures taken to pro-
mote public welfare, including en-
vironmental protection.

The first section of this Note identifies
the main provisions of the Clean De-
velopment Mechanism, focusing par-
ticularly on those aspects  that are likely
to entail government intervention in
investment activities. The second sec-
tion outlines the key provisions of the
existing patchwork of international in-
vestment agreements that cut across

There is potential for CDM rules to conflict

with international investment law.
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different sectors and countries. The
third section examines the potential for
measures taken in accordance with the
CDM to conflict with existing or
planned international investment laws.
The extent to which conflicts arise be-
tween the two systems will depend on
the future details of the CDM, the coun-
tries involved, the agreements appli-
cable, and other circumstances of the
investment. We conclude with a sum-
mary of findings and recommendations.

I.  THE CDM AND THE

POTENTIAL FOREIGN INVESTOR

The CDM has the potential to channel
capital toward more environmentally

sustainable outcomes by rewarding cli-
mate-friendly investments. Industrial-
ized (Annex I) countries that invest in
climate-friendly projects in developing
(non-Annex I) countries would receive
emission credits to offset their commit-
ments to reduce greenhouse gas emis-
sions. If designed properly, the CDM
could become an important element of
the broader effort to prevent dangerous
human-induced climate change.

Under Article 12 of the Kyoto Protocol,
these projects are intended to promote
the CDM’s two main objectives: assist
non-Annex I Parties in achieving sus-
tainable development; and assist An-
nex I Parties in meeting their commit-

ments by generating emission credits.
Creating a market mechanism that
promotes these dual goals will require
active regulatory intervention and ap-
proval by governments and Kyoto Pro-
tocol bodies. Several of the most im-
portant interventions are described in
this section. Because the CDM is only
one element within a broader policy
framework elaborated in the Kyoto
Protocol, the regulatory intervention
and oversight, described below, are
necessary to promote the environmen-
tal credibility not just of the CDM but
of the Protocol as a whole.

The Rise and Fall of the Multilateral Agreement on InvestmentBox 1

Among the many recent efforts to liber-
alize international investment flows, none
has received more attention than the Mul-
tilateral Agreement on Investment (MAI).
The primary objective of the MAI was to
liberalize flows of foreign direct invest-
ment and provide a stable, predictable
regulatory environment for investors. It
was believed that this could best be
achieved through a common international
framework covering “high standard” in-
vestment rules. Such an agreement even-
tually proved unworkable and talks were
officially aborted in December 1998,
three years after their initiation within the
Organisation for Economic Cooperation
and Development (OECD).

Although it is difficult to know exactly why
the MAI failed, we can cite two main rea-
sons. First, negotiators found it impossible
to agree on key substantive issues. In im-
portant areas—such as dispute settlement,
privatization measures, expropriation, in-
vestment incentives, and performance re-
quirements—the MAI represented a sig-
nificant “leap” in favor of investor rights
beyond those provisions commonly found

in other international investment agreements.
Provisions for environmental and social stan-
dards in the agreement formed a further sub-
stantive topic of disagreement, as did the many
exemptions countries sought. These substantive
issues suggest that, despite the aim of the talks,
governments placed a high premium on main-
taining the discretion to regulate investment.

The second explanation for the collapse of
the talks is the surge of public opposition to
the MAI led by nongovernmental organiza-
tions (NGOs). NGOs throughout the world,
often well connected through digital tech-
nologies, were able to transform the MAI
from what its proponents viewed as a largely
technical exercise into a highly controversial
political affair. NGOs and public interest
groups were deeply concerned with the in-
crease in rights granted to corporations, and
the absence of appropriate countervailing
obligations in such areas as environmental
protection, cultural safeguards, and labor
rights. Groups also objected vehemently to
some procedural aspects of the negotiations,
as talks were largely behind closed doors with
little input from, and output to, the public
interest community. For some environmen-

tal and human rights groups, and others
with diverse interests, opposing the MAI
became the cause célèbre within a broader
backlash against globalization.

The fact that the treaty, intended to be a
global instrument, was formulated largely
by the industrialized countries, was
grounds for further procedural objections
from some governments and NGOs. From
the outset of the talks, it was clearly envi-
sioned that the MAI would be a free-stand-
ing international treaty, open to accession
by any country. However, only a handful
of developing countries that obtained “ob-
server” status to the OECD talks were able
to raise their concerns. The substantive
difficulties of the talks combined with a
broad and unexpected public opposition,
made political support for the MAI ulti-
mately untenable for many governments.

Sources: See Lessons from the MAI,
UNCTAD Series on issues in international in-
vestment agreements (New York and Geneva:
United Nations, 1999), and D. Henderson, The
MAI Affair: A Story and its Lessons (London:
Royal Institute for International Affairs, 1999).
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Eligibility for Participation
Prior to the initiation of a CDM
project, rules may determine the eli-
gibility of a country, private entities
within countries, and specific project
types on the basis of a positive or nega-
tive list of activities or technologies.
One category of eligibility require-
ments will address the right of a coun-
try to invest in, or to host, a CDM
project. Eligibility to host a project,
as established in the Kyoto Protocol,
will be open only to developing, non-
Annex I Parties. Host and investor
country eligibility will also be contin-
gent upon ratification of the Kyoto
Protocol. In other words, non-Parties
will likely be ineligible. In addition,
participation may also be conditional
upon successfully implementing other
international obligations called for
under the Kyoto Protocol or the U.N.
Framework Convention on Climate
Change (UNFCCC), such as national
reporting obligations. Other eligibility
requirements may address the right of
private entities to participate in CDM
projects. Here, national governments
will retain the right to establish partici-
pation requirements and approval pro-
cedures for nonstate actors.3

A final category of eligibility require-
ments may relate to project types. Eligi-
bility of certain technologies or sectors
may be explicitly included or excluded,
either by the Protocol Parties collec-
tively, or by individual Parties acting
unilaterally on behalf of themselves and
their private entities. Nuclear, large hy-
dro, coal, or forestry projects, for ex-
ample, could face eligibility restrictions.

National Sustainable
Development Criteria
The Kyoto Protocol requires that non-
Annex I Parties “benefit from [CDM]
project activities” and that the mecha-
nism contribute to “achieving sustain-
able development” in developing coun-
tries. In response to similar guidelines
under the Activities Implemented
Jointly (AIJ) pilot phase, some host and
investor country governments have de-
veloped national criteria for sustainable
development for use in the project ap-
proval process. Box 2 shows sustainable
development and other investment
screens employed by various countries
under the AIJ pilot phase or envisioned
for the CDM. Project acceptance by the
host or investor government is usually
conditional upon satisfying some or all
of the criteria that a country elaborates.
(See discussion below.)

Government Approval
The Kyoto Protocol establishes that CDM
participation is voluntary. Thus, projects
must receive the formal consent of par-
ticipating governments. This consent re-
quirement, combined with the sustainable
development provision discussed above,

allows host governments to screen pro-
spective CDM investments according to
many different criteria, including technol-
ogy, project type, or sector.

Additionality and Baselines
CDM credits will, in effect, allow Annex
I Parties to increase their emissions above
their stated Protocol obligations.4  Thus,
credits granted from activities that do not
verifiably create emission reductions will
result in a net increase in global green-
house gas emissions. To address this, the
Kyoto Protocol requires that CDM
projects generate emission reductions
“additional to any that would occur in the
absence of the project activity.”5

To guard against the crediting of non-
additional activities, project develop-
ers—possibly in conjunction with the
host country government—will develop
a reference case, or baseline, for a
project activity, which quantitatively ex-
presses “what would have occurred in
the absence of the project activity.” The
difference between the project’s actual
emissions and the baseline will largely
determine how many emission credits
the project generates.

Indicative List of National Sustainable Development
Criteria

Box 2

• Limit CDM activities to priority sec-
tors, such as renewable energy or en-
ergy efficiency.

• Ensure project activities deliver local
environmental benefits.

• Directly or indirectly enhance local
employment.

• Transfer advanced technology or mod-
ern production processes.

• Protect biological diversity.

• Contribute to training and enhancing
local capacity.

• Fulfill requirements for environmental,
social, and economic impact assessment.

• Purchase local goods or services.

• Do not increase the debt burden.

Sources: UNFCCC. National programmes for
activities implemented jointly under the pilot
phase. Available online at http://www.unfccc.de/
program/aij/aij_np.html.
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Decisions regarding the acceptability of
a project’s baseline are likely to involve
the oversight of an independent body.
(See discussion below.)6  Host country ap-
proval of the project may be conditional
upon the acceptability of the baseline, as
judged by the host government. Accord-
ing to the views of many Parties, baselines
may be subject to periodic revision dur-
ing the lifetime of a CDM project.7

The CDM Project Cycle and
Institutions
CDM projects are expected to pass
through a set of common stages, begin-
ning with the initial project idea, then
flowing through implementation, and
ending with periodic issuance of cred-
its. Figure 1 presents the general steps
within this project cycle.8

Step 1 of the cycle entails project design
and development. The project developer
will need to conduct feasibility and
baseline studies, and obtain government
approval for the project.

The subsequent steps shown in Figure
1 are the core regulatory requirements
that are envisioned for CDM.9  Before
a project is implemented, an indepen-
dent third party must validate it to en-
sure that the project meets all require-
ments for CDM projects decided by the
Parties, such as a valid baseline. This
step could be followed by registration
with the CDM Executive Board—an
institution created by the Kyoto Proto-
col that is charged with supervising the
mechanism. Next, during implementa-
tion, project participants must monitor
the performance of the project in a
transparent and verifiable fashion. Fi-
nally, all projects must have their
claimed emission reductions indepen-
dently verified before credits are issued.

Individual CDM Project
Agreements
In addition to any international invest-
ment agreements, discussed below, in-
dividual project agreements are likely
to govern the legal relationship between
the host and a foreign investor. These
contracts, which may involve a range of
actors, will set out the parties’ obliga-
tions to ensure the project’s perfor-
mance. In the case of CDM projects,
these contracts will spell out the terms
upon which the credits resulting from
the project will be transferred or shared
between the host government and the
investor. This specific agreement could
complement or, in some circumstances,
override the requirements of any inter-
national investment agreements that
may be in force between home and host
governments. On a case-by-case basis,

investor and host can agree on specific
conditions for the investment, the laws
applicable to the contractual relation-
ship, and the forum for resolving any
disputes that might arise.

The terms of these individual project
agreements will be essential for predict-
ability and stability in the relationship
between investors and hosts. Well-nego-
tiated agreements, expressed in clear
terms, can set out each participant’s le-
gitimate expectations and prevent dis-
putes from arising. Negotiators within
the Kyoto Protocol process have not yet
decided whether such contracts should
be required under CDM rules and
whether the terms of such contracts
should be harmonized in whole or in part
at the international level. In any case,
given the importance of project agree-

CDM Project CycleFigure 1

Validation
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•CDM Executive Board

•Independent Third Party
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•Project Operators

Verification /
Certification
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Government Approval •National Governments

Registration

•CDM Executive Board

•Independent Third Party

Source : World Resources Institute
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ments, Parties will need to address the
differing negotiating capacity between
industrialized and developing countries.
The legal expertise and experience of
foreign investors could lead to inequi-
table sharing of benefits between par-
ticipants.10

II. A PRIMER ON INTERNA-
TIONAL INVESTMENT LAW

International investment law has its
source both in customary international
law (as reflected in state practice) and
treaty law. International investment rules
are extremely diverse in their specificity
and legal character. They range from bi-
lateral “high standard” investor protec-

tion treaties that extend broad substan-
tive and procedural rights to foreign in-
vestors, to the common denominator of
an “international minimum standard” re-
flected in customary international law
that, at least in theory, binds all states.
Because debate over the content of a
customary “international minimum stan-
dard” has been extremely politicized and
has never formally been resolved, this
analysis will focus on the treaty law stan-
dards, as embodied in international in-
vestment agreements (IIAs).

The bulk of investment treaty law is
contained in the over 1,700 bilateral
investment treaties (BITs) now in force,
most of which exist between industrial-

ized and developing countries.11  Re-
gional economic integration organiza-
tions (such as the European Union), free
trade agreements (such as the North
American Free Trade Agreement,
[NAFTA]), and other regional agree-
ments also have provisions that protect
foreign investors from discriminatory
treatment. Finally, several agreements
under the World Trade Organization
(WTO)—such as the Agreement on
Trade-Related Investment Measures
(TRIMs) and the General Agreement on
Trade in Services (GATS)—discipline
the treatment of foreign products, ser-
vices, and service providers. As noted
earlier, efforts to conclude a compre-
hensive Multilateral Agreement on In-

The Landscape of International Investment AgreementsBox 3

Although no single global investment
framework yet exists, there is an extensive
and growing set of bilateral, regional,
multilateral, and other legal instruments
governing foreign direct investment.
These instruments consist of many differ-
ent kinds of rules and vary with respect to
geographic scope, structure, coverage, and
strength. Several categories of investment
agreements are summarized below.

Bilateral Investment Treaties (BITs).
More than three-fourths of the over 1,700
BITs now in force were negotiated since
1990. Investment liberalization commit-
ments in BITs often proceed along sched-
ules and timetables and are restricted in
coverage to a positive or negative list of
sectors. While many BITs contain common
elements, their provisions are tailored to
the needs and circumstances of the two
countries. Nearly half of the BITs in force
exist between industrialized or transitional
economies and developing countries.

Regional Agreements. Although very
different in purpose and scope, many re-

gional agreements—such as the European
Union, NAFTA (in North America),
MERCOSUR (South America), the Frame-
work Agreement on the ASEAN Investment
Area (Southeast Asia), and others—routinely
contain provisions for investment liberaliza-
tion. The Free Trade Agreement of the Ameri-
cas, under negotiation among 34 countries
since 1994, also contains extensive draft in-
vestment liberalization provisions.

Multilateral Agreements. Several existing
multilateral agreements, which focus on issues
broader than investment, contain provisions
for foreign direct investment. The most promi-
nent are several World Trade Organization
agreements, including the Agreement on
Trade-Related Investment Measures
(TRIMs), the Agreement on Trade-Related
Aspects of Intellectual Property (TRIPs), and
the General Agreement on Trade in Services
(GATS).

Non-Binding Investment Standards.
In addition to legally binding instruments,
“soft” law promulgated by international or-
ganizations is important to the interna-

tional investment framework. The most
important in this category include the
OECD Guidelines for Multinational En-
terprises, revised in June 2000, and the
World Bank’s Guidelines for the Treat-
ment of Foreign Direct Investment. Al-
though not legally binding, standards of
this sort may influence the practices of
international organizations and the poli-
cies of their member states, while also
laying the groundwork for future bind-
ing rules.

Sources: UNCTAD, Trends in International
Investment Agreements: An Overview (New
York and Geneva: United Nations, 1999).
UNCTAD, World Investment Report 1999:
Foreign Direct Investment and the Challenge
of Development (New York and Geneva: United
Nations, 1999).

Acronyms: ASEAN: Association of Southeast
Asian Nations. MERCOSUR: Mercado Común
del Sur (Common Market of the South).
NAFTA: North American Free Trade Agree-
ment. OECD: Organisation for Economic Co-
operation and Development.
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vestment (MAI) were undertaken un-
successfully under the auspices of the
OECD from 1995 to 1998. Box 3 con-
tains a summary of major IIAs.

Many key elements of IIAs—such as their
expanding scope of coverage, nondis-
criminatory treatment of inves-
tors, and prohibitions on perfor-
mance requirements—are aimed
at the liberalization of foreign
investment. Such measures are
expected to promote invest-
ment flows by removing market
barriers and distortions, and allowing in-
vestors and investments to operate more
efficiently. Other features—namely
those that address expropriation, com-
pensation, and settlement of disputes—
are aimed at protecting investors from
host governments’ actions that harm in-
vestor interests. These measures are in-
tended to increase investor certainty,
promote confidence, and reduce risks,
thereby promoting foreign direct invest-
ment. Together, these provisions, exam-
ined in this section, comprise the main
elements found in existing IIAs and the
draft MAI.

Coverage and Scope
A threshold issue for the analysis of any
IIA is the scope of investment-related
activities it covers. A “high standard”
IIA, such as the draft MAI, might take
a top-down approach to liberalizing in-
vestment rules. In such an agreement,
the negotiations begin with the assump-
tion that the IIA’s rules cover all eco-
nomic sectors and all investment-re-
lated measures. In the course of the
negotiations, countries that wish to pre-
serve their sovereign discretion to make
distinctions between foreign and do-
mestic investors must specify measures
or sectors of their economy that they

want to shield from IIA disciplines.
These exceptions would then be for-
mally lodged with other Parties as coun-
try-specific exceptions. The exceptions
might then be subject to “stand still”
requirements that discourage Parties
from adding to their exceptions or “roll

back” requirements that place pressure
on Parties to gradually reduce these
exceptions over time.

In addition to such specific exceptions,
IIAs typically provide for general excep-
tions that allow a host country to take
measures that might otherwise violate
the IIA on the basis of overriding policy
objectives, including the protection of
human health or the environment. Most
BITs do not provide for general excep-
tions or do so only to permit measures
necessary for the maintenance of pub-
lic order or for reasons of national or
international security.12  General excep-
tions relating to health and the environ-
ment were, however, proposed for the
draft MAI and exist in international
trade agreements, such as the General
Agreement on Tariffs and Trade
(GATT),13  the General Agreement on
Trade in Services (GATS),14  and
NAFTA.15

The scope of an IIA will also vary on
whether it covers both the pre- and the
post-establishment phases of investment.
The majority of existing bilateral and
regional investment regimes impose dis-
ciplines on host countries only after they
have made the initial decision to allow a

foreign investor to establish its commer-
cial presence (i.e., post-establishment).16

High standard IIAs, such as the draft
MAI, would limit the extent to which host
governments could screen foreign inves-
tors prior to their establishing an invest-
ment presence (i.e., pre-establishment).

Finally, the definition of the
term investment that appears in
an IIA is not a neutral concept—
it forms part of an agreement’s
substantive content by deter-
mining the scope of activity it

will regulate. The term “investment” in
the draft MAI, for example, covered ev-
ery kind of asset owned or controlled di-
rectly or indirectly by an investor, includ-
ing the following: intangible assets; state
authorizations or licenses; claims to
money; and all kinds of contractual rights.
Agreements can also define an investment
to include the commercial expectations
derived from that investment.

Nondiscriminatory Treatment
Nondiscriminatory treatment of inves-
tors on the basis of their nationality is a
bedrock principle of IIAs. Two stan-
dards of treatment, which are also re-
flected in trade liberalization agree-
ments such as the GATT, form the basis
of this principle. First, the national
treatment standard requires the host
government to extend the same or bet-
ter treatment to foreign investors and
investments as they extend to domestic
investors and investments. Second, the
most favored nation standard requires
the host to treat all foreign investors
equally, regardless of country of origin.

An IIA may, however, go beyond direct
discrimination and prohibit domestic
measures that are neutral as to the citi-
zenship of the investor, but that have the

IIAs are aimed at liberalizing foreign invest-

ment and protecting investors from host

governments’ actions that harm investor

interests.
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effect of discriminating against foreign
investors. High standard IIAs are likely
to prohibit such indirect discrimination.

National treatment and most favored
nation are relative standards of treat-
ment, in that they prohibit discrimina-
tion against foreign investors in relation
to either domestic or other foreign in-
vestors. Generally, IIAs also protect for-
eign investment through absolute stan-
dards of treatment, which typi-
cally demand that foreign inves-
tors are not treated below a mini-
mum standard, usually requiring
“fair” or “equitable” treatment
and prohibiting “arbitrary” or
“unjustifiable” treatment.

Prohibitions on Performance
Requirements
An IIA may restrict the extent to which
governments can screen foreign inves-
tors by requiring investors to meet cer-
tain standards or conditions known as
performance requirements. Perhaps the
most significant IIA in force restricting
performance requirements is the
TRIMs Agreement under the WTO,
which prohibits host countries from
maintaining investment-related mea-
sures that restrict the trade in goods or
discriminate against imported goods.
Under the TRIMs Agreement, foreign
investors could challenge measures that
require them to hire locally, export a
percentage of the goods they produce,
or use a specified amount of domesti-
cally produced components.

Expropriation and Compensation
Investment agreements provide rules on
other kinds of treatment of foreign in-
vestors by host governments, such as
expropriation (i.e., the government “tak-
ing” of private property). IIAs can pro-

tect an investor from nationalization,
nullification of state contracts, or other
actions by a host government that result
in loss of property. The manner in which
an IIA defines expropriation (and “in-
vestment”) will determine the extent of
a foreign investor’s grounds for challeng-
ing an environmental measure. As with
national treatment and most favored
nation standards, high standard IIAs may
define expropriation broadly to include

not just the direct taking of an invest-
ment, but also indirect takings, includ-
ing “measures having equivalent effect”
of expropriation. Such a broad definition
is intended to cover so-called “creeping
expropriation” or “regulatory takings,”
whereby government taxation or regu-
lations, short of a direct taking, may di-
minish the value of an investment.

In circumstances where investments
were expropriated, foreign investors
would, under most IIAs, be entitled to
compensation from the host govern-
ment. IIAs vary in terms of the formula
by which this entitlement to compensa-
tion is calculated. High standard IIAs
typically require expropriating govern-
ments to pay “prompt, adequate and ef-
fective” compensation.17

Dispute Resolution
Finally, IIAs are only as effective as the
rules and procedures that are available
to enforce them.  Most agreements an-
ticipate the possibility of disputes be-
tween Parties, and between investors
and host governments. As with all in-

ternational legal agreements, IIAs rely
first and foremost on the good faith and
diplomacy of state Parties to resolve dis-
putes between states, including those
involving the “diplomatic protection” of
a foreign investor by its home govern-
ment. “High standard” IIAs will also
provide for compulsory third-party ar-
bitration, should diplomacy fail.

The draft MAI, NAFTA, and an increas-
ing number of BITs allow for-
eign investors to take the host
government directly to binding
arbitration. Under NAFTA’s in-
vestment provisions, for ex-
ample, 13 known cases have
been initiated, 8 of which have

an environmental component.18  IIAs
that do provide for this controversial in-
vestor-to-state arbitration procedure will
vary as to whether the investor must first
exhaust the local remedies of the host
country’s court system and whether the
host country must explicitly consent to
the arbitration before any particular
claim can move forward. Most IIAs do
not establish their own institutions for
the settlement of disputes, but instead
rely upon the services of the Interna-
tional Center for the Settlement of In-
vestment Disputes (ICSID) or for ad hoc
arbitration in accordance with the U.N.
Commission on International Trade Law
(UNCITRAL) rules.19

III. POTENTIAL INTERACTION

BETWEEN THE CDM AND

INTERNATIONAL INVESTMENT

LAW

Focusing on the high standard IIA pro-
visions outlined above, this section ex-
amines the potential for investment
rules to interact or conflict with mea-
sures taken pursuant to the CDM. It is

The draft MAI, NAFTA, and an increasing

number of BITs allow foreign investors to

take the host government directly to

binding arbitration.
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important to not overstate the likelihood
that disputes will actually occur on the
basis of conflicts identified. CDM
projects have not yet begun, decisions
have not been finalized, and most inter-
national investment rules that are con-
templated or in existence have not been
thoroughly tested through dispute reso-
lution processes.

Generally, disputes that raise conflicts
among two or more applicable
international treaties are re-
solved through the customary
rules of treaty interpretation.
These rules, reflected in the
Vienna Convention on the Law
of Treaties, assess the parties’
intent as to which of the conflict-
ing rules should prevail in a given circum-
stance. This intent can be reflected ex-
plicitly through a provision in a treaty that
indicates which treaty shall prevail, or
the preference can be inferred implic-
itly by favoring the more recent treaty
or the treaty that is more specific.

Further interpretative challenges may
arise from a conflict between an IIA and
the CDM. For example, was the con-
flicting CDM-based measure required
by the Protocol’s rules (and thus agreed
to by all the Protocol Parties, and thus
the parties to the IIA)? Or is the mea-
sure one that a country has unilaterally
determined to be necessary for its ef-
fective implementation of the CDM?
Again, the more precise the Parties are
in collectively endorsing a measure, the
more likely it will be that the measure
survives an IIA-based challenge.

To promote the security and the predict-
ability necessary for the success of the
CDM, and for international investment
more generally, this Note recommends

that the Protocol Parties are explicit in
their preference that CDM rules prevail
and are as specific as possible in their
articulation and collective approval of
those rules.

Coverage and Scope
The coverage and scope of the CDM
and IIAs are certain to overlap. The
project cycle outlined in Section I sug-
gests at least three categories of foreign

investor whose interests could be af-
fected by the CDM:

· Investors in CDM-related projects;

· Investors in emission credits from
CDM projects; and

· Investors in project cycle-related
services.

These categories—CDM projects, cred-
its, and project services—could fall un-
der various definitions of “investment.”
BITs increasingly use the phrase “every
kind of asset” to describe the intended
breadth of their coverage. Some provide
a broad and illustrative list of the types
of assets they intend to include.

Without doubt, CDM projects them-
selves, to the extent they are owned in
whole or in part by a foreign investor,
would be considered “investments”
within the meaning of IIAs. Broader IIAs
will expressly include “contractual
rights” and “returns on investment.”20

Some IIAs also make explicit reference

to licenses or permits in their definition
of investment.21  The credits resulting
from project activities are likely to fall
under these types of definitions. A li-
cense to provide CDM services as an in-
dependent third party “verifier” would,
once issued, become an asset protected
by such an IIA.22

As has been indicated, most IIAs do not
create an unconditional right of estab-

lishment or entry for foreign in-
vestors.23  However, where high
standard IIAs are in force be-
tween host and home countries,
the host country may be re-
quired to offer nondiscrimina-
tory access to foreign investors
from states that are party to the

IIA. If interpreted to provide a foreign
investor with an unqualified “right to es-
tablishment,” this obligation could
short-circuit the CDM’s expectation that
host governments “voluntarily” approve
each project.

Direct Discrimination
Prohibiting discrimination between
countries, in the form of the national
treatment and most favored nation stan-
dards, is common and central to all IIAs.
This approach to investors and invest-
ments on the basis of their country of
origin is potentially problematic in the
context of the Kyoto Protocol. A funda-
mental principle of the Protocol is the
differential treatment of countries,
based on such factors as level of eco-
nomic development and historical
greenhouse gas emissions. This prin-
ciple is most clearly elaborated in the
1992 Climate Convention:

The Parties should protect the cli-
mate system for the benefit of
present and future generations of

A fundamental principle of the Kyoto Protocol is

the differential treatment of countries, based on

such factors as level of economic development

and historical greenhouse gas emissions.
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humankind, on the basis of equity
and in accordance with their com-
mon but differentiated responsibili-
ties and respective capabilities.24

Thus, in the Kyoto Protocol context,
goals of equity are actually pursued by
treating countries differently on the
basis of their varying national circum-
stances. A potential for conflict with an
IIA may arise if a Party hosting a CDM
project is encouraged or required by the
Protocol to expressly discriminate be-
tween investors on the basis of their
nationality and the status of their home
country. CDM rules could directly dis-
criminate between investors on the ba-
sis of their nationality in at least the fol-
lowing five ways.25

i. Party versus Non-Party. Although not
explicit in the Kyoto Protocol, most con-
ceptions of the CDM would probably not
allow investors from countries not Party
to the Protocol, or at the very least, those
not Party to the Convention26  to partici-
pate in the generation and sale of CDM
credits. A rule barring non-Party partici-
pation would be justified for enforcement
reasons, as a non-Party host country could
not be expected to make its investors com-
ply with CDM rules. Moreover, this rule
would give potential host countries an
incentive to join the Protocol.27  It could,
however, run counter to nondiscrimina-
tory standards of treatment.

ii. Complying versus Noncomplying Par-
ties. The Protocol Parties may wish to
condition an investor’s eligibility to par-
ticipate in CDM activities on the basis
of whether its home country is currently
in compliance with Protocol commit-
ments. Such rules could be applied either
at the pre-establishment phase (to ban the
participation of companies from noncom-

plying Parties in CDM project activities);
or it could be applied at any time during
the project cycle to invalidate a project
activity or an emission credit.

Article 6 of the Protocol (Joint Imple-
mentation, or JI) appears to set a prece-
dent by suspending an Annex I Party’s
right to use emission credits towards its
treaty obligations, if the compliance of
either the investor or the host state is in
dispute.28  Protocol Parties are consider-
ing a similar rule for CDM project ac-
tivities.29  Would a host developing coun-
try be justified in refusing investment,
or halting an existing investment, from a
noncomplying Party on the grounds that
the emission credits were in jeopardy?

However, this discrimination, although
linked to the investor’s national origin,
is based upon the risk associated with
the project. In other words, through the
application of the CDM rules, the in-
vestment in question is no longer “like”
a competing investment from a comply-
ing Party: thus, the rule prohibiting dis-
crimination would not apply. It may also
be argued that a Party to the Protocol
that has authorized the use of such sanc-
tions would be unlikely to invoke an IIA
to challenge such a sanction when it is
applied against one of its investors.
However, investor-state dispute settle-
ment procedures may allow the inves-
tor, who may not be concerned with the
niceties of international legal obliga-
tions, to challenge a measure, even if
its government feels otherwise. Al-
though such a challenge would likely be
rejected by a tribunal, the mere threat
of litigation can be sufficient to “chill”
legitimate government regulation.

iii. Foreign Investors from Annex I ver-
sus Foreign Investors from Non-Annex

I Parties.  It is unclear from Article 12
of the Kyoto Protocol whether foreign
investors from non-Annex I Parties
would be entitled to participate in any
or all CDM activities. In other words,
would a company from a non-Annex I
Party be able to invest in a credit gen-
erating CDM project in another non-
Annex I Party? Or is such investment
only open to Annex I companies?

The Protocol Parties are currently un-
decided on this question.30  Participation
in the CDM might be considered an
opportunity that is granted exclusively
to countries (and their companies) that
have committed to other obligations
under the Protocol, such as the emis-
sion caps agreed to by Annex I Parties.
Such a rule would discriminate directly
against non-Annex I Parties and inves-
tors within those countries, who may
demand access to project types that are
eligible for the CDM, raising the poten-
tial of a conflict with an IIA. Box 4 illus-
trates such a potential scenario.

Such bars on CDM participation, in ei-
ther CDM projects or in the ownership
of credits, would be largely unenforce-
able, because companies could establish
superficial joint ventures with Annex I-
based entities. Although barring such
participation might be justified on the
grounds set out above, the same ratio-
nale would not justify prohibiting the
participation of non-Annex I investors in
the provision of other CDM-related ser-
vices, such as project certification per-
formed by independent third parties.

iv.  Foreign versus Domestic Investor. As
noted above, limiting CDM participation
to Annex I Parties and their companies
would prevent developing countries
from implementing CDM projects “uni-
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laterally,” i.e., without the involvement
of a foreign investor.31  Prohibiting uni-
lateral CDM, however, would discrimi-
nate in favor of foreign investors, and
thus would not conflict with IIAs.

If unilateral CDM investment were al-
lowed, it might create additional incen-
tives for host governments to limit or
bar foreign investors from CDM
projects. To promote an endogenous,
climate-friendly technology in a particu-
lar sector, a host country might decide
to keep these sectors domestic, at least
until the domestic investment sector
was prepared to compete with foreign
rivals. Similarly, non-Annex I Parties
wishing to promote land-use projects,
but anxious to prevent foreign investors
from owning large tracts of real estate,
might use unilateral investment as a
means of profiting from the sale of cred-
its, while barring direct foreign invest-
ment. Because these measures would
afford better treatment to domestic in-
vestors, they would be contrary to the
national treatment standard and could
run counter to the provisions of an IIA.

v. Discrimination and the Trade in CDM
Credits.  The four examples of potential
direct discrimination described above
apply chiefly to CDM project invest-
ments, such as land, physical plant, and
capital associated with a project. Direct
discrimination could also extend to in-
ternational trade in CDM credits. Do-
mestic laws within Annex I Parties, for
example, might discriminate in their rec-
ognition of CDM credits on the basis of
the country of origin or project type, such
as nuclear energy or large dams. Recent
CDM negotiations suggest that Annex I
Parties might be encouraged, or even re-
quired, to discriminate along such lines.32

Such discrimination, however, would
not violate even high standard invest-
ment agreements. IIAs cover invest-
ments only in the domestic context of
the host country and do not extend to
the international trade aspect of CDM
credits. Thus, even if Protocol rules re-
sult in controversial credits, an indus-
trialized country could unilaterally ban
their use domestically. Similarly, as an
international treaty that runs between

states, the Kyoto Protocol and whatever
rules adopted under the CDM cannot
grant rights directly or indirectly to pri-
vate companies to buy, sell, hold, or re-
deem credits. Such rights are created
only under domestic legislation of An-
nex I countries. Thus, one country
should be able to choose whether or not
to accept certain types of CDM credits
on the basis of any number of criteria,
such as those mentioned above.

Indirect Discrimination
The indirect discrimination provisions
of some IIAs may provide a basis for a
claim that a CDM regulation in a host
country—prohibiting nuclear power
projects for example—indirectly dis-
criminates against investors from those
countries that exported such technolo-
gies. IIA rules may provide a basis for
challenging such a rule, if a foreign in-
vestor can establish that the host coun-
try was treating its investment less fa-
vorably than a “like” domestic invest-
ment or investor or a “like” foreign in-
vestment or investor from another coun-
try. The dispute would turn on argu-
ments as to whether the activity of pro-
viding energy services via nuclear power
was “like” providing the same energy
through other sources. There is cur-
rently little in state practice that can
help predict how an arbitrator might
determine the scope of the term “like”
in this context. The experiences of the
GATT/WTO regime, however, do not
bode well for an interpretation of “like”
that allows for discrimination on the
basis of environmental criteria.33

Prohibitions on Performance
Requirements
The Kyoto Protocol provides that CDM
project activities should assist develop-
ing countries in achieving sustainable

Direct Discrimination: Foreign Investors from Annex I
versus Non-Annex I Parties

Box 4

The government issues a public tender for
an electric power project in Malaysia, a
non-Annex I Party. Two companies bid on
the project, one from South Korea (non-
Annex I) and another from Japan (Annex
I). Under a scenario whereby CDM invest-
ment is limited to Annex I Parties and en-
tities, only the Japanese company would be
able to generate credits from the project.
This could affect the relative commercial
attractiveness of the two bids, giving the
Japanese company an advantage and dis-
criminating against the South Korean com-
pany. Under a high standard IIA that cov-
ers the relevant countries and sectors, the
South Korean company may have a valid

claim against host country CDM regula-
tions (which are consistent with interna-
tional CDM rules), as the Japanese com-
pany was accorded more favorable treat-
ment by the host, violating the most fa-
vored nation standard of treatment.

Some argue that a non-Annex I investor
without emissions reduction commitments
of its own, would have no incentive to in-
vest in CDM projects. However, if CDM
credits are fully tradable, an investor with-
out commitments of its own may see the
potential rewards in generating and hold-
ing credits to sell to the highest bidder.
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development and should promote real,
measurable, and long-term benefits. As
noted in Section I, such criteria applied
by a host country could require a CDM
project activity to use locally produced
goods or services, build domestic capac-
ity by employing local citizens, or require
the transfer of technology to a local firm.
Such requirements, to the extent that
they affect the import or export of prod-
ucts, could run afoul of IIAs, including
the WTO’s TRIMs Agreement. Similarly,
under a high standard IIA, such as that
contemplated in the MAI, these employ-
ment and performance requirements,
even if imposed equally on domestic and
foreign investors, would be prohibited.
A blanket prohibition on “performance
requirements” could potentially under-

mine a core objective of the CDM—sus-
tainable development benefits for the
host country.

Expropriation and
Compensation
i. Direct Expropriation. The risk of ex-
propriation for a CDM project is no
greater than other foreign investments.
In the past, however, investments in the
natural resources sectors have tended
to be more prone to expropriation than
other types of investments.34  This arose,
in part, because many developing coun-
tries in the post-independence period
were persuaded to sign over their natu-
ral resources on long-term concessions
to foreign investors at prices well be-
low their market value. When true

prices were revealed, or when domes-
tic demand for these resources grew,
governments broke extortionate deals
by exercising their “permanent sover-
eignty” over their natural resources.
This history holds a salutary lesson for
CDM. If similar extortionate deals are
done in the CDM, including those that
restrict land use over indefinite time
periods, similar pressures could moti-
vate a host government to directly ex-
propriate either CDM projects or the
contractual right to the credits they may
produce. (See Box 5.)

ii.  Indirect Expropriation.  An investor’s
assets can lose value as a result of host
country activity without the host gov-
ernment actually seizing ownership of
the property. Traditionally, this “indirect
expropriation” only gave rise to a claim
for compensation when state measures,
such as taxation and licensing, were dis-
criminatory or had the precise intent
and effect of confiscation.35  More re-
cent IIAs, such as NAFTA, however, ex-
pand the international standard for ex-
propriation to cover “regulatory” tak-
ings that are tantamount to expropria-
tion. This is interpreted to include
“creeping expropriation” where a series
of regulatory acts over a period of time
significantly impairs the asset’s value.36

Recently, a panel of arbitrators found
that environmentally based restrictions
that prevented an investor from oper-
ating a landfill amount to an indirect ex-
propriation under NAFTA rules.37

One example of potential indirect credit
expropriation relates to revising a CDM
project’s baseline, which will affect the
amount of credits the project generates.
Some proposals for the operation of the
CDM project cycle anticipate that
baseline rules would allow for, or re-

The “Permanence of Sinks and Permanent Sovereignty
Over Natural Resources

Box 5

Negotiators have yet to agree if, how, or
when projects involving land-use, land-
use change, and forestry (LULUCF, or
“sinks”) might be eligible for the CDM.
It is widely recognized that the storage
of carbon in organic material, such as
soils and forests, is inherently temporary
in nature. If such activity is used to off-
set industrial emissions into the atmo-
sphere, the value of the offset must re-
flect the fact that the carbon stored will
eventually be re-released.

Efforts may be made to monitor, regu-
late, and promote the continuing exist-
ence and absorptive capacity of carbon
stocks that have been credited under
the CDM. These additional regulations
may seek to require host countries to
provide assurances that land being
credited under the CDM continues to
produce offsets. The investor and its
home country, which are relying upon
the project to allow them to increase
their emissions, and the international
community, which will be seeking to
prevent fraud and leakage, will want to

restrict any changes in the use of that
land for the project’s productive life.

A strong IIA regime could protect the in-
vestment interest of the home and the
investor country in extending the “perma-
nence” of these sinks. Sovereign states do,
however, frequently assert the permanent
right to return natural resources, such as
land, to public ownership. Efforts to en-
sure or to extend the productive capacity
of LULUCF activities, backed by inves-
tor protection rules, could conflict with a
host state’s expectations based on the prin-
ciple of permanent sovereignty and could
lead to conflicts over any resulting expro-
priation. CDM rules that ensure that
LULUCF projects, if they are to be cred-
ited, are “time bound” to reasonable pe-
riods could help to avoid such conflicts.

Sources: K. Hossain, S. R. Chowdhury, Per-
manent Sovereignty over Natural Resources in
International Law, (1984) and F. Yamin, “Eq-
uity, Entitlement, and Property Rights under
the Kyoto Protocol: the Shape of ‘Things’ to
Come,” 8 RECIEL 3 (1999).
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quire, the readjustment of the baseline
during the lifetime of the project.38

Such proposals seek to add integrity to
the assumptions underlying the scenario
upon which the project was first
deemed to be additional, by allowing for
unanticipated improvements in regula-
tory standards or the penetration of
technologies. If host countries have
taken domestic measures to upgrade
technologies and reduce emissions,
baseline revisions might result in fewer
or zero credits. This could lead inves-
tors to feel that their commercial expec-
tations had been expropriated. Investors
and hosts reduce the likelihood of such
a dispute by clearly defining,
either under international
agreed rules or through the
project agreements, the
baseline methodologies and
circumstances for revision.

A host country could take
countless other measures that
could effect the future quan-
tity of credits generated, prevent cred-
its from being generated at all (e.g., re-
fusing entry to a third-party verifier), or
reduce project profitability. Such ac-
tions might be construed as indirect ex-
propriation. Furthermore, regulatory
actions taken by the host government to
provide a CDM-conducive investment
environment might also have a dispro-
portionate impact on non-CDM foreign
investors, leading to claims of indirect
expropriation. This could include, for ex-
ample, regulations that limit greenhouse
gas emissions from certain sectors where
CDM investment is sought.

Generally speaking, the expansion of
expropriations to regulatory takings
could have sweeping and untold impli-
cations for the CDM, foreign direct in-

vestment, sustainable development, and
beyond. Surprisingly, NAFTA provisions
have been interpreted to grant this right
of recovery for indirect expropriation to
Mexican, Canadian, and U.S. foreign
investors. However, domestic legal pro-
cesses in these countries have been re-
luctant to compensate domestic compa-
nies for property value losses resulting
from otherwise neutral regulation.39  In
the worst case, IIAs that cover strict in-
direct expropriations could have the
effect of a “regulatory freeze,”40

whereby the host government would
adopt no new environmental or other
regulations over the lifetime of an in-

vestment for fear that such measures
would reduce the commercial value of
an investment and, therefore, be con-
sidered expropriatory. Under such a sce-
nario, the threat of (foreign) litigation
would make it difficult for a government
to respond to the shifting welfare and
policy priorities of its populace.

Dispute Resolution
Each CDM project, as with any substan-
tial commercial venture, will carry ex-
pectations and risks. Although indi-
vidual project agreements will seek to
allocate these among project partici-
pants, disputes may still arise. CDM
negotiators have not yet clearly identi-
fied procedures for resolving CDM in-
vestment disputes. One option is for
disputes to be settled in accordance with

the arbitration provisions referenced in
Article 14 of the Climate Convention.41

Parties have also suggested that an ap-
peals panel be created under the direc-
tion of the Executive Board to oversee
and resolve disputes.42

Some investment disputes may include
claims by a foreign investor that the host
government acted in a discriminatory
manner or in a manner that expropri-
ated the investor’s assets. This raises the
following two important issues related
to IIAs: (1) which procedure or forum
should resolve such disputes; and (2)
what law will be applicable to the dis-
pute at hand? If both the Protocol and

the individual project agree-
ments are silent on the choice of
forum and choice of law, what-
ever IIA is in force between the
home and host states would
likely govern the dispute. This
could have the unwelcome effect
of trumping emission reduction
and sustainable development

policies taken pursuant to the CDM.

IV. CONCLUSIONS AND

RECOMMENDATIONS

CDM investment is embedded in an in-
ternational regulatory system, con-
structed by sovereign states through the
Kyoto Protocol, that aims to reduce the
threats of human-caused global climate
change. The guiding principles of the
CDM are greenhouse gas emission re-
ductions and sustainable development.
Furthermore, the effectiveness and fair-
ness of the Kyoto Protocol hinges on the
principle of differential treatment of
countries, according to their varied lev-
els of historical “responsibility” for the
problem of climate change and “capabili-
ties” to curtail their domestic emissions.

The expansion of expropriations to regulatory

takings could have sweeping and untold implica-

tions for the CDM, foreign direct investment,

sustainable development, and beyond.
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On the other hand, rules governing in-
ternational investment operate under
some principles, such as nondiscrimina-
tion and market access, not found in the
Kyoto Protocol. In fact, some IIAs aim
to prohibit the kind of conditioning of
investment that the CDM is designed
to promote. Given these potentially di-
vergent approaches, conflicts might
arise between the CDM and interna-
tional investment rules. This section
identifies the key findings and recom-
mendations regarding the interaction

between the two fluid bodies of law. In
some cases, the design of the CDM can
be shaped in a way that minimizes the
likelihood of disputes. Another oppor-
tunity for minimizing conflict is through
the negotiation of future international
investment agreements. (See Box 6.)
Such agreements must be shaped to
accommodate, and indeed promote, the
kind of investment needed to protect
the global environment and foster sus-
tainable development at the local level.

KEY FINDINGS

Effective functioning of the CDM
may require discriminating among
investors in a manner prohibited
by “most favored nation” stan-
dards of IIAs.
Discriminating on the basis of whether
an investor’s country of origin is a Party
to the Protocol, a complying Party to the
Protocol, or an Annex I Party to the Pro-
tocol may be necessary to ensure the
environmental soundness of the Proto-
col or to accomplish other policy objec-
tives, such as compliance and global
participation.

Provisions that allow host countries
to selectively approve CDM projects
could run counter to prohibitions
against “pre-establishment screen-
ing” and “performance require-
ments” stipulated in IIAs.
Many high-standard IIAs prohibit pre-
establishment screening of investments
that may be necessary to ensure sustain-
able development benefits from the
CDM. Moreover, sustainable develop-
ment provisions could be interpreted as
“performance requirements” which are
prohibited by many IIAs, and, in some
circumstances by the WTO TRIMs
Agreement.

The application of domestic regu-
lations based on CDM rules could
be challenged as “indirect expro-
priation” under some IIAs.
The effect of a regulation might be con-
strued as expropriatory if it decreases
the amount of credits expected from a
project activity (indirect expropriation).
Such measures taken by a developing
country might be justified on environ-
mental or developmental grounds but
open to dispute under an IIA that de-

A Future for a Multilateral Framework on Investment?Box 6

Despite the failure of the MAI (Box 1), it
would be a mistake to conclude that the
trend toward investment liberalization is
reversing and a future multilateral frame-
work is unlikely. First, bilateral and re-
gional investment agreements continue to
be on the rise, even since the collapse of
the MAI negotiations. The most ambitious
of these initiatives is the Free Trade Agree-
ment of the Americas (FTAA), under ne-
gotiation among all countries in the West-
ern Hemisphere (except Cuba) since 1994.

On the multilateral front, talks on an in-
ternational investment framework could
emerge under a variety of fora outside the
OECD. The TRIMs agreement, for ex-
ample, stipulates that by 2001 the World
Trade Organization “shall consider
whether the Agreement should be
complemented with provisions on invest-
ment policy.” Negotiations are ongoing to
expand the scope and coverage of the
GATS, which promotes foreign invest-
ment by opening market access to over-
seas service suppliers. Likewise, the Con-
vention establishing the Multilateral In-
vestment Guarantee Agency (MIGA) au-
thorizes World Bank’s MIGA to “promote
and facilitate the conclusion of agree-
ments, among its members, on the pro-
motion and protection of investors.” The
U.N. Convention on Trade and Develop-

ment (UNCTAD) is examining the “impli-
cations of a possible multilateral frame-
work on investment.” Negotiations could
also emerge independently outside of any
existing multilateral fora.

Moving forward on investment liberaliza-
tion in future international agreements
will require approaches that are open, par-
ticipatory, and transparent. This will bet-
ter ensure that such agreements do not
encroach upon the social, environmental,
and human rights goals that countries are
already committed to both internationally
and domestically. Moreover, it will allow
governments to retain certain economic
sectors within public or local ownership.
A future multilateral investment frame-
work may also need to integrate environ-
mental and sustainable development con-
siderations into its rule-making and dis-
pute resolution institutions.

Sources: D. Henderson, The MAI Affair: A
Story and its Lessons (London: Royal Institute
for International Affairs, 1999);  UNCTAD,
Lessons from the MAI, UNCTAD Series on is-
sues in international investment agreements
(New York and Geneva: United Nations, 1999);
Websites of WTO (www.wto.org), UNCTAD
(www.unctad.org), OECD (www.oecd.org) and
FTAA (www.alca-ftaa.org).
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fines an investment to include the com-
mercial expectations derived from that
investment. These potential conflicts
apply to CDM investments and non-
CDM investments alike.

There is no clear mechanism or
procedure in place to resolve dis-
putes related to CDM investments.
In the absence of clear identification of
dispute resolution forum and choice of
law in CDM project agreements, in the
Protocol or in rules agreed by the Par-
ties, the provisions of the relevant IIA
would prevail, potentially giving short
shrift to environmental and sustainable
development goals of the CDM.

Annex I Parties could ban the do-
mestic use of certain types of CDM
credits without running afoul of an
IIA.
Nothing in IIAs prevents Annex I Par-
ties from choosing not to approve or
from deeming invalid the credits gen-
erated from certain project types or
countries. This would allow industrial-
ized countries that do not wish to pro-
mote nuclear power or other project
types at home or abroad to discriminate
against credits on such a basis. Although
this could reduce the market value of
such credits, a market would continue
to exist in those countries that chose to
accept them as valid.

RECOMMENDATIONS

Standardize CDM rules and pro-
cedures in a way that reduces the
chance of conflict.
Confidence in the CDM can be earned
by standardizing the processes and pro-
cedures necessary to generate credits.
This will avoid discretionary application

of generalized CDM provisions, thereby
aligning the expectations of investors
and hosts. For example, the determina-
tion of whether a project contributes to
a host’s sustainable development should
be made at the time of project approval.
This provision should not be re-invoked
several years later, in order to invalidate
the project. Similarly, any ongoing sus-
tainable development requirements of
a project should be built into the project
agreement as contractual obligations.

The Executive Board should dissemi-
nate standardized CDM rules through
a continuously updated CDM Refer-
ence Manual for use by project devel-
opers, government agencies, local com-
munities, and CDM service providers.

Establish the Kyoto Protocol as
applicable law for CDM conflicts.
The Parties may agree, through the
decisionmaking structure of the Protocol,
that the Protocol’s procedures shall re-
solve all investment-related disputes aris-
ing under the CDM in accordance with
the unique set of rules agreed by the Par-
ties or the Executive Board.43  As noted, if
both the Protocol and the individual
project agreements do not stipulate the
forum and choice of law, whatever agree-
ment is in force between the home and
host states would likely govern the dis-
pute. Depending on the Parties involved,
this could include compulsory and bind-
ing dispute settlement procedures that
could be triggered by foreign investors
against host governments. Of course, es-
tablishing the Kyoto Protocol as the ap-
plicable law for conflict resolution will not
pertain to any non-CDM investors that
may be adversely affected by a CDM-re-
lated measure taken by the host country.

Vest authority in the CDM Execu-
tive Board to resolve project
disputes.
If dispute settlement has not been
agreed upon or is not covered by the
project agreement, projects in dispute
by investors or Parties could be taken
up by an ad hoc or standing dispute
resolution body that operates under the
Executive Board. Such a body would
oversee those disputes and recommend
action to the Executive Board, includ-
ing the de-registration of a project or
the refusal to issue credits.

Create provisions for legal assis-
tance in structuring project agree-
ments.
Well constructed and understood
project agreements will be essential to
equitable cost- and benefit-sharing in
the CDM and avoiding conflicts. The
Executive Board, or other appropriate
body, should help build developing
countries’ capacity in this area through
training, guidance, or other provisions
for legal assistance on project agree-
ments. This could help balance the bar-
gaining power of host countries and for-
eign investors.

Confirm that credits generated
through the CDM have no risk of
being invalidated.
By definition, credits are only generated
after emission reductions have taken
place. CDM credits, generated from
projects that have been independently
validated and whose emission reduc-
tions have been independently verified
and certified ex post, should not be in-
validated under any circumstances.
Ongoing liability for holding CDM cred-
its will create uncertainty, reduce con-
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fidence, and increase the like-
lihood of conflicts within the
CDM. The regulatory stages of
the CDM project cycle, such as
validation and verification,
should prevent emission reduc-
tions that are of questionable
integrity from being certified in the first
place. However, credits from certain for-
estry or other land-use projects repre-
sent emission reductions that are imper-
manent or reversible. Thus, an excep-
tion or special measures specific to such
project types may be required.

Clarify who owns credits during
various stages of the project cycle.
To provide more certainty of credit own-
ership, the CDM rules should clearly
state that credits shall be distributed
according to the terms of individual
project agreements. Similarly, rules
should clarify whether credits originate
from international authorities or from
the host government.

Eliminate or scale down the inves-
tor-to-state dispute resolution pro-
visions in international investment
agreements.
Because public interests are often at
stake, investor-initiated dispute resolu-
tion provisions are rare in international
economic law (even under the WTO,
only governments can initiate a dispute).
The dispute resolution processes in IIAs
(e.g., ICSID and UNCITRAL) were
originally created to arbitrate between
competing private interests and are ill-
equipped to deal with public interests.44

Eliminating or reshaping investor-to-state
dispute resolution would help govern-
ments balance the competing policy in-
terests at stake, such as environmental

goals, economic development, or attract-
ing foreign investment.

Prohibit indirect expropriation
claims in IIAs that are the result of
broadly applicable, facially nondis-
criminatory laws and regulations.
The expansion of expropriations to
cover so-called “regulatory takings”
from facially neutral measures would
have sweeping and untold implications
for the CDM, foreign direct investment,
sustainable development, and beyond.
Even the perception that foreign inves-
tors can challenge such actions will
negatively affect governments’ ability to
improve public welfare through mea-
sures that protect the environment, im-
prove public health, and promote local
economic development, among others.

Exempt CDM-related investment
activities from the provisions of in-
ternational investment agreements
when these activities are identified
as vital to achieving the goals of
CDM.
As noted, the CDM creates legitimate
reasons to discriminate against investors
on the basis of country of origin and
perhaps breach other IIA provisions.
Unless investment agreements recog-
nize such measures as valid, the poten-
tial for conflict exists. Rather than bas-
ing future investment agreements on
trade liberalization principles (such as
nondiscriminatory treatment), negotia-

tors will need to factor in other
principles, such as sustainable
development and environmen-
tal protection.45
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