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Introduction

The International Maritime Organization (IMO) is considering the implementation of a
carbon pricing instrument to decarbonize international shipping. Meanwhile, legislators in the
European Union (EU) have agreed to extend the application of the EU emissions trading
system (ETS) to international shipping.! In both contexts, a key issue is ensuring that the
implementation of these instruments supports—rather than hinders—an equitable energy

transition in the international shipping sector.

Recent scholarship, grey literature, and submissions to the IMO™ have considered
possible ways to address equity concerns in the design of these instruments. At the same
time, some IMO Member States' and academic research"' have argued that World Trade
Organization (WTO) law limits the possibility of implementing carbon pricing—or at least
some forms of carbon pricing—for shipping. This article bridges these two strands of
research by answering the following two questions: 1) What limits does WTO law put on the
implementation of market-based measures that account for equity considerations in shipping?
To answer this question, the article discusses whether WTO law prevents any of the
following: implementation of market-based measures in shipping per se, the adoption of

exemptions, or the strategic use of carbon revenues from shipping to address equity
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considerations; and i1) in light of the constraints identified in 1), how can the WTO could act

to contribute to the equitable decarbonization of international maritime transport?

The remainder of this article is structured as follows: first, it provides background
information on the implementation of carbon pricing in international shipping and the key
equity considerations that arise in this context. Next, it examines whether WTO law
constrains the implementation of market-based measures in shipping, or constrains the design
of such measures to address equity considerations. This is followed by a discussion on
whether and how the WTO could proactively support the equitable decarbonization of

international maritime transport. Finally, there are some concluding remarks.

Market-Based Measures and the Equitable Transition of International Maritime

Transport

Negotiations at the IMO’s Marine Environment Protection Committee (MEPC) are currently
focusing on identifying mid-term measures—i.e., measures that according to the Initial IMO
GHG Strategy need to be implemented between 2023 and 2030—to decarbonize international
maritime transport. It is expected that IMO Member States will identify these measures at
MEPC 80, scheduled for July 2023, and future negotiations will focus on their design in more

detail.

Many IMO Member States have voiced support for the implementation of a market-
based measure as part of a basket of mid-term measures to decarbonize international
shipping."! Similar positions are held by many industry and civil society stakeholders. "
Views differ on what form such market-based measure should take, with some IMO

stakeholders supporting the implementation of a carbon levy,™* others an ETS,* or a feebate



Draft White Paper — Remaking Global Trade and Shipping: Toward a Sustainable Transport
Future
scheme X At the moment, it is unclear whether a market-based measure will be adopted and

what form it could take.

Meanwhile, EU institutions have made progress in including international shipping in
the EU ETS. In December 2022, the Council of the EU and the EU Parliament reached an
agreement on this matter.X! According to this agreement, the EU ETS will be extended to 50
percent of GHG emissions released in voyages between an EU port and the port of a non-EU
country and 100 percent of GHG emissions released in voyages between two EU ports. Xl
Coverage 1s expected to increase gradually, starting with 40 percent of verified emissions in

2024, 70 percent in 2025, and reaching full coverage in 2026.%"

The inclusion of international shipping in the EU ETS is putting pressure on the IMO
to implement adequate global GHG policies for the sector. Such developments could make
the EU backtrack on the inclusion of international shipping in the EU ETS as shipping
industry stakeholders fear the fragmentation of GHG regulations. They argue that fragmented
regulatory regimes could imply greater compliance costs and reduce the competitiveness of

some companies.*"

This section provides background information for the analysis presented later in the
text . In particular, it discusses key equity concerns related to implementing market-based
measures in international shipping and discusses potential ways to address these concerns

through the design of such measures.

Market-Based Measures and the Equitable Transition of International Shipping

Stakeholders participating in negotiations at MEPC are increasingly calling for an equitable

and/or just transition, with many advocating for a transition that leaves no country behind.*"!
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While there is no explicit common understanding of what a “just” or “equitable” transition
means, it is increasingly clear that ensuring such a transition has become a core part of the

debate, alongside the achievement of GHG emissions reductions.

The Initial IMO GHG Strategy includes guiding principles that relate closely to equity
considerations. In particular, it recognizes: 1) the need to be cognizant of the principle of
common but differentiated responsibilities and respective capabilities in the light of different
national circumstances (CBDR-RC) and 11) the need to consider the impacts on states from
the implementation of GHG measures in shipping, including impacts on developing countries
and 1n particular on SIDS and LDCs. This section discusses these two principles and outlines

potential ways to operationalize them in the design of market-based measures for shipping.

The Need to Be Cognizant of CBDR-RC

The CBDR-RC principle calls all countries to act on climate change but recognizes that those
that have contributed less to causing climate change or have less capacity to address it should
bear a lower burden in the transition.X¥!! The specific reference in the Initial IMO GHG
Strategy to the Paris Agreement version of the CBDR-RC principle,**ii indicates that IMO
Member States recognize the fluidity of the respective responsibilities and capabilities of
countries — for example, some states that have historically contributed little to GHG
emissions have become major polluters in the last two decades while also developing

significant capacity to address climate change.*™*

It is important to stress that the CBDR-RC principle has not achieved the status of
customary international law.** Therefore, the way the principle is understood in the UNFCCC
does not bind the IMO negotiations to a particular interpretation or operationalization.

Nonetheless, the explicit reference in the Initial IMO GHG Strategy to the CBDR-RC

4
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principle as included in the UNFCCC, Kyoto Protocol, and Paris Agreement suggests that
IMO Member States may consider the UNFCCC as a source of inspiration for the

understanding of this principle.

The Need to Consider Impacts on States

The other equity principle included in the Initial IMO GHG Strategy refers to assessing and
addressing disproportionately negative impacts (DNI) that may derive from implementing
GHG policies to decarbonize shipping. The implementation of a market-based measure in
international shipping can increase transport costs; this could reduce access to maritime
services, reduced exports, or increased risks for food and energy security.** Some countries,
including Small Island Developing States (SIDS) and Least Developed Countries (LDCs), are
expected to be more vulnerable to these negative impacts due to their low connectivity with
main shipping routes, lack of economies of scale, and less energy-efficient vessels serving
their ports.®i! A procedure to assess impacts on States was adopted at MEPC 74, *4ii but it
remains to be seen whether these negative effects will be seen as “disproportionate”, as there

is no agreed definition of what disproportionate means among IMO member states.

Options to Operationalize Equity in the Design of Market-Based Measures

There are two broad ways to operationalize the equitable transition in the design of market-
based measures in shipping: exemptions or the use of potential carbon revenues raised.

Below, I discuss each of these in some detail.

Exemptions could take various forms. One way to introduce exemptions would be to
exempt (totally or partially) certain routes from the application of the carbon price (route-

based exemptions). This could be done, for instance, by applying a lower carbon price on
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selected routes, by reducing the share of GHG emissions covered by the instrument on certain
routes, or by allocating free allowances to vessels that serve ports in selected countries. 1
Alternatively, exemptions could be targeted at certain cargoes. For instance, to address food
security concerns, food destined for (selected) developing countries could be exempted from
the measures.*®" In theory, exemptions could be applied based on flags as well. However, this
option is unlikely to be implemented by the IMO because it would violate the principle of no
more favorable treatment. Thus, this option is not further considered in this study.
Exemptions, if implemented, could be lifted gradually, resulting in the phasing-in of the

market-based measure on certain routes or cargoes.

The other key option to address equity considerations in the energy transition of the
sector is to rely on the use of carbon revenues that could be raised through the
implementation of market-based measures. Research indicates that such revenues could be
substantial if measures are applied at the global level, i.e., between $1 trillion and $3.7
trillion up to 2050.V*xVii This corresponds to about $40-60 billion a year,*"ill a potentially
significant addition to current public climate finance flows, which some estimate ranged to

about $68 billion in 2020,

Relatedly, the Climate Vulnerable Forum, IMO Member States, and several industry
and policy stakeholders are voicing support for the implementation of a market-based
measure in international shipping. Such measures are not only seen as instruments that can
contribute to decarbonizing the sector cost-effectively, but also ones that create opportunities

for an equitable transition.®**

Revenues from a market-based measure could be distributed to recipients through a

fund or through passive forms of carbon revenue use, such as a feebate scheme, i.e., a
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mechanisms under which vessels that pollute more pay a fee and the revenues are distributed
to less polluting vessels. Some of the recent submissions to MEPC consider different
approaches for using a fund to distribute carbon revenues, be it through a new fund or an
existing one, such as the Green Climate Fund (GCF).** Other submissions delineate what a

potential feebate scheme could look like ¥xiixxxii

The strategic use of carbon revenues can help address equity considerations in various
ways. For instance, using carbon revenues to support the decarbonization of international
shipping may reduce the need to implement stringent GHG policies — e.g., if revenues are
used to address market barriers and market failures that reduce the GHG emission reductions
achieved by a carbon pricing instrument — thereby reducing potential impacts on states.
Similarly, investments in climate action in developing countries, or a selection thereof, can

help to address CBDR-RC ¥

Market-Based Measures, Equity, and WTO Non-Discrimination Rules

This section discusses whether the General Agreement on Tariffs and Trade (GATT)**¥ non-
discrimination rules stand in the way of achieving an equitable transition in international
maritime transport. In particular, it discusses whether the operationalization of equity
considerations in decarbonizing international maritime transport is incompatible with GATT

provisions.

This discussion is potentially relevant both with regard to the implementation of
market-based measures for international shipping at the sub-global level (e.g., EU level) and

at the IMO level. On the one hand, sub-global instruments that affect trade can be subject to
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WTO law scrutiny. International shipping accounts for about 80 percent of international trade
by volume, and the implementation of a carbon price in shipping can affect trade patterns.
Not surprisingly, various legal scholars have addressed the compatibility of carbon pricing

with WTO law in relation to the extension of the EU ETS to international shipping.**"i

On the other hand, WTO law can be relevant for the implementation of international
GHG measures —including market-based measures— by the IMO in at least two ways. First,
it cannot be excluded that in a potential dispute, WTO law rules would prevail over IMO
rules.**¥ii While many analysts recognize that WTO law should not always prevail over rules
imposed by multilateral environmental agreements,**"il the Panel decision in EC —Biotech
indicates that —in a potential dispute— WTO law may prevail over subsequent international
agreements unless a//l WTO Members are also a Party to that agreement.*** While this
decision has been criticized as too narrow,! it remains uncertain whether a different approach
would be taken in a potential future dispute. In this respect, it is important to stress that
currently, 15 WTO Members are not Members of the IMO,*" and more than 25 are not part of
the International Convention for the Prevention of Pollution from Ships (MARPOL) —i.e.,
the international convention that may be amended to introduce a market-based measure in
international shipping.*ii Second, and perhaps relatedly, the need for compliance with WTO
law is often invoked in IMO negotiations on GHG emissions reductions.*!iit This body of law
may therefore be considered by IMO Member States when designing GHG policies,

regardless of whether WTO law would prevail in a potential WTO dispute.

The GATT has two core non-discrimination rules. The first is the most-favored-nation
clause (or MFN) included in Article I GATT. Article I establishes that an importing country
must grant equal treatment to “like” imported products, regardless of their origin. In this
context, various factors determine whether two products are “like”, including whether they

8
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are in a competitive relationship.*"V The second is the national treatment clause included in
Article III GATT. Under Article 111, § 2(a) of GATT, countries cannot impose a charge on
imported products that is in excess of charges applied to “like” domestic products. As under
Article I, the likeness between two products is established by taking into account various

factors, such as their use, physical characteristics, and competitive relationship.Xv

In case a provision is found in violation of the MFN clause or the national treatment
clause, they could still be justified under Article XX GATT. Article XX enlists public policy
exceptions that can justify violations of other GATT provisions. Two exceptions —Article
XX (b) and (g)— relate closely to environmental considerations. Article XX (b) protects
measures “necessary to protect human, animal or plant life or health™"! and Article XX (g)

justifies measures that relate “to the conservation of exhaustible natural resources.”*!Vil

Market-Based Measures and Non-Discrimination Rules

This section discusses concerns related to the compatibility of carbon pricing instruments for
international shipping with WTO law. It starts by discussing concerns related to the

implementation of a carbon pricing instrument that does not include exemptions and without
accounting for how carbon revenues are used. These two aspects are then further considered

below.

WTO compatibility concerns were raised by some IMO stakeholders during
negotiations on market-based measures in 2012. In that context, a submission by India and
Saudi Arabia*Viii contested the compatibility of market-based measures proposed by Cyprus
et al. , Norway, Jamaica, and the UK with WTO law .*'* India and Saudi Arabia contested
some of these proposals based on their specific design in relation to enforcement in ports and

penalties applied for non-compliance,' but also more broadly on the grounds that: i) any
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proposal that increases shipping costs could constitute a de facto charge on imports
incompatible with national treatment obligation;" and ii) market-based measures that appear
origin-neutral are discriminatory against products transported by non-compliant vessels and
countries that export goods with a low value-to-weight ratio — which are often developing

countries. i

Similar concerns have been raised in connection with the inclusion of international
shipping under the EU ETS. Also in this context, a carbon price levied equally on each ton of
GHG emitted would result in a greater increase in the price of commodities transported from

distant markets, with less energy-efficient vessels, or with a low-value per-weight ratio. "

Ultimately, these concerns relate to the question of whether transported products with
different levels of embedded GHG emissions are to be considered “like products” under
Article I and Article I11.2 GATT. If such products are "like", this could raise concerns in
relation to the compatibility of the carbon pricing instrument with the non-discrimination

provisions of the GATT.

This question has been recently considered in WTO law scholarship in relation to the
implementation of border carbon adjustment (BCA) mechanisms, another type of instrument
that prices emissions embedded in imported products. The scholarship is divided on the
matter, with some arguing that WTO jurisprudence supports the view that products with
different levels of embedded GHGs are like products, and others offering the alternative

view." Existing WTO jurisprudence does not provide a definite answer to this issue.

If a carbon pricing instrument that applies a homogenous price on GHG emissions
from shipping is found violating a GATT non-discrimination provision, the question becomes

whether the market-based measure can be justified under Article XX GATT. This issue has

10



Draft White Paper — Remaking Global Trade and Shipping: Toward a Sustainable Transport
Future

been discussed widely in WTO law scholarship in relation to the compatibility of the
extension of the EU ETS to international shipping."! Most of this scholarship concludes that a
sub-global carbon pricing instrument for shipping would be justifiable under Article XX

GATT. v

The scholarship suggests, a fortiori, that a globally negotiated carbon price for
international shipping is likely to be justified under Article XX GATT. These multilateral
negotiations would have occurred under an inclusive, transparent, and predictable procedural
framework that provides ample space for concerned countries and industry representatives to
be heard —all matters that WTO jurisprudence considers relevant for compliance with the
Chapeau of Article XX GATT."i! Such negotiations would also indicate that no other less
trade-restrictive and easily available GHG measures existed, a factor that is relevant for
compliance with Article XX (b) GATT."™* The global nature of the instrument would also
help to show the even-handedness of the treatment reserved for domestic and foreign

producers. This even-handedness would help for compliance with Article XX (g) GATT.™

Yet, even relatively low levels of uncertainty can sometimes slow or even block risk-
averse policymakers. During the previous round of negotiations on market-based measures,
the IMO secretariat unsuccessfully tried to address this legal uncertainty. In November 2012,
the IMO Secretary-General wrote to Pascal Lamy (Director General of the WTO) requesting
the WTO secretariat’s view on compatibility of market-based measures for international
shipping with WTO law. In his response, Pascal Lamy stated that it is not for the WTO
Secretariat to interpret WTO law rules — this is an exclusive prerogative of WTO
members.™ The response also included an overview of WTO rules that could be relevant for
the implementation of market-based measures in shipping. Could the WTO do something
more to address these concerns? I will come back to this further in the article.

11
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Exemptions and WTO Non-Discrimination Rules

Would adding exemptions to a market-based measure make the carbon pricing instrument

less likely to comply with WTO law? This section considers this issue.

Route-based exemptions that take the form of reduced carbon prices on —or reduced
coverage of— GHGs emitted on voyages from or to (selected) developing countries may
violate the MFN principle because they can result in different prices being applied to “like”
products imported from different countries. As such, they could represent de jure
discrimination, as even products that are in competition in the market of the importing
country and have similar levels of GHG emissions embedded could end up being priced
differently depending on whether they come from an exempted country or not. Note that a
similar incompatibility may exist if exemptions are implemented through the allocation of
free allowances for fuel burned in transporting goods to selected ports —a solution recently

suggested in an MEPC submission by Argentina et al..”1i

Cargo-based exemptions may also be incompatible with the MFN principle if they
result in products imported from or exported to certain countries being subject to a lower
price than “like” products from other countries —even if the two products have the same
level of GHG emissions embedded. The question is, therefore, whether a market-based

measure that includes some exemptions could be justified under Article XX GATT.

A key effect of exemptions is the reduction of incentives to decarbonize on exempted
routes and for vessels that transport exempted cargoes. In addition, exemptions can result in
the adoption of avoidance and evasion strategies, such as changing the order of port calls to

reach an exempted port before calling at a non-exempted one. il Research on the EU ETS

12
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suggests that such avoidance strategies could become profitable even at moderate carbon

price levels. "

The GHG reduction effects of a measure are relevant at various points in determining
its compatibility with Article XX GATT. For instance, WTO jurisprudence indicates that to
meet the requirements of exception (b), the measure must make a “material contribution” to
the protection of the environment.X¥ Similarly, one of the factors considered in establishing
whether the discrimination is arbitrary or unjustifiable under the Chapeau of Article XX
GATT is whether the discrimination “can be reconciled with, or is rationally related to, the
policy objective with respect to which the measure has been provisionally justified under one
of the subparagraphs of Article XX*¥i, Design features of a GHG instrument that reduce its

effectiveness may undermine compliance with Article XX GATT.

Of course, the effects of exemptions on the GHG effectiveness of the market-based
measure will depend on how broad —i.e., to which routes or cargoes they apply— and deep
—i.e., whether it is a partial, full, or temporary— these exemptions are. Broad and deep
exemptions, such as a full exemption that applies to all routes from/to low- and middle-
income countries, may significantly reduce the GHG effectiveness of the measure, as
maritime ports in developing countries accounted for more than 60 percent of imports and 55
percent of exports globally in 2021.X¥i On the contrary, a partial and temporary exemption to
selected developing countries (e.g., SIDS and LDCs) is much less likely to lead to

compliance issues.*Vil Other types of exemptions would fall between these two extremes.

One potential way to support the compatibility of exemptions with the Chapeau of
Article XX GATT is to rely on the part of the provision stating that discrimination is

forbidden only when it applies between countries “where the same conditions prevail”.** It

13
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could be argued that developing countries, and especially SIDS and LDCs, are not in the
same conditions as developed ones. Thus, differentiation in their favor does not constitute

forbidden discrimination.**

However, significant uncertainty exists with regard to the interpretation of "same
conditions" under the Chapeau of Article XX, as little jurisprudence and scholarship have
touched upon this issue.* Such uncertainty may prevent risk-averse policymakers from
adopting exemptions in the implementation of market-based measures in shipping. This can
particularly be the case with regards to market-based measures implemented at the sub-global
level, or even by the IMO if many countries party to the WTO are not part of the agreement

that imposes the carbon price in shipping (and the related exemption).

The Strategic Use of Carbon Revenues and WTO Law

As discussed previously, a key alternative to using exemptions to address equity concerns in
the decarbonization of international shipping is to rely on carbon revenues. This section
discusses whether the strategic use of carbon revenues raises concerns about WTO law

compatibility.

In particular, the section will consider the situation where carbon revenues are
distributed through a fund that targets primarily (or exclusively), developing countries or a
selection thereof. Potentially, a fund could also reserve a share of carbon revenues for
selected developing countries, such as SIDS and LDCs, as recently considered in a World
Bank submission to ISWG-GHG14.*%i The key question here is whether such differential
access to carbon revenues across countries would be inconsistent with WTO non-

discrimination rules.

14
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The Strategic Use of Carbon Revenues and the GATT

Would the strategic use of carbon revenues conflict with the non-discrimination provisions of
the GATT? Legal scholars have considered a similar question in other contexts —the
implementation of a carbon price in international aviation and the implementation of BCA
mechanisms.**ii This literature can provide guidance in relation to the use of carbon revenues

from international shipping.

Rajamani and Scott consider the use of carbon revenues as a way to address CBDR-
RC in the implementation of carbon pricing on international flights at the EU level.™ In
particular, they consider the option of distributing carbon revenues from international
aviation to developing countries through a climate fund. Similar to proposals put forward by
some shipping stakeholders at the IMO, under the Rajamani and Scott framework, carbon
revenues are not distributed to countries from which flights depart. Instead, they are
distributed on the basis of the distribution framework adopted by the fund. In this respect, the

authors do not find that such a framework raises issues with WTO law.**V

Scholarship on BCA mechanisms reaches a similar conclusion. In particular, Mehling
et al. find that using carbon revenues from BCA mechanisms to support developing countries'
climate action can strengthen the link between the measure and its environmental aims,
thereby increasing its legality under Article XX GATT (b) and (g)."*"! A similar line of
reasoning would apply to using carbon revenues from international shipping to support
climate action. This would apply both if revenues were used to support the decarbonization of
international shipping — e.g., through the financing of zero-carbon bunker fuel infrastructure

or by de-risking investments in fleet renewal and upgrade— or climate action more broadly.

The Strategic Use of Carbon Revenues and WTO Law on Subsidies

15
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Carbon revenues from shipping could be distributed to governments and/or the private sector
in the form of grants, loans, or guarantees. These financing instruments can fall under the
scrutiny of the WTO in relation to the discipline on subsidies under the Agreement on
Subsidies and Countervailing Measures (SCM Agreement). Would the use of carbon

revenues be incompatible with the SCM Agreement?

The simple answer to this question is “not necessarily”. This answer follows from the
fact that not all forms of public financial support to industries constitute a violation of WTO
law. Only two categories of subsidies are prohibited under the SCM Agreement: export
subsidies — 1.e., subsidies contingent on export performance— and local content subsidies
— i.e., subsidies contingent on the use of domestic goods.* " Other types of subsidies can be
challenged under WTO law when they have adverse effects on the interests of another WTO
Member (so-called actionable subsidies)**"'i, The SCM Agreement and WTO jurisprudence
provides some guidance on what subsidies would be “prohibited” or “actionable”.*xiX
Ultimately, whether the use of carbon revenues from shipping violates WTO rules will

depend on the specific form carbon revenue spending takes.

Existing practice confirms this. Currently, there are about 100 public funds that
disburse climate finance in operation.*** Carbon revenues could be channeled to recipients
(whether governments or the private sector) through one of these funds or a new fund. Unless
one wants to question the legitimacy of all these funds, it would be difficult to argue that the
use of carbon revenues from shipping to address equity considerations is in violation of WTO

law per se.

This is not to say that the use of carbon revenues finds no barriers in WTO law. As

mentioned above, some types of subsidies are not consistent with WTO rules. Experience

16
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indicates that subsidies for renewable energy have been challenged under WTO law —and
sometimes successfully.”*! The distribution of carbon revenues from shipping should

account for this jurisprudence to minimize the risks of a legal challenge.

In this respect, commentators have highlighted the paucity of WTO rules related to
green subsidies,™ i which leaves some uncertainty as to what a WTO-law compatible

distribution of carbon revenues might look like.

One aspect of the potential use of carbon revenues that could be particularly useful to
clarify is whether contracts for difference can be designed in a way that complies with SCM
Agreement requirements. Contracts for difference can help close the price gap between zero-
carbon bunker fuels and conventional ones by providing certainty to investors about their
future returns.™ii Recent legal scholarship suggests that these instruments can be designed
to be compatible with the SCM Agreement,™*" however, there is no jurisprudence that

directly assesses this matter.

How Can the WTO Support the Equitable Transition of International Shipping?

As discussed above, WTO non-discrimination principles have been invoked in the past by
some IMO stakeholders to question the implementation of market-based measures for
international shipping. Furthermore, the analysis above has highlighted the existence of grey
areas in the application of WTO rules that create uncertainty on the possibility of addressing
equity considerations through the design of market-based measures — especially in relation

to the adoption of exemptions.

Against this background, this section discusses what the WTO could do to facilitate the

effective and equitable energy transition of international maritime transport.
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Clarifying WTO Rules?

A potential way for the WTO to proactively support the effective and equitable
decarbonization of international shipping would be to reduce legal uncertainty on some of the
issues highlighted above. One potential way to do so would be for WTO Member States to

adopt an authoritative interpretation of GATT rules.

Such an authoritative interpretation could clarify two aspects of WTO discipline:
First, whether an instrument that applies a homogeneous price on GHG emissions embedded
in internationally traded products complies with the non-discrimination provisions of the
GATT (assuming that domestic production is at least equally priced). Second, whether
exemptions could be justified under Article XX based on the "different circumstances" in
which countries find themselves. In this respect, the interpretation could also specify what

"circumstances" matter and the breadth and depth of the differential treatment allowed.

Should climate-ambitious WTO Member States proactively seek such authoritative
interpretation? Perhaps not. In recent rounds of negotiations, IMO Member States have not
raised the issue of WTO compatibility of market-based measures for shipping. Proactively
seeking such authoritative interpretation risks attracting attention to this issue, potentially to
the detriment of the adoption of a climate-ambitious and equitable carbon pricing instrument.
However, in case the issue is brought back prominently at IMO negotiations, as in 2012,

seeking the adoption of such an authoritative interpretation may become useful.

In this respect, it is important to highlight that the political feasibility of such an
authoritative interpretation is not obvious, as according to Article IX:2 of the WTO

Agreement its adoption requires support by at least three-quarters of WTO members. If
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agreement on such an interpretation is difficult to reach, two qualifications could be added to

restrict its applicability and, thereby, potentially increase support.

The first qualification could be that the interpretation applies exclusively to
instruments implemented through multilateral negotiations within the UN framework. This
would ensure that the process through which the instrument is adopted is widely accepted and
would exclude the application to sub-global instruments, such as those currently under

implementation at the EU level.

The second qualification could be that such a homogeneous carbon price certainly
complies with WTO non-discrimination rules as long as it aims to rectify trade distortions
due to the non-internationalization of environmental externalities. Such an approach has been
advocated in legal scholarship as a first step to realigning the trade and climate regimes, ™"
as ensuring welfare maximization and the optimal allocation of resources are key aims of the

WTO.

In this context, measures of the social cost of carbon —i.e., the cost to society of
emitting an additional ton of GHGs— could provide guidance on what that level of the
carbon price could be. A potential problem with this approach is that existing estimates of the
social cost of carbon vary significantly,”*! and therefore provide very loose guidance and
risk undermining policy support if WTO Member States fear that the carbon price applied to
shipping could become very high. To address this issue, in principle, the WTO could also
provide its own estimate of the social cost of carbon that would be considered aligned with
the WTO mandate. Many governments routinely adopt measures of the social cost of carbon

to guide domestic policymaking.
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Note that this would be a sub-optimal solution from a climate change mitigation
perspective, as ideally, the level of a carbon price would be established based on what is
needed to achieve the established GHG mitigation target. However, this option could be
considered if it helps create political convergence toward the adoption of such an

authoritative interpretation.

The second aspect that the authoritative interpretation could clarify is whether
exemptions could be justified under Article XX based on the “different circumstances” in
which countries find themselves. In this respect, the interpretation could also specify what

“circumstances” matter and the breadth and depth of the differential treatment allowed.

At the sub-global level, jurisdictions that aim to price emissions from shipping could
also try to obtain a climate waiver. A waiver is temporary and jurisdiction-specific and, as
such, politically easier to obtain, although the quorum is the same as for authoritative

interpretations, Vil

Establishing Equivalence Between Stringency of GHG Policies for Shipping

Another area where the WTO could support the equitable transition of international maritime
transport relates to establishing equivalences between the stringency of GHG policies for
shipping implemented at the sub-global level and the international level. Contrary to the
clarification of WTO rules discussed above, proactive action by the WTO could be beneficial

in this area.

This issue is likely to become of relevance soon as the amendments to the EU
Directive establishing the EU ETS require establishing an equivalence between the EU ETS

and other potential GHG policies for international shipping."*Viil Article 3ge of the Directive
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agreement between the EU Parliament and the EU Council on the EU ETS provides that the

EU Commission will need to evaluate this global market-based measure. If the IMO

“does not adopt by 2028 a global market-based measure to reduce greenhouse gas
emissions from maritime transport in line with the objectives of the Paris Agreement and at
least to a level comparable to that resulting from the Union measures taken under this

Directive i

the Commission will present a report to the EU Parliament and the Council that
examines the possibility of extending the coverage of GHG emissions from voyages between
an EU Member State and a third country to more than 50 percent. In making this assessment,
the EU Commission will need to consider the progress made at the IMO and whether another
third country has adopted a market-based measure equivalent to the EU ETS. *¢ The issue of
equivalence between the EU ETS and other GHG measures for shipping relates both to
potential measures adopted by the IMO and other market-based measures adopted by third

countries.

The issue of equivalence between measures adopted strictly relates to the issue of
ensuring an equitable transition because the EU ETS does not provide exemptions for
developing countries, including SIDS and LDCs, nor does it channel carbon revenues
collected to these countries. As such, its design reflects a different view on what constitutes
an equitable transition in the shipping sector from the one voiced by many IMO stakeholders,
including many climate-vulnerable countries. Its application in its current form and potential
expansion beyond the current 50 percent of GHG emissions from non-intra-EU voyages
could therefore be at odds with a multilateral understanding of what an equitable transition

looks like.
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Significant work is underway at the WTO in relation to establishing an equivalence
between GHG measures in the context of designing BCA mechanisms. This expertise could
be harnessed in the IMO context to facilitate a dialogue between the EU and IMO member
States in relation to potential IMO GHG measures that could be considered “equivalent” to
the EU ETS. Similarly, work conducted at the WTO could be useful to ensure that
equivalence between the EU ETS and measures implemented by third countries to
decarbonize shipping are discussed and perhaps agreed upon multilaterally. Other
international institutions that are currently working on establishing methodologies to
establish equivalence between GHG policies across jurisdictions, such as the IMF, OECD,

and World Bank, could also provide useful input in this respect.

Conclusions

A share of GHG emissions from international shipping will soon be under a carbon price.
The IMO is considering the implementation of a carbon pricing instrument to decarbonize
international shipping. At the same time, the EU is extending the application of the EU ETS
to international shipping. In both contexts, a key issue is ensuring that carbon pricing

instruments support an equitable energy transition for the sector.

This article bridges the debate on how to operationalize equity in the implementation
of carbon pricing in shipping and the one on the limits that WTO law poses to the
implementation of these instruments. In particular, the article discusses whether WTO law
limits the implementation of market-based measures for shipping, the implementation of

exemptions, or the strategic use of carbon revenues from shipping to address equity
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considerations. Building on this analysis, the article considers how the WTO could act to

contribute to the equitable decarbonization of international maritime transport.

The article concludes that while some uncertainty exists in relation to the
compatibility of a market-based measure that applies a homogeneous carbon price on GHG
emissions from shipping, its implementation at the multilateral level is unlikely to be
successfully challenged. Similarly, the strategic use of carbon revenues to address equity
considerations is unlikely to pose major WTO compatibility issues. On the other hand, the
application of a carbon pricing instrument sub-globally and the adoption of exemptions is a
less certain policy terrain, especially if the exemptions are implemented at the sub-global

level.

On the basis of this analysis, the article suggests potential ways for the WTO to
contribute to ensuring an effective and equitable energy transition for the international
shipping sector. In this respect, it highlights the potential use of authoritative interpretations
to reduce legal uncertainty. It also suggests that climate-ambitious WTO member states take

a “wait and see” and reactive approach to the adoption of such authoritative interpretations.

The analysis suggests that the WTO can support the effective and equitable transition
of international shipping in relation to establishing equivalence of GHG measures for
international shipping. In this case, a proactive approach is less risky and could be

encouraged.
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