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Summary

Clean Development Mechanism projects are largely foreign direct investment through construction. They thus hold risks for developing countries similar to those associated with FDI including shift of capital ownership from domestic to foreign and high transfers of surplus away from host countries associated with private sector investment. This is in addition to the risk which accrues to host countries from having to produce CERs. The poorest countries who wanted CDM the most face the greatest capital costs from FDI. Furthermore, most present mitigation potential claimed by CDM projects are non-additional and many rely on unsustainable or high risk technology. The CDM in practice is largely far away from the ideal of North-South transfer of environmentally sound technology at concessional rates that is supportive of sustainable development and stabilization of greenhouse gas concentrations. Non-Annex 1 parties seeking to partake in the CDM should prioritise reducing  such risks to a minimum and maximizing host country benefit and additionality.

The balance of risk

There are four basic forms of CDM investment:

1. Full or Partial Equity: a company finances all or co-finances part of a CDM project in return for full or shared financial returns and certified emissions reductions (CERs);

2. Financial Contribution: a company financially contributes towards the cost of a CDM project equal to some portion of the incremental cost of the project over and above the baseline technology, or finances the removal of market barriers, in return for CERs;

3. Loan: a company provides loan or lease financing at concessional rates in return for CERs; or,

4. Certified Emissions Reduction Purchase Agreement (CERPA): a company agrees to buy CERs as they are produced by the project.

(from Pembina Institute User's Guide to the Clean Development Mechanism)

The loan or CERPA options push the burden of risk almost entirely on to the host country since debt servicing ability and projected earnings are based on the successful generation of credible CERs. Additionally, if CER value is less than expected the debt servicing may have to be supplemented with foreign exchange which places strains on national reserves. Depending on the penalty clauses the Financial Contribution option may be least risky. The full or partial equity option suffers from a full range of potential FDI drawbacks: high rates of return, hidden costs (technology, auditing, royalties) and balance of payments problems. However, it does incur some risk for the investor although this is disproportionately borne by the host country. Additionally, any of these four could exist in combination. Funders could possibly demand multiple return projects, e.g. FDI investment consortium with CER purchaser. 

FDI Implications for developing countries

Conventional wisdom in development circles now holds that foreign direct investment (and to a lesser degree, equity investment) is the answer to the development crisis. It is seen as allowing the transfer of capital and technology from developed to developing countries, allowing the risks of investment to be shared between investors and recipient countries. David Woodward* has drawn attention to the parallels between the present optimism about FDI to the naïve expectations of the massive lending to the South that precipitated the debt crisis.

Hidden Costs

Aside from the profit remitted to foreign investors there are often hidden costs associated particularly with multinational enterprise investments. Payments may accrue from the subsidiary to the parent company (or to another foreign affiliate) in the form of royalties or license fees for the use of intellectual property (such as patented technologies and designs in the case of CDM). Payments to the parent company may also be made for the purchase of goods and non-financial services, representing a further production cost. The parent may also abuse its control of both sides of the transaction (as buyer and seller) to engage in transfer-price manipulation – setting the price at a non-market level. Intra-company loans may also incur further transfers. These payments and transfers represent an often disguised outflow of foreign exchange on direct and equity investment. 

Woodward makes the point that the overall profits and capital gains on FDI are equivalent to interest due on debt (except that they are determined by the financial performance of the investment rather than at a fixed rate or a fixed margin above a specified market interest rate). The timing of capital realization is at the discretion of the investor however. 

Foreign Exchange Leakages

The FDI mechanism has severe leakages for the host country, and in the worst case can even lead to a bleeding of foreign exchange. All the profits and capital gains on FDI and equity investment are either transferred out of the country (as foreign exchange) or add to the host stock of direct and equity investment. In the latter case they will add to future profits which will thus leave as profit remittances or growth of investment stock of future years. Thus for the host country profits on FDI are either an outward transfer of foreign exchange or an increase in foreign capital ownership. This trend is already seen in middle income developing countries, and is a particular risk for poorer developing countries and those experiencing financial instability or debt crises. Therefore to avoid excessive outflows, a developing country may be forced to dramatically increase foreign ownership, a move which will always carry the threat of calamitous herd-like withdrawal as evidenced in the Asian and Argentinean crises. With increased foreign ownership, the rate of remittances will most likely grow proportionately in non-crisis periods as well. 

For the home country of the investor there is no guarantee that profits will return as investment or tax payments as it may be reinvested elsewhere, transferred to foreign affiliates or to offshore accounts. With increasingly stateless transnational corporations and the crisis in accountancy (as more and more loopholes and cases of fraud are discovered) there seems to be rapidly diminishing returns for nation-states on both sides of the FDI equation.

Thus, even for an Annex I country who sees the CDM merely as an opportunity to boost earnings for their transnational corporations (in the most cynical case), there is no guarantee of profits returning home. There is only the guarantee of payments the Annex I party has to make for the CER purchase. Ironically, if profits end up in offshore accounts (perhaps administrated by one of the Big Four accountancy firms) these may eventually be jeopardized by rising sea levels and storms. It is a master stroke: the largest source of greenhouse gases, transnational corporations, are sinking their own profits. Perhaps its time for more aggressive reduction targets and tighter modalities? 

Trends in financial flows

Over the last 20 years financial flows have experienced a massive shift from the public sector to the private sector as both source and destination of flows matched by a shift from loans and grants to commercial lending. Government finances – important for basic health services, education, and climate change policy implementation – have suffered whilst the private sector has expanded. However, the shift from official grants and loans to commercial investment implies a major increase in the cost of capital flows, especially for low-income countries. Interest rates on loans are generally concessional or near to market rates, but loans to private sector borrowers are higher due to risk premiums, making average rates of 3.5 – 8 per cent. Rates of return (ROR) on FDI are much higher, according to World Bank estimates the rate of return on FDI was around 16-18 per cent per annum in 1990-94 – more than twice the cost of commercial borrowing. ROR is generally much higher for poorer countries due to perceived increased risk, for sub-Saharan Africa the Bank estimates the average ROR on FDI to be 24-30 per cent per annum – four times the cost of commercial lending to the public sector, and 16-20 times the average cost of official loans in 1996.

The largest recipients of capital flows, the larger and better-off developing countries, are predominantly dependent on FDI as a source of capital. Poorer countries rely more on official flows (loans and grants). Furthermore, the shift of financing from loans and grants to FDI has shifted capital ownership and thus the pattern of where future profits will reside. In the case of FDI-heavy CDM the future profits will accrue to foreign ownership, in particular a shift from domestic ownership to ownership by transnational corporations.  

Countries with projects seeking, or intending to seek, CDM validation as of October 2002

	Countriesa
	No. of projectsa
	Tons of CO2 equivalent mitigateda
	FDI inflows as % of gross fixed capital formation, 1996-2000 annual average (high/low)b
	Annual average FDI inflows, 1996-2000

(millions of dollars)b


	Costa Rica
	6
	1,920,020
	18.9 (21.0/14.8)
	495

	India
	5
	2,247,324
	2.9 (4.0/2.2)
	2,653

	Brazil
	3
	13,000,862
	18.8 (28.4/7.2)
	24,000

	Panama
	3
	4,203,850
	34.3 (56.6/20.2)
	853

	Uganda
	2
	9,445,000
	17.9 (22.7/11.5)
	196

	Bolivia
	1
	319,392
	50.3 (62.3/35.6)
	787

	Chile
	1
	2,812,000
	30.4 (59.9/22.4)
	5,477

	China
	1
	600,248
	13.7 (14.6/10.5)
	41,852

	(Hong Kong)
	-
	-
	55.3 (144.9/19.8)
	24,626

	Colombia
	1
	1,168,000
	18.2 (25.8/12.8)
	3,069

	Jamaica
	1
	522,500
	17.6 (27.8/9.4)
	350

	Kenya
	1
	2,000,000
	3.6 (10.3/0.7)
	53

	Morocco
	1
	1,590,000
	7.5 (15.6/2.5)
	564

	Mauritius
	1
	2,800,000
	7.9 (25.9/1.3)
	86

	Nicaragua
	1
	212,395
	27.5 (31.8/19.1)
	204

	Peru
	1
	2,158,917
	15.7 (25.9/6.3)
	1,945

	Thailand
	1
	600,000
	11.0 (20.5/3.0)
	3,483


Sources: a) CDMWatch; b) World Investment Report 2002, UNCTAD.

The geographical distribution of FDI is skewed, and CDM reflects this pattern. It is skewed away from the poorest developing countries, and only one least developed country, Uganda, is presently a host to CDM projects. The Ugandan projects however are non-additional and hydroelectric. The largest, the Bujagali project is a standard FDI by a US company, AES which owns 94% of the host subsidiary, profit remittances (capital outflows) can be expected to be proportionate with this share, local ownership is only 6%. The AES subsidiary is expected to have a fully paid share capital of about US$116.7 million, for comparison this is equivalent to 46% of Uganda’s inflows of FDI in 2000. Assuming the expected rate of return is 27% (the average for sub-Saharan Africa) then this amounts to an outflow equivalent to 11.7% of Ugandan FDI inflows for 2000 that could be remitted as profit to just one company. 3.4% of Uganda’s comparatively low present international reserve assets (foreign exchange) of US$870 million could be used up just by AES cashing in its annual profits. 

The main recipient countries of CDM are those large economies such as Brazil and India which are highly favoured for FDI at present and are experiencing increasing inflows of FDI and rises in foreign ownership of capital, the remainder include mostly those countries for which FDI forms a major (but often wildly fluctuating) component of domestic capital stock (see table). For the year 2000 the 16 countries in the table represent 71.3% of all developing country receipts of FDI inflows. Unsurprisingly, CDM, like other FDI, tends to flow with the herd. Thus, CDM adds to the dependency dangers of (over)exposure to FDI and the erosion of domestic capital ownership in better-off developing countries. 

CDM is geared towards those countries already critically dependent on FDI and away from those developing countries most in need of capital flows. Although Decision -/CP.7 (Article 12) of the Marrakesh Accords notes ‘the need to promote equitable geographic distribution of clean development mechanism project activities at regional and subregional levels’ the projects seeking registration are mostly in Latin America and the Caribbean and all projects are skewed away from the poorer and least developed countries.

Furthermore, pursuant to Article 12.2 it is doubtful whether the majority of these projects will ‘assist Parties not included in Annex I in achieving sustainable development’ or ‘in contributing to the ultimate objective of the Convention’ which is ‘stabilization of greenhouse gas concentrations in the atmosphere at a level that would prevent dangerous anthropogenic interference with climate system.’ The emissions reductions claimed by renewables projects are relatively small, whilst making up over half of all projects they account for only 9.4 million tons (Mt) of the 43 Mt carbon dioxide equivalent (CO2e) being claimed – just over 20%. The single greatest source of carbon credits being claimed is hydroelectric projects, most of which are non-additional, given that they will be completed regardless of whether they are registered as CDM projects.

The problem of non-additionality for host countries

The blatant non-additionality of many CDM projects further erodes the potential benefit for host countries. Far from providing the additional financial resources necessary to make new projects viable, the CDM is frequently being used simply to increase the rate of return that investors get from business-as-usual activities that will be completed regardless of the CDM. As demonstrated, this additional return on investment in many cases will be exported. The benefit to the host country from a non-additional CDM project is therefore questionable. The investment and the economic benefit provided by a project – e.g. increased electrical capacity – is in theory already assured without the CDM, while there is no guarantee that the enhanced profits generated by CERs will remain in the host country. Thus, to ensure that the CDM delivers maximum benefit for host countries, strict additionality criteria are essential which will direct investment towards projects that would not have happened without CDM-generated revenue. 

Conclusions

FDI-heavy CDM in practice is presently a highly risky enterprise for both developing countries and developed countries. Transnational corporations look set to win out and may even be effectively subsidised if non-additional projects generate CER sales. The CDM is failing to deliver on its principle commitments of delivering sustainable development to developing countries whilst meeting the Convention’s ultimate objective. By relying on private flows of investment capital it is adding to present risks of the volatility of FDI investments and potential foreign exchange shortfalls. 

Rather than providing environmentally-sound technology transfer at concessional rates based on equitable distribution the CDM is presently promoting FDI which abounds with opportunities for hidden private sector profit accumulation through technology licensing, royalty payments, transfer pricing, and servicing costs. This is likely to happen at the expense of developing country hosts, in particular with respect to foreign exchange losses (which can precipitate crises) and creeping foreign ownership of domestic capital assets (which carries the risk of disastrous mass capital flight in crisis times). In the absence of stringent domestic controls and effective policy the economic stability and therefore sustainable development prospects of developing countries could well be further jeopardized.

As the CDM is convened under the auspices of the UN it should be of highest standard and not simply another conduit for risky commercial FDI. It must have a contribution to sustainable development; therefore dirty technologies should not be allowed and economic instability should not be promoted.

* Woodward, David (2001). The Next Crisis? Direct and Equity Investment in Developing Countries, London: Zed Books.
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