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The United Nations University, Global
Environment Information Centre (GEIC) and the
UNU Institute of Advanced Studies (IAS) initi-
ated this research in order to contribute to the ef-
fective implementation of the Kyoto Protocol. The
research approaches the issue of implementation
from a strategic perspective. By looking at the
implementation trends and future direction of the
Protocol, the research identifies clear implications
with other multilateral regimes. Through the iden-
tification and explanation of the inter-linkages,
potential incompatibilities, and synergies, the
UNU/GEIC /IAS project aims at creating aware-
ness of possible areas for policy consideration be-
fore key rules, guidelines and modalities are nego-
tiated.

Based on nine commissioned papers by aca-
demics and experts in their relative areas, the ad-
vice and input from two working group meetings
and a final assessment and review meeting held
September 17-18, 1998 at the UNU Center in
Tokyo, the main findings of the report are as fol-
lows:

1. Potential incompatibilities and implications
between the Kyoto Protocol and the interna-
tional trade regime exist and should be con-
sidered.

Executive Summary

2. Although a multilateral investment regime has
not been fully negotiated, namely the proposed
MAI, the existing negotiating text and current
trends in the regime negotiating process have
clear implications to the Kyoto Protocol’s
CDM.

3. The private sector will play a increasingly sig-
nificant role in the market mechanisms of the
Protocol. The current compliance and dispute
settlement system as envisioned under the Pro-
tocol may not be suffice to create a stable and
efficient environment in order to govern this
sector’s participation in the market mecha-
nisms. Model contractual agreements or stan-
dardized provisions could be a useful means
of ensuring compliance. They could also pro-
vide access to an existing dispute settlement
system under international private contractual
law for parties engaged in the CDM, joint
implementation and emission trading trans-
actions.

4. Further research in terms of the relationship
of the Protocol to other MEAs is required.
However, very preliminary and initial con-
cerns of the maintenance of biodiversity and
deforestation of tropical forests in light of
the Protocol’s mandate may exist.
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policies responses to avoid possible conflicts and
to capitalize on the synergies with other regimes
can be considered.

The Report is divided into two distinct parts.
Part I, as contained in this document, identifies
and explains the relationship between the Proto-
col and other multilateral regimes. Four regimes
in particular were addressed:

(1) The interrelationship between the Kyoto Pro-
tocol and international trade namely the
World Trade Organization (“WTO”) Agree-
ments, and regional trade agreements (EU and
NAFTA).

(2) The interrelationship between the Kyoto Pro-
tocol and the international investment regime,
namely the proposed Multilateral Agreement
on Investment (“MAI”).

(3) The interrelationship between the Kyoto Pro-
tocol and private international contractual re-
gimes: The use of model contractual agree-
ments for transactions carried out under the
flexibility mechanisms, such as joint imple-
mentation and CDM projects and emissions
trading, and the role of model contracts in
ensuring compliance with the Protocol and
providing access to alternative dispute settle-

The successful negotiation of the Kyoto Pro-
tocol to the United Nations Framework Conven-
tion on Climate Change Convention
(“UNFCCC”), completed in December 1997, re-
sulted in an historic agreement on climate change
governance, with major impacts on environmen-
tal, trade and economic policies.  In particular, the
Kyoto Protocol contains several so-called “flexibil-
ity mechanisms,” providing for emissions trading,
joint implementation and a Clean Development
Mechanism—economic instruments designed to
utilize market forces to aid in implementation of
the Protocol’s environmental goals.  A number of
matters were unresolved in the Protocol, such as
the specific means for implementing the flexibil-
ity mechanisms and issues concerning compliance
and dispute settlement.  The wide-ranging impli-
cations of the effects of the Protocol also raise is-
sues about its relationship to other environmental
agreements as well as with trade and investment
regimes.

This research was initiated by UNU in or-
der to examine the potential interfaces between
the Kyoto Protocol and other multilateral regimes.
The UNU believes that this is a strategic time to
make such considerations before the completion
of the “unfinished business” left after Kyoto. In so
doing, it is the intent of this research to create
awareness of the inter-linkages so that appropriate

1

Introduction
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(4) The inter-relationship between the Kyoto Pro-
tocol and other Multilateral Environmental
Agreements (“MEAs”).

Part II of the report, which will be released later,
will create hypothetical but plausible scenarios con-
cerning the differnet regimes’ inter-relationship
with the Kyoto Protocol through descriptive illus-
trations and examples. It will also, to a limited ex-
tent, present policy recommendations based on the
expert review meeting convened at the UNU Cen-
ter in September 1998.
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consensus could not have been achieved without
leaving many issues for future negotiations.

The centerpiece of the Protocol is, of course,
its legally binding emission commitments for An-
nex I Parties.  The Protocol also contains four
mechanisms for implementation of these commit-
ments—(1) domestic policies and measures (Ar-
ticle 2) and “offshore” activities under the so-called
flexibility mechanisms, (2) joint implementation,
(3) the Clean Development Mechanism and (4)
emission trading.

The Protocol also contains a number of
provisions related to compliance such as those re-
lated to measurement, reporting, monitoring and
verification.  Under Article 18, procedures and
mechanisms to determine and address cases of
noncompliance will be agreed to at the First Meet-
ing of the Parties to the Protocol (“MOP 1”).  Since
Kyoto, attention has focused primarily on the flex-
ibility mechanisms, largely overshadowing the do-
mestic policies and measures and the mechanisms
for ensuring compliance.

2.1. The Agenda for COP4

The main issues concerning implementation
of the Kyoto Protocol to be addressed at COP 4

Before turning to the analysis of the inter-
linkages with the other multilateral regimes, it is
perhaps useful to outline what was agreed to at
the Third Conference of the Parties to the Cli-
mate Change Convention (“COP 3”) and which
issues were left unresolved.

When the Kyoto Protocol was adopted in
the early morning after almost 72 hours of round-
the–clock negotiations, most of those present were
too exhausted to fully comprehend what had just
been agreed to.  Since that historic morning, much
time and effort and been expended by all those
involved in the process to try to make sense of what
was agreed to in the Kyoto Protocol and under-
stand its implications.

When the negotiators emerged from the ex-
haustion and excitement of Kyoto, they began to
realize just how much had been left unresolved
and how many decisions had been left for future
meetings.  In retrospect, this large burden of un-
finished business was inevitable.  The practical
complexity of some of the issues at stake, such as
emissions trading, and the last minute develop-
ment of some provisions—most Parties did not
even see the text on the CDM until 48 hours be-
fore it was adopted—meant that the details could
not have been worked out in Kyoto.  At the same
time, the differences among the Parties meant that

2

Unfinished Business of the
Kyoto Protocol
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are:

• Matters related to the Clean Development
Mechanism (Article 12),

• International emissions trading (Article 17),
• Joint implementation (Article 6),
• Land use change and forestry, and
• The impact of single projects on emissions in

the commitment period.

A number of other issues are also on the
agenda for COP 4, particularly the issue of volun-
tary commitments by non-Annex I Parties and re-
view of the implementation of commitments and
other provisions of the Climate Change Conven-
tion.

2.2. MOP 1 and Beyond

While the structure of the flexibility mecha-
nisms will be elaborated at COP 4, the details con-
cerning the so-called “credibility mechanisms”,
provisions relating to measurement and reporting,
monitoring and verification and noncompliance,
will not be agreed to until MOP 1.  These mecha-
nisms are critical, however, in ensuring compli-
ance with the commitments on emissions.

For example, Articles 7 and 8 establish that
Annex I Parties must provide supplementary in-
formation on the actions they are taking to meet
their commitments under the Protocol and that
this information will be reviewed by expert review
teams. Guidelines for the reporting of informa-
tion and the expert reviews will be developed at
MOP 1, after the Protocol has entered into force.

Under Article 18, procedures and mecha-
nisms to determine and address cases of noncom-
pliance are also to be agreed at MOP 1.  The even-
tual shape of these noncompliance procedures will
be important in determining whether or not the
commitments of Kyoto are effectively imple-
mented and enforced.
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Neither the Climate Change Convention
nor its Kyoto Protocol include specific trade pro-
visions.  However, given the purpose of these trea-
ties to limit the emission of greenhouse gases, their
potential impact has great economic and commer-
cial significance and will certainly have important
effects on international trade and investment.  The
need for policy coherence between the climate
change and international trade regimes was recog-
nized by both the Parties to the Climate Change
Convention and the negotiators of the Kyoto Pro-
tocol.  Both the convention and the Protocol em-
phasize the need for coherence between trade and

environmental policy.  (See Box 1)

The next step in the process of implement-
ing the Kyoto Protocol is to define the detailed
means to achieve the emission targets, both do-
mestic policies and measures and international
market based flexibility mechanisms, namely, joint
implementation, the CDM and emissions trad-
ing.  Depending on how these measures are de-
fined, they could raise issues about compatibility
with the WTO agreements, regional trade agree-
ments and a multilateral investment regime.

Box 1

Article 3 of the Climate Change Convention states:

The Parties should cooperate to promote a supportive and open international economic system that would
lead to sustainable economic growth and development in all Parties, particularly developing country Par-
ties, thus enabling them better to address the problems of climate change.  Measures taken to combat
climate change, including unilateral ones, should not constitute a means of arbitrary or unjustifiable

Article 2, paragraph 3 of the Kyoto Protocol states:

The Parties included in Annex I shall strive to implement policies and measures under this Article in
such a way as to minimize adverse effects, including the adverse effects of climate change, effects on
international trade, and social, environmental and economic impacts on other Parties, especially
developing country Parties and in particular those identified in Article 4, paragraphs 8 and 9, of the
Convention, taking into account Article 3 of the Convention. The Conference of the Parties serving as
the meeting of the Parties to this Protocol may take further action, as appropriate, to promote the
implementation of the provisions of this paragraph.

3

The Kyoto Protocol and the

International Trade Regime
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3.1. Relationship between the Kyoto Protocol
and the World Trade Organization

In the WTO Committee on Trade and
Environment (“CTE”), there has been consider-
able discussion on the current and potential rela-
tionship between multilateral environmental agree-
ments (“MEAs”) and the WTO. As the WTO and
MEAs represent two different bodies of interna-
tional law, it is clear the relationship between them
should be fully understood and coherent.  In this
context, the results of the discussions in the CTE
are relevant for a full appreciation of the relation-
ship between the WTO Agreements, the Climate
Change Convention, the Kyoto Protocol and any
subsequent legally binding instruments to address
climate change.

What has clearly emerged is the acceptance
by its Members that the WTO has no special ex-
pertise as to how to deal with environmental prob-
lems such as the heating of the upper atmosphere.
Nor is it well placed to make judgements on the
most appropriate means to achieve objectives or
targets such as greenhouse gas emission reduction.
A consensus has emerged that MEAs are the best
way of coordinating policy action to tackle global
and transboundary environmental problems.
Members of the of the WTO are, however, con-
cerned with trade measures applied pursuant to
MEAs which can affect WTO Members’ rights and
obligations.    Of the many MEAs currently in
effect, while only about 20 contain trade provi-
sions, some - like the Climate Change Conven-
tion and the Kyoto Protocol - are potentially im-
portant in commercial and political terms.

Another view is that because of the increas-
ing commercial and political importance of some
MEAs that clearly deal with transboundary prob-
lems such as the effects of greenhouse gas emis-
sions, it is perhaps important to adopt a preven-
tive attitude and provide greater certainty as con-
cern grows about the collective impact of individual
countries on the global commons.  As a result, vari-
ous proposals have been advanced in the CTE with
a view to establishing a framework for the rela-
tionship between MEAs and the WTO.

3.2. Environmental Window and Waivers

The proponents of the environmental win-
dow approach develop the view that, subject to
specific conditions being met, certain trade mea-
sures taken pursuant to MEAs should benefit from
special treatment under the WTO provisions;  this
approach has been described as creating an “envi-
ronmental window” in the WTO. In the case of
the Kyoto Protocol, the issue is whether it is ap-
propriate to provide for differentiated WTO treat-
ment for trade measures applied pursuant to the
environmental agreement, depending on whether
they apply between Parties or against non-Parties
and whether or not the measures are specifically
mandated in the environment agreement itself.

Another way in which WTO Members
could choose to derogate from their WTO obliga-
tions for environmental purposes is to invoke a
waiver under Article IX of the GATT.  In excep-
tional circumstances, a waiver to a WTO obliga-
tion can be granted, subject to approval at a mini-
mum by three-quarters of the WTO membership.
A waived obligation is time-limited, it must be re-
newed periodically, and a trade measure applied
pursuant to a waiver could still be challenged in
WTO dispute settlement on the grounds of
non-violation, nullification and impairment of
WTO rights.

3.3. Domestic Policies and Measures to
Reduce Greenhouse Gas Emissions

An important challenge facing the World
Trade Organization (WTO) is dealing satisfacto-
rily with the increasingly complex interface be-
tween trade policy and considerations relating to
the environment.  Current or future measures
taken as part of national programs to address green-
house gas emissions and the associated climate
change concerns provide good examples of the
complexity of this interface.

First, it is important to note that a num-
ber of the specific policies and measures promoted
by the Kyoto Protocol as means of achieving it
environmental goals are not only consistent with
measures promoted by the WTO Agreements, but
are mutually supportive.  Some of the ways in
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which the Kyoto Protocol aims to achieve its goal
of reducing greenhouse gas emissions include the
promotion of  the “progressive phasing out of mar-
ket imperfections, fiscal incentives, tax and duty
exemptions and subsidies in all greenhouse gas
emitting sectors that run contrary to the objective
of the Convention and application of market in-
struments” (Article 1, subparagraph (a)(v)).  This
is very much in line with the WTO objective of
the progressive removal trade restrictions and dis-
tortions.

There is not, however, a great deal of
specificity in the Kyoto Protocol as to the mea-
sures that can be applied to meet its objectives.
The Protocol specifies that Parties are bound to
adopt policies or measures in a manner to pro-
mote sustainable development.  Examples are poli-
cies or measures to enhance energy efficiency, pro-
tect and enhance sinks and reservoirs, promote
research and development, increase the use of new
and renewable forms of energy and environmen-
tally sound technologies,  phase out fiscal incen-
tives and exemptions in greenhouse gas emitting
sectors, promote the application of market instru-
ments. Energy, carbon and other taxes, mandatory
and voluntary standards, subsidies for environmen-
tally friendly production processes, labelling and
certification schemes and the sale and transfer of
emission permits within or between groups of
countries are also examples of PAMs which might
be introduced on the national level.  Such actions
are to be taken in accordance with national cir-
cumstances.

The specific domestic policies and measures
employed to reduce emissions will certainly have
a bearing on world trade.  They will affect the costs
of production of traded goods and therefore the
competitive position of producers in the world
market.  Offsetting measures will be called for by
those whose competitive position is adversely af-
fected by cheaper imports not subject to the same
measures in the country of origin.  Measures such
as these may well raise complex questions with re-
spect to WTO consistency and the conditions un-
der which border taxes, for example, can be ad-
justed to accommodate a loss of international com-
petitiveness.

Recent studies have specifically addressed the
situation where national measures, such as energy
efficiency standards or carbon and energy taxes
which are not applied to imports provide foreign
competitors with an economic advantage.  It has
been argued that it is likely that as countries de-
velop their national response strategies, trade mea-
sures will play an increasingly important role. Car-
bon and energy taxes have been introduced to date
in five European countries and all include some
form of compensatory measures ranging from to-
tal exemptions for certain sectors, reduced rates
for most energy-intensive processes, ceilings for
total tax payments, subsidies for energy audits etc.
Exemptions and other such features have also been
introduced to accommodate competitiveness of
concerns of energy-intensive industries which ar-
gued that they would greatly suffer from similar
operation in countries without such taxation.

What is clear from WTO rules is that with
respect to border tax adjustments, indirect taxes
levied on products because of the energy consumed
or the carbon dioxide emitted should not be used
to provide a competitive advantage for domestic
products.  Thus, border taxes should not be in ex-
cess of taxes on like products manufactured and
sold domestically.  This is clear.  However discrimi-
natory taxes applied to products with the same
physical characteristics (like products) according
to the production processes employed (e.g. because
of the energy consumed or carbon dioxide emit-
ted) raises serious questions in the WTO.  One of
the major unresolved questions before the WTO
Committee on Trade and Environment remains
how to address the question of indirect taxes such
as taxes on energy inputs applied on process and
production methods.

To fulfil these commitments domestically,
Parties are expected to translate the PAMs into
laws, policies and binding regulatory regimes that
will curb their use of GHG and meet their indi-
vidual targets by the end of the first commitment
period (2012). The potential domestic legal instru-
ments that could be employed are infinite, but
likely cases are taxes on fossil fuel intensive sec-
tors, technical regulations such as pollution con-
trols, or subsidies on sectors that are comparatively
more environmentally sustainable or which have

3. The Kyoto Protocol and the  International Trade Regime
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less of an effect on climate change. The economic
impact could be far-reaching as the Climate
Change Convention pledges to reduce the use of
fossil fuel, the most common energy form for both
industrial sectors and everyday life-styles. At the
very least, such domestic regimes are likely to af-
fect the competitiveness of national industries and
could be justifiably imposed on foreign imports.
Once such measures are placed on imports to re-
store competitiveness, the potential for conflicts
with WTO rules that regulate the flow of interna-
tional trade could arise.

Similarly, enforcement mechanisms that
could legitimize discrimination between products
in international trade because of the manner in
which they were produced in other countries
touches on one of the fundamental principles of
the WTO. Further, preferential trading of goods
and services between countries - within “bubbles”
or regional groupings - is only permitted within
the WTO if certain strict conditions are met.

3.4. Regulations and Voluntary Standards

Another area of importance to the WTO is
the role of voluntary standards, mandatory regu-
lations and conformity assessment procedures
when used for environmental purposes.  Flexibil-
ity is also provided for here.  The WTO Technical
Barriers to Trade (TBT) Agreement establishes
obligations to ensure that voluntary standards,
mandatory regulations and conformity assessment
procedures do not have as their objective the re-
striction of trade.  However, the Agreement pro-
vides considerable flexibility to accommodate en-
vironmental concerns;  while it encourages the
adoption of international standards and technical
regulations (which may well relate to reducing car-
bon emissions in the production of products) to
encourage the harmonization of regulations and
therefore to facilitate trade, it specifically recog-
nizes that priorities with respect to the environ-
ment differ between countries.

The Agreement formally acknowledges
that this can be fully reflected in domestic regula-
tions, and therefore permits the adoption of dif-
ferent standards and regulations by any WTO
Member.  This could relate the amount of energy

used in the production of a good or the level of
carbon dioxide emission within its borders.  The
principal obligation (apart from transparency etc.)
is that standards and technical regulations should
not be implemented in such a way that they re-
strict trade more than what is necessary to achieve
the policy objective.  This is the concept of pro-
portionality.

Elsewhere under the WTO rules, the har-
monization of international regulations and GATT
provisions is more precisely balanced.  The 1994
Technical Barriers to Trade Agreement negotiated
in the Uruguay Round recognizes international
standards as foundation for creating national tech-
nical regulations that would effect trade.

Article 2.4 of the TBT Agreement states:

Where technical regulations are required and rel-
evant international standards exist or are immi-
nent, Members shall use them, or relevant parts
of them, as a basis for their technical regulations
except when such international standards or rel-
evant parts would be ineffective or inappropri-
ate means of fulfillment of the legitimate objec-
tives pursued.

Although the perimeters of the definition
of what meets the criteria of and international stan-
dard is untested, the proviso does imply that stan-
dards ranging from those adopted by the Interna-
tional Standardization Organization (ISO) to eco-
standards or even standards that are taken pursu-
ant to an MEA such as air quality control stan-
dards could be an accepted basis for exceptions to
the technical barriers regulations.

3.5. Subsidies

A further point of relevance is that a WTO
Member may wish to subsidize a production pro-
cess to facilitate the adoption of less carbon pro-
ducing technology, or could be competing in the
world market with another country which is do-
ing so.  The WTO Subsidies Agreement has as its
main purpose the prohibition of governments pro-
viding direct assistance to their own industries to
improve their competitive position.  The Agree-
ment, however, identifies certain non-actionable
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subsidies.  Included in the list of non-actionable
subsidies is assistance to promote the adaptation
of existing facilities to new environmental require-
ments imposed by law and/or regulations which
result in greater constraints and financial burdens
on firms.  These subsidies are, however, carefully
circumscribed to avoid them constituting trade
barriers to improve competitiveness.

3.6. Certification and Labelling

A further consideration is the use of label-
ling and certification to convey information to con-
sumers, and made effective in conjunction with
restrictions on domestic production or consump-
tion (Article XX(g)).  Interpretations of what is
necessary and the geographical location of the re-
sources being protected, for example, raises diffi-
cult questions.  For example, labelling designed to
inform consumers on product energy efficiency
levels is already used in a number of countries, in-
cluding Australia, the US and Sweden.  However,
what remains unanswered in the WTO is the use
of eco-labelling and certification schemes such as
product and performance standards - which are
traditional areas of GATT/WTO jurisprudence -
but also labels which convey how much energy
was used in making the product.

3.7. Emission Trading

When the WTO rules were created, it is
perhaps safe to say that its drafters never envisioned
the trading of air pollution among its parties. Nev-
ertheless, stranger things have been traded on in-
ternational markets, and in many ways trading
emissions is not essentially different from trading
other types of by-products such as hazardous waste
or used oil. Notwithstanding the nature of the item
being traded, if it is conceded that emissions are
indeed a product or a service to be traded on  in-
ternational markets, then which parts, if any, of
the Protocol enabling and regulating this trade,
would be likely to come into conflict with WTO
rules?

As it stands, the “relevant principles, rules,
modalities, rules and guidelines” are still undefined.

However, several possibilities are on the negotiat-
ing table. Among these are calls for the tight regu-
lation of the emissions trading system by means of
a monitoring and verification process. For instance,
if the selling party were in compliance with its
emission requirements, the trade would be unre-
stricted. However, if monitoring showed a poten-
tial for noncompliance or a serious compliance
problem, then the trade would be banned or the
seller would be sanctioned for trading while out
of compliance. Such a compliance system would
of course have implications for WTO rules on ‘like-
products’ and PPM.  The Protocols provisions re-
stricting the trading of emissions to Annex B Par-
ties only could also be seen as barrier to trade par-
ticularly from the perspective of developing coun-
tries (Non-Annex B Parties) which have large in-
ventories of emissions credits and might wish to
trade on the emissions market, but could only do
so by becoming Annex B members.

Such initial concerns over tradable emis-
sion permits, present a new area of international
policy yet to be fully considered.  Questions to
be addressed include whether tradable emission
schemes fall under the WTO General Agree-
ment on Trade in Services, and whether other
flexibility mechanism such joint implementation
schemes would be considered an environmental
subsidy under the WTO Agreement on Subsides
and Countervailing Measures and therefore
exempt from WTO disciplines on subsidies.

3.8. Parties versus Non-parties

The decision taken by governments to
agree to the Kyoto Protocol was done with an
awareness of the implications with respect to their
WTO commitments. As with any MEA, accep-
tance of a legal instrument relating to the reduc-
tion of emissions would mean that an individual
government has agreed to be subjected to the ob-
ligations of that instrument.  If trade measures not
authorized by the WTO are provided for, then the
WTO Member would have agreed to forgo its
WTO rights. The fact that the legal rights and
obligations are not consistent with the WTO is a
problem only if WTO inconsistent measures are
applied to WTO Members not Parties to the Agree-
ment.

3. The Kyoto Protocol and the  International Trade Regime
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3.9. Dispute Settlement

Based on the experience of the discussion of
MEA dispute settlement procedures in the CTE,
it seems reasonable that eventually disputes con-
cerning trade related measures in the Kyoto Pro-
tocol between WTO Members who are also Par-
ties to the Protocol on the application of these mea-
sures should in the first instance be pursued under
the dispute settlement procedures of the Protocol.
It has also been suggested in the CTE that MEA
Parties might stipulate ex ante that they intend
trade disputes among them arising out of imple-
mentation of the obligations of the MEA to be
settled under the MEA’s provisions.  It could be
argued that this approach can help ensure the con-
vergence of the objectives of MEAs and the WTO
while safeguarding their respective spheres of com-
petence, thus overcoming problems arising from
overlapping jurisdictions.

If, however, the Convention, Protocol or any
follow up Agreement does not provide for the trade
measures under dispute, then what is permissible
under the WTO is relevant.  It will be reasoned
below that the relationship between the measures
that are candidates for implementation to reduce
carbon emissions and WTO obligations is a com-
plex one.  For example, any measure taken under
the General Exceptions provision of the WTO
must be either necessary to protect human, ani-
mal or plant life or health (Article XX(b)), or re-
lated to the conservation of exhaustible natural
resources.

3.10. The Kyoto Protocol and Regional Trade
Agreements

3.10.1. NAFTA

The NAFTA is a relatively progressive trade
agreement in terms of the environment. Its archi-
tects have had the foresight to draft its provisos to
address many of the potential problems that could
arise between it and multilateral environmental
agreements. Perhaps the most innovative provision
is Article 104 that expressly sets out the relation-
ship of NAFTA rules with certain MEAs contain-

ing trade related measures. The Article states “in
the event of an inconsistency between specific trade
related obligations set out in the international
agreements contained in Annex 104.1 such obli-
gations shall prevail…” Presently four agreements
are contained in the Annex: (a) the Convention
on International Trade in Endangered Species of
Wild Fauna and Flora; (b) the Montreal Protocol
Substances that Deplete the Ozone Layer (c) the
Basel Convention on the Control of
Transboundary Movements of Hazardous Wastes
and their Disposal and  (d) the Canada-United
States and Mexico-United States agreements con-
cerning the transboundary movement of hazard-
ous waste.

In effect, Article 104 gives supremacy to
the obligations contained in the MEAs.  The only
qualifier is that the Party, when it has a choice of
equally effective means of achieving a given obli-
gation that it choose a measure which is the least
inconsistent with the NAFTA rules.  The Article
further elaborates that the Parties may agree in writ-
ing to add amendments to the names of the trea-
ties contained in the Annex. Arguably, since the
Kyoto Protocol does contain several trade-related
provisos that it too should be added to the Annex’s
list. By doing so this would leave moot any debate
over incompatibilities between the NAFTA and
the Protocol’s market mechanisms, such as emis-
sions trading.

In terms of the Protocol’s policies and mea-
sures that are to be implemented domestically these
would be dealt with under NAFTA’s rules con-
cerning standards that are pursuant to legitimate
objectives (Article 915.1). Similar to the EU man-
datory requirements and the WTO’s Article XX
(b) and (g),  the NAFTA permits its Parties to set
different levels and types of standards to inter alia
protect its environment. However, the standard
must follow basic rules.  It must be: (a) nondis-
criminatory on imported and ‘like-products’; (b)
not be an unnecessary obstacle to trade; (c) use
international standards as a foundation for national
standards; and (d) apply the principle of equiva-
lency when judging whether domestic and foreign
standards are similar.
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 An interesting provision built into the
NAFTA is that standards are also judged accord-
ing to other factors such as climate, geography, and
scientific justification. Whereas under the WTO
the formulation of a standard is not provided, the
NAFTA explicitly recognizes how standards and
legitimate objectives are to be formulated. Para-
doxically, this basis for standards may also provide
an alternative argument for defending domestic
measures enacted to protect the global commons
but pursuant to an MEA. For example, if the Party
can argue that the environment of the global com-
mons is linked to the domestic environment, than
the measure could be acceptable on the grounds
of Article 915.2. Take for example climate change,
since a domestic standard can use as a foundation
factors such as climate and geography, a Party
might justify a standard on fossil fuel citing the
IPPC finding that GHG are having a discernable
impact on climate and its further finding that this
will impact low lying regions and areas more sus-
ceptible climatic change. Having argued the im-
pact and the scientific evidence on climate change,
it could rely on geographic or a climatic argument
to justify the standards in order to protect its low
lying areas.

3.10.2. EU

Under EU law there exists few potential incom-
patibilities with the Kyoto Protocol. The EU has
developed a relatively strong legal framework,
which carefully defines the relationship of Mem-
ber States and the EU vis-à-vis international
agreements. On environmental matters the EU
has nonexclusive powers to enter to international
agreements on the environment, which means,
depending on the competence, the Community
and the Member States can participate together
as a whole or separately. The competence de-
pends on whether the Community has adopted
internal rules on the environmental matter at
hand. If it has, the Community alone has the
competence to participate. In practice if there
exist no internal rules or the rules are of a “mini-
mal requirement”, meaning they are only loosely
construed, then the Member States and the Com-
munity decide together, through the Council,
how they will negotiate and sign the international
agreement.1  In the case of the Climate Change

Convention, the Member States gave the com-
petence of the negotiations to the Community.

3. The Kyoto Protocol and the  International Trade Regime
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4.1. The Clean Development Mechanism and
the Proposed OECD Multilateral Agreement
on Investment

Both the Kyoto Protocol and the draft
Multilateral Agreement on Investment (MAI) at-
tempt to influence the pattern of private sector
investment from developed to developing coun-
tries.  The Kyoto Protocol, when in force, will
stimulate investments in the developing world in
projects that reduce emissions of greenhouse gases
through a Clean Development Mechanism.  If
adopted and ratified, the MAI will set high global
standards for the protection of investors and in-
vestments against discrimination, and against ille-
gal expropriation.   Although negotiated under the
auspices of the Organisation for Economic Coop-
eration and Development (OECD), the MAI will
be open to membership of both developed and
developing countries.

This discussion of scenarios concerning
interaction between the CDM and the MAI is nec-
essarily speculative, as the detailed investment rules
of the Kyoto Protocol’s CDM have yet to be agreed
and the MAI remains in draft form, its adoption
by no means assured.  Nevertheless a study of the
two instruments even in their present forms is of
interest as it allows an exploration of the potential
conflicts and synergies that may exist between ef-

forts to use international law to both promote and
to channel international investment flows.  Fur-
thermore, the greater use of market mechanisms
in multilateral environmental agreements, and the
powerful trend towards strengthened investor pro-
tection, advises towards exploring these issues, even
if neither the Kyoto Protocol nor the MAI take
quite the final shapes that we presume.  It is also
highly like that even if the MAI is not adopted, a
multilateral investment regime will be negotiated,
possibly within the WTO, prior the completion
of the first commitment period under the Kyoto
Protocol in 2012.

4.2. Potential  Interaction between the CDM
and the MAI

By providing a stable regulatory environ-
ment for investment, the MAI would support the
CDM’s general objective of promoting flows of
capital from developed to developing countries.
However, depending on how the details of the
CDM rules are designed, there is some potential
for conflict between the two regimes.  Reference
will be made to an initial analysis of this potential
undertaken by the OECD Secretariat.

4

The Inter-relationship Between the
Kyoto Protocol and a Proposed Inter-

national Investment Regime
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4.2.1. The Broad Scope of the MAI

Both a project activity and any CER it
might generate would fall within the broad scope
of the MAI’s definition of an investment.  A CER
has the characteristics of an investment, that is,
the commitment of capital or other resources (i.e.
technology transfer); the expectation of gain (i.e.
an increase in domestic emissions allowances), and
the assumption of risk (i.e. the risk that the project
will not generate CERs).  The CER may be a form
of debt, such as a financial instrument; or a right
conferred pursuant to law or contract, such as a
government authorization or permit.

The MAI’s broad definition of investor
would extend rights to all private entities, or state
owned enterprises involved in a CDM transaction.
It would not, however, include investments made
by states themselves.  States are not considered to
be in need of any additional protection as inves-
tors, and would avail themselves of the diplomatic
channels or the State-to-State dispute settlement
or noncompliance procedures under the Protocol
to defend their rights.

4.2.2. Nondiscrimination—Most Favoured
Nation and National Treatment Requirements of
the MAI

The MAI prohibits both de facto and de
jure discrimination by the host state between for-
eign and domestic investors (the National Treat-
ment standard) and between two foreign inves-
tors from different states (the Most Favored Na-
tion standard).   This means that host country regu-
lations that discriminate between these categories
of investors either expressly, or in their effect would
be open to challenge either by under the MAI by
either States or investors.

A potential for conflict may arise if a Party
hosting a CDM project is encouraged or required
by the Protocol to expressly discriminate between
investors on the basis of the status of their home
country in at least three ways:

4.2.3. Annex I Versus Non-Annex I Parties

Although not expressly prohibited by Ar-
ticle 12, it is unclear whether investors from non-
Annex I Parties would be entitled to participate in
CDM activities.  Under some conceptions of
“additionality” project sponsors may be required
to demonstrate North to South flows of financial
resources before a project activity could be certi-
fied.  In such a case investors from non-Annex I
Parties might be denied access to either to eligible
project activities, or to CERs.  It may be argued
that a non-Annex I investor,  without emissions
reduction commitments of its own would have no
incentive to invest in CDM projects.  If CERs are
designed as a tradable commodity, it is entirely
possible that an investor without commitments of
its own would see the investment potential in buy-
ing and holding CERs to sell to the highest bidder
should supplied become scarce.

4.2.4. Complying Versus Non-Complying
Parties

The Protocol Parties may wish to condi-
tion an investor’s eligibility to participate in CDM
activities on the basis of whether its home country
is currently in compliance with its commitments.
Article 6 of the Protocol (joint implementation)
sets a precedent by suspending a Party’s right to
add ERUs generated by an JI project to its assigned
amount if issues are raised with regard to either
the investor or the host states compliance.

It may be argued that a Party to the Proto-
col that has authorized the use of such sanctions
in general would be unlikely to (or even legally
estopped from) invoking the MAI to challenge
such a sanction when it is applied against on of its
own investors.   However, the MAI’s investor-state
dispute settlement procedures may allow the in-
vestor, who may care less about the niceties of in-
ternational legal obligations, to challenge a mea-
sure, even if its government feel otherwise.

4.2.5. Party Versus Nonparty

While this is not explicit in Article 12,
most conceptions of the CDM would probably
not allow investors from host countries not Par-
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ties to the Protocol, or at the very least, those not
Party to the Convention to participate in the gen-
eration and sale of CERs.  This would be justified
both for enforcement reasons, as a non-Party host
country could not be expected to hold its investor
to comply with CDM rules, and to provide all po-
tential host countries an incentive to join the Pro-
tocol.  This distinction may well be necessary as
Article 12 paragraph 10 appears to allow CDM
project activities to be certifiable as early as 2000,
most likely prior to the entry into force of the Pro-
tocol.

Indeed the OECD Secretariat own analy-
sis of potential conflicts between the MAI and
MEAs that used quotas and permits noted that:

If quotas or permits are earned by enterprises
as a return on participation (investment) in
a pollution reducing project in a developing
country, the question would arise as to whether
the ineligibility for such a quota or permit
(return) of enterprises of countries not Party
to the system constituted a discriminatory
measure of the project host. If the eligibility
requirement were established by an interna-
tional regime, that might be interpreted for
MAI purposes to be a measure of each Party
to it.

The OECD Secretariat qualifies the risk
by suggesting that the barring investors from non-
Parties to the Protocol from eligibility may not be
necessary, as a CER would have no value in the
legal system of the investor’s home country.  This
analysis is, however, based on the assumption that
CERs would not have an inherent value as an in-
vestment that could be sold on to investors in home
countries where they did have value.

4.2.6. Foreign Versus Domestic Investor

Under some conceptions of the CDM, a
host country or its own domestic investors would
be eligible to invest in CDM project activities with-
out the involvement of any foreign investor.  For-
eign capital would be flow only at the point when
the CERs were ready to be sold on.  In order to
promote an endogenous, climate friendly technol-
ogy in a particular sector, a host country might

decide to bar foreign investors from CDM eligible
project activities in the same sector, at least until
the domestic producer was prepared to compete
with foreign rivals.  The MAI prohibition on pre-
establishment discrimination would preclude such
an approach which would discriminate against for-
eign investors.

4.2.7. Performance Requirements

Article 12 provides that CDM project ac-
tivities should assist developing countries in achiev-
ing sustainable development, and should promote
real, measurable and long-term benefits.  By some
analyses such criteria would lead a host country to
require a CDM project activity to shorten the chain
of production by using locally produced goods or
services, to build domestic capacity by employing
local citizens, or to transfer technology to local
firm.  These employment and performance require-
ments, even if imposed equally on domestic and
foreign investors, would potentially violate the
MAI.

The MAI’s prohibition on performance
requirements would be softened in two ways.
Firstly, the enumerated requirements may be em-
ployed in circumstances where they are condi-
tioned on the “receipt or continued receipt of an
advantage”.  If CERs generated by project activi-
ties are seen as being within the control and lar-
gesse of the host state, then conditioning their
transfer to an investor on the basis of performance
requirements may be permissible.

Secondly, the MAI text has a specific envi-
ronmental exception applicable to the provision
on performance requirements.  Modeled on Ar-
ticle XX of the GATT1994, the performance re-
quirement exception would allow measures that
might otherwise have violated the MAI if the host
country can establish that they are “necessary for
the conservation on of living or nonliving exhaust-
ible natural resources.”

4.2.8. Expropriation and Compensation

4.2.8.1. Direct Expropriation

The transaction at the core of the CDM

4. The Inter-relationship Between the KP and the Proposed MAI
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(Article 12(3)) is described so ambiguously as to
leave unanswered a fundamental question: who has
rights to the CER or the expectation of a CER at
what stage in the CDM cycle?  The issue is of great
importance from the stand point of investor pro-
tection in that efforts by the host state to control or
retain a CER for various reasons may be character-
ized as an “expropriation” of the investor’s property.

For example, as part of either a domestic or
an international compliance regime, a host country
acting of its own volition or on instruction from a
Protocol body, might suspend the validity of CER.
As has been indicated Article 6 of the Protocol (joint
implementation) sets a precedent by suspending a
Party’s right to add ERUs generated by an JI project
to its assigned amount if issues are raised with re-
gard to either the investor or the host states’ com-
pliance.

Parties have, furthermore, yet to resolve
whether host countries should be entitled to re-
tain a share of any CERs generated within their
territory. Some have argued that a host should be
able to collect a “resource rent” for maintaining
the regulatory framework necessary for hosting the
project activity.  If standard rules are not agreed
among the Parties on this issue disputes might arise
over the ad hoc expropriation of all or some of the
CERs expected by an investor.

4.2.8.2. Indirect Expropriation

The scope of expropriation in the draft
MAI sets a new global standard.  Regulatory tak-
ings, or state measures such as taxation and licens-
ing, which may affect foreign investments do not
traditionally amount to expropriation unless they
are discriminatory or have the precise intent and
effect of confiscation. The MAI, like NAFTA upon
which it is modeled, expands the international stan-
dard for expropriation to cover “regulatory” tak-
ing.  The MAI prohibits the taking of any state
action or measure that has the equivalent effect of
direct or indirect nationalization or ‘creeping’ ex-
propriation.  There is standing available to an in-
vestor concerning an alleged breach of an obliga-
tion which “causes loss or damage to the investor
or its investment”.

Whether the MAI would require compen-
sation for the passage of regulations that reduce
the potential for generating profits, or otherwise
cause loss or damage to the investment, is a matter
of current debate.  The experience with NAFTA
to date demonstrates that the current wording of
the expropriation provision would support these
claims.  The liberalized MAI imposes broad obli-
gations on states and new rights for investors.  To-
gether, this increases the possibility that any state
regulation will directly or indirectly discriminate
against one or more investors/investments. With
broader grounds for discrimination, and a high
standard of compensation, investor’s rights to dis-
pute resolution mechanisms against states will
undoubtedly influence domestic policy develop-
ment under an MAI regime.

This section of the reprot will now turn to two
scenarios that will test at a deeper level the poten-
tial relationship between the CDM and the MAI
from the perspectives of a non-CDM investor and
a CDM investor.

4.3. Party or Nonparty Investors

4.3.1. The  MAI and the Non-CDM Investor

The CDM, as with all environmental regu-
latory instruments, may be vulnerable to attack
under the MAI if it provides the basis for any fa-
cially neutral regulation that has a disproportion-
ate impact on a foreign investor.   For example,
every CDM project activity must achieve both en-
vironmental and financial additionality in order
to be certified.  This means that the project activ-
ity must bring about overall benefits that would
not have occurred in the host country in the ab-
sence of the project.  A counterfactual baseline, or
reference case, must therefore be constructed (ei-
ther on a multilateral or bilateral basis) to describe
what the host country would have done in the
absence of the project activity.  The counterfactual
baseline must be reliable and verifiable, in order
to achieve the global reduction of GHG emissions.
If CDM emissions reductions that are not addi-
tional are allowed to be certified and are offset
against Annex B commitments, overall global emis-
sions will increase against a business as usual
baseline.
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The COP/MOP will likely devise a com-
mon framework for a counterfactual baseline that
is susceptible to third party scrutiny.   The frame-
work may be extremely prescriptive  (such as the
existing framework for GEF product activities,
which requires that a project baseline must reflect
a minimal standard of ‘environmental reasonable-
ness’) or it may give the parties involved in the
project activity more latitude when defining the
baseline on a project by project basis. We will as-
sume the latter for this analysis.

Once a baseline is established between the
host country and the Annex I investor, and a
project activity has been certified, the host coun-
try may choose to adopt regulations which sup-
port the baseline so that the project activity will
be verified and produce CERs.  For example, a
host country may enter into an agreement with an
Annex I investor for the establishment and opera-
tion of a solar energy facility.  Further to the CDM
requirement of  environmental additionality from
this project, a regulation is passed to prohibit the
establishment, (use, or operation) of coal fired fa-
cilities in the country.

Of course, this regulation is passed for a
valid environmental purpose related to air quality
and further to the ultimate CDM objective of re-
ducing overall GHG emissions.  In this scenario,
if a foreign investor is operating a coal fired plant
in the host country and is the only such investor
in the country, that investor may claim that it has
suffered de facto discrimination and initiate an
action for expropriation against the host under the
MAI.

Analogies can be drawn from the NAFTA
challenge of a Virginia based company, Ethyl Corp.
(Ethyl), against the Canadian government for en-
acting legislation to ban the import and interpro-
vincial transport of the gasoline additive MMT
on the grounds that it is a dangerous toxin.  MMT
is a manganese-based compound that is added to
gasoline to enhance octane and to reduce engine
“knocking”.  Ethyl is the only North American
producer of MMT and a Canadian company di-
rectly benefited from the ban on MMT.  Ethyl
sued the Canadian government for approximately

$250 million (U.S.), arguing that MMT is safe
and that Canada’s ban on the additive constitutes
an illegitimate expropriation of Ethyl’s assets,
namely it’s Ontario plant which did the final mix-
ing of MMT.  The Canadian government chal-
lenged the jurisdiction of the panel to hear the case
on the grounds that Ethyl followed improper pro-
cedure in bypassing their state government in ini-
tiating the claim.  The panel ruled against them,
finding that Ethyl had standing under NAFTA
provisions which are almost identical to those in
the MAI. Shortly thereafter, the claim was settled
for approximately $13 million (U.S.) and an apol-
ogy by the Canadian government.

4.3.2. The MAI and the CDM Investor

In another scenario, the CDM project ac-
tivity may itself be expropriated by a host state.  A
host state may decide to nationalize a major in-
dustry or natural resource for purposes of  social
and economic development.  For example, CDM
project activities may include land use change and
forestry activities undertaken to reduce carbon
emissions or increase carbon sequestration. Defor-
estation activities lead to combustion and decom-
position of woody material and release carbon.
Where land is purchased through a CDM project
activity for the promotion of growth and regen-
eration in secondary forests and on pasture lands,
and deforestation is prevented, the additional car-
bon which is sequestered may generate CERs.

A change of government and/or change in
priorities or circumstance may cause a host state,
after agreeing to participate in a carbon sequestra-
tion project to nationalize the land for other pur-
poses.  In addition to claiming expropriation of
the land, the investor of the forestry CDM project
(above) will likely allege the expropriation of the
CER certification.  For the expropriation of the
CER, the investor is likely to claim compensation
both for the value of the land and the anticipated
value of the offsets.

4.4. MAI Investor-State Dispute

The investor-state dispute settlement pro-
cedures in the MAI would fill a significant gap in

4. The Inter-relationship Between the KP and the Proposed MAI
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the Protocol’s institutional structure.  At present it
is anticipated that only states Parties to the Proto-
col would have the power to invoke any of the
Protocol’s non-compliance or dispute settlement
procedures. The MAI would be the first interna-
tional agreement, open for accession to the global
community, which gives investors new rights and
states additional obligations and provides a mecha-
nism for investors to enforce these rights through
international arbitration.

Each contracting Party to the MAI gives
its unconditional consent to international arbitra-
tion in accordance with Article 4 upon signing the
agreement. Any issue in dispute with respect to an
alleged breach of an obligation (i.e. unlawful ex-
propriation of a CER or CDM project activity)
under the MAI which causes loss or damage to
the investor or its investment, shall be decided in
accordance with the MAI, interpreted and applied
in accordance with applicable rules of international
law.  A party to the MAI would further have to
agree to submit any other investment dispute con-
cerning any obligation which the host state has
assumed pursuant to the agreement to enter into a
CDM project activity or transfer a CER (which
can be considered an investment authorization) to
arbitration under Article 4.  In this case, the rules
of law agreed to by the parties under the agree-
ment would prevail.

Where the agreement is silent, the law of
the Contracting Party and applicable rules of in-
ternational law prevail [Article 4, para.14b)].  The
investor may choose to submit any dispute which
cannot be settled through negotiation or consul-
tation to a number of specified fora under Article
14, para. 2. Only the investor has a right to with-
draw a dispute once it has been initiated, pursu-
ant to paragraph 9e of Article 4.  Without a BIT
to provide similar rights between parties, the com-
mon practice would be for a consortia of domestic
industries or multinationals to pressure their home
governments to bring actions to protect their com-
mercial interests.  Specious claims which may not
be in the bilateral or global interest are usually fil-
tered out by the home government.  Absent this
government filter, and based on the experience of
NAFTA, the MAI will likely increase international
arbitration.

4.5. Regulating Free Markets

The agreement on Article 12 resolved a
number of critical aspects of how the CDM will
manage project-based joint implementation
between Annex I and non-Annex I Parties to the
Protocol. However many gaps remain to be filled,
and the negotiating dynamic for the next stage of
the development of the CDM remains
fundamentally unchanged. This dynamic can now
be characterised as pitting a market-based
approach, against an “interventionist approach”
based on traditional public sector development
assistance. Both approaches stress the need for a
system capable of generating credible certified
emissions reductions (CERs), but differ on the best
means of achieving this.  The extent to which the
CDM might run afoul of the MAI will depend on
the level of state intervention Parties feel will be
necessary to achieve the CDM’s policy goals.
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5.1. Introduction

In thought by many observers that the role of the
private sector will become increasingly significant
to the successful implementation and operation
of the flexibility mechanisms as set out in the Kyoto
Protocol. The question that this section raises is
whether the compliance and dispute settlement
system envisioned thus far is adequate to manage
the market mechanisms such as emissions trad-
ing, Clean Development, and joint implementa-
tion where large amounts of money will inevita-
bly change hands visa a vie states, states and pri-
vate legal entities, and between private entities and
other private entities.

To answer these questions this section first estab-
lishes just which private sector or non-state actors
could become involved in the flexibility mecha-
nisms.  The section then turns to discussing the
current compliance and dispute settlement system.
Finally having analyzed the system it is argued that
although the compliance system is progressive and
is likely to achieve overall compliance it is requires
a subsystem at the market mechanism level with
binding power which can effectively enforce the
transactions and efficiently solve disputes between
the parties. Therefore it is argued, that the use of a
model contractual forms which could be based on
the existing private international contractual re-

gimes, and which have built-in arbitration and con-
flict resolution mechanisms could be one way of
ensuring the stability and compliance within the
flexibility mechanisms.

5.1.1. The Role of the Private Sector, NGO’s and
other “legal entities” in the implementation of the
Kyoto Protocol

In exploring the role to be played by non-
State actors in implementation of the flexibility
mechanisms, this paper discusses: 1) key provisions
of the Kyoto Protocol concerning joint implemen-
tation, emissions trading and the Clean Develop-
ment Mechanism, 2) some of the international or-
ganizations involved in activities related to imple-
mentation of the flexibility mechanisms, and 3)
ways in which private sector entities and non-gov-
ernmental organizations (NGOs) might partici-
pate in activities concerning joint implementation,
emissions trading and the Clean Development
Mechanism.

5.1.2. Key Provisions of the Kyoto Protocol con-
cerning Joint implementation, Emission Trading
and the Clean Development Mechanism

The Climate Change Convention estab-
lished a pilot phase for Activities Implemented

5

Private Sector, Compliance and Stand-
ard Forms: Inter-linkages with Private

Contractual Regimes
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Jointly (AIJ).  The term AIJ implies that govern-
ments or companies will contract with parties in
another country to implement an activity that re-
duces greenhouse gas (GHG) emissions in that
country. During the years following its entry into
force of the UNFCCC, a limited number of AIJ
projects were carried out, primarily on a bilateral
basis but also under the auspices of intergovern-
mental organizations such as the World Bank.

AIJ related activities were the precursor for
the provisions on joint implementation among
Annex I countries, emissions trading and the Clean
Development Mechanism included in the Kyoto
Protocol. The relationship among the provisions
on joint implementation, CDM and emissions
trading are rather complex, but in general Annex I
countries can receive credit for reducing green-
house gas emissions for carrying out either joint
implementation or CDM projects and such cred-
its can be used to meet the Annex I countries’ com-
mitments to reduce emissions under Article 3.

The Kyoto Protocol to the UNFCCC in-
cludes provisions authorizing joint implementa-
tion of Annex I country commitments in Article
3 and provides a mechanism for calculating the
Parties emission limitation and reduction obliga-
tions under a joint implementation scenario by the
transfer of “emission reduction units.” Article 6 of
the Kyoto Protocol authorizes emissions trading
among Annex I countries and Article 12 estab-
lishes the Clean Development Mechanism, a
scheme for encouraging Annex I countries to carry
out emission reduction projects in developing
countries by providing credit for “certified emis-
sion reductions” which can be used to meet the
Annex I countries’ commitments under Article 3.

As noted above and stated in Article 17,
COP 4 is expected to define “the relevant prin-
ciples, modalities, rules and guidelines, in particu-
lar for verification, reporting and accountability
for emissions trading.”  In other words, while the
Kyoto Protocol authorized emissions trading as a
mechanism under which Annex I countries can
receive credit for emission reductions for both joint
implementation and CDM activities, the specif-
ics of how these interrelated programs will func-
tion remains to be elaborated.

5.1.3. International Organization’s Role in Joint
Implementation, Emissions Trading and the Clean
Development Mechanism

International organizations authority for in-
volvement in flexibility mechanisms discussed in
this paper arises primarily from language in Ar-
ticle 12 of the Kyoto Protocol.  Paragraph 5 of
Article 12 states that “Emissions reductions result-
ing from each project activity shall be certified by
operational entities to be designated by the Con-
ference of the Parties serving as the meeting of the
Parties to this Protocol…”  and also refers to the
participation of “public entities” in CDM activi-
ties more generally in paragraph 9.

5.1.3.1. The World Bank

The World Bank has been involved from the
early 1990’s in carrying out AIJ activities and has
proposed a Global Carbon Initiative.  Under the
Global Carbon Initiative, the Bank would serve as
a broker between buyers and sellers of certified
emission reductions, assist developing countries in
CDM project development and aid potential buy-
ers in identifying projects and groups of projects
of interest to them.

5.1.3.2. United Nations Conference on Trade and
Development

UNCTAD has proposed playing a role as
an intermediary in trading certified emission re-
duction credits.

5.1.3.3. Regional Development Banks

While no clear role has been articulated for
regional development banks, they are well suited
to assist developing countries in identifying CDM
projects that meet their goals for sustainable de-
velopment and achieve emission reductions.  The
regional development banks could also serve as
regional commodity exchanges emissions trading
and monitor and enforce CDM contracts.

5.1.3.4. United Nations Commission on Interna-
tional Trade Law

For both government sponsored and private
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sector activities carried out under both the joint
implementation and CDM schemes, there will be
a compelling need for consistency in contractual
arrangements.  Among other things, such consis-
tency would facilitate monitoring and enforcement
of the agreements.  UNCITRAL could play an
important role in drafting model agreements for
this purpose.

5.2. The Role of the Private Sector Entities and
NGO’s

There are two basic reasons that the private sector
will be motivated to participate in activities related
to joint implementation, emissions trading and the
clean development mechanism.  First, in order to
achieve their emission reduction commitments
under the Kyoto Protocol, national governments
will need to allocate rights to emit greenhouse gases
among the current and/or future sources of emis-
sions in their own countries, most of which will
be in the private sector.  As a consequence, the
private sector will be required to achieve reduc-
tions and, if allowed to do so, may choose to meet
some of its obligations by carrying out joint imple-
mentation or clean development projects or
through trading emission rights.

Second, private sector entities may be motivated
to participate in project activities or emission trad-
ing in order to make a profit, if they are engaged
in lines of business which are related to these emis-
sion reduction activities such as technology devel-
opment, power generation, contract negotiation
and monitoring and commodities trading.

5.2.1. Multinational and Domestic Corporations

To the extent that corporations in Annex I
countries operate plants which are subject to na-
tional emission limitations, they may have an in-
terest in achieving their emission reduction obli-
gations by carrying out projects in other Annex I
countries or developing countries.  Multinational
corporations in particular may be interested in
trading emissions among subsidiaries located in
different countries.

5.2.2. Commodity Exchanges

On both the national and international lev-

els, private commodity exchanges can help to cre-
ate a market for the sale of greenhouse gas emis-
sion rights, provide a forum for emissions trad-
ing and monitor the quality of the transactions.
While it is possible that international organiza-
tions such as the World Bank or UNCTAD will
play a role in emissions trading related to CDM
projects, private sector commodity exchanges
may be more qualified to handle private sector
emission trading transactions.

5.2.3. International Power Industry

The international power industry may play
a role both in emissions trading to meet its own
emissions reductions obligations and as an ex-
ecutor of projects aimed at generating power in
a manner which reduces GHG emissions.   Power
generators are also involved in cross border sales
of energy, which impact on both national and
private sector emission limitations.

5.2.4. Technology Developers and Manufacturers

The private sector has a critical role to play
in the development and diffusion of technology
that results in lowering emissions of greenhouse
gases. Developers of energy efficient technolo-
gies and processes may seek market opportuni-
ties created by joint implementation and CDM
activities.

5.2.5. Non-Governmental Organizations

NGOs have an important role to play in
the implementation of the flexibility mecha-
nisms.  In particular, they may be critical in help-
ing to ensure that: 1) real reductions in emis-
sions take place as a result of joint implementa-
tion and emissions trading by monitoring the
joint implementation arrangements and emission
trading transactions which take place among
Annex I countries, 2) the dual objectives of sus-
tainable development in non-Annex I countries
and emission reductions are achieved under the
Clean Development Mechanism, 3) non-Annex
I countries have the capacity to request technol-
ogy and projects which help them to achieve their
sustainable development goals.

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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The participation of non-State actors, au-
thorized by the Kyoto Protocol, will be critical in
achieving the treaty’s environmental objectives.
The roles of international organizations, private
sector entities and NGOs in implementation of
the Protocol’s provisions on joint implementation,
emissions trading and the Clean Development
Mechanism should be discussed as an integral as-
pect of the negotiations on elaboration of these
flexibility mechanisms leading to COP 4 in Buenos
Aires

5.3. Review of the Existing and Proposed Com-
pliance and Dispute Settlement System under the
Kyoto Protocol

Without concrete obligations, and the monitoring
of implementation/compliance with those obliga-
tions, it is not practicable to speak of noncompli-
ance mechanisms.  This is seen clearly in the cli-
mate change context, which has proceeded from
general commitments without specific timetables
and targets, to agreement upon such specific com-
mitments with attention turned to implementation
thereof and to compliance control. The 1987 Mon-
treal Protocol, the 1994 Second Sulphur Protocol,
and the 1997 Kyoto Protocol suggest a new cycle of
strengthening compliance systems gradually, and in
step with the strengthening of commitments.

5.3.1. The Climate Change Convention

The traditional dispute settlement approach
is present in Article 14, which adopts an approach
which conceptualises disputes as arising between two
or more Contracting Parties in connection with the
interpretation or application of the Convention.  If
ever activated, the traditional hierarchy of peaceful
dispute settlement mechanisms would apply, rang-
ing from negotiation and third party mediation or
good offices, through to arbitration or submission
of the dispute to the International Court of Justice.
Under Article 14, recourse to negotiation or other
means of peaceful settlement is obligatory, with ei-
ther Party able to request creation of a conciliation
commission in the event that negotiation is unsuc-
cessful; however, the awards of the commission are
recommendatory only. This bilateral dispute settle-
ment route is considered to be complementary to

the Article 13 process.

Article 13, on the other hand, is a good ex-
ample of the trend away from total reliance on tra-
ditional dispute settlement methods in recent mul-
tilateral environmental agreements noted above.  It
establishes a multilateral consultative process
(“MCP”) for resolution of questions concerning the
implementation of the Convention. Little detail is
contained in Article 13, thus the first meeting of
the COP established an Ad Hoc Group on Article
13 to operationalise the MCP. The sixth and final
session of this Group was held in Bonn in June 1998
where its work was completed in anticipation of
COP 4. It has adopted the framework for a MCP
which must now be considered at COP4, includ-
ing the resolution of the matters left unresolved in
the Committee.

In earlier sessions the Group has emphasised
the advisory rather than supervisory nature of the
MCP, further distancing the process from a more
rigorous form of NCP. The MCP is without preju-
dice to the dispute settlement provisions of Article
14, the latter applying, mutatis mutandis, to the Pro-
tocol. There is no internal “exhaustion of local rem-
edies rule” in operation.  But there is some doubt
whether Article 14 will ever be invoked in a tradi-
tional dispute settlement; indeed, one of the rea-
sons for including Article 13 was the perception that
traditional dispute settlement would have a very lim-
ited role to play under the Convention where the
likely nature of disputes would not be amenable to
such procedure.

5.3.2. Noncompliance Under the Kyoto Protocol

The application of the Article 13 MCP to
the Protocol is an issue left undetermined by the
Protocol itself.  Article 16 of the latter provides that
the Conference of the Parties serving as a meeting
of the Parties to the Protocol shall “as soon as prac-
ticable” consider such application, with or without
modification. If the Article 13 MCP were so ex-
tended, the Protocol expressly provides that such
procedure would operate without prejudice to the
NCP under the Protocol (which in turn is without
prejudice to the dispute settlement provisions of
Article 14 FCCC). What is clear is the determina-
tion to distinguish a specific noncompliance proce-
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dure under the Protocol from both the dispute set-
tlement provisions of Article 14 of the Convention
/Protocol and the MCP of Article 13 (if extended
to the Protocol).

It is Article 18 of the Protocol which expressly
refers to noncompliance in the following terms:

The Conference of the Parties serving as the meet-
ing of the Parties to this Protocol shall, at its first
session, approve appropriate and effective proce-
dures and mechanisms to determine and to ad-
dress cases of noncompliance with the provisions of
this Protocol, including through the development
of an indicative list of consequences, taking into
account the cause, type, degree and frequency of
noncompliance.  Any procedures and mechanisms
under the Article entailing binding consequences
shall be adopted by means of an amendment to
this Protocol.

Due to the politically sensitive nature of
noncompliance procedures, in particular binding
consequences flowing from a determination of non-
compliance, it is not surprising that decision on any
such characteristics will require the stringent treaty
amendment procedures of the Protocol to be fol-
lowed. Establishing this significant procedural hur-
dle to the adoption of binding consequences for
noncompliance is in part a reaction against the dy-
namic development of the Montreal Protocol NCP
unfettered by such further requirement of treaty
amendment but subject rather to the decision-mak-
ing rules of the COP. There is a clear reluctance to
provide a “blank cheque” for binding noncompli-
ance consequences to the COP.

The design of a future NCP under the Pro-
tocol will entail both institutional and functional
aspects: what is the procedure designed to achieve,
and which organ(s) will be responsible for it?  A
special body will need to be established, most likely
a standing committee of legal, economic and tech-
nical experts (or generalists with access to a roster of
experts). Moreover, the relationship between this
body and the existing Convention bodies will re-
quire careful definition.  Experience has shown that
the development of a NCP can take some time.
How then will the NCP be operationalised pend-
ing the entry into force of the Protocol?  This is

particularly problematic given that the key features
of the flexibility mechanisms under the Protocol
have also yet to be determined.

In fact, these matters have already been
raised in the Subsidiary Body for Scientific and Tech-
nological Advice (SBSTA) and the Subsidiary Body
for Implementation (SBI) which have met since the
adoption of the Kyoto Protocol (Bonn, June 1998).
Included on the agenda of each body was consid-
eration of suggested elements for a work programme
to operationalise the mechanisms under the Kyoto
Protocol, in particular joint implementation, the
clean development mechanism, and emissions trad-
ing. Compliance is identified as one of the outstand-
ing issues under each of these mechanisms, which
will be addressed in turn.

5.4. Flexibility Mechanisms

5.4.1. Joint Implementation

Where joint implementation is pursued,
Article 4 provides that a failure to achieve joint emis-
sion reduction targets does not absolve Parties from
the obligation to meet their own emission reduc-
tion targets, which are obliged to be set forth in the
agreement.  This simplifies the application of a NCP
to the joint implementation process where there has
been a failure to achieve targets, and provides addi-
tional incentive for reaching the targets set forth in
the joint implementation agreement.  Whilst im-
plementation may be joint, responsibility for non-
compliance with targets is still that of the individual
State.

The verification and reporting criteria which
are to be established at MOP1 (or as soon as practi-
cable thereafter) could give rise to noncompliance
thresholds, as could the extent to which JI is sup-
plemental to domestic implementation measures.
The additionality requirement of Article 6(1)(b) pro-
vides a further benchmark for the application of
NCP.

5.4.2. The CDM

Article 12 of the Protocol establishes the
clean development mechanism (CDM), the pur-
pose of which is “to assist Parties not included in

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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Annex I in achieving sustainable development and
in contributing to the ultimate objective of the Con-
vention, and to assist Parties included in Annex I in
achieving compliance with their quantified emis-
sion limitation and reduction commitments under
Article 3. The executive board and “operating enti-
ties” under Article 6 could perform a compliance
function in respect of the CDM, in which case the
issue of whether multiple compliance mechanisms
will evolve under the Protocol, perhaps linked with
specific flexibility mechanisms, will need to ad-
dressed by the COP/MOP.  As under Article 6, the
establishment of auditing and verification criteria
will also give rise to the need also to establish non-
compliance parameters.

As with JI between Annex I Parties, con-
cerns that Article 3 commitments would be met
wholly through the CDM are addressed in Article
12(3)(b) which explicitly provides that certified
emission reductions from such project activities may
contribute to compliance with part of their Article
3 commitments (as determined by the COP). A
key concern for all three of the Kyoto mechanisms
is to establish an appropriate level of reliance on
these mechanisms, jointly and severally, in addition
to domestic implementation.  The setting of a pre-
cise level would constitute a yardstick against which
compliance with the supplementarity requirement
could be measured.  Finally, as with JI, emission
reductions deriving from CDM project activities
must demonstrate that such reductions are addi-
tional to any that would occur in the absence of the
certified project activity (Article 12(5)(c)), thus pro-
viding a further benchmark for the application of a
NCP.

5.4.3. Emissions Trading

Article 3 of the Protocol envisages an emis-
sions trading system which will establish a market
amongst Annex I Parties in emission credits. There
is no time scale for operationalising emissions trad-
ing stated in the Protocol, though it is certainly ex-
pected to be operational during the first commit-
ment period (2008-20012).  Any trading is to be
supplemental to domestic actions to meet reduc-
tion commitments; limiting the operation of the
trading to developed States further meets the con-
cern expressed by developing States that such States

would meet their quotas without implementing
necessary domestic measures to reduce emissions
simply through purchasing quota.

5.5. Many Outstanding Compliance Issues
Remain Unresolved

There are thus a large number of design is-
sues to be addressed in implementing Article 18 of
the Protocol, many of which are linked to the de-
tails of the flexibility mechanisms yet to be estab-
lished.  A key concern in the forthcoming negotia-
tions, as the flexibility mechanisms are fleshed out,
will be to ensure that the substantive commitments
under the Protocol do not lead to irresistible pres-
sures to weaken the noncompliance mechanism
under Article 18.  Absent such a mechanism there
is no realistic alternative for ensuring the effective
implementation of the Protocol.

5.6. Interrelationship between the Kyoto Pro-
tocol and Private International Contractual Re-
gimes: The Development of Model Contractual
Agreements for the Flexibility Mechanism

Having reviewed the existing and proposed
compliance and dispute settlement provisions of
the Kyoto Protocol, it is clear that an overall com-
pliance system is envisioned. However, there still
remains no defined dispute settlement or compli-
ance system at the market mechanism level. Given
the inherent relationship of the flexible mecha-
nisms to the achievement of the emission targets
and therefore the overall objective of the Protocol
such a system will undoubtedly need to be con-
sidered.

One method of achieving compliance at the
flexible mechanism level without having to create
a completely new system is for the Parties to agree
on standardized contractual arrangements that
have built in dispute settlement and arbitration
clauses. This section examines the opportunity of
employing these types of contracts that could be
used between public and private legal entities par-
ticipating in the Clean Development Mechanism,
joint implementation projects and emission trad-
ing transaction as envisioned under the Kyoto Pro-
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tocol.  The section also distinguishes potential stan-
dard forms that could be used to govern the trans-
actions, particularly with reference to United Na-
tions Commission on International Trade Law
(“UNCITRAL”) rules or forms.

5.6.1. Standardisation and the Flexible Mecha-
nisms

Is it possible to have a standardised agree-
ment for the international governance of the flex-
ible mechanisms?  The question of standardisation
has elicited much controversy in contract law.  In
relation to a CDM or JI project, the main argu-
ment against a standardised agreement would be
that not all CDM or JI projects will be exactly
alike and thus standardisation could undermine
the potential for flexibility and dynamism in
achieving contract objectives.  Given widely vary-
ing cultural and commercial circumstances in dif-
ferent countries, a case-by-case approach seems
legitimate.

Nonetheless, it is likely that a series of con-
tract guidelines will need to be met in order to
secure the achievement of the goals of the Proto-
col.  Some of the advantages of standardisation
include the following:

• Standardisation facilitates the conduct of com-
mercial/investment transactions thus saving
costs and time;

• It facilitates the comparison and evaluation of
contractual responsibilities and associated risks,
if these are based on the same well-known con-
tractual terms;

• It makes financing easier, since financiers would
be familiar with contractual terms;

• It enables the parties to plan ahead and to have
effective control, monitoring and supervision
of projects;

• It reduces the tendency for the private sector to
exploit its financial and technical advantage in
the course of negotiations with national or lo-
cal authorities;

• It may facilitate subcontracting and negotiat-
ing of other project-related contracts;

• Standardised project agreements are more care-
fully drafted and as such are usually of a higher
quality;

• Standardisation does not necessarily preclude
introducing special conditions if needed, thus
ensuring flexibility and dynamism.

It could be contended, however, that
standardisation is not very common or appropri-
ate in long-term contracts but rather, as an instru-
ment for short-term, immediately consumable
transactions.   There is, however, a growing trend
in standardising long-term agreements even in the
natural resources sector as evidenced by the ten-
dency of host countries to draw up similar model
contracts to govern such transactions.  This is
equally true at the international level, where the
United Nations Industrial Development
Organisation (UNIDO), the International Cham-
ber of Commerce (ICC), the Association of Inter-
national Petroleum Negotiators (AIPN) as well as
the World Bank have been working on and even
published some standard terms.

Even if standardisation of CDM or JI
project contracts were preferable, the issue arises
as to the type of contract to be adopted.  Does the
UNCITRAL practice or laws provide any guid-
ance?

UNCITRAL was created in 1966 in order
to enable the UN to play a more active role in
reducing or removing legal complications in the
free flow of international trade.  It has accordingly
produced a continuous flow of studies, standard
terms (for documentary credit) and model rules
or laws (for arbitration and procurement) in areas
of international trade law for national enactment.

 So far, however, there are no particular
UNCITRAL rules or forms for CDM or JI project
contracts.  This is understandable, as these mecha-
nism was invented post UNCITRAL, and could
not have been contemplated by UNCITRAL rules
or forms. It is pertinent to stress though, that
whichever type of contract is eventually adopted,
a conciliation, mediation and, or arbitration clause
should be a must for every such contract. This
ensures that compliance and dispute settlement
problems at the flexible mechanism level will not
jeopardize or impact the overall compliance and
achievement of the Protocol’s objectives.

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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5.6.2. The CDM

The Kyoto Protocol agreed upon in De-
cember 1997 will, if implemented, transform the
way energy is produced and used.  The agreement
may well turn out to be one of the most signifi-
cant, in terms of the impact on lifestyles, of the
20th century.  If the targets agreed upon in Kyoto
are to be achieved, it is now virtually certain that
the so-called flexibility mechanisms endorsed in
Kyoto - emissions trading, Joint Implementation
(JI) and the Clean Development Mechanism
(CDM) - will be utilised on a large and interna-
tional scale involving both public and private sec-
tors.  It is conceivable, even likely, that the nature
and scale of foreign energy investment will change
radically.

The basis of all three flexibility mechanisms
is trading.  Such trading will represent transfers of
credits, allowances, permits and quotas, all of which
will be linked directly to the reduction of emis-
sions of the greenhouse gases (GHGs) stipulated
in the Protocol.

In the case of JI and the CDM, the legal
and contractual implications are great.  Not only
will it be important for contracts to protect the
interests of both sides of a project or crediting deal,
but it will also be a requirement that the GHG
credits which result from it are, as the Protocol
puts it, “real, measurable and long-term” and “ad-
ditional to any that would occur in the absence of
the certified project activity.”

This will be of added importance for the
CDM since the credits which arise from such
projects will, in total, permit Annex I countries,
i.e., the industrialised OECD countries that have
emissions reduction targets under the Protocol, to
exceed their combined limits for the 2008-2012
budget period.  If the CDM is abused, inaccurate
or badly designed, credits will not correspond to
genuine reductions and the Annex I target will not
be met.  CDM contracts must therefore be water-
tight from both a commercial and an environmen-
tal standpoint.  Indeed, the two perspectives are
inextricably linked.

While it is evident that CDM contracts

cannot be devised until the UN process provides a
more detailed design framework, this section of
the report seeks to propose a standard form for
the future.  It is based on an analysis of the Proto-
col, a review of selected proposals made to the
UNFCCC for AIJ project support (Activities
Implemented Jointly), analysis of UNICITRAL
rules - and some new thinking.

5.6.2.1. The CDM contract - Issues to be Cov-
ered

The fundamental features of a standard form
contract for the CDM should consider the follow-
ing:

• A definition of the project;
• Commitments by the donor in relation to fi-

nancial investment, GHG reductions (see be-
low), project performance, technology co-op-
eration and sustainable development;

• Commitments, if appropriate, from the host in
relation to site and/or project ownership, pro-
vision of goods and services in relation to ef-
fective operation of project and sustainable de-
velopment;

Specific aspects to be covered would include
the following:

• Arrangements for the ownership of the project
site, project and CERs arising from project;

• Detailed identification and quantification (over
the full life cycle of the project) of greenhouse
gas sources and sinks at the site and which are
included in emissions baseline, together with
assumptions and uncertainties;

• A project schedule and timetable, including the
period during which emission reductions will
take place with year-by-year forecasts of reduc-
tions;

• Estimated total CO
2
-equivalent emissions re-

duction accruing to the donor investor (and
host if credits are to be shared) over a specified
period.  Note that Art. 12 (5) states that emis-
sion reductions should be real, measurable,
long-term and additional;

• Emissions monitoring process and data collec-
tion procedures;

• Procedures for updating estimates of emission
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reductions;
• Arrangements for independent auditing, exter-

nal verification and certification;
• Assuming that certification takes place before

the transfer of credits, enforcement mechanisms
will need to be laid down in the event of non-
compliance;

• Penalty arrangements in the event of non-com-
pliance by either party, in particular in the event
of emission reductions being lower than esti-
mated;

• Commitments relating to Article 12(2) that the
CDM should help developing countries achieve
sustainable development.  All non-GHG envi-
ronmental impacts of the project should there-
fore be detailed;

• Commitments relating to Article 12(8).  The
contract should determine what share of the
proceeds are allocated to cover administrative
expenses and/or assistance to Parties for adap-
tation to climate change.

5.6.3. Possible Contract Types for CDM
Projects

Generally speaking, there are already a num-
ber of example contracts which have been negoti-
ated since the Kyoto Protocol was agreed upon,
most of which would not squarely fit into the
CDM Project framework because these later
projects were obviously not originally contem-
plated by such contractual arrangements.   But,
considering the substance of CDM Projects, other
examples of inter-governmental agreements such
as Intergovernmental Co-operation Agreements,
Concession Contracts, BOT (Build, Operate and
Transfer) Project Contracts, and Joint Venture and
Service Contracts deserve closer analysis because
they have certain features which make them more
easily amenable to the kinds of agreements envi-
sioned under the CDM.

5.6.3.1. Intergovernmental Co-operation Agreements

These are agreements entered into by gov-
ernments for and on behalf of their respective sov-
ereign states and can be of a general, framework
nature or relate to a specific CDM Project.  They
usually provide, among other things, procedures
and joint institutions for co-operation program-

ming, for project preparation and evaluation as
well as for implementing projects and monitoring
their performance.   These ongoing efforts to de-
velop suitable intergovernmental co-operation con-
tracts can be complemented by the further delib-
erations of the COP under the Kyoto Protocol.
Intergovernmental agreements relating to specific
CDM Project(s) could contain provisions relating
to:

• The partial, or full assumption of risk of non-
performance of such projects by their respec-
tive home countries.  Where projects are initi-
ated by private legal entities, the home states
should bear partial assumption of risk.  But,
full assumption of risks should be borne by
home states if projects are initiated by their re-
spective public sectors;

• Provisions regarding financing and market ac-
cess conditions to enable the proper and effec-
tive implementation of the CDM;

• Host state guarantees regarding stability of the
enabling regulatory regime, including the terms
of the CDM agreement; and

• Host state guarantees relating to the uninter-
rupted supply of energy and natural resources,
where these are applicable to the CDM Project.

Some of the advantages of intergovernmen-
tal co-operation agreements include the following:

• This type of agreement seeks to link project
contracts with international law through home
state commitments to assume performance re-
sponsibility;

• It provides a convenient framework for project
agreements on the enterprise level by shielding
such enterprises from the vagaries of host coun-
try regulatory regimes;

• The reduced number of participants allows
commitments to be more concrete and precise
in terms of specific sustainable development
goals and strategies or quantified emission limi-
tation and reduction objectives (QUELROs);

• Since this type of agreement can take a variety
of forms, it is flexible enough to correctly re-
flect the degree of state intervention in con-
crete cases of co-operation at the project level;

• The rules or terms of the agreement may be
bilaterally negotiated, thus allowing innovative

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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solutions and a gradual evolution of the entire
process.

The main disadvantage of these types of
agreements stems from the assumption of the equal
bargaining power of the respective parties, which
is not usually the case.  Indeed, it is not unlikely
that the unequal bargaining power and the inad-
equacy or absence of experience on the part of
developing countries will result in an agreement
that reflects this lopsided relationship in favour of
the industrialised country.  The solution lies in
drafting such agreements to meet the differing,
legitimate expectations of the parties.  This would
imply, inter alia, that:

• The agreements should not be exclusively re-
flective of the defensive interest of the invest-
ing or exporting countries;

• They should equally reflect elements of the col-
lective interests of developing countries and
actions in keeping with those interests such as
technology co-operation, financial resources
and respect for sovereignty over natural wealth
and resources;

• They should contain concrete commitments
from the parties aimed at creating a package of
mutually beneficial interdependence.

5.6.3.2. Concession Contract

The term “concession” connotes “owner-
ship” or, what in common-law systems is described
as a “free-hold interest”.  It is an arrangement
whereby the private sector is granted the right to
develop a public infrastructure project.  The con-
cession system has become transformed in the light
of the exigencies of modern international commer-
cial transactions.  The following are some of the
features of the modern concession contract:

• It gives exclusive right to the concessionaire to
undertake its operations in a given area, includ-
ing other ancillary operations within a certain
duration with the possibility of renewal;

• The concessionaire has exclusive rights to man-
age its operations without undue interference
from the host government;

• It sets out clear commencement, work, and
other obligations, which may include the filing

of work reports;
• It involves a simplified tax system that enables

the concessionaire to effectively amortise its
investments within a reasonable period of time;

• Pricing is always set by the concessionaire but,
with government supervision;

• Dispute settlement is usually by ad hoc arbi-
tration with the laws of the host country and
international law as the choice of law clause;

• There is a possibility for revocation in excep-
tional circumstances.

The concession system has been modified
in recent times to accommodate various other types
of projects, with a considerable reduction in host
government participation and control.  It is possi-
bly one of the most attractive options for CDM
Projects, since it enables the private sector to exer-
cise a free hand in developing and managing the
project, with minimal host government interfer-
ence.  Innovative contractual clauses can be drafted
to synchronise with the objectives of the CDM.

It is important to note that, in all contract
types, the problematic issues are always in invest-
ment guarantees: non-expropriation, repatriation
of investment/revenues, stabilisation clauses and
duty free imports, just to mention a few.  These
issues deserve much more than a mere mention
here.  While in theory, the foreign private investor
can obtain maximum government guarantees for
the security of his/her/its investments by very clear
contractual provisions, in practice, the government
has some shrewd ways of bringing about tangible
changes or the termination of an agreement.

Non-consensual modifications of economic
development agreements may arise outside the
realms of clear cases of breach of contract or force
majeure from:

(a) government’s unilateral action taken on the
ground of public purpose;

(b) a fundamental change of circumstances ren-
dering the performance of the agreement un-
duly onerous or wholly or partially fruitless

Traditionally, foreign private investors have
tended to protect themselves by contractual de-
vices such as inserting stabilising clauses, choice
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of law clauses and arbitration clauses.  The
stabilisation clause aims to protect the original
contractual terms from future legislative changes
of
the host state, which may have negative repercus-
sions in terms of taxation, environmental controls
and other regulatory matters.  The choice of law
clause is usually aimed at subjecting the agreement
to some other law (usually international law or
general principles of law) besides the laws of the
host state, which could be changed at will.  The
arbitration clause is usually aimed at choosing a
neutral forum for settling disputes that may arise
from the agreement.  The combined effect of these
clauses is to internationalise the contract.

While there have been a number of very
persuasive objections to the theory of
internationalisation, current trends appear to
favour a delicate balancing of the often conflict-
ing interests of foreign private investors on the one
hand and host governments on the other.  This
approach involves the recognition that no sover-
eign state can divest itself of its primary responsi-
bilities of protecting public interests and promot-
ing sustainable economic development on the one
hand, and ensuring some adequate guarantees
against the consequences of unilateral government
action on the other.  These responsibilities may
involve an obligation to renegotiate contracts if
and when the original contractual equilibrium has
been modified by a fundamental change of cir-
cumstance.  Such a clause affords the possibility
for  the “dynamic stability” of the original con-
tractual terms.

5.6.3.3. BOT (Build, Operate and Transfer)
Project Contracts

BOT Project Agreements may be said to
be modified versions of the concession contract.
There can be considerable diversity in their form
and content, ranging from “huge, complex con-
tracts, tailor-made for a particular infrastructure
project to straightforward and to some extent
standardised contracts for each infrastructure sec-
tor, as in China’s BOT programme.”   To this ex-
tent, they can be said to be as flexible and dynamic
as compared to concession contracts.  Again, in
view of the fact that in the construction, imple-

mentation and maintenance of some CDM
Projects, like their AIJ counterparts, science, engi-
neering and construction works would play a con-
siderable role, the attractiveness of BOT Project
Agreements can not be over-emphasised.

However, they have to be specially and care-
fully drafted to fit into the legal systems within
which they are to operate.  Legal systems that are
less supportive of, or less transparent to, the BOT
approach may require far more comprehensive
provisions in BOT Agreements than those that are
more supportive or transparent.

The potential advantages of using the BOT Project
contractual approach to both the private and public
sector are illustrated in Table 1.

5.6.3.4. Joint Venture Agreements (JVA)

The “joint venture” is “a business arrange-
ment in which two or more parties undertake a
specific economic activity together”.  Although
there are different variants of joint ventures (JVs),
they are generally a popular way of pooling to-
gether scarce financial and technical resources for
the purpose of carrying out a commercial under-
taking.  The JV contract spells out the terms of
the joint venture, especially the financial commit-
ments of each partner and the modalities for shar-
ing of profit, which need not necessarily be in equal
proportion.  In the energy sector, host governments
see JVs as an effective way of participating in the
development of their natural resources, with the
concomitant prospect of technology transfer.

The CDM will involve an arrangement be-
tween non-Annex 1 and Annex 1 Parties, by which
the former benefits from project activities result-
ing in certified emission reductions and the latter
may use the certified emission reductions accru-
ing from such project activities to contribute to
compliance with part of their quantified emission
limitation and reduction commitment.  In prac-
tice, though, both industrialised and developing
countries could use private and public entities to
undertake CDM joint ventures (CDMJV).
Clearly, a CDM joint venture agreement
(CDMJVA) would be the most appropriate frame-
work to guide the commercial and legal relation-

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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 Private Sector
 

 Public Sector

• Gives private sector a free hand to
finance the project, rather than depend
on contribution from host government,
which may cripple project because of
government’s other commitments.

 

• Use of private sector financing to
provide new sources of capital, which
reduces public borrowing and direct
spending and which may improve host
government’s credit rating.

• Ability to accelerate the development
of projects that would otherwise have
to wait for, and compete for, scarce
sovereign resources.

 

• Ability to accelerate the development
of projects that would otherwise have
to wait for, and compete for, scarce
sovereign resources.

• Use of private sector initiative and
know-how to re duce project
construction costs, shorten schedules
and improve operating efficiency.

 

• Use of private sector initiative and
know-how to re duce project
construction costs, shorten schedules
and improve operating efficiency.

• Private sector is responsible for the
operation, maintenance and output of
the project for an extended period
(normally the government would
receive protection only for the normal
construction and e quipment warranty
period).

 

• Allocation to the private sector of
project risk and burden that would
otherwise have been borne by an
already encumbered public sector.

• Involvement of private sponsors and
experienced commercial lenders,
which ensures an in-depth review and
is an additional sign of project
feasibility.

 

• Gives government a breathing space to
source indigenous and skilled
manpower comparable to the private
sector.

• Able to recoup the costs of technology
transfer, training of local personnel
and the development of national
capital markets towards the transfer of
the project.

 

• Public gains from technology transfer,
the training of local personnel and the
development of a na tional capital
market.

• Private sector establishes a benchmark
against which the efficiency of similar
public sector projects can be measured
and the associated opportunity to
enhance management of infrastructure
facilities.

• Public sector can measure its
efficiency against the benchmark
established by the private sector in
respect of similar projects and
associated opportunities to enhance
management of infrastructure

Table1: Potential advantages to both private and public sector of using BOT
approach for infrastructure development
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ship between such entities.  A standardised
CDMJVA can be adapted to take care of the spe-
cial requirements or substance of the clean devel-
opment mechanism.  Table II is an attempt to
summarise some common advantages and disad-
vantages of the JVA.

Two observations should be made here.
The first relates to the varying objectives of the
joint venture partners (investor on the one hand
and host government on the other).  Whereas the
host government would be more interested in at-
taining sustainable development, including tech-
nology transfer for the benefit of the national
economy, the investor would be more interested
in making a profitable return on its investment.
The second relates to the host government’s abil-
ity to meet its cash-call obligations (in practice,
usually the responsibility of the appointed govern-
ment agency, or public enterprise).  Many feel that
cash-strapped non-Annex I countries can hardly
be expected to meet their financial commitments
under the JVA.

However, in no contractual arrangement is
an investor’s objective identical with that of the
host government.  Furthermore, fears about the
host government’s inability to meet its cash call
obligations under the CDMJVA would be arrested
by Article 12(6) of the Protocol.  And, even if the
CDMJVA is not a favoured option because of host
government involvement, it is, nonetheless, an at-
tractive option for several companies willing and
able to pool their resources to undertake a CDM
Project in a non-Annex I country.

5.6.3.5. Risk Service Contracts

This is usually a camouflaged concession,
BOT or joint venture arrangement.  In risk ser-
vice contracts, the services of an investor, who as-
sumes the legal status of “contractor”, are hired by
the sponsoring (hiring) state.  In the case of a CDM
arrangement, the task of the contractor would be
the construction, maintenance and implementa-
tion of the CDM Project, or the training of per-
sonnel for the purposes of managing any such
project.  After successful execution of the contract,
the contractor is reimbursed for its costs and in-
vestments and paid for its services by the sponsor-

ing state.  The contractor bears the entire finan-
cial risks of the undertaking and is reimbursed af-
ter its successful execution.  This explains why it
is sometimes referred to as the “Risk Service Con-
tract”.

The main distinction between risk service
contract and the joint venture or sole-investor ar-
rangement is that in the former, the contractor
provides a service, and gets its payment from the
sponsor, while in the latter, the investor puts up
risk capital and gets its return from an expected
flow of profits from the venture (usually shared in
the case of a joint venture).

A further distinction should be made be-
tween a risk service contract and a real service con-
tract.  Whereas in the former, the host or sponsor-
ing state pays for the services of the risk service
contractor, in the latter, someone else pays.  The
latter situation may arise where, for example, a
home country, or international agency hires the
services of an independent contractor (service con-
tractor) to undertake certain services for the ben-
efit of a third party beneficiary which is also a host
country.  In this situation, there is no contractual
relationship in the legal sense of the term (privity
of contract) between the host country and the ser-
vice contractor as such, since the service contrac-
tor receives payment from the sponsoring home
state or international agency.

Exceptionally, there could be a sub-contract
between the service contractor and the host coun-
try for the rendering of the particular service it has
been hired to perform, even when the sponsor is
not the host country.  Even in this latter situation,
the service contractor gets paid by the sponsoring
agency rather than the host country.

An example of the real service contract is
the Phare/Tacis Multi-country Project.  In that
project, for instance, the contracting authority, the
European Community (EC) hires a consortia (ser-
vice contractor), comprised of two or more part-
ners with a view to provide, among other things,
training and a good level of understanding of the
Energy Charter Treaty and the Protocol on the part
of selected key personnel of each of the Phare part-
ner countries.  This is done with a view to bring-

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes



Page 36

UNU / GEIC / IAS - Global Climate Governance

 PROJECT DEVELOPERS VIEW
POINT
 

 HOST GOVERNMENT’S VIEW POINT

 Advantages
 

• Moulding a project in a form which is
compatible with government policies

 

• Maximising national sovereignty

• Minimising political risk
 

• Receiving subsidised or risk-free
participation

• Improving predictability and stability
of operational conditions

 

• Sharing in the rewards of value added

• Providing a communication channel to
the government

 

• Influencing training, education labour
recruitment and labour policies

• Availability of tax or other investment
incentives

• Influencing decisions on sourcing and
pricing of plant, equipment,
production inputs and services

 

 • Influencing destination and p ricing of
products

 

 • Minimising any perceived adverse
effects of FDI

 Disadvantages
 

• “Soft” value of host country’s capital
contributions

 

• Need to c ontribute capital or other
assets

 

• Less efficient decision-making and
financing structures

 

• Need to offer tax incentives

• Exposure to risk of loss of confidential
commercial information and know
how

 

• Exposure to business risks

• Exposure to risk of incompatibility
with government bureaucrats

• Exposure to risk of incompatibility
with foreign partner.

 

Table II: Some Common Advantages and Disadvantages of the JVA

Source:  Adapted from R. Pritchard et al., “The Use of Joint Ventures in FDI”, in R. Pritchard
ed., Economic Development, Foreign Investment and the Law: Issues in Private Sector Involve-
ment and the Rule of Law in a New Era (London: Kluwer Academic Publishers, 1996), p. 178.
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ing their legislation in line with ECT requirements
and harmonising their legal, policy and institu-
tional framework with the EC.   The consortia (Ser-
vice Contractor) does not get paid by the benefi-
ciary countries, Central and Eastern European
Countries (CEEC), but by the sponsor or con-
tracting authority, the EC.  Similarly, the COP
could, in addition to arranging for funding for
CDM Projects, hire a Private or Public entity as
service contractor to construct and implement a
CDM mechanism in a non-Annex I country.
While this would be with the consent of the par-
ties, the service contractor would not get payment
from the host country, but instead from the COP.
Details regarding quantification and allocation of
credits can be worked out within the framework
of the service contract.

As in every other contractual arrangement,
the potential for conflicts always exists in the real
service contract because of its peculiar arrange-
ment.  The real service contractor may be bound
under the real service agreement not to indulge
corrupt officials of, for example, the host country
or to abide by certain standards.  This may how-
ever pose practical difficulties, as the host country
may set its own agenda in the “national interest”,
including the imposition of import duties and levy-
ing of taxes.  These are no doubt very thorny is-
sues in practice since poor governments can not
easily refrain from either levying taxes or impos-
ing duties on imports.  If these difficulties are not
anticipated and an amicable resolution properly
provided for, the effective execution of the real ser-
vice contract is bound to be prejudiced.

5.6.4. Possible Contract Types for Other Flexibil-
ity Mechanisms

The contract forms for ET and JI are sim-
pler than those for the CDM in the sense that there
are already a number of pilot projects implement-
ing the former mechanisms.  Since emissions, or
emissions reductions, amount to tradable com-
modities in the ET mechanism, a simple
standardised contract for the buying and selling
of ‘permits’, ‘allowances’ or ‘emissions reductions’
by which one Party agrees to sell and the other
agrees to buy such tradable commodities could be
drafted.  Besides, precedents already exist in the

United States, where ET has been successfully
employed in limiting emissions of sulphur diox-
ide (SO

2
).  However, considering that assigned

amounts, defined by article 3 of the Protocol, may
be traded, an emissions trading contract (ETC)
within an umbrella or framework intergovernmen-
tal agreement is possible.

Also, since JI envisages Annex I countries
undertaking GHG reduction projects within other
Annex I countries, by means of which reductions
are credited to the country financing the project,
while debiting the excess reductions of the host
country, an intergovernmental agreement that de-
fines the framework for this joint venture relation-
ship between the home country and host country
is appropriate as a necessary starting point.  How-
ever, considering that countries can authorise pri-
vate companies to develop JI projects, while re-
serving the powers of approval, certification of
emissions reductions, and or monitoring and veri-
fication, for themselves, the option of using either
an intergovernmental framework agreement or an
intergovernmental agreement relating to a specific
JI Project is not a sine qua non.  On the contrary,
the JV, BOT or even Service Contract are equally
feasible and viable options.  Whatever contract
form is employed for JI, it is the substance of the
contract that really matters.  Such a contract has
to state very clearly, inter alia:

• How to establish a baseline for the calculation
of real emissions reductions of projects;

• How to monitor, verify and certify real emis-
sions reductions;

• How to scale down the administrative and
transaction costs of  projects.

At the risk of sounding repetitive, it must be reit-
erated that a contentious issue will be investment
guarantees, in particular tax and import duty is-
sues.  A review of intergovernmental and inter-
organisational/government agreements such as
Tacis EC and UNDP agreements indicates that
there is always a promise by the beneficiary host
government to provide import duty exemptions
and impose no taxes.  But, these promises would
be difficult, if not impossible, to adhere to in prac-
tice, since developing country governments are
urgently in need of revenue for the development

5. Private Sector, Compliance and Standard Forms: Inter-linkages with Private Contractual Regimes
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of their national economies.  The prudent approach
seems to be to anticipate these potential disrup-
tive tendencies in an investment regime and to
provide adequate safeguards that would not only
minimise the damage to investment, but also en-
able both parties to renegotiate the original terms
of the contract where a fundamental change of cir-
cumstance so dictates.

5.6.5. Conclusions and Recommendations

This section of the papers examined the use
of contracts for achieving the Clean Development
Mechanism (CDM) and other flexibility mecha-
nisms envisioned under the Kyoto Protocol . It
can be concluded that, while Intergovernmental
Co-operation, the Concession Contract, the BOT
Project Contracts, Joint Venture Agreement (JVA)
and the Service Contract are preferable because of
their inherent flexibility and adaptability in ad-
vancing the objectives of these flexibility mecha-
nisms; in practice, it is the substance of the agree-
ments in question rather than the form that mat-
ters most in terms of effectiveness. It is also neces-
sary to add that these distinct forms can be used
for perhaps 3 broad scenarios:

• An intergovernmental agreement (either a
framework agreement or one relating to a spe-
cific project) between two or more Annex I
countries for emissions trading, which may be
accompanied by a specific standardised emis-
sions trading agreement;

• An intergovernmental agreement between two
or more Annex I countries, which may be fol-
lowed by a specific Concession, BOT, JVA or
Service Contract in respect of a JI Project;

• An intergovernmental agreement between An-
nex I and non-Annex I country, followed by a
specific Concession, BOT, JVA, or Service Con-
tract in respect of a CDM project in a non-
Annex I country.

However, certain general principles are fun-
damental for any contract to be effective both in
terms of the relationship between the parties to
the agreement and in terms of achieving general
contract objectives.  These include but are not lim-
ited to the following principles:

• Full conformity with the requirements of the
UNFCCC, the Kyoto Protocol and any subse-
quent agreement relating to the CDM.  In par-
ticular, the contract should define the emissions
reduced (CERs); how they should be measured,
verified, certified and shared between the con-
tract parties; how the project stimulates sustain-
able development; liability arrangements in the
event that the project fails to deliver the con-
tracted CERs.

• Strong arbitration, dispute settlement provi-
sions and clear procedures for choice of forum
must be included in any standard agreement.

• Equity or fairness and transparency in appor-
tioning rights and obligations between the par-
ties.  This may involve “affirmative action” to
counteract unequal development and compen-
sate for the structural weaknesses of develop-
ing country party;

• Cost effectiveness in the pursuit of contract
objectives;

• Unambiguous stating of terms, which should
include modus operandi for implementation
and enforcement, financial mechanism, dispute
settlement, liability and compensation for dam-
ages or failure of the undertaking;

• The principle of both host and home state co-
responsibility for international economic and
environmental co-operation.
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With respect to the relationship between
the Kyoto Protocol and other MEAs, the project
examined the inter-linkages between the Protocol
and forestry and bidiversity related issues.
However, the results presented in this section are
only preliminary and admittedly did not
comprehensively examine important relationships
between the Protocol and all other MEAs.  The
intent of the project  however, is to continue
carrying out further research particularly
concerning institutional cross-linkages and
governance issues between other multilateral
environmental treaties.

6.1. The Framework Convention on Climate
Change/Kyoto Protocol, the Biodiversity Con-
vention and other UNCED Instruments

Ecologically, climate, forests and bio-
diversity are all deeply interconnected.
Institutionally, the international instruments that
deal with these areas are slowly coming to terms
with this, and the overlaps between the areas are
becoming increasingly recognized.  The use of
terrestrial sinks, as mandated within the Kyoto
Protocol, as a mechanism to help in mitigating
climatic change may become the epi-center of this
relationship.  Unfortunately, it is possible that this
new approach will not necessarily complement the
other UNCED documents.  A conflict with the
other UNCED documents may develop because,

irrespective of the questions pertaining to
uncertainties of this method of mitigation and its
possible inequities, carbon sinks in an international
context may introduce an incentive to increase
carbon-fixing plantations.

With the assistance of international trading
mechanisms, it will be possible for the developed
countries to claim credit for reductions made in
developing countries.  The financial benefits that
non-Annex I countries may get from this are
substantially more desirable and attractive than the
failure to receive any compensation at all for the
same service provided by their natural forests.
Moreover, ultimately, there is no international
dictate that prevents such countries from choosing
a path that destroys their natural forests, and
replaces them with plantations.  Such actions,
stemming from the catalytic effects of the Kyoto
Protocol, although not contra to specific
international mandates, may certainly be against
the spirit of Convention on Bio-diversity and the
Forest Principles.

6.1.1. The Climate Change Convention

The indirect relationship between the
FCCC and the other UNCED documents can be
readily inferred from the FCCC’s emphasis upon
an ecosystem approach.  This approach is made

6

Inter-relationship Between the
Kyoto Protocol and Other

MEAs
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apparent in the objective of the FCCC, which is
to achieve the stabilization of greenhouse gas con-
centrations in the atmosphere at such a level that
would prevent dangerous anthropogenic interfer-
ence with the climate system.  Such a level should
be achieved within a time-frame sufficient to al-
low ecosystems to adapt naturally to climate
change.1By inference, such ecosystems include for-
ests and biodiversity.

The direct relationship between the FCCC
and the other UNCED documents can be seen in
its consideration of sinks, reservoirs and the net
approach2 for greenhouse gases.  This relationship
can be traced back to provisions within the 1992
FCCC.  The “role and importance in terrestrial ...
sinks and reservoirs of greenhouse gases” was noted
in the preamble, and the use of sinks as a method
to slow climatic change was used repeatedly in the
section on commitments within the FCCC.3  This
approach was reiterated in the 1995 Berlin Man-
date4 and the 1996 Geneva Declaration.5  Finally,
the Kyoto Protocol, with its mandate to reduce
greenhouse gases to 5% below 1990 levels by the
year 2012, calls upon parties to make:

Net changes in greenhouse gas emissions by sources
and removals by sinks resulting from direct hu-
man-induced land-use change and forestry ac-
tivities, limited to afforestation, reforestation and
deforestation since 1990.6

In opening the door for the use of sinks, the Pro-
tocol also put into place an important caveat with
regard to the protection and enhancement of sinks
and reservoirs for greenhouse gases.  That is the
requirement for each signatory to:

take into account its commitments under rel-
evant international environmental agreements;
promotion of sustainable forest management
practices, afforestation and reforestation.7

6.1.2. The Convention on Biological Diversity and
its Conference of the Parties.

The direct connections between the
Convention on Biological Diversity (CBD) and
other international instruments is seen initially in
the preamble which suggests that it is “desirable

to enhance and complement existing international
arrangements.”  Elsewhere, the Convention calls
for the establishment of appropriate forms of co-
operation with the executive bodies of such
conventions8 and instructs the Secretariat to co-
ordinate with other relevant international bodies.9

Such co-operation with other bio-diversity-related
conventions has been a standing item included in
the agenda of all of the Conferences of the Parties
(COP) to the CBD.10

Indirectly, the preamble suggests that: “It
is vital to anticipate, prevent and attack the causes
of significant reduction or loss of biological
diversity at source.”  Elsewhere, the signatories are
required to identify and monitor processes and
categories of activities likely to have significant
adverse impacts on the conservation and
sustainable use of biodiversity.11  Where these
“significant effects” are recognised, it is necessary
to: “regulate or manage the relevant processes and
categories of activities.”12

Climate change and deforestation (among
other problems) were noted as causes of concern
within this ambit.13  However, the FCCC is not a
treaty that relates to the conservation of bio-
diversity in an obvious manner.14  Nevertheless,
prior to the CBD, the Global Bio-diversity
Strategy15 suggested that it was important that the
other UNCED agreements on climate and forests
be made mutually compatible with the CBD.16

Specifically, it warned:

Bio-diversity could be destroyed by some of the
strategies proposed for mitigating atmospheric
carbon-dioxide build-up - among them,
proposals to replace mature forests with younger,
more rapidly growing ones. The provisions of
both the conventions on climate and biological
diversity should therefore prohibit global-
warming prevention or adaptation strategies that
involve the degradation or conversion of diverse
natural ecosystems...    By the same token... to
the extent that a forest agreement slows the loss
of natural forests, it supports the objectives of
the CBD... But if the agreement uncritically
mandates ‘net afforestation’ strategies without a
strong commitment to both conserving natural
forests and fostering bio-diversity in planted
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forests, it may contravene the spirit and provisions
of the CBD.17

The direct linkage between the CBD and
the FCCC was confirmed in May 1988, at the
fourth Conference of the Parties to the CBD.
Here, the Executive Secretary was requested to
“strengthen relationships with, in particular, the
United Nations Framework Convention on
Climate Change and its Kyoto Protocol.”18

6.1.3. The Possibility of Forests as Terrestrial Sinks

The promotion of the role of forests as an
important concern within the regime for control
of climatic change has been long realized.  A typi-
cal position advocating the management of for-
ests with attention to their important value as car-
bon sinks is that of the IPCC’s 1996 Technical
Paper on Technologies, Policies and Measures for
Mitigating Climate Change.  This paper suggested
that:

Managing forests in order to retain and increase
their stored carbon will help to reduce the rate
of increase in atmospheric carbon dioxide and
stabilise atmospheric concentrations... there is
considerable potential for mitigation through
improved management of forest lands for car-
bon conservation, storage and substitution, in
balance with other objectives.19

This type of statement is useful in establish-
ing the ambit of the role of forest concerns within
the climatic change debate.  As it stands, there are
three categories of promising forestry practices that
may promote the sustainable management of for-
ests and at the same time conserve and sequester
carbon.20

The first of these pertains to practices for
the conservation of existing pools of carbon.  This
category includes such options as controlling de-
forestation, (probably the most cost-efficient way
of reducing current levels of carbon dioxide emis-
sions); improving forest harvesting regimes and
protecting forests from other anthropogenic dis-
turbances such as fire and pest outbreaks.

The second concerns practices for the en-

hancement of carbon sequestration and storage.
This includes expanding forest ecosystems by in-
creasing the area or density of natural and planta-
tion forests.

The final option involves substitution prac-
tices that aim at increasing the transfer of the car-
bon in forest biomass into energy or products, ie.,
the use of forest biomass rather than fossil fuel for
both energy and products, and also in place of ce-
ment-based products and other non-wood build-
ing materials.  Substitution management has the
greatest potential for removing carbon in the long
term.  It views forests as renewable resources, and
focuses on the transfer of biomass carbon into
products that are substitutes for fossil fuels, rather
than on increasing the carbon pool itself.  For ex-
ample, substitution of  plantation wood for coal
in the generation of electricity can reduce carbon
emissions by an amount of up to four times the
carbon sequestered in the plantation.

The literature on this subject commonly
bypasses the third option and concentrates upon
slowing down deforestation, afforestation and re-
forestation.21  It has been suggested that 700 mil-
lion hectares (Mha) of land might be available for
carbon conservation and sequestration.22  Under
baseline conditions23 this would involve slowing
deforestation (138 Mha) and promoting natural
forest regeneration (217 Mha) in the tropics, com-
bined with the implementation of a global refor-
estation program  (345 Mha of agro-forestry and
plantations).  Such figures could possibly offset
cumulative fossil fuel emissions by 12-15% over
the same time.24  In total, it is the tropics which
have the greatest potential to conserve and seques-
ter the largest quantity of carbon (80% of the to-
tal potential).  The tropics are followed by the tem-
perate (17%) and the boreal zones (3%) in de-
scending order of carbon-sequestering potential.25

More than half of what the tropics could conserve
and sequester would be due to promoting natural
regeneration and slowing deforestation in tropical
forests.26

Finally, it is important to note that the lit-
erature has been forthright in assuming that  sinks
remain distinctly secondary in response strategies
to climate change.27 As such “while forests can help

6. Inter-relationship Between the Kyoto Protocol and Other MEA’s
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moderate net carbon emissions, increasing tree
plantations cannot compensate for the lack of a
comprehensive and enlightened energy policy.”28

That is, “forest management... needs to be balanced
with other objectives.”29

6.1.4. Influences On Other UNCED Concerns.

It was asserted in the Kyoto debates that
the inclusion of sinks in the emission reduction
objectives might actually end up running counter
to the objectives of other international treaties. It
was further suggested that measures designed to
benefit the climate might “do greater harm to the
environment at large.”30  This contention may be
well-founded in that the potential economic
advantages of carbon sequestration created by the
Kyoto protocol mechanisms could conceivably
result in the creation of powerful incentives to
begin or to accelerate environmentally destructive
or devastating practices, such as the felling of old
growth forests, the destruction of biodiversity, and/
or the movement of indigenous peoples.  This kind
of inadvertent side-effect could occur as a
consequence of efforts to secure geographical space
for quick conversion to carbon sinks. For example,
planting fast-growing mono-culture forests to fix
carbon, with the sole motive of getting emissions
credits, whether for one’s own country or for its
financially poorer partners.

6.1.5. Plantations: Promotions and Limitations

The number of plantations world-wide has
dramatically increased in the last 15 years, in fact
they have roughly doubled between 1980 and 1995
and are growing at a rate of  2.6 million hectares
per year.31  This increase is a positive one in many
ways, particularly in terms of forestry instruments
such as the Forest Principles, the IPF and Agenda
21, however, it also raises some concern. The
concern is primarily focused over the loss of
biodiversity.

Plantations are highly variable they may
be monoculture or mixed, composed of indigenous
or exotic species, large scale or small scale,
structurally complex or simple.  These parameters
have important effects on their success or costs.
Failure, in terms of social and ecological costs, is

well documented.32 Many diverse forest ecosystems
and the biodiversity within them have been, and
continue to be, transformed into high yielding
mono-culture tree-plantations—these now
resemble fields of crops as opposed to natural forest.
Plantations cannot produce the full range of goods
and services that can be supplied by the natural
forest, particularly non-wood forest products and
some environmental functions.33  This realization
caused the CBD to recognize that only “some
forests” can play a crucial role in conserving
biodiversity.34  This delineation with the word
“some” was due to the debate between the virtues
of the plantation as opposed to natural forests.35

Given such concerns, it has been stipulated
that the encouragement of the use of plantations
for carbon sinks and to get emissions reductions
credits must be done extremely carefully.  That is,
according to the Forest Principles, increases in
forest cover and forest productivity should be
undertaken in ecologically, economically, and
socially sound ways.36   Agenda 21 suggested the
greening of “suitable areas”37 and the IPF stipulated
that plantations should be “complementary to
natural forests.”38

6.1.6 Questions Over Demand, Economic Value
and Deforestation

A growing concern over the use of sinks as method
sequestering carbon under the Kyoto Protocol is
the choice that countries with tropical forests
receive no financial recompense for keeping these
forests standing, while they may however receive
financial benefits if they plant fast growing, carbon
fixing plantations.  This is despite the fact that
existing tropical forest may indeed sequester higher
yields of carbon as compared to reforested
plantations.

Overt demand to increase carbon-fixing
sinks in tropical countries exists for two reasons.
Firstly, plantations grow much quicker in the
tropics, and the quicker that something grows, the
sooner the investment will be reaped.39  For
example, annual growth rates of 3-5 cubic meters
per hectare in eastern Canada and 10 cubic meters
per hectare in the Southeastern United States pale
in comparison to rates as high as 25 cubic meters
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in Indonesia and 30-40 in Brazil in the same
period.  And while it takes at least 15 years in
Alabama (USA) to grow pine large enough to cut,
rotations of eucalyptus in Brazil can be as short as
4-6 years.40

The ability to have a quick turn around on
investment will be aided by a second factor which
is that the costs per unit of carbon sequestered or
conserved generally increase from low to high
latitude countries from between $2-$8 per ton.
With such a large price differential in an
international market, it can be expected that, as
the IPF recognized, carbon rights will go to those
who can provide the lowest cost service.41 However
those countries which provide the lowest cost
service may need space to plant such sequestering,
profit-making sinks. The need for space may create
an incentive to cut down existing tropical forests.

The main concern for climate change arises if
one considers that the existing tropical forests
may already sequester more carbon than
plantations. Tropical forests and the ecological
services they provide to the international
community should make them “extremely
valuable”42 (in a financial sense).  A number of
international documents have suggested that this
should be investigated further.43  With regard to
their role in climate regulation (i.e., what it would
cost if the carbon they sequester had to be
sequestered by an alternative method), it is
estimated that the forests in Brazil alone are worth
an estimated value of $1,300 U.S. dollars per
year, per hectare.44  Other studies have suggested
that replacing the carbon storage function of all
tropical forests would cost an estimated $3.7
trillion U.S. dollars - the equivalent of the gross
national product for Japan.45

This situation may now introduce an
economic paradox, which acts against the
principles of the CBD, the Forest Principles, and
also actually makes climatic change worse. If the
scenario described above actually begins to occur,
the world’s climate will worsen in direct proportion
to the extent to which natural forests (especially
old growth ones) are sacrificed for the purpose of
starting plantations.   Obviously, it is far better not
to convert forests with a large initial standing

biomass of carbon and comparatively slow growth
rates to managed stands, because it may take an
extended period for the net carbon sequestered to
return to its initial value.46  Put another way, large
amounts of carbon could be released into the
atmosphere during transitions from one forest type
to another, since the rate at which carbon may be
lost during times of high forest mortality is greater
than the rate at which it may be gained through
growth to maturity.47

 Finally, a potentially ominous
environmental side-effect of reforestation may be
increased emissions of nitrous oxide.  This is
particularly so if reforestation is accompanied by
extensive use of nitrogen fertilizer.  The risk for
increased nitrous oxide emissions may be
particularly great in areas of tropical forests, which
in their natural form are already major sources of
this gas.48

One answer to this paradox is to perhaps
offer economic incentives or compensation to the
countries which possess tropical forest not to
deforest, so as to protect and conserve the benefits
that such ecosystems provide to the global
environment.
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The preliminary results of the project indicated the critical importance of taking
into account the linkages between the Kyoto Protocol and other international regimes in
order to ensure the Protocol’s effective implementation.  In particular, the relationships
between the Protocol and international trade and investment regimes highlight the need
for considering the potential conflicts in elaborating the details of the flexibility mechanisms
at COP 4.  The project results also emphasized the role of the private sector in
implementation of the Protocol, specifically in carrying out CDM and joint implementation
projects and emissions trading transactions.  Research on the use of standard contracts for
transactions under the flexibility mechanisms showed their potential value in ensuring
compliance with the environmental goals of the Kyoto Protocol.

Finally, the results highlighted the need for further research in the areas in which
preliminary results have already been achieved as well as in the areas of non-compliance
and the relationship between the Kyoto Protocol and other MEAs.

7

Conclusions
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