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FOREWORD

This book — Interlinkages: The Kyoto Protocol and the International Trade
and Investment Regime — reflects the core mission of the United
Nations University Institute of Advanced Studies (UNU/IAS). In
April 1996, the UN Secretary-General inaugurated the UNU/IAS as
an in-house community of scholars established to vigorously pursue
knowledge at the intersection between societal and natural systems.
The programmatic theme of the IAS was created to be dynamic and
flexible, focusing on finding creative solutions to the pressing global
issues arising at this nexus. As an overarching theme, the IAS
adopted the concept of Eco-restructuring, an approach to sustainable
development that envisions shifting technological and societal sys-
tems towards a greater equity between developing and developed
countries, between humankind and the environment, and between
current and future generations. An integral component of the IAS
Eco-restructuring dynamic involves the examination of global institu-
tions, regimes, values, and policies relating to sustainable develop-
ment. These issues are dealt with under the programmatic sub-
theme of Multilateralism and Sustainable Development (MSD). Within
this programme, in-depth theoretical research is combined with rel-
evant policy studies and the formulation of practical policy options.
A strong capacity-building component that seeks to enhance the
participation of policy actors in global environmental negotiations
has also been built into the programme.

This book was also the result of a joint project with Global Envi-
ronment Information Centre (GEIC), an initiative of the UNU and
the Japanese Environment Agency. GEIC was established on 29
October 1996, and focuses on providing information to the Major
Groups identified in Agenda 21 — mostly the small civil groups and
individuals.

GEIC has a commitment to better involve civil groups and people
in environmental issues, and undertakes studies and activities that
can better involve NGOs and other grassroots organizations in inter-
national and national environmental processes. GEIC also undertakes
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activities that involve packaging information for use and consump-
tion by non-experts. In this way, perhaps, the term Peoples’ Think
Tank may be an easy way for people to learn about and understand
GEIC.

In terms of dissemination, GEIC is concerned with promoting the
nexus between information development and environment. It works
to find ways in which the Internet may be useful to people in con-
templating environmental issues. On other fronts, GEIC publishes
EarthWrap, a small newsletter (and homepage) that aims to dissem-
inate information to the major groups of Agenda 21 and get people
involved in environmental issues.

W. Bradnee Chambers
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Introduction

W. BRADNEE CHAMBERS

This collection of essays and discussion papers originates in research
carried out by three divisions of the United Nations University
(UNU) — the UNU Environment and Sustainable Development
Programme, the Global Environment Information Center (GEIC),
and the UNU Institute of Advanced Studies (UNU/IAS). These
three divisions have pooled their resources and expertise and com-
bined them with those of a network of scholars and institutions to
produce this volume on climate change, one of the most pressing
global issues of our time. In conducting this research, the UNU has
sought not to repeat research on current trends of climate change
undertaken by a host of institutions but to look ahead strategically to
advanced issues that are of a suppositional nature. The volume also
contributes to the work programme that the UNU has set out on the
issue of interlinkages among multilateral environmental agreements
and other multilateral regimes.

The eight papers presented in this volume are written with the
intent of depicting interlinkages pertaining to the climate-change
regime and the international trade and investment regimes. These
interlinkages are discussed and interpreted within the context of the
growing body of international law and policy in many different
fields. By the use of hypothetical examples, cross-linkages among
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international laws and their respective provisions (i.e. areas of over-
lap, present and future inconsistencies, contradictions, and/or posi-
tive synergies) are here identified and analysed. This is done in an
effort to anticipate and, if possible, to assist in solving some of the
problems that are bound to attend the difficult process of facilitating
the continuing construction and further evolution of a coherent and
integrated body of international law.

Ultimately, the goal of the volume is to move the makers of
climate change and other international policies and laws to consider
the interlinkages more deeply and comprehensively, within a broader
context, and from this to make more informed decisions.

The initiative to create this volume of papers began with the
simple recognition of the need for a strong and effective regime to
protect the earth’s climate. This was followed by the realization that
the accomplishment of the task of creating such a regime will take
not only the vision and the cooperation of the parties, which has been
made manifest in the Kyoto Protocol, but also a large public aware-
ness. This awareness, to have an effect, must entail wide international
and multidisciplinary understanding and recognition of the climate-
change issue, on the part of policy makers and ordinary people alike.
The human community at large must acquire, on the one hand, an
appreciation of the comprehensiveness of the climate-change prob-
lem and, on the other, a realization of the vast socio-economic impact
that the Climate Change Convention and the Kyoto Protocol could
and must have, to be effective.

The cross-cutting nature of the climate-change regime gives it the
potential to affect not only technology, industry, and lifestyle but
also the very regimes that regulate and manage virtually every aspect
of these areas. In other words, both the form and the content of the
Climate Change Convention are capable of affecting the form and
content of other multilateral regimes, such as trade and investment.
The challenge, therefore, when such regimes of law have jurisdic-
tional overlaps (whether territorial or conceptual), is to design legal
architectures to accommodate, understand, and interface in mucually
supportive ways. Unfortunately, because of the complexity of the
issues involved and the protracted nature of the international legis-
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lative process, international treaties and agreements are often nego-
tiated by specialized ministries or by functional organizations in
relative isolation from the forums in which other international
agreements are being made. This segregation of policy making by
topic, sector, or territory, leads to treaties that incidentally overlap,
come into conflict with, or inadvertently override the normative as-
sumptions, principles, or tenets of other treaties. Therefore, unless an
international agreement is struck by negotiators with full knowledge
of other related (or potentially related) agreements, its appropriate-
ness and effectiveness are likely to be dubious. Thus, the creation of
an effective agreement on climate change depends not only on the
growing public perception of its importance, as described above, but
also on the shared belief by law and policy makers in every area of
international affairs that the Climate Change Convention and the
Kyoto Protocol must be perceived in a far wider context than that of
just the “environment” in its conventional sense. The “environment”
of the Kyoto Protocol includes international laws on trade, develop-
ment, transportation, and other aspects.

Makers of international policy and law are currently overwhelmed
by the sheer diversity and number of international agreements and
negotiations on their political agendas. Given the plethora of urgent
international negotiations and of multilateral activity related to law
and policy, the obvious need for policy coherence, treaty compati-
bility, and capitalization on the synergistic potential of complemen-
tary aspects of related treaties is correspondingly greater.

In the light of the tremendous importance of effective laws on
climate change to sustainability and to the welfare of future gen-
erations, the makers of international laws and policies must take
these needs seriously and make an earnest effort to find the means of
fulfilling them.

In an attempt to address the two needs described above — on the
one hand for a greater awareness of the importance and of the
sweeping potential impact of climate change, and on the other hand
for a broader view of the context of law on climate change in general
— the UNU has undertaken this volume, approaching the study by
examining the manner in which the Climate Change Convention
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and its recently negotiated Kyoto Protocol mesh and interact with
the international trade and investment regimes. These include as-
pects of the international trade and investment regime — the World
Trade Organization (WTO), the North American Free Trade
Agreement (NAFTA), the European Union (EU), and the proposed
Multilateral Agreement on Investment (MAI) — and private con-
tractual regimes and standard forms — the United Nations Com-
mission on International Trade Law (UNCITRAL).

The first part of the book lays the foundation for tackling the
issues that are dealt with in greater specificity later in the volume.
Since the Kyoto Protocol is still in a unfinished state and the actual
details will not be known until the final outcome of the Conference
of the Parties (COP) negotiations, it is important to establish certain
criteria for the substantive discussion contained in later parts of the
monograph. In the first chapter, Joanna Depledge sets out the un-
resolved issues from Kyoto and what can be expected in future COP
negotiations. Chapter 2 goes into greater detail on the outstanding
issues of particular relevance to the four regimes that are later ex-
amined. In this chapter, Laura Campbell describes the potential role
of non-state actors or, as the Protocol describes, legal entities. It is
thought that any future Protocol negotiation anticipates a greater
role for these actors. This expanding role of non-state actors is of
particular importance to chapter 8, which is to link the Protocol’s
provisions effectively to those of the international investment regime.

Chapter 3 examines non-compliance, one of the most essential
components for the successful implementation of the Kyoto Pro-
tocol. In this chapter Catherine Redgwell addresses the issues of non-
compliance by first drawing upon legal conceptual models. She then
applies her observations and conclusions to the actual Protocol in
order to establish what provisions should be included in a final
agreement. The chapter also examines, to a limited extent, the com-
pliance issues related to the flexible mechanisms of the Protocol. In
this regard, the chapter provides a basis for the rest of the discussion
in the book, as well as an interesting contrast to the proposal (dis-
cussed later in chapter 9) to use standard form contracts and existing
legal formulas for governing these flexible mechanisms.
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Chapters 4-7 investigate the relationship of the Protocol to inter-
national trade regimes, particularly that of the WTO but to some
extent also those of the NAFTA and the EU. Chapter 4, by Gary
Sampson, former Director of the Trade and Environment Division of
the World Trade Organization (WTO), presents an overview of the
relationship of WTO vis-a-vis multilateral environmental agreements
(MEAs). It describes some of the proposals made by members of the
Committee on Trade and Environment (CTE) concerning possible
inconsistencies between the WTO and MEAs. The chapter also em-
phasizes the need for policy coherence between the two regimes and
argues that this can be attained if MEAs such as the Kyoto Protocol
are made effective agreements that can solve disputes within their
own frameworks. Chapter 5 explores some of the potential conflicts
between trade law and climate regimes, respectively. It looks at both
the non-trade-related provisions of the Protocol, such as the policies
and measures, and the trade-related environmental measures (TREMs)
to determine if any incompatibilities with trade law exist. In addi-
tion, it investigates the relationship of the Protocol to the NAFTA
and EU. The chapter also touches on the shortcomings of the Vienna
Convention on the Law of Treaties with respect to the issue of in-
compatible provisions of the Kyoto Protocol and the international
trade regime. Chapter 6, by Zhong Xiang Zhang, deals more pre-
cisely with some of the concerns raised by chapters 4 and 5 on
emissions trading. Chapter 7, by Jacob Werksman, continues the
book’s focus on emissions trading, but offers an alternative view
to previous chapters in that it argues that emission allowances are
neither goods nor services for the purpose of the WTO. It concludes,
however, that the way in which the allowances are allocated and used
may affect trade and therefore must remain sensitive to WTO dis-
ciplines of non-discrimination.

In chapter 8, Jacob Werksman and Claudia Santoro delve into the
interrelationship between the Kyoto Protocol and the proposed
Multilateral Agreement on Investment (MAI). This is, perhaps, the
most speculative of the chapters, as it compares two agreements that
are not fully negotiated: on one side, the details of the Protocol’s
investment rules for joint implementation and the clean develop-
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ment mechanism (CDM) remain at their infant stage; on the other,
the question of whether the MAI will be adopted is far from
answered. However, given the time-frame of the Protocol’s commit-
ment period, which does not start until 2008, there is plenty of time
for resumption of interest in an MAI in one form or another before
the next phase of the emissions-control programme of the climate-
change regime. Even if the MAI is not ratified, the negotiating text
of the MAI is largely based upon models of the already adopted
bilateral and transnational investment treaties; although the paper
does explore these in detail, with the exception of some references
made to NAFTA provisions on investment, the connections to these
other investment treaties and the implications of these connections
can be easily discerned. The analysis by Jacob Werksman and Clau-
dia Santoro of the MAI and the Kyoto Protocol is ground-breaking
and its implications should be considered by not only the Parties
negotiating the Kyoto Protocol but also the negotiators of any future
MAL

The final chapter (9) deals with private investment rules. Moving
beyond the previous discussion, which focuses on incompatibilities
and conflicts, it turns instead to an analysis of potential synergies and
positive linkages between the climate regime and the existing
“standard form rules” of the UNCITRAL. In this chapter it is ob-
served that certain standard forms that the Parties could draw upon
to conclude contracts on the CDM already exist. These suggested
forms have inbuilt dispute-settlement mechanisms, such as manda-
tory arbitration or a clause indicating in advance the procedure for
resolving conflicts among the contracting parties. This could be an
alternative policy option for the climate-change parties, which are
faced with designing a compliance system for the Protocol but must
also consider special requirements for compliance at the level of the
flexible mechanisms which involve state/state, state/legal-individual,
or legal-individual/legal-individual relationships. According to Worika
and colleagues, some existing standard forms are suitable for this
purpose as long as they are “properly drafted to reflect the substance
of the agreement.” Interestingly, the paper outlines ideal standard-
ized agreements that could be used for the CDM.



From Kyoto to Buenos Aires and Beyond

JoanNa DEPLEDGE

In May 1992, over 150 governments decided that climate change
was a serious threat. In response, they adopted the UN Framework
Convention on Climate Change (UNFCCC), with the ultimate ob-
jective of stabilizing greenhouse-gas concentrations in the atmo-
sphere at a “safe” level. The Convention has now been ratified by
over 176 Parties (as of October 1998) and it is nearing universal
membership.

The Convention calls on developed countries, the so-called Annex
I Parties, to return their emissions to 1990 levels by 2000. When
countries adopted the Convention, however, they knew that these
commitments would not be sufficient to meet its objective. There-
fore, at the first Conference of the Parties (COP) to the Convention
(March 1995, Berlin), negotiations were launched to agree on
stronger commitments for developed countries by the third COP.
Intensive and difficult negotiations took place over 31 months and
these were finally concluded at COP 3 in Kyoto on 11 December
1997, when the Kyoto Protocol to the UNFCCC was eventually
adopted by consensus.

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 comprehend fully what had just been
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agreed. Since then, much time and effort has been expended by all
those involved in the process to try to make sense of the Kyoto Pro-
tocol puzzle and to understand its implications. An important step
in this direction was taken at the fourth Conference of the Parties
(COP 4) in Buenos Aires (2—14 November 1998) where, less than a
year after Kyoto, Parties devised a so-called “Buenos Aires Plan of
Action,” including work programmes on the key unresolved ele-
ments of the Kyoto Protocol. The next important milestone on the
road to the implementation of the Kyoto Protocol will be the sixth
Conference of the Parties (COP 6), scheduled to be held in late 2000;
COP 6 is the deadline, set at COP 4, for decisions for be taken on
many key issues.

Climate change: The issues

Climate change has particular features that render it a unique envi-
ronmental problem and one which poses some of the greatest chal-
lenges for our current structures of governance:

1. It is one of the very few truly global problems in terms of both
causes and impacts. Tackling climate change therefore requires
global cooperation.

2. The stakes are high — even under optimistic scenarios, the im-
pacts of climate change will be significant and irreversible;
under some scenarios, and for some regions, the impacts will be
catastrophic.

3. Long time-scales are involved; politicians must therefore act on
a problem, the worst effects of which will not be felt until after
the end of their term in office and not by present voters but by
their grandchildren.

4. Climate change has important equity implications: the bulk of
the problem has been caused by those countries that will be the
least affected by it.

Further challenges presented by climate change are its linkages to
other issue areas and therefore to other international agreements.
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Potential conflicts between international action to tackle climate
change and trade agreements, such as under the World Trade Orga-
nization (WTO), have been the subject of particular attention. In
this context, it is important to remember that climate change and,
therefore, the UNFCCC and the Kyoto Protocol, concern economics
and development as much as they do the environment. Addressing
climate change will require important changes to economic systems
to move them towards a lower carbon path; the precise aim of the
Kyoto Protocol is to change the pattern of “business as usual.” Such
shifts in economic structures may, in turn, have repercussions on
international trade in a number of ways. What those effects might
be, and how they would be linked to the WTO, are as yet uncertain.

The Kyoto Protocol

The challenges for governments posed by climate change mean that
the adoption of the Kyoto Protocol was a remarkable achievement.
The negotiations overcame a multitude of obstacles to forge a
“package deal” that struck a delicate balance between the widely
diverging positions of Parties. The key now is to maintain and
strengthen that balance.

It may help to make sense of this “package deal” if the Protocol is
broken down into six parts:

emission commitments for Annex I Parties
mechanisms for implementation
mechanisms for credibility

mechanisms for review

advancing the existing Convention commitments for all parties

N N

institutions and introductory and final clauses.

The centrepiece of the Kyoto Protocol is, of course, its legally
binding emission commitments for Annex I Parties which, assuming
compliance, will together lead to a reduction in emissions from 1990
levels for that group of parties of around 5.2 per cent.
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Another way of looking at this target is to compare it with
“business-as-usual” projections. The reduction in Annex I Party
emissions due to Protocol commitments below what they would
otherwise have been around 2010 is over 20 per cent. Assuming
compliance, this will be the key achievement of the Protocol — to
have reversed the historical upward trend in emissions in the in-
dustrialized world over the past 150 years.

Unfinished business

When negotiators emerged from the exhaustion and excitement of
Kyoto, they began to realize just how much the negotiations had left
unresolved and how many questions had been pushed back to future
meetings. In hindsight, this large burden of unfinished business was
inevitable: the practical complexity of some of the issues at stake
(e.g. emissions trading) meant that their details could never have
been ironed out during the negotiations leading up to Kyoto, whilst
the differences among Parties also meant that consensus could be
forged only by deferring some of the most difficult decisions to future
negotiations.

Two key elements of “unfinished business” which have charted the
road from Kyoto to Buenos Aires and beyond are (a) mechanisms for
implementation and (b) mechanisms for credibility.

Mechanisms for implementation

The Protocol contains four mechanisms through which Parties can
implement their emission commitments: these are domestic policies
and measures (Article 2) and three so-called “flexibility mechanisms”
— “joint implementation” (Article 6), the clean development mech-
anism (CDM; Article 12), and emissions trading (Article 17).

The focus on the flexibility mechanisms has largely overshadowed
Article 2 on domestic policies and measures. It would be unwise to
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dismiss this Article, however, as it contains some important provi-
sions that could be built on in the future. Building on Article 2 has
already emerged as an area of debate at COP 4. The provisions in the
Article to promote cooperation amongst Parties in the mitigation of
climate change is likely to become a “hook” to ensure that the in-
dustrialized countries implement the policies necessary to spur real
changes towards less carbon-intensive production and consumption
patterns.

For the time being, however, it is still the flexibility mechanisms
that have attracted the most attention — and, indeed, controversy —
since Kyoto. To some extent, this is because little in-depth discus-
sion of their details took place during the Protocol negotiations. For
example, most Parties did not see the text on the CDM until 48
hours before it was adopted.

The three flexibility mechanisms share some common features:

1. All the mechanisms involve action “offshore.” The Protocol,
however, links such “offshore” activities to the implementation
of domestic policies and measures by requiring use of the flex-
ibility mechanisms to be supplemental to domestic emission
reduction action (the terminology used in the case of the CDM
is slightly different).

2. The mechanisms provide new opportunities to engage the private
sector in emission-reducing activities.

3. All have integral linkages with each other, and with the other
Protocol articles, particularly the “mechanisms for credibility.”

4. As progect-based mechanisms, there are certain issues that are com-
mon to both joint implementation and the CDM. These include
determination of baselines, processes for verification and certifi-
cation, and the relationship with projects under the Conven-
tion’s pilot phase of Activities Implemented Jointly (AIJ).

As well as the commonalities between them, each mechanism
comes with its own specific issues to resolve.
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The CDM is perhaps the most innovative of the mechanisms — it
certainly was the greatest surprise in Kyoto. Its early starting date in
2000 places added pressure on negotiators. Some particularly diffi-
cult questions for future negotiations will centre around the amount
of the “adaptation levy” and the eligibility of projects involving
carbon “sinks.”

Emissions trading is probably the most politically controversial
mechanism. The most difficult set of issues is the concern of some
developing countries that establishing an emissions-trading system
will confer “rights to emit” on the Annex I Parties. Such concerns
over the principle and equity implications of emissions trading were
left pending from Kyoto and will need to be addressed in the design
of an acceptable emissions-trading system.

Clearly, many issues have yet to be resolved, concerning both the
principle and the practice of the mechanisms. The fate of the flexi-
bility mechanisms is as yet uncertain and the stakes are high: if they
are poorly designed, the mechanisms could become dangerous loop-
holes undermining the credibility of the Protocol; if well designed,
however, they could provide an unprecedented opportunity to reduce
emissions in an economically and environmentally effective manner
and to engage the private sector in this effort.

Credibility mechanisms

The fate of the flexibility mechanisms depends to a large extent on a
less well known set of provisions in the Protocol, the “credibility
mechanisms.” These include provisions relating to measurement and
reporting, monitoring and verification, and non-compliance. Nego-
tiators sought to include these provisions in the Protocol to give
meaning and credibility to the legally binding nature of the Proto-
col’s emission commitments; once again, however, their details re-
main to be elaborated.

Article 5, for example, together with decision 2/CP.3, requires
Annex I Parties to set up “national systems” for their greenhouse-gas
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inventories based on common methodologies, thus increasing com-
parability and transparency.

Articles 7 and 8 establish that Annex I Parties must provide sup-
plementary information 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 in-
formation and the expert reviews will be developed at the first COP
serving as the meeting of the Parties to the Protocol (COP/MOP 1)
after the Protocol’s entry into force. These provisions promise to lead
to a considerable strengthening of the corresponding procedures
under the Convention.

Under Article 18, procedures and mechanisms to determine and
address cases of non-compliance are also to be agreed at COP/MOP
1. The eventual shape of these non-compliance procedures and
mechanisms will be important in determining whether the Protocol
has any “teeth” and how sharp those teeth are. Debates on non-
compliance promise to match those on the flexibility mechanisms
over the next few years.

With the exception of non-compliance, the credibility mecha-
nisms do not have the same visibility or high profile as the flexibility
mechanisms; they are less media friendly. However, it will be im-
portant for the full set of credibility mechanisms to be elaborated in
tandem with the flexibility mechanisms if the environmental and
economic effectiveness of the Protocol is to be secured.

Prompt-start provisions

The architects of the Kyoto Protocol sought to compensate for the
large volume of unfinished business left over from COP 3 by decid-
ing on a “prompt start” process to close the remaining gaps in the
Protocol.

This process was launched by decision 1/CP.3, which highlighted
five Protocol provisions requiring further work and placed these on
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the agenda for COP 4. These provisions include work on the flexi-
bility mechanisms and on land-use change and forestry, another key
issue requiring work beyond COP 3.

The Protocol also identifies a number of important tasks to be
carried out by the first COP/MOP. As previously mentioned, these
mostly concern the credibility mechanisms (e.g. design of a compli-
ance system and guidelines for national communication and reviews).
Work on these complex issues will, of course, need to begin well
before entry into force of the Protocol and preferably in tandem with
the flexibility mechanisms. Recognizing this, decision 1/CP.3 pro-
vided a mandate to Parties to begin work on the tasks for COP/MOP
1 as soon as possible. Preparations for COP/MOP 1 therefore also
appeared on the agenda for COP 4.

COP 4: Charting the road ahead

In the run-up to COP 4, many Parties had sought to lower expec-
tations that Buenos Aires would be a rerun of Kyoto and result in a
similarly high-profile outcome. The main goal of the conference, and
the indicator of its success, was billed as forging a work programme
for the future implementation of the Kyoto Protocol. This was cet-
tainly an important goal as, before being able to ratify the Protocol,
many Parties need to have a clearer idea of its eventual shape and, in
particular, of how the flexibility mechanisms will function. In order
to ensure the early entry into force of the Protocol, COP 4 therefore
needed to launch the “prompt start” process for work on the Proto-
col’s unfinished business and to set clear deadlines for its completion.

In the event, although COP 4 was essentially a “process” session
lacking the drama of Kyoto, negotiations proved to be equally
tough. Parties had to face up to the “invisible brackets” in the
Protocol — the difficult issues that had been deferred to future nego-
tiations so that the Kyoto Protocol could be adopted. As in Kyoto,
this COP ended with all-night negotiations that ran more than 12
hours over schedule. The outcome was a so-called “Buenos Aires Plan
of Action,” consisting of a set of decisions that chart the road ahead
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for both Convention work and the future implementation of the
Protocol. The two main decisions regarding the key Protocol issues
were as follows:

1. Decision 7/CP.4, entitled “work programme on mechanisms of
the Kyoto Protocol,” sets out a process for working on the
operational details of the mechanisms, including the organiza-
tion of technical workshops. It establishes a deadline for deci-
sions at COP 6 and explicitly places priority on the CDM.
Annexed to the work programme is a long list of 142 elements
to be considered as part of this process. Just as the work pro-
gramme itself marks a significant step towards the design of
fully functioning flexibility mechanisms, the list and its many
internally contradictory points shows just how many obstacles
may still lie ahead.

2. Decision 8/CP.4, on preparations for COP/MOP 1, launches
work on the various issues requiring action by the first COP/
MOP, including the credibility mechanisms. As in the case of
the flexibility mechanisms, decision 8/CP.4 sets a deadline of
COP 6 for decisions on guidelines for reporting information
under the Protocol, for expert reviews and for national systems
for greenhouse-gas inventories.

A key element of decision 8/CP.4 is the start of a process to
build on the Protocol’s framework compliance provisions. COP
4 revealed considerable support among Parties for moving
ahead on the design of a compliance mechanism as a matter of
priority. This is reflected in the detail of the decision, which
calls for a joint working group to be set up to consider the issue
at the next session of the subsidiary bodies (31 May to 11 June

1999).

As a further complement to the offshore, flexibility mecha-
nisms, decision 8/CP.4 also instigated work to enhance co-
operation on domestic policies and measures, albeit at the
analytical level. It called for a report to be prepared on “best
practices” in policies and measures and for a workshop to be
held on this issue.
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These two sets of decisions — one on the flexibility mechanisms,
the other focusing on the credibility mechanisms — together lay the
foundations for a balanced approach to work on the Kyoto Protocol,
which augurs well for its eventual economic and environmental
effectiveness.

Conclusions

COP 4 was a crossroads which defined the road ahead for the inter-
governmental climate-change process. It was at this conference that
Parties were finally able to digest and come to terms with the Kyoto
Protocol outcome. Sceptics have claimed that all COP 4 achieved was
“to decide what to decide,” but this is to misrepresent the signifi-
cance of the Conference. Parties took the important step of un-
ravelling the many loose threads from Kyoto and ordering them in a
coherent and workable way. They addressed, head on, the key issues
in the Protocol requiring further work and devised programmes,
with clear deadlines, for conducting that work. The road to COP 6
will see a challenging process of in-depth analysis and detailed
technical work.

The Kyoto Protocol, however, is not the final word in the climate-
change story. If we are to avert the worst effects of climate change,
the commitments of the Annex I Parties will need to be strength-
ened and, eventually, emission commitments will need to be ex-
tended to a wider group of Parties.

There is reason, however, to be optimistic. It is little more than a
decade ago that the problem of climate change was first placed on
the agenda of the UN General Assembly at its forty-third session in
1988. The international community has come a long way in tack-
ling climate change since then: in 1988, few countries had even
greenhouse-gas inventories, let alone targets to reduce those green-
house gases. Addressing climate change is clearly a long-term process.
The Kyoto Protocol, however, with its legally binding emission tar-
gets and review mechanisms to strengthen those targets in the future,
has laid the foundations for a truly effective international response to
the problem.
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The Role of the Private Sector and Other
Non-state Actors in Implementation of
the Kyoto Protocol

Laura B. CAMPBELL

Introduction

The Kyoto Protocol to the United Nations Framework Convention
on Climate Change reflects its drafters’ understanding that changes
in the global economy — globalization of markets, emerging global
governance in the areas of trade and services, privatization and inter-
nationalization of the energy sector, and the ascending role of the
private sector — are changing the context in which environmental
problems must be addressed. As a result, the Kyoto Protocol repre-
sents a new generation of environmental treaties negotiated in an
age of globalization and is aimed at influencing important economic
activities such as energy production and foreign investment in order
to minimize their impacts on the environment. The potential eco-
nomic effects of the Protocol are so far-reaching that it is sometimes
referred to as an economic instrument disguised as an environmental
agreement. The Protocol is also precedent setting in its specific inclu-
sion of non-state actors in its implementation provisions, reflecting a
recognition that they are critical to the success of this economics-
based treaty.
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The Kyoto Protocol contains three mechanisms allowing for inter-
national implementation, which are aimed at achieving the environ-
mental goals of the treaty by affecting market-based activities. These
mechanisms are related to (1) greenhouse-gas (GHG) emissions
trading, (2) joint implementation (JI), and (3) the clean develop-
ment mechanism (CDM). Each of these mechanisms specifically in-
cludes provisions relating to the participation of non-state actors in
its implementation.

Although the Kyoto Protocol authorized Annex B (industrialized)
countries to utilize these mechanisms in order to meet their assigned
GHG-emission limits set forth in Article 3, it did not specify the
rules and guidelines for the implementation of the mechanisms
but deferred these issues to subsequent meetings of the Parties.
Similarly, the Protocol did not define the role of the private sector
and other non-state actors in implementing the mechanisms. The
Parties to the Climate Change Convention began informal discus-
sions on elaboration of rules governing the implementation of the
mechanisms shortly after the Protocol was adopted and have con-
tinued to negotiate these issues at the Fourth and Fifth Conferences
of the Parties (COP 4 and COP 5, respectively). Achieving consensus
on the details of the mechanisms will be a primary focus of the Sixth
Conference of the Parties (COP 6), which is scheduled for November
2000.

The purpose of this chapter is to examine the roles to be played by
various non-state actors in implementing the Protocol, particularly
in the context of the mechanisms for international implementation
noted above. In exploring the potential roles of non-state actors, this
chapter discusses (1) economic trends and developments that influ-
enced the structure of the Kyoto Protocol, (2) the Protocol mecha-
nisms — emissions trading, JI, and the CDM — and the legal basis for
participation of non-state actors in carrying out these mechanisms,
and (3) the key non-state actors involved in implementation of the
Protocol by means of the mechanisms and some examples of activ-
ities already undertaken by these actors, including the private sector,
non-governmental organizations (NGOs), intergovernmental organ-
izations (IGOs), and multilateral development banks (MDBs).
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Economic trends and developments that
influenced negotiation of the Kyoto Protocol

Globalization

Globalization — the rapid integration of economies worldwide
through trade, financial flows, transport, technology transfers, and
cross-cultural flows — is occurring at an increasingly rapid pace. Ac-
cording to the World Trade Organization (WTO), global trade in
products and services exceeded US$5 x 10'2 in 1998. Over the same
period, the World Bank estimated the amount of foreign direct
investment at more than US$240 billion ($240 x 10°).

While much more work needs to be done to assess all the impacts
of globalization on the environment, it was clear by the time of the
negotiation of the Kyoto Protocol that changes in the global econ-
omy had altered the context in which environmental problems such
as climate change had to be addressed. Economic globalization; the
emergence of the WTO as an institution of global governance in the
areas of trade and services; the increasing power of the private sector,
particularly multinational corporations; and competitiveness con-
cerns had all resulted in the diminution of national sovereignty and
of the capacity of states to provide effective environmental gover-
nance. Ensuring the effectiveness of the Protocol required its drafters
to take into account the realities of globalization, including the re-
lationship between trade, investment, and the environment.

As environmental treaties such as the Kyoto Protocol have devel-
oped in a manner that increasingly addresses international economic
activities, the range of issues covered by economic regimes has also
expanded. The multilateral trade regime, for example, has evolved
from a post-World War II tariff-reduction scheme into a far more
comprehensive set of agreements administered by the WTO gov-
erning trade in services, non-tariff trade barriers, agriculture, food
safety, and intellectual property rights. The modalities and details for
operation of the mechanisms as well as the national policies and
measures taken to implement the Protocol will be subject to scrutiny
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for compliance with international trade rules and raise the possibility
of controversy over the competing priorities of the climate change
and international trade regimes.

Overseas Development Assistance (ODA) versus private
capital transfers

The overwhelming shift toward private capital transfers compared
with official Overseas Development Assistance (ODA) underscores
the diminishing role of national governments in a global economy as
well as the importance of engaging the private sector on environ-
mental issues. In 1990, private investment in the developing world
totalled US$44 billion; by 1995 this figure had climbed to US$§167
billion while ODA had fallen to a total of US$59 billion. The move
away from ODA-financed development toward privately driven eco-
nomic expansion means that the private sector must play a major
role in implementing the Kyoto Protocol in order to ensure its
effectiveness.

Energy-sector reform

As developing nations grow, many are moving away from centrally
planned, state-owned electric utilities toward privately owned and
operated generation, transmission, and distribution companies in
order to reduce public debt, to improve accountability and trans-
parency, and to enhance customer service. Both developed and de-
veloping countries have pursued four basic types of reform in the
energy sector. First, in the process of commercialization, govern-
ments have removed subsidies and preferential fiscal policies but
retained ownership of electric utilities. In many cases, commer-
cialization has preceded privatization, which can entail purchase of
electricity from private sources, sale of facilities to private firms, and
independent regulation. Additionally, a number of countries are re-
structuring the energy sector by breaking up utilities into individual
firms that independently provide services related to power genera-
tion, transmission, distribution, and sales to customers. Reforms in
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the energy sector may also include creating competition for whole-
sale and retail power.

Largely as a result of these reforms, private energy companies
have become increasingly multinational, with rising levels of foreign
direct investment in the energy sector of both developed and devel-
oping countries. Private companies are subject to competition and
market pressures which are expected to result in more economically
efficient energy production and supply but which, without effective
policy intervention on the national and international level, are not
likely to be climate friendly.

For example, if coal and other fossil fuels are the cheapest sources
of energy, it is not likely that that the private sector will invest in
fuels and technology generating less carbon dioxide in the absence of
policy interventions and incentives. Developing effective rules for
implementation of programmes under the Protocol’s provisions on JI
and the CDM could do a great deal to promote more climate-friendly
foreign direct investment in the energy sector, by providing in-
centives for investment based on environmental factors in addition to
business-as-usual economic considerations.

The legal basis: Key provisions of the Kyoto
Protocol relating to the involvement of non-
state actors in the implementation of the
mechanisms

The Kyoto Protocol provides both implicit and explicit support for
the involvement of the private sector and other non-state actors in its
implementation, and particularly in implementation of the flexibil-
ity mechanisms. Since the majority of the activities that cause cli-
mate change are carried out by private entities, it is obvious that
engaging the private sector in minimizing the environmental im-
pacts of these activities will be crucial in achieving the Protocol’s
environmental objectives. As noted above, in many countries electric
power is increasingly supplied by private companies; likewise, design
and manufacture of consumer products is a private-sector activity.
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The Kyoto Protocol breaks new ground in specifically including
non-state actors within key implementation provisions. The Protocol
authorizes the involvement of the private sector and other non-state
actors in the workings of the mechanisms for international imple-
mentation: (1) Article 6 states that parties shall have the power to
authorize “legal entities” to participate in JI; (2) Article 17 stipulates
that participation in the CDM may involve “private and/or public
entities.” Consistent with its overall emphasis on economic issues,
by including non-state actors within the flexibility mechanisms the
Protocol recognizes that national governments, constrained by politi-
cal concerns, are not necessarily the most efficient cost-minimizing
agents.

Development of the flexibility mechanisms: Pilot phase for
activities implemented jointly

The United Nations Framework Convention on Climate Change
(UNFCCCQ), signed at the Earth Summit in 1992, established a pilot
phase for Activities Implemented Jointly (AIJ). The term AIJ was
used to refer to offshore activities to reduce GHG emissions, in gen-
eral, to meet the reduction obligation of the home country. During
the years following 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 intergovernmental organizations
such as the World Bank. These activities provided valuable experi-
ence for policy makers in formulating the provisions concerning JI
contained in the Kyoto Protocol.

Greenhouse-gas emissions trading

Article 6 of the Kyoto Protocol provides for GHG emissions trading
among Annex I (developed) countries. The overall purpose of this
provision is to enable countries to meet their commitments under
Article 3 in a manner which minimizes the overall cost of emission
reductions by allowing potentially cheaper reductions in GHG emis-
sions in one developed country to be traded against more expensive
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reductions in the home country. Article 12 allows developed coun-
tries to meet “part of’ their Article 3 commitments by carrying
out projects in developing countries which result in greater than
business-as-usual reductions in GHG emissions, thereby generating
certified emission reductions.

Article 6 of the Kyoto Protocol states:

1. For the purpose of meeting its commitments under Article
3, any Party included in Annex I may transfer to, or acquire
from, any other such Party emission reduction units result-
ing from projects aimed at reducing anthropogenic emissions
by sources or enhancing anthropogenic removals by sinks of
greenhouse gases in any sector of the economy, provided that:
(a) Any such project has the approval of the Parties involved;
(b) Any such project provides a reduction in emissions by

sources, or an enhancement of removals by sinks, that is
additional to any that would otherwise occur;

(c) It does not acquire any emission reduction units if it is
not in compliance with its obligations under Articles 5
and 7; and

(d) The acquisition of emission reduction units shall be
supplemental to domestic actions for the purposes of
meeting commitments under Article 3.

Many issues concerning implementation of Article 6 were not re-
solved at the time of adoption of the Protocol, such as the bases for
approval of projects by the Parties, the definition of “additional” in
subparagraph 1 (b), and the meaning of “supplemental to domestic
actions” in subparagraph 1 (d). Paragraph 2 of Article 6 indicates
that issues such as these would be resolved in the process elaborating
further guidelines on implementation prior to the First Meeting of
the Parties to the Protocol.

Paragraph 3 of Article 6 also states that:

A Party included in Annex I may authorize legal entities to par-
ticipate, under its responsibility, in actions leading to the gen-
eration, transfer or acquisition under this Article of emission
reduction units.
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Recognizing that many issues needed to be resolved before an
emissions trading scheme could be operational, the Protocol states in
Article 17:

The Conference of the Parties shall define the relevant princi-
ples, modalities, rules and guidelines, in particular for verifica-
tion, reporting and accountability for emissions trading. . ..

While it is clear that the term “legal entities” in Article 6 refers to
non-state actors, further guidance from the Parties is needed to pro-
vide more specificity concerning the type of participation envisioned
by the Parties and which entities would have a role. One of the
ongoing tasks of Conference of the Parties to the Climate Change
Convention under Article 17 has been the development of rules and
guidelines for emissions trading and the role of non-state actors in-
cluded within the term “legal entities.” It is anticipated that these
guidelines will be adopted at COP 6.

Joint implementation

Article 3, which provides for JI among Annex I (developed) coun-
tries, is closely related to Article 6. Paragraph 1 of Article 3 concerns
JT and creates a legal basis for carrying out activities outside a coun-
try’s borders in order to meet its national emission commitments.
Paragraphs 10—13 provide a basis for recalculation of a Party’s obli-
gations by means of emissions trading.

Article 3, paragraph 1 of the Protocol states:

The Parties included in Annex 1 shall individually or jointly,
ensure that their aggregate anthropogenic carbon dioxide equiv-
alent emissions of the greenhouse gases listed in Annex A do
not exceed their assigned amounts, calculated pursuant to their
quantified emission limitation and reduction commitments in-
scribed in Annex B and in accordance with the provisions of this
Article, with a view to reducing their overall emissions of such
gases by at least 5 per cent below 1990 levels in the commit-
ment period 2008 to 2012.
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As noted above, Paragraphs 10 and 11 provide a mechanism for
calculating the Parties’ emissions-limitation and -reduction obliga-
tions under a JI scenario involving the transfer of “emission reduc-
tion units” (ERUs). Paragraph 10 states:

Any emission reduction units, or any part of an assigned
amount, which a Party acquires from another Party in accor-
dance with the provisions of Article 6 or of Article 17 shall be
added to assigned amount for the acquiring Party.

Paragraph 11 states:

Any emission reduction units, or any part of any assigned
amount, which a Party transfers to another Party in accordance
with provisions of Article 6 or 17 shall be subtracted from the
assigned amount for the transferring Party.

Along with the programme on emissions trading envisioned by
Article 6, the detailed guidelines for carrying out a JI programme
were not elaborated when the Protocol was adopted, and are expected
to be completed by COP 6. As discussed in the earlier section on
restructuring of the energy sector, assigning an appropriate role to
non-state actors, particularly the private sector and NGOs, will be
critical in achieving successful implementation of a JI scheme. Some
of the activities that have already been undertaken by non-state ac-
tors in carrying out JI projects on an interim basis are discussed later
in this chapter (pp. 27-38).

Clean development mechanism

Article 12 establishes the CDM, a scheme for encouraging Annex I
countries to carry out emission-reduction projects in developing
countries by providing credit for “certified emission reductions”
which can be used to meet the Annex I countries’ commitments
under Article 3. Importantly, paragraph 2 of Article 12 articulates
the dual purpose of the CDM — achieving sustainable development
consistent with climate protection in developing countries and as-
sisting developed countries in meeting their commitments under
Article 3. Article 12, paragraph 2 states:
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The purpose of the clean development mechanism shall be to
assist Parties not included in Annex I in achieving sustainable
development and in contributing to the ultimate objective of
the Convention, and to assist Parties included in Annex I in
achieving compliance with their quantified emission limitation
and reduction commitments under Article 3.

In achieving the dual purposes of the CDM noted above, projects
must also meet two criteria listed in Article 12, Paragraph 3:

(a) Parties not included in Annex I will benefit from project
activities resulting in certified emission reductions, and

(b) Parties included in Annex I may use the certified emission
reductions accruing from such project activities to contrib-
ute to compliance with part of their quantified emission
limitation and reduction commitments under Article 3, as
determined by the Conference of the Parties serving as the
meeting of the Parties to this Protocol.

Paragraph 4 indicates that the CDM “shall be subject to the
authority and guidance of the Conference of the Parties serving as
the meeting of the Parties to this Protocol and be supervised by an
executive board.” Defining the make-up and detailed role of the
executive board may also involve assigning a role to non-state actors
such as NGOs and IGOs.

As noted above and stated in Article 17, the Conference of the
Parties to the Climate Change Convention is expected to define “the
relevant principles, modalities, rules and guidelines, in particular for
verification, reporting and accountability for emissions trading.”
Again, while the Protocol authorized emissions trading as a mecha-
nism under which Annex I countries can receive credit for emission
reductions for both JI and CDM activities, the specifics of how these
interrelated programmes will function remains to be elaborated.
With respect to the potential roles for non-state actors, a number of
provisions contained in Article 12 require actions which may be
most effectively executed by non-governmental bodies or interna-
tional organizations, particularly those related to ensuring transpar-
ency and accountability.
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Roles for non-state actors and examples of
activities undertaken by non-state actors

Private sector

There are several reasons why the private sector could be motivated
to participate in activities related to JI, emissions trading, and the
CDM. First, in order to achieve their emission-reduction commit-
ments under the Kyoto Protocol, many national governments will
allocate rights to emit GHGs among industrial sources responsible
for the emissions. Consequently, the private sector will be required
to achieve reductions and, if allowed to do so, may choose to meet
some of their obligations by carrying out JT and CDM projects or by
purchasing emission credits.

Second, private entities, motivated by profit, may seek to become
involved in the newly emerging markets and services needed to im-
plement the flexibility mechanisms. For example, the international
emissions-trading scheme would require the development of mon-
itoring equipment in order to obtain accurate inventories of emis-
sions. Because it is likely that the value of emission credits will be
influenced by the reliability of the project’s measurement procedures
and technology, there will be an incentive for companies to develop
instruments for measurement. The private sector could also engage
in the development of climate-friendly technologies and sequestra-
tion methods that aid private firms or countries in meeting their
GHG emission limits.

Because private entities possess detailed information about their
own emissions, technological options, and costs, they are in the best
position to determine accurately the most cost-effective abatement
schemes for their own companies, including the possibility of emis-
sions trading. In addition, allowing private entities to participate
directly in an international emissions-trading programme would in-
crease the number of actors involved in the trading scheme, thereby
increasing competition and stimulating greater cross-border capital
flows.
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New opportunities for private brokering agencies and the inter-
national insurance industry also exist within the international
emissions-trading market. Brokering agencies could aid in develop-
ing forums for emission trading by identifying projects, matching
partners, auditing and certifying emission offsets, and tracking
emission trades. The growth of the international insurance industry
may also occur as a result of the implementation of these flexibility
mechanisms, as companies may seek to limit investment and politi-
cal risk by use of insurance.

Although major business opportunities exist under the Protocol,
few companies have taken early action in adopting the flexibility
mechanisms to reduce their emissions. Because the Kyoto Protocol
has not been ratified, and no national emission limitations are cur-
rently effective, there is uncertainty as to whether emission reduc-
tions achieved as a result of voluntary actions on the part of the pri-
vate sector will ultimately be applied in determining if a company
has met mandatory reduction requirements in the future. Some
companies have chosen to take early action even in the face of un-
certainty over the effect of these actions on future emission-reduction
requirements. For example, BP Amoco and Monsanto have under-
taken GHG emission-abatement schemes and adopted pilot emission-
trading programmes. Such early action could lead to a competitive
advantage when the Protocol enters into force.

BP Amoco’s intra-firm emissions-trading scheme

To the extent that corporations within Annex I countries are subject
to national emission limitations, these corporations may have an in-
terest in trading GHG emission credits among their various sub-
sidiaries or branches. Such intra-firm trading could occur between
branches located within an Annex I country or between branches in
different countries. In collaboration with the Environmental Defense
Fund, BP Amoco has implemented such an intra-firm trading pro-
gramme among its 12 multinational business units. With its overall
company target to reduce GHG emissions to 10 per cent below 1990
levels by 2010, BP Amoco allocated emission rights to each business
unit for 1999 through 2003.
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Under the proposed programme, compliance will be measured on
an annual basis, and any unused emission rights may be used for
future commitments. Business units that are able to reduce emissions
to below their assigned limits may be able to sell these excess allo-
cations to another business unit, thereby allowing each branch to
determine a cost-effective means of meeting their emissions com-
mitment. An independent third party will be responsible for veri-
fying emission baselines and reductions, and a broker within BP
Amoco’s trading arm will register all trades.

By the middle of 2000, BP Amoco aims to expand the programme
to include all its activities. Trading began in September 1998 and
approximately 50,000 tons of carbon dioxide had been traded by
early 1999. In 1998, the company also reported that its emissions
were 1 per cent lower than 1990 levels. BP Amoco also plans to
share these results with other private entities.

Monsanto: Emissions trading using carbon-sequestvation projects

Monsanto, a multinational company specializing in research and
technology development in the areas of agriculture, pharmaceuticals,
and food products, has also been involved in developing an inter-
national emissions-trading system. Under this trading scheme, the
private sector would be able to purchase verifiable carbon-emission
credits from farmers who sequester carbon through conservation
tillage or other sequestration methods. Conservation tillage elimi-
nates ploughing, which exposes the soil to air and releases carbon.
To encourage farmers to avoid ploughing, Monsanto has established
this emissions-trading programme and has developed products and
farming methods that promote sequestration of carbon.

Non-governmental organizations (NGOs)

Non-governmental organizations (NGOs) could potentially play a
number of important roles in the implementation of the flexibility
mechanisms. In addition to the language in Articles 6 and 12 dis-
cussed above, Article 13 subparagraph 4 (i) of the Protocol specifi-
cally requires the COP, in implementing the Protocol, to:
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seek and utilize, where appropriate, the services and co-
operations of, and information provided by, competent inter-
national organizations and intergovernmental and non-govern-
mental organizations.

By including this language, the Parties recognized the importance of
non-state actors and NGOs specifically in the Protocol’s effective
implementation.

Some of the potential roles for NGOs relate to verification, enforce-
ment, expertise, and public education, particularly in implementation
of the mechanisms. The use of NGOs in implementing the mecha-
nisms offers both economic and political advantages.

In order to ensure that self-reported data of actual emission re-
ductions from participants in the mechanisms are accurate, inde-
pendent verification could be performed by NGOs. The verification
process is critical for both parties to a transaction under the mecha-
nisms. To avoid the possibility of either the host country or the in-
vesting agent inflating the carbon emissions from a baseline scenario
or the actual GHG-emission reductions derived from the project,
careful monitoring and verification will be necessary. Verification
would involve confirming that the estimated GHG abatement had
actually occurred and ascertaining whether “additional” reductions
took place which would not have occurred under a business-as-usual
scenario.

In a verification role, NGOs could perform independent assess-
ments and monitoring of individual sources. NGOs could also con-
duct on-site inspections or indirect inspections of collected data. In
examining collected data, NGOs would need to consider technical
information concerning baseline calculations, data relating to actual
emissions, and the projected estimates of GHG abatement.

Verification by independent NGOs could serve as one element of a
cost-efficient compliance mechanism, making violations by private
and governmental parties transparent to the public and investing
parties. On the basis of information submitted by individual inves-
tors and the monitored data, NGOs would be able to detect whether
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GHG reductions had actually been achieved, and they could make
their findings available to the public. Under some circumstances,
NGOs could initiate legal action against public and private entities
on behalf of the environment. Of course, the effectiveness and fairness
of this type of compliance mechanism would depend greatly upon
the expertise and legitimacy of these NGOs. To be effective, NGOs
must have the capacity to perform complicated, technical evalua-
tions, and they must have access to important information from
public and private firms. Furthermore, the validity of assessments
performed by NGOs hinges on these groups being ‘“relatively im-
permeable to ‘capture’ by the industries they were certifying.”

Aside from acting as an agent for enforcement, NGOs could also
share their expertise with both developing countries and countries
with economies in transition in the implementation of the flexibility
mechanisms. With respect to capacity building in non-Annex I
countries and countries with economies in transition, NGOs could
assist in building a climate-related infrastructure, such as develop-
ing the institutions needed to perform monitoring, reporting, and
verification. They could also ensure that these countries have the
capacity to request technology and projects that would help them
attain sustainable development. NGOs, for example, could perform
the environmental and socio-economic assessments needed to advise
developing countries in identifying projects that would encourage the
transfer of energy-efficient technologies and result in long-term eco-
nomic and environmental benefits that are consistent with national
goals.

NGOs that specialize in environmental law could also provide
legal assistance to developing countries relating to the drafting of
ERU-acquisition contracts and competitive-bidding documents. These
legal NGOs could assist developing countries in establishing a do-
mestic regulatory framework that would encourage other countries
and private entities to invest in JI and CDM projects within their
country.

For both developed and developing countries, the use of NGOs in
the implementation of the flexibility mechanisms could provide both
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economic and political advantages. In terms of the economic advan-
tages, verification by NGOs could counteract the tendency of pat-
ticipants in CDM and JI projects to overestimate emission reduc-
tions, thereby promoting a credible and stable emission market.
Additionally, a credible market encourages further investment and
trust by private and public entities. At the same time, private firms
could gain knowledge in energy-efficient, cost-saving technologies.
NGOs could work with private businesses in developing pro-
grammes and technology that balance economic and environmental
concerns.

Perhaps the most important aspect of the involvement of NGOs in
the implementation of the mechanisms could be to confer additional
“legitimacy and transnationalism” in enhancing the transparency of
activities conducted under these mechanisms. The promotion of
transparency by NGOs could be valuable in revealing violations and
encouraging compliance with the Protocol’s commitments. Under
certain circumstances, NGOs may even be in a position to bring
legal actions as a way of encouraging compliance among participants.
Essentially, NGOs would promote transparency by performing in-
dependent assessments and monitoring of individual sources in order
to ensure that there are no distortions in official, self-reported data of
actual emission offsets.

In addition to these roles, NGOs could work with private busi-
nesses in developing programmes and technology that balance eco-
nomic and environmental concerns. They could also provide certifi-
cation of emission offsets, even specializing in sector-specific, JI, or
CDM certifications.

Intergovernmental organizations (I1GOs)

As with the private sector and NGOs, the authority for the involve-
ment of intergovernmental organizations in the flexibility mecha-
nisms discussed in this chapter arises primarily from language in
Articles 6, 12, and 13 of the Kyoto Protocol. Paragraph 5 of Article
12 states that “Emissions reductions resulting from each project
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activity shall be certified by operational entities to be designated by
the Conference of the Parties serving as the meeting of the Parties
to this Protocol ...” and also refers to the participation of “public
entities” in CDM activities more generally in Paragraph 9.

United Nations Conference on Trade and Development (UNCTAD)

UNCTAD has proposed playing a role as an intermediary in inter-
national trading of certified emission-reduction credits. Along with
the Earth Council, UNCTAD has agreed to form the first indepen-
dent international verifier of company emissions reports, the Inter-
national Emissions Trading Association. Before the formal market
authorized by the Protocol comes into existence, UNCTAD and the
Earth Council intend to solicit membership from the private sector,
enabling these private entities to trade among themselves. In addi-
tion to brokering emission trades, UNCTAD and the Earth Council
would help its members to identify emission-offset projects.

Although the Protocol does not specify the procedure for verifica-
tion and certification, UNCTAD could analyse the reports and data
submitted by individual firms as to actual emissions and could com-
pare this information with the estimated, baseline data. UNCTAD
could also perform audits and on-site inspections to verify emissions
from projects. As to certification, UNCTAD could be responsible for
converting GHG reductions achieved through JI or CDM projects
into credits capable of being traded or transferred.

UNCTAD’s role in this trading scheme has been criticized by
many organizations. Many oppose the verification of emission offsets
by an entity that participates in the trading and creating of credits.
Acting under both of these roles, UNCTAD would have to be aware
of a potential conflict of interest that could result in a tendency to
establish a framework that might overestimate emission reductions
from projects.

United Nations Commission on International Trade Law
(UNCITRAL)

For both government-sponsored and private-sector activities carried
out under either a JI scheme or the CDM, project contracts could
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serve as an important means of ensuring compliance with the rules of
the mechanisms as well as with the overall goals of the Kyoto Pro-
tocol. By requiring incorporation of environmental guarantees into
the contractual arrangements between private parties or between
governmental entities and private parties, the Conference of the
Parties could create a highly effective means of enforcing the pro-
visions of the Protocol. Indeed, during COP 5 some options for
providing legal assistance to developing countries in drafting inter-
governmental and private contracts were put forward. UNCITRAL
could play a role in drafting model agreements for this purpose.

To achieve compliance with the Protocol and fulfil the expect-
ations of both contracting parties, a standard agreement for JI and
CDM projects might include a number of provisions. At a mini-
mum, UNCITRAL will need to provide guidance on how to draft
language in defining the amount of emission reductions to be de-
livered and how emissions will be measured, verified, certified, and
shared. The Protocol also sets forth some supplementary principles
that should be addressed in standard JI and CDM contracts, such as a
provision that requires “real, measurable, and long term” reductions
which are “additional to any that would occur in the absence of the
certified project activity.”

For both government-sponsored and private sector activities
carried out under JI and the CDM, there will be a compelling need
for guidance in drafting standard contractual language. Some of the
advantages in creating standard contractual guidelines would include
the reduction of negotiation costs, the facilitation of financing, and
the minimization of exploitation due to unequal bargaining power
between the parties. UNCITRAL could play an important role in
contributing standard, contractual language that is consistent with
specific provisions of the Protocol, achieves the environmental and
economic objectives of the Protocol, and ensures compliance by pri-
vate entities, to which the Protocol does not apply directly.

If JT and CDM projects are carried out by private entities, con-
tracts between these entities must be agreed to. As noted above,
private firms are not signatories to the Protocol and have made no
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direct legal obligations under it; it is, therefore, very important that
private contracts are structured to be consistent with the provisions
and goals of the Protocol. Private actors’ compliance with the over-
arching goals of the Protocol is essential, not only to achieve real
emission reductions but also for the benefit of the companies them-
selves. UNCITRAL could provide suggestions on specific contractual
language that would ensure that projects conducted by private par-
ties are in accordance with the Protocol and subject to the legal
commitments of the parties’ respective governments.

To achieve compliance with the objectives of the Protocol, private
contracts, for example, could contain provisions relating to an inde-
pendent third-party verification, ensuring that contracts accurately
assess the amount of anticipated reductions. As mentioned earlier,
this type of system would promote transparency and encourage com-
pliance with the goals of the Protocol.

In addition to provisions relating to transparency, private contracts
should include enforcement and penalty arrangements in the event
that the estimated reductions are not actually attained by the project
or that objectives of the Protocol are not fulfilled. In the event that a
project fails to meet its estimated reductions, a private contract
should indicate which party will be liable. With respect to non-
compliance with the Protocol, UNCITRAL could also recommend
contract provisions relating to dispute settlement and applicable law.

The Protocol also provides that emission reductions resulting from
CDM projects must be “real, measurable, and [have} long-term
benefits related to the mitigation of climate change.” To this end,
contracts will have to present a timetable during which emission re-
ductions will take place and be measured, to detail procedures for
monitoring, and to explain methods for updating estimates of emis-
sion reductions. This provision may require that contracts contain
procedures for conducting environmental-impact assessments.

Just as contracts for the CDM may have to enumerate how the
project will produce real, measurable, and long-term reductions,
CDM contracts may also have to detail how the project will result in
sustainable development. In specifying how the latter result will be
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achieved, contracts should include language concerning the non-
GHG environmental impacts of the project. Contracts, for instance,
could specify how projects promote technology transfer and encour-
age energy efficiency in developing countries that will lead to long-
term environmental improvements.

In addition to the sustainable-development objectives of the CDM
mechanism, the Protocol also provides that “a share of the proceeds
from certified project activities is used to cover administrative ex-
penses as well as to assist developing country parties that are partic-
ularly vulnerable to the adverse effects of climate change to meet the
costs of adaptation.” In accordance with this provision, CDM con-
tracts should designate the amount of proceeds allocated to cover
assistance to developing countries for adaptation to climate change.

Multilateral development banks (MDBs)

Multilateral developments could play an important role in the im-
plementation of the mechanisms by absorbing some of the risk asso-
ciated with early use of emerging mechanisms, as well as reducing
transaction costs. MDBs, and particularly the World Bank, could
provide information-related services, capacity-building services, and
risk-management services. With respect to information-related ser-
vices, MDBs and other international financial institutions (IFIs)
could act as brokers, matching firms seeking emissions credits with
groups seeking funding for GHG-reduction activities. In this ca-
pacity, IFIs could lessen the costs of seeking partners and provide
market recognition to smaller companies and obscure projects in
developing countries. In addition, these organizations could use their
expertise in identifying projects suitable for investment, assessing the
potential environmental benefits and ERUs generated from the CDM
or JI project. IFIs would also be able to help developing countries
choose projects that would result in sustainable development.

IFIs could also aid in establishing the national infrastructure nec-
essary for developing countries and for countries with economies in
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transition to participate in JI and CDM. Through capacity building,
IFIs could invest in monitoring technology; provide legal assistance
in making appropriate changes to the law in order to facilitate CDM
and JI projects; establish a system for regulating and tracking emis-
sion sales; create a reporting, verification, and certification protocol;
and assist in communication and cooperation between countries.

As risk managers, IFIs could also create funds in which capital for
emission-reduction projects would be pooled together, and dividends
could be paid in the form of ERUs. Once results from projects were
established and firms could be sure that emission offsets were actually
attained, it is likely that investors would be increasingly willing to
place their resources into the project. Funds could further reduce
risks associated with CDM and JI through the use of a reserve, which
would contain excess emission offsets beyond the amount actually
sold to investors in order to cover investments should the actual
emissions fall short of the estimated emissions.

The World Bank has been involved in disseminating information
and research to the Convention Secretariat and then to the Parties to
the Convention concerning the guidelines, modalities, and proce-
dures for the mechanisms in Article 6 and Article 12. Authorized by
the UNFCCC, the Bank has undertaken the AIJ programme, which,
as noted above, has served as a pilot phase for JI projects. While,
currently, investors do not receive emission-reduction credits, this
programme has furnished valuable information for the structure of
similar market-based mechanisms, particularly in the areas of data
concerning baseline and additionality assessment, criteria for project
selection, and reporting methods. To date, the Bank has established
AlJ programmes in Mexico, Poland, Burkina Faso, and India.

In June, 1997, the World Bank also proposed to undertake the
Global Carbon Initiative. Under this initiative, projects already
financed through the Bank’s conventional operating funds would be
pooled and modified to generate GHG-reduction credits for invest-
ors. Funds would come from the government or private-sector enti-
ties seeking to achieve their emission limits under the Protocol.
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Consistent with Protocol, the Bank would ensure that emissions
from the project would be certified by the CDM, or a third party
approved by the CDM. The Bank would essentially operate as a
trustee over the carbon fund, disbursing funds for emission-reduction
projects in client countries and distributing credits generated by the
project to investors. The amount of credits distributed to investors
would be based upon the size of their contribution to the fund.

The fund is intended to attract both private and public capital
because the Bank has an established pipeline of projects which could
be converted to provide GHG-emission credits; thus, the early start-
up costs of searching for partners and establishing the credibility of
projects could be minimized. Through the fund, the Bank could
further reduce transaction costs by employing various schemes to
mitigate insurance costs. For instance, the Bank could require buyers
and sellers of emission credits to enter into carbon performance con-
tracts in which the seller would agree to provide a specific amount of
credits to the buyer in exchange for payments at certain intervals.
Should the actual emission offsets fall short of those projected, the
payment would be adjusted accordingly. The Fund could also create
a reserve of credits to bedistributed to investors if the project fails to
deliver the offsets.

Consistent with the provisions of the Protocol relating to CDM,
the World Bank intends to ensure that the Fund will promote
equitable sharing of cost savings and benefits between both coun-
tries. To achieve the CDM’s sustainable-development goal, the Bank
could also assist developing countries in choosing projects that are in
the national interest; helping countries to examine the costs and bene-
fits of baseline assessment tools; developing measurement, reporting,
and verification infrastructures; and evaluating environment-friendly
technology.

Conclusions

The Kyoto Protocol, negotiated in an era of economic globalization,
is precedent setting in its specific inclusion of non-state actors in its



The Role of the Private Sector 39

implementation provisions. Ensuring the effectiveness of the Protocol
requires that a variety of non-state actors be constructively engaged
in its implementation, including the private sector, NGOs, inter-
governmental organizations, and international financial institutions.
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Non-Compliance Procedures and the
Climate Change Convention!

CATHERINE REDGWELL

Introduction

A number of recent environmental treaties, including the 1997
Kyoto Protocol to the 1992 United Nations Framework Convention
on Climate Change (UNFCCC), have adopted a non-compliance
procedure (NCP) to address failure by Contracting Parties fully to
implement their treaty obligations. Recourse to such procedures is
evidence of a growing awareness that traditional rules of interna-
tional law concerned with material breach of treaty obligations and
with state responsibility are inappropriate to address problems of
environmental treaty implementation.? It is the purpose of this
chapter to set forth some of the issues that will need to be addressed
in establishing an NCP under the Climate Change Convention, in
particular in connection with the application of such procedures to
the mechanisms for achieving the substantive commitments under-
taken by developed States under the Kyoto Protocol.?> Before the
Climate Change Convention and the Protocol are considered, the
concept of NCP and the development of such procedures in con-
temporary international environmental law is traced.*
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What are “non-compliance procedures”

(NCPs)?

Essentially, NCPs embody procedures established under multilateral
treaties to meet the following objectives:

1. To provide positive encouragement to Contracting Parties to
comply with their treaty obligations.

2. To provide a multilateral forum for dispute resolution/
avoidance.

3. In the event of non-compliance, to provide a “softer,” less legal-
istic mechanism than offered by traditional dispute-settlement
procedures under international law. NCPs generally apply a
less rigid test by which compliance is measured and the first
object is to obtain a return to full compliance by the “default-
ing” state, rather than impose a sanction for non-compliance or
award compensation to an injured party.

4. To provide for internal resolution of disputes, without recourse
to external adjudicators or institutions.

5. To facilitate access, since NCPs may typically be invoked by,
inter alia, one Party, and are therefore not dependent upon com-
mon agreement; thus, unlike traditional dispute-settlement
mechanisms, NCPs need not be consent-based.

From these objectives, it may be seen that NCPs are concerned
both with facilitating compliance by Contracting Parties with their
Convention obligations, and with providing a “softer system” for
addressing non-compliance by a Contracting Party than is currently
afforded by traditional dispute-settlement procedures under interna-
tional law. In the latter context, NCPs may be viewed as an inter-
national form of alternative dispute settlement (ADR),> long em-
ployed in municipal legal systems to resolve conflicts arising in
longer-term legal relationships. The use of NCPs at the international
level is thus a recognition of the relational character of certain inter-
national treaties and the need to ensure both continuing participa-
tion and the fulfilment of generally non-reciprocal treaty obligations
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designed to ensure the achievement of common goals. Accordingly,
NCPs are less confrontational and generally less legalistic and are
designed to assist the defaulting State in returning to compliance,
not necessarily to incriminate for non-compliance.® This is reflected
in a trend away from provisions relying solely on “dispute settle-
ment,” a phenomenon observable not just in the environmental
sphere, towards the addition of provisions addressing “assessment,””

»8 110 <

“monitoring, verification,”® “verification of compliance, im-

plementation,”!!

and “considering progress made in the implemen-
tation” of the Convention.!? Many of the perceived advantages of an
NCP are reflected in the rationale for the multilateral consultative

process set forth in Article 13 of the Climate Change Convention.!?

The dual nature of NCPs is also a reflection of the various reasons for
non-compliance by states with their international obligations, which
may range from the free rider exploiting the economic advantage de-

4 to an inability to meet treaty obligations

rived from non-compliance!
because of their high cost or a lack of capacity, e.g. lack of relevant
technology or expertise.!> An NCP needs both to reduce/eliminate the
economic benefit to be derived from non-compliance and to facilitate
compliance where obstacles relating to lack of capacity, particularly

for developing states, are identifiable.

The goal of NCPs is therefore distinguishable from traditional rules
on state responsibility, since the object is to ensure a return to full
compliance with treaty obligations rather than to require compen-
sation by the defaulting state for the harm caused to another state
or states for breach of an international obligation. The latter point
highlights a further negative feature of traditional dispute-settlement
mechanisms in the environmental context — namely, that environ-
mental damage has generally already occurred. Moreover, in the
climate-change context, the effects of non-compliance may be “subtle
and cumulative,” with the full effects manifest only over a consider-
able time. In common with other transfrontier environmental prob-
lems, it may also be difficult to attribute particular harm to the
actions or omissions of one state or several states. This enhances the
need for a NCP that places the emphasis on prevention rather than
on remedying harm caused.
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Although they are not confined to the environmental context, it is
none the less clear that NCPs have a particularly important role to
play in that context because of the distinctive character of environ-
mental treaty obligations. A number of factors may be identified: the
pace, magnitude, and irreversibility of environmental problems; the
essentially non-reciprocal nature of the treaty obligations which ren-
ders enforcement inter partes ineffective; the failure to operationalize
traditional rules on state liability and responsibility; the ability to
measure compliance against quantifiable targets; and the necessity
for national implementation to render international environmental
obligations effective.'® Perhaps the best-known existing NCP is that
established under the 1987 Montreal Protocol to the 1985 Vienna
Convention on the Protection of the Ozone Layer (“Ozone Conven-
tion”).!” This was the first multilateral environmental treaty to go
beyond reporting and dispute-settlement provisions in providing for
a non-compliance procedure.!® While Article 11 of the Convention
provides for traditional dispute settlement, Article 8 of the Protocol
envisages an NCP, which has subsequently been developed by
meetings of the Parties.!® The procedure was finalized at the Fourth
Meeting of the Parties (MOP) in London in 1992. A pivotal role is
played by a ten-member Implementation Committee.?® Early issues
included data reporting to establish important baselines for assessing
compliance with quantitative and temporal obligations (targets and

timetables).2!

Monitoring and compliance are essential bedfellows.?? There is
little point in adopting a compliance mechanism without the capa-
bility to gather information relevant to a determination whether
treaty obligations are being met. This is part of an integrated process
that has been termed “implementation control.” This can take place
in incremental stages, i.e. monitoring and information gather-
ing preceding the development of non-compliance mechanism(s).
A good example of this process is the 1979 Geneva Convention on
Long-Range Transboundary Air Pollution??> (LRTAP), which has
seen data collected under the EMEP Programme?* form the basis
for an assessment of the first sulphur-emissions protocol in 198523
and led to agreement on a tightened emission-reduction schedule
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in the second sulphur protocol in 1994 with a non-compliance
26 Of course, the obligation to report is itself a con-
crete obligation, non-compliance with which may be subject to an
NCP.

mechanism.

If such information gathering and reporting is viewed as part of a
broader compliance-information system, the question remains of what
response is made, if any, to identified problems of non-implementation
by Parties. In the absence of a non-compliance mechanism, non-
implementation can be addressed only (in formal legal terms at any
rate) as a dispute between contracting Parties, dealt with — if at all —
under traditional dispute-settlement mechanisms. This is the present
position under the 1992 Convention on Biological Diversity — it is
the Parties themselves who inspect reports, with any alleged non-
implementation a matter for dispute settlement under Article 27 of
the Convention. Other recent environmental treaties go further —
these include the 1987 Montreal Protocol; the 1991 Protocol Con-
cerning the Control of Emissions of Volatile Organic Compounds or
their Transboundary Fluxes (VOC) and 1994 Sulphur Protocols to
the 1979 LRTAP Treaty;?’ the 1992 Convention for the Protection
of the Marine Environment of the North-East Atlantic;?® and, of
course, the 1997 Kyoto Protocol, all of which envisage a separate
mechanism for compliance being established. The Parties to the
1989 Basel Convention on the Transboundary Movement of Haz-
ardous Wastes and their Disposal are also considering an NCP.?® Of
these examples, only the NCP under the Montreal Protocol is fully
operationalized.

Without concrete obligations, and the monitoring of implemen-
tation/compliance with those obligations, it is not practicable to
speak of non-compliance mechanisms. This is seen clearly in the
climate-change context, which has proceeded from general commit-
ments without specific timetables and targets to agreement upon
such specific commitments with attention turned to the imple-
mentation thereof and to compliance control.?® The 1987 Montreal
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.3!
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The FCCC>?

The traditional dispute-settlement approach is present in Article 14,
which adopts an approach that conceptualizes 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, ranging 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,3>
with either Party able to request creation of a conciliation commis-
sion in the event that negotiation is unsuccessful; however, the
awards of the commission are recommendatory only.>* This bilateral
dispute-settlement route is considered to be complementary to the
Article 13 process.>>

Article 13, on the other hand, is a good example of the trend away
from total reliance on traditional dispute-settlement methods in re-
cent multilateral environmental agreements noted above. It estab-
lishes 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 operationalize the
MCP.3° The sixth and final session of this Group was held in Bonn
in June 1998, where its work was completed in anticipation of COP
4.37 It has adopted the framework for an MCP which must now be
considered at COP 4, including the resolution of the matters left
unresolved in the Committee.?® Annex II to the Group’s Report
on its sixth session3? contains the terms of reference for the MCP,
including the proposal for a standing Multilateral Consultative
Committee to be established to consider questions of implementa-
tion referred to it by Contracting Parties or by the COP as a whole.°
This will clearly encompass the commitments contained in Articles
4—-6 and 12 of the Convention. Of particular note is the objective
of the process, set forth in Paragraph 2, and the mandate of the
proposed standing Multilateral Consultative Committee, set forth
primarily in Paragraph 6:4!
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2. The objective of the process is to resolve questions regarding
the implementation of the Convention, by:

(a) Providing advice on assistance to Parties to overcome
difficulties encountered in their implementation of the
Convention;

(b) Promoting understanding of the Convention;

(c) Preventing disputes from arising.2

6. The Committee shall, upon a request received in accor-
dance with paragraph 5, consider questions regarding the
implementation of the Convention in consultation with the

Party or Parties concerned and, in light of the nature of

the question, provide the appropriate assistance in relation

to difficulties encountered in the course of implementation,
by:

(@) Clarifying and resolving the questions;

(b) Providing advice and recommendations on the procure-
ment of technical and financial resources for the resolu-
tion of these difficulties;

(¢) Providing advice on the compilation and communica-
tion of information.

In earlier sessions the Group has emphasized the advisory rather
than supervisory nature of the MCP, further distancing the process
from a more rigorous form of NCP. This is clearly reflected in the
language of Paragraph 6 which is strongly facilitative: “appropriate
assistance,” “clarifying and resolving,” “providing advice and rec-
ommendations,” and “providing advice.” The advisory nature of the
MCP is further enforced by the link between Paragraphs 6 and 12.
Under Paragraph 12, the Committee may make “{rlecommendations
regarding cooperation between the Party or Parties concerned and
the other Parties to further the objectives of the Convention”, and
“ImJeasures that the Committee deems suitable to be taken by the
Party or Parties concerned for the effective implementation of the
Convention.” Whilst specific outcome is not expressed in mandatory
terms (“may”’), Paragraph 12 is mandatory in the requirement that
the outcome of the Committee’s deliberations must be consistent
with its mandate in Paragraph 6.43
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The MCP is without prejudice to the dispute settlement provi-
sions of Article 14, the latter applying, mutatis mutandis, to the Pro-
tocol.** There is no internal “exhaustion of local remedies rule” in
operation. However, there is some doubt whether Article 14 will
ever be invoked in a traditional dispute settlement;*> indeed, one of
the reasons for including Article 13 was the perception that tra-
ditional dispute settlement would have a very limited role to play
under the Convention where the likely nature of disputes would not
be amenable to such procedure. None the less, the relationship be-
tween the two requires some clarification. Some states favoured the
automatic suspension of Article 13 when Article 14 is invoked, but
in the event this is not the approach of Paragraph 4 of the terms of
reference of the MCP, which stresses that the process is both separate
from and without prejudice to the provisions of Article 14 of the
FCCC. Whilst this addresses the procedural hierarchy of the Article
13 and 14 processes, it may not wholly cover the substantive inter-
action of disputes arising under Article 13 and Article 14 proce-

<

dures. For example, the “without prejudice” argument might be
difficult to maintain where non-conforming behaviour has been
condoned under an Article 13 mechanism but an Article 14 dispute
none the less arises in connection with that act or omission. Though
it is beyond the scope of this chapter fully to explore the issue, con-
donation of behaviour in technical breach of the treaty could give rise
to acquiescence and estoppel arguments being maintained against

the complaining state.

NCP under the 1997 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 COP serving as a meeting of the Parties to the
Protocol shall “as soon as practicable” 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
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Article 14 FCCC). What is clear is the determination to distinguish
a specific NCP under the Protocol from both the dispute settlement
provisions of Article 14 of the Convention/Protocol @nd the MCP of
Article 13 (if extended to the Protocol).48

It is Article 18 of the Protocol that expressly refers to non-
compliance in the following terms:

The Conference of the Parties serving as the meeting of the
Parties to this Protocol shall, at its first session, approve appro-
priate and effective procedures and mechanisms to determine
and to address cases of non-compliance with the provisions of
this Protocol, including through the development of an indica-
tive list of consequences, taking into account the cause, type,
degree and frequency of non-compliance. Any procedures and
mechanisms under the Article entailing binding consequences
shall be adopted by means of an amendment to this Protocol.*”

Owing to the politically sensitive nature of NCPs — in particu-
lar, binding consequences flowing from a determination of non-
compliance — it is not surprising that decision on any such char-
acteristics will require the stringent treaty-amendment procedures
of the Protocol to be followed.>® Establishing this significant pro-
cedural hurdle to the adoption of binding consequences for non-
compliance is, in part, a reaction against the dynamic development
of the Montreal Protocol NCP unfettered by such further require-
ment of treaty amendment but subject rather to the decision-making
rules of the COP.>! There is a clear reluctance to provide a “blank
cheque” for binding non-compliance consequences to the COP, even
as the supreme body of the Convention.

The design of a future NCP under the Protocol 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, probably a standing committee of
legal, economic, and technical experts (or generalists with access to a
roster of experts). Moreover, the relationship between this body and
the existing Convention bodies will require careful definition. Expe-
rience has shown that the development of an NCP can take some
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time. How, then, will the NCP be operationalized pending 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 Technological Advice (SBSTA) and the Sub-
sidiary 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 consideration of suggested elements for a
work programme to operationalize the mechanisms under the Kyoto
Protocol®? — in particular, joint implementation (JI), the Clean De-
velopment Mechanism (CDM), and emissions trading.>> Compliance
is identified as one of the outstanding issues under each of these
mechanisms, addressed in turn below.

Mechanisms under the Kyoto Protocol

Joint implementation by Annex I parties

Under Article 6 of the Protocol, Annex I countries may acquire
“emission-reduction permits” resulting from projects with other
Annex I Parties aimed at reducing emissions or enhancing natural
carbon sinks.>* Such JI is, however, expressly stated to be supple-
mental to domestic action to curb greenhouse-gas (GHG) emissions;
thus, it is not possible for Annex I Parties wholly to meet their
Article 3 reduction commitments via this route. Nor is it possible to
buy up emission-reduction units (ERUs) to meet Article 3 commit-
ments where a question of implementation has arisen in the course of
the expert review of annual inventories.>> Key elements of JI remain
to be addressed by the first meeting of the COP serving as a meeting
of the Parties to the Protocol, most notably guidelines on imple-
mentation, including verification and reporting procedures. The ex-
tent to which ERUs may be utilized as “supplemental to domestic
actions” also requires clarification, given concerns that the flexibility
of Article 6 may be used to avoid meeting Article 3 commitments
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through domestic measures. Not least, this raises competition con-
cerns, with the “burden on business” perceived to be less where
an Annex I Party relies extensively on ERUs in meeting Article 3
commitments.

Where JI is pursued, Article 4 provides that a failure to achieve
joint emission-reduction targets (ERTs) does not absolve Parties
from the obligation to meet their own ERTs which are obliged to be
set forth in the agreement.>® This simplifies the application of an
NCP to the JI process where there has been a failure to achieve tar-
gets, and provides additional incentive for reaching the targets set
forth in the JI agreement. Whilst implementation may be joint, re-
sponsibility for non-compliance with targets is still that of the indi-
vidual State.

The verification and reporting criteria which are to be established
at the Meeting of the Parties to the Protocol (MOP) 1 (or as soon as
practicable thereafter) could give rise to non-compliance thresholds,
as could the extent to which JI is supplemental to domestic imple-
mentation measures. The additionality requirement of Article 6 (1)
(b) provides a further benchmark for the application of an NCP.

The clean development mechanism

Article 12 of the Protocol establishes the CDM, the purpose of which
is “‘to assist Parties not included in Annex I in achieving sustainable
development and in contributing to the ultimate objective of the
Convention, and to assist Parties included in Annex I in achieving
compliance with their quantified emission limitation and reduction
commitments under Article 3.” It will be recalled that, notwith-
standing strong support from some Annex I Parties for a New
Zealand proposal to make wealthier developing countries also subject
to specific commitments,>’ the Protocol introduces no new commit-
ments for developing states.’® What Article 12 accomplishes is to
provide a mechanism whereby JI between Annex I and non-Annex I
Parties may take place, with Annex I Parties implementing quanti-
fiable emission reductions under Article 3 of the Protocol while non-
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Annex I Parties implement the obligations set forth in the Conven-
tion.>” Private and/or public entities may participate in projects
which are subject to certification and verification in order for emis-
sion reductions to be “claimed”.®® The mechanism is to be super-
vised by an executive board.°! The executive board and “operating
entities” 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 be addressed
by the COP/MOP. As under Article 6, the establishment of auditing
and verification criteria will also give rise to the need to establish
non-compliance parameters.

As with JI between Annex I Parties, concerns that Article 3 com-
mitments 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).%2 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 precise level would constitute a yardstick against which
compliance with the supplementarity requirement could be mea-
sured. 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) (¢)}, thus providing a further benchmark for
the application of an NCP.

Emissions trading

Article 3 of the Protocol envisages an emissions-trading system that
will establish a market amongst Annex I Parties in emission credits.
Thus, for example, if an Annex B Party®? discovered that it risked
exceeding its quota, it would have the option of acquiring some or
all of the unused quota of another Annex B Party, thus increasing its
total allowable emissions under the Protocol. However, it is left to



Non-Compliance Procedures 55

the COP to define “the relevant principles, modalities, rules and
guidelines, in particular for verification, reporting and accountability
for emissions trading.”®* Nor is any time-scale for operationalizing
emissions trading stated in the Protocol, though it is certainly ex-
pected to be operational during the first commitment period (2008—
2012). Any trading is expressed to be supplemental to domestic
actions to meet reduction commitments;®> limiting the operation of
the trading to developed states further meets the concern expressed
by developing states that such states would meet their quotas with-
out implementing necessary domestic measures to reduce emissions,
simply through purchasing quota.

Conclusions

As outlined above, a great deal has been left for determination by
the first meeting of the COP serving as MOP 1,%¢ including the
NCPs and mechanisms referred to in Article 18. Moreover, as has
already been observed, no binding consequences arising out of non-
compliance may be imposed under the Protocol without further
amendment of that instrument in accordance with the procedures set
forth in Article 20 thereof. It is a tall order to establish the NCP at
the first MOP, particularly given that so much of the detail of the
Kyoto mechanisms remains to be fleshed out.®” In practice, it is
SBSTA and the SBI that have been charged with the preparatory
work to allow the COP/MOP to discharge its functions,®® includ-
ing an Article 18 NCP. Further guidance from the Parties on the
modalities and schedule for operationalizing the flexibility mecha-
nisms will come from COP 4.%9

There are a number of factors which should be considered in
establishing an NCP under the Kyoto Protocol. First is the list of
general guiding principles — that any NCP agreed should be simple,
facilitative, cooperative, non-judicial, non-confrontational, timely,
and transparent. In fact, these are many of the characteristics of the
Article 13 MCP and are broadly consistent with the essential char-
acteristics of an NCP identified by the Working Group charged with
establishing the Montreal Protocol NCP.”° As for the functions of an
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NCP, these could include (a) data collection (e.g. national reports),
(b) review of data, (c) investigation (e.g. further information re-
quested, site visit), (d) recommendation(s) (to indicate the end of the
review process, with full or partial compliance indicated), and (e)
further measures (facilitative or sanctions).”! A new body (or bodies)
would have to be created, along the lines of the Committee under the
Article 13 MCP or the Committee on Implementation under the
Montreal Protocol. Membership issues (e.g. size, duration of tenure,
geographic distribution, and personal or government representa-
tion)’? could prove contentious, as has been the case for the compo-
sition of the Article 13 MCP Committee. For example, should the
body reflect the traditional UN approach of equitable geographic
distribution, or should other principles govern (such as weighting in
favour of Parties undertaking specific timetables and commitments
under the Protocol)? Who should take actual decisions, particularly
in respect of binding consequences of non-compliance? Should this
be the COP (the procedure followed by the Montreal Protocol and
under the Second Sulphur Protocol)? One benefit of such division of
function between an NCP body and the COP is that this encourages
the NCP to be less confrontational and will facilitate cooperation
between the NCP body and the “defaulting” state.

In terms of the measures taken by a NCP body in the event of
non-compliance, studies of the most fully operational NCP — the
Montreal Protocol NCP — have shown that a combination of facili-
tation and sanction (assistance and coercion) is the most effective in
ensuring compliance with treaty obligations.”? Facilitative measures
might include interpretation of ambiguous provisions and financial
assistance to meet obligations arising under the Protocol. However,
since the obligations undertaken are by Annex I Parties, lack of
financial and technical resources is unlikely to be a convincing ex-
planation for non-compliance.

A typical coercive mechanism is to reduce or withhold the benefits
of treaty participation, including access to Global Environment Facil-
ity (GEF) funding’® or to the proposed Multilateral Carbon Fund,
if established, but a sanction of little relevance to non-complying
Annex I Parties. This is part of the application of a sanction of sus-
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pending rights and privileges enjoyed under the Protocol, which
could range from limiting permitted reliance on ERUs under JI
and the CDM to reducing or denying access to an international
emissions-trading system. There are few examples of multilateral
trade sanctions being applied for non-compliance,’> a rare exception
being the NCP agreed by the International Commission for the Con-
servation of Atlantic Tuna (ICCAT) in 1996.7¢ The compatibility
of any measures adopted with other treaty obligations, including
General Agreement on Tariffs and Trade (GATT)/\World Trade
Organization (WTO) obligations, will require further, careful ana-
lysis. Some fisheries arrangements provide for a reduction in total al-
lowable catch for a subsequent fishing period, where the total allow-
able catch for the existing management period has been exceeded.
An analogous approach under the Protocol would be increasing re-
duction commitments in a second commitment period; however,
without the establishment of such a period, such a mechanism
would be inoperative. Since the MOP is to institute consideration of
Annex B at least 7 years before 2012 — i.e. in 2005 — this might be
the stage at which to link consideration of future commitments with
analysis of “significant progress”; however, any change in Annex B
requires the amendment procedures of the Protocol to be complied
with and the written consent of the Party concerned.””

Article 18 specifically mandates the development of an indicative
list of consequences of non-compliance with the provisions of the
Protocol, “taking into account the cause, type, degree and frequency
of non-compliance.” It has been suggested that an NCP could be
simplified and shortened through the prior classification of non-
compliance consequences — automatic or discretionary — depending
on the type, degree, and frequency of non-compliance. This is closer
to a coercive, sanction-based regime and is probably most suited
to breach of quantifiable, non-derogable, and fixed obligations. As
already indicated, however, if binding consequences are stipulated,
amendment of the Protocol is required.

In addition to considering the prior classification of non-compliance
responses, there is the additional possibility of a listing of presump-
tively non-complying acts and/or omissions. Indeed, since Article 18
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links the development of an indicative list of consequences with, 7ner
alia, the type of non-compliance, it is difficult to see how some
classification of non-complying acts may be avoided if Article 18
is to be implemented fully. There are two, potentially compatible,
approaches to setting non-compliance triggers. The first, a “bottom-
up” approach, might arise from monitoring and reporting re-
quirement: for example, Article 3 (3) requires States to submit data
regarding GHG sources and sinks, which are reviewed by expert
review teams pursuant to Articles 7 and 8; such analysis of national
reports under Articles 7 and 8 could be linked with the Article 18
NCP in a “bottom-up” approach to NCP. A “top-down” approach is
the prior classification of certain acts and omissions as prima facie
instances of non-compliance. This might include various temporal
triggers for assessing compliance with the provisions of the Protocol,
viz. 2005 [has demonstrable progress in implementing commit-
ments been exhibited as required under Article 3 (2)?1, 2007 [has a
national system for reductions been implemented as mandated by
Article 5 (1)?}, and 2008—2012 [have emission reductions been met
within the commitment period as stipulated by Article 3 (1)?1].

An additional NCP design issue is to determine the entities
entitled to invoke the NCP. There are at least five possibilities:

1. one Party against another Party (or groups of Parties)

2. a Party in respect of its own conduct

3. the Secretariat

4. other Convention bodies, including the COP

S. states and/or non-state entities (NGOs for example) outside the

Convention regime (or limited to those entities with observer
status).

This goes beyond any existing NCP; the original Montreal Proto-
col trigger utilized only (1), but has evolved to incorporate (2) and
(3). The proposed Article 13 MCP procedure would permit (1), (2),
and (4) (the COP). However, there would no doubt be consider-
able objection to widening participation in the NCP, particularly if
binding consequences of non-compliance are agreed.”®



Non-Compliance Procedures 59

There are thus a large number of design issues to be addressed in
implementing Article 18 of the Protocol, many of which are linked
to the details of the flexibility mechanisms yet to be established.
A key concern in the forthcoming negotiations, as the flexibility
mechanisms are fleshed out, will be to ensure that the substantive
commitments under the Protocol do not lead to irresistible pressures
to weaken the non-compliance mechanism under Article 18. With-
out such a mechanism, there is no realistic alternative for ensuring
the effective implementation of the Protocol.

Notes

1. This chapter is part of ongoing research by the author, in conjunction
with Professor Malgosia Fitzmaurice of the University of London, into the
relationship between non-compliance procedures, the law of treaties, and state
responsibility. I am indebted to Professor Fitzmaurice for many of the insights
contained herein.

2. For cogent analysis of the many legal issues which arise in regulating the
boundary between compliance and responsibility, see M. Koskennemi, “Breach
of a Treaty or Non-Compliance? Reflections on Enforcement of the Montreal
Protocol,” Yearbook of International Envivonmental Law 123—162, 1992.

3. In particular, joint implementation, the clean development mechanism, and
tradeable emission permits — the so-called flexibility mechanisms.

4. It is not intended to sketch in any detail here the existing procedures, a task
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ture on non-compliance. In addition to the sources cited below, see generally
P. Szell, “The Development of Multilateral Mechanisms for Monitoring Com-
pliance” in W. Lang (ed.), Sustainable Development and International Law. London:
Kluwer Law International, 1995, 336 pp, and J. Cameron, J. Werksman, and
P. Roderick, Improving Compliance with International Environmental Law, 19906,
341 pp.

5. Or, perhaps more accurately, dispute avoidance.
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Environmental Commitments: the Rocky Road from Rio.” Colorado Journal of
Environmental Law & Policy 5: 305, 329, 1994. However, as discussed further
below, non-compliance responses may be facilitative or coercive. In the latter
case, incrimination for non-compliance may be one mechanism to achieve a
return to compliance, analogous to “name and shame” techniques under certain
international human rights instruments.

7. Article 6, 1987 Montreal Protocol to the 1985 Ozone Layer Convention.

8. Article 9, 1979 Convention on Long-Range Transboundary Air Pollution
Treaty (LRTAP).
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9. Article 19, 1989 Basel Convention on the Control of Transboundary Move-
ments of Hazardous Wastes and their Disposal.

10. 1987 US/USSR Treaty on the Elimination of Intermediate Range and
Shorter Range Missiles.

11. Article 13 FCCC.

12. Article 17 (1) Convention on the Elimination of Discrimination Against
Women.

13. See, for example, “Consideration of the Establishment of a Multilateral
Consultative Process for the Resolution of Questions Regarding Implementa-
tion”, a Note prepared by the Interim Secretariat (to the FCCC), 26 July 1994,
Paras 11-14.

14. See, generally, J. Heister, E. Mohr, F. Stahler, P. Tobias Stoll, and
R. Wolfrum, “Strategies to Enforce Compliance with an International CO,
Treaty” (1997) International Environmental Affairs 9(1): 22-24 (“Reasons for
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15. Mitchell identifies three principal sources of non-compliance: preference,
incapacity and inadvertence. See R.B. Mitchell, “Compliance Theory: an Over-
view” in J. Cameron, J. Werksman, and P. Roderick, Improving Compliance with
International Environmental Law (1996), Chapter 1, at pp. 11-13. Earthscan:
London.

16. See Fitzmaurice and Redgwell, Non-Compliance Procedures (forthcoming).
17. For recent analysis, see D.G. Victor, “The Operation and Effectiveness
of the Montreal Protocol’s Non-Compliance Procedure” in D.G. Victor, K.
Raustiala, and E.B. Skolnikoff, The Implementation and Effectiveness of International
Environmental Commitments (1998), Chapter 4. Boston, Mass.: MIT Press.

18. As Szell observes, it was the first such agreement to “fill the gap” between
reporting and dispute settlement with a “meaningful procedure”: Szell, above,
note 4, at p. 99.

19. Article 8 requires the first MOP to consider and approve procedures and
institutional mechanisms for determining non-compliance with the provisions
of the Protocol, and for treatment of Parties found to be in non-compliance. The
procedures established pursuant to Article 8 of the 1987 Montreal Protocol are
without prejudice to the operation of Article 11 of the Ozone Convention (dis-
pute settlement provisions): UNEP/OxL.Pro.3/L.4 (Decision 11I/2). MOP3 re-
quested the Ad Hoc Working Group of Legal Experts to compile indicative
lists under Article 8 of the possible situations of non-compliance with the Pro-
tocol and of “advisory and conciliatory measures to encourage full compliance”;
See Decision III/ 2(a)(ii), Montreal Protocol MOP3, UNEP/OXL.Pr0.3.L.4. In
the event, only an indicative list of measures is found as Annex V to Report
of MOP4: UNEP/OxL.Pro4/5/15, 23 November 1992. It sets an escalating
response from assistance through to a caution to suspension of rights and priv-
ileges under the Protocol.

20. The IC reviews specific cases of non-compliance, debates general issues of
implementation and compliance, makes recommendations to other Convention
bodies, and issues a publicly available report after each meeting. Issues of non-
compliance may be referred to the IC by Parties concerned with their own, or
other Parties’, compliance or by the Secretariat.
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21. Article 7 of the Protocol sets forth detailed data-reporting requirements. As
Werksman observes, the early work of the Montreal Protocol Implementation
Committee focused on concerns raised by the Ozone Secretariat regarding
compliance with such requirements: see above, note 4, at p. 97. One interesting
phenomenon has been the Committee’s willingness to overlook non-compliance
evidenced in data in an effort to ensure participation in and eventual compliance
with the Protocol: B. Kingsbury, “The Concept of Compliance as a Function of
Competing Conceptions of International Law” (1998) Michigan Journal of Inter-
national Law 19(2): 345. This emphasis on cooperation over conflict, and a cer-
tain flexibility in permitting adherence to treaty obligations over time, suggests
a certain progressive character to the obligations.

22. “Without regular, detailed, and objective reporting of performance, any
meaningful supervision of a state’s observance of its commitments {is} im-
possible”: Szell, above, note 4, at p. 98; see also K. Sachariew, “Promoting
Compliance with International Environmental Legal Standards: Reflections on
Monitoring and Reporting Mechanisms” (1991) Yearbook of International Envi-
ronmental Law 2: 33.

23. 24 ILM 484 (1985). See further J. Carlos di Primio, “Data Quality and
Compliance Control in the European Air Pollution Regime” in D. Victor e a/.
(eds), above, note 17.

24. 1984 Protocol on Long-Term Financing of the Cooperative Programme for
Monitoring and Evaluation of the Long-Range Transmission of Air Pollutants
in Europe (EMEP), 24 ILM 484 (1985).

25. Protocol on the Reduction of Sulphur Emissions or their Transboundary
Fluxes by at least 30%, 27 ILM 707 (1988).

26. See also Article 3 (3) of the 1991 Protocol concerning the Control of
Emissions of Volatile Organic Compounds or their Transboundary Fluxes, 31
ILM 568 (1992).

27. The 1994 Sulphur Protocol entered into force on 5 August 1998; the 1991
VOC Protocol entered into force on 29 September 1997. In 1997 an Imple-
mentation Commitee was established for review of compliance by Parties with
protocols to LRTAP by Decision 1997/2 of the Executive Body of the Con-
vention. That decision urges the Parties to the VOC and Sulphur Protocols to
consider its use for review of compliance in accordance with Article 3 (3) (VOC)
and Article 7 (Sulphur) of the Protocols.

28. 32 ILM 1069 (1993). See Article 23, which empowers the Commission
established pursuant to Article 10 to assess the compliance of Contracting Par-
ties and to call for steps to bring a non-complying Contracting Party back into
compliance. These provisions have not yet been implemented, since this Con-
vention entered into force only on 25 March 1998, with the first meeting of the
OSPAR Commission held in July 1998.

29. At COP3 (September, 1995), the Parties to the Basel Convention requested
the Consultative Sub-Group of Legal and Technical Experts to examine all the
issues relating to the establishment of a mechanism for monitoring imple-
mentation and compliance with the Convention (Decision III/ 11). At COP 4
(February 1998), the Parties endorsed the Sub-group’s proposal to continue
its step-by-step approach to examination of these issues (Decision IV/21). In
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addition, the Sub-group was requested to consider whether the dispute-
settlement mechanism of Article 20 of the Basel Convention “continues to meet
the needs of the Parties to the Convention.”

30. In this sense, a continuum may be perceived from communication of
information and review thereof through to non-compliance and culminating in
dispute settlement. This is what Szell refers to as “filling the gap” with an
effective mechanism. See above, note 4; see also the note on implementation
(Article 13 FCCC) prepared by the interim secretariat, above, note 13, at Para-
graph 18 (continuum from communication of information and review — Article
12 — to the multilateral consultative process — Article 13 — through to dispute
settlement — Article 14). However, Szell also points out the risk of an inverse
relationship between the stringency of NCP and the toughness of the commit-
ments which Parties are willing to undertake (ibid., at p. 107), a point echoed
by Victor, see above, note 17, at p. 139.

31. Even where concrete obligations have been established, compliance with
which has been ensured, the effectiveness of the treaty regime is not thereby
ensured. Compliance is not synonymous with effectiveness, since the latter de-
pends in part upon the strength of the obligations and their clarity. Low stan-
dards, and/or ambiguous ones, reduce effectiveness even where “compliance”
has been ensured. On effectiveness, see generally D.G. Victor, K. Raustiala, and
E.B. Skolnikoff (eds.), The Implementation and Effectiveness of International Environ-
mental Commitments (1998).

32. For excellent analysis of the FCCC, see J. Werksman, “Designing a Com-
pliance System for the UN Framework Convention on Climate Change,” in J.
Cameron, J. Werksman, and P. Roderick, Improving Compliance with International
Environmental Law (1996), Chapter 4.

33. Article 14 (1) FCCC.

34. Articles 14 (5) and (6). Article 14 thus represents a comprise between a
mandatory or voluntary procedure and its binding or non-binding effect: see
further D. Bodansky, “The United Nations Framework Convention on Climate
Change: A Commentary” (1993) The Yale Journal of International Law 18(2):
451. It is very similar in language to the dispute-settlement clauses found in
other recent international environmental agreements such as the Ozone Con-
vention (Article 11), the Basel Convention (Article 20) and the Biodiversity
Convention (Article 27).

35. See Bodansky, 7bid., at p. 548.

36. As stipulated in Article 13 itself, which provides that “[tthe Conference of
the Parties shall at its first session, consider the establishment of a multilateral
consultative process, available to Parties on their request, for the resolution of
questions regarding the implementation of the Convention.”

37. Decision 14/CP.3 of COP 3 (FCCC/CP/1997/7/Add.1) invited the Group
to complete its work before the fourth session of the Conference of the Parties in
Argentina in 1998.

38. The Provisional Agenda for COP4 suggests that the President of the Con-
ference may initiate informal consultations with a view to resolving the out-
standing issue of the composition of the proposed Multilateral Consultative
Commitee (MCC). Parties are asked to be prepared to nominate relevant experts
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for the MCC in order that the Conference may designate members for the first
period of office should such informal consultations reach a successful outcome.
See Note by the Executive Secretary, Provisional Agenda and Annotations,
FCC/CP/1998/1, 28 August 1998, Paras. 51-52.

39. FCCC/AG13/1998/2, 9 July 1998.

40. Paragraph 3 sets out how issues will be taken up, whilst Paragraph 8,
still containing square brackets in relation to size and equitable geographic
distribution of membership, addresses the Constitution of the Committee. Its
mandate is set forth in Paragraphs 6 and 7.

41. Paragraph 7 further provides that the Committee shall not duplicate the
activities of other Convention bodies.

42. Paragraph 4 emphasizes that the MCP is separate from, and without prej-
udice to, the provisions of Article 14 FCCC on dispute settlement. This reflects
the view of most delegations in negotiating the text that the two mechanisms
should be complementary, not competing: Bodansky, above, note 34, at p. 548.
43. Paragraph 12 further mandates that the conclusions and any recommen-
dations of the Committee must be sent to the Party or Parties concerned for
consideration, and that an opportunity to comment thereon must be provided.
Written comments by the Party or Parties concerned are then to be forwarded
to the Conference of the Parties, along with the Committee’s conclusions and
any recommendations.

44. Protocol, Article 18. Koskienniemi has raised the interesting and complex
issue of the effect of non-compliance procedures upon traditional rules of state
responsibility in terms of the wrongdoing State’s traditional defences to re-
sponsibility: see above, note 2.

45. Thus, at best, such provision plays a largely symbolic role as a deterrent: see
Note by the interim secretariat, above, note 13, at para. 13.

46. For general analysis of the Protocol, see P. Davies, “Global Warming and
the Kyoto Protocol.” International and Comparative Law Quarterly 47(2), April
1998, 446-461.

47. Protocol, Article 16. In this connection it should be noted that Paragraph
14 of the draft terms of reference of the MCP clearly envisages the evolution of
those terms over time in the light of experience, decisions of the COP, and of
any amendment to the Convention. The terms of reference further provide that
they may be amended by the COP (Para. 14).

48. Article 16 of the Protocol provides that “[alny multilateral consultative
process that may be applied to the Protocol shall operate without prejudice to
the procedures and mechanisms established in accordance with Article 18.”
Article 18 of the Protocol refers to non-compliance.

49. Article 20 sets forth the formal requirements for amendment to the Pro-
tocol at an ordinary session of the COP. Amendments may be proposed by any
Party, require 6 months notice and, if not adopted by consensus, require a
three-quarters majority of Parties present and voting. There is the further re-
quirement for acceptance by three-quarters of the Parties to the Protocol for the
amendment to become binding, and then only on those Parties having accepted
it. Thus whilst it is not possible to opt out of general non-compliance proce-
dures once a Party to the Protocol and such procedures have been agreed by the
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COP (unless of course any such procedures otherwise provide for opt-out), it
is possible to remain outside any binding consequences of non-compliance
through non-acceptance of such in a treaty amendment.

50. It is not intended to suggest that the FCCC is anomalous in this respect,
since many treaties take a rigorous approach to amendment.

51. Article 11 of the Montreal Protocol empowers the meeting of the Parties,
inter alia, “to consider and approve the procedures and institutional mechanisms
specified in Article 8 [Non-compliancel.”

52. A lengthy list is appended as Annex II to the SBSTA Report of its Eighth
Session in Bonn; however, the list is not negotiated. It is based on submissions
by the G77 and China, suggestions of other Parties, by Canada and others
(including Australia, Iceland, Japan, New Zealand, Norway, the Russian Fed-
eration, Ukraine, and the USA) and by the UK on behalf of the EC and its
member states.

53. See the Report of the Subsidiary Body for Implementation on its Eighth
Session, Bonn, 2—12 June 1998, FCCC/SBI/1998/6, 6 August 1998 and the
Report of the Subsidiary Body for Scientific and Technological Advice on its
Eighth Session, Bonn, 2—12 June 1998, FCCC/SBSTA/1998/6, 12 August
1998. The meetings of SBSTA and the SBI on the Kyoto Mechanisms were held
jointly, as reflected in the draft Conclusions by the Chairmen of both bodies on
the suggested elements for a work programme on Mechanisms of the Kyoto
Mechanisms, FCCC/SB/1998/CRP.2, 12 June 1998.

54. Article 6 of the Protocol provides that:

1. For the purpose of meeting its commitments under Article 3, any
Party included in Annex I may transfer to, or acquire from, any other
such Party emission reduction units resulting from projects aimed at
reducing anthropogenic emissions by sources or enhancing anthro-
pogenic removals by sinks of greenhouse gases in any sector of the
economy, provided that:

(a) Any such project has the approval of the Parties involved,

(b) Any such project provides a reduction in emissions by sources, or
an enhancement of removals by sinks, that is additional to any that
would otherwise occur;

(c) It does not acquire any emission reduction units if it is not in
compliance with its obligations under Articles 5 and 7;

(d) The acquisition of emission reduction units shall be supplemental
to domestic actions for the purposes of meeting commitments
under Article 3;

2. The Conference of the Parties serving as the meeting of the Parties
to this Protocol may, at its first session or as soon as practicable there-
after, further elaborate guidelines for the implementation of this Arti-
cle, including for verification and reporting.

3. A Party included in Annex I may authorize legal entities to par-
ticipate, under its responsibility, in actions leading to the genera-
tion, transfer or acquisition under this Article of emission reduction
units.
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4. If a question of implementation by a Party included in Annex I of the
requirements referred to in this paragraph is identified in accordance
with the relevant provisions of Article 8, transfers and acquisitions of
emission reduction units may continue to be made after the question
has been identified, provided that any such units may not be used by a
Party to meet its commitments under Article 3 until any issue of
compliance is resolved.

55. Protocol, Article 6 (4).

56. A similar provision applies to the “EC bubble,” namely, that in the event
of the failure by Member States acting jointly within the EC to meet their total
combined level of emission reduction levels, then individual Member States will
remain responsible for the level of emissions notified in accordance with Article
4 (2): see Article 4 (6).

57. Including Australia, Canada, Japan, and the USA. See further P. Davies,
above, note 46.

58. Article 10 of the Protocol reaffirms existing commitments under the Con-
vention on the part of both Annex I and non-Annex I Parties. At the request
of Argentina, the issue of “voluntary commitments by non-Annex I Parties”
has been placed on the provisional agenda for COP 4 in Buenos Aires and is
expected to be the object of informal consultations: Provisional Agenda and
Annotations, A Note by the Executive Secretary, FCCC/CP/1998/1, 28 August
1998, item 6, Para. 105.

59. As Davies explains, “The CDM has a dual purpose in that it enables de-
veloping countries to operate projects which result in emissions reductions and
thus to contribute to the objective of the convention, and also allows Annex I
countries who finance such projects through the CDM to use emission reduc-
tions attributable to such projects to reduce their own emission totals.” Above,
note 46, at p. 457. This dual purpose is set forth in Article 12 (3).

60. Protocol, Article 12 (5). Only projects in which Parties participate volunta-
rily, which produce quantifiable long-term benefits related to the mitigation of
climate change and result in emission reductions over and above what would occur
without such a certified project, will qualify for certification under Article 12 (5).
61. Protocol Article 12 (4).

62. While emission reductions from jointly implemented projects in the period
2000-2008 may be used by Annex I Parties in meeting their own emissions-
reduction target under the Protocol, projects from the pilot phase (which is
due to conclude no later than the end of 1999) will not be eligible: see further
Davies, above, note 46.

63. The Protocol provides that it is Parties listed in Annex B thereto which
may participate in emissions trading for the purposes of meeting their Article 3
commitments (Article 17).

64. Protocol Article 17.

65. Ibid.

66. Entry-into-force requirements are set forth in Article 24 of the Protocol.
67. Note, however, that the first MOP will take place only after the Protocol
enters into force, the provisions relating to which are contained in Article 24.
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Fifty-five Parties to the Convention must become Parties to the Protocol, in-
cluding Annex I Parties accounting for 55 per cent of total CO, emissions for
1990, in order for the Protocol to enter into force 90 days from the fifty-fifth
ratification, acceptance, approval, or accession, satisfying such condition. A rel-
atively high threshold is required to ensure the effectiveness of the Protocol and
of steps taken in complying with the specific targets and timetables embodied
therein.

68. See Decision 1/CP.3, para. 6, ibid., and the Note by the Chairmen of
SBSTA and SBI on matters related thereto, FCCC/CP.1998/ 3, 10 September
1998. Annex I thereof proposes that procedures and mechanisms relating to
non-compliance under Article 18 will be allocated to the SBI. It will be recalled
that Article 15 of the Protocol establishes the SBI and SBSTA as such bodies for
the Protocol, with the provisions of Articles 9 and 10 FCCC applying, mutatis
mutandis, to the Protocol.

69. Matters relating to the Kyoto Protocol, in particular the flexibility mecha-
nisms (JI, CDM, and emissions trading) are on the agenda for COP 4 where the
task of operationalizing the flexibility mechanisms will continue: Provisional
Agenda and Annotations, 7bid., item 5, at Paras 96-98.

70. Namely, to avoid complexity, to be non-confrontational, transparent, and
with decision-making by the COP, not a subsidiary body: Szell, above, note 4,
at p. 99.

71. W. Lang, “Compliance Control in International Environmental Law:
Institutional Necessities” (1996) Heidelberg Journal of International Law 56(3):
685-688.

72. Membership issues are highly important since these influence the legiti-
macy and effectiveness enjoyed by a committee and any recommendations made
by it.

73. See, for example, Victor, above, note 17, at p. 139.

74. On the experience of the Russian Federation under the Montreal Protocol,
see J. Werksman, “Compliance and Transition: Russia’s Non-Compliance Tests
the Ozone Regime.” Heidelberg Journal of International Law (1996) 56(3): 750
(who raises, inter alia, the interesting question whether restricting Russia’s trade
in CFCs amounts to “multilateral enforcement of retorsion against a defaulting
state”).

75. As Werksman discusses, z6id., the limited restriction on Russian trade in
CFCs agreed at the seventh Meeting of the Parties falls within this category,
though the compatibility of such restriction with the GATT/WTO did not arise
with the Russian Federation not yet a member. In this instance, the Russian
Federation was limited to trade with other members of the CIS, and to re-
stricting further export to Article 5.1 (developing) and other countries. For the
text of the decision, see (1996) 26/2/3 Environmental Policy and Law 120-121.

76. See C. Carr, “Recent Developments in Compliance and Enforcement
for International Fisheries” (1997) 24:4 Ecology Law Quarterly 847, at pp. 857—
860. The NCP for Contracting Parties has three steps: (1) explanation for non-
compliance and indication of steps to remedy/prevent further non-compliance;
(2) where annual quota is exceeded, a reduction of the next yeat’s total annual
catch to match overfishing (quantifiable non-compliance with proportionate
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response); and (3) where quota is exceeded for two consecutive management
periods, the ICCAT Commission may further reduce quota and, as “an absolute
last resort,” recommend trade measures against the defaulting State. A similar
mechanism was established in respect of non-contracting Parties in 1994, in-
cluding the possibility of prohibiting imports of bluefin tuna products from the
defaulting, but non-contracting, State. This made ICCAT “the first interna-
tional fisheries organization to authorize the use of multilateral trade measures
against non-contracting parties that compromise its conservation and manage-
ment objectives”: 7bid., at p. 857. Such a recommendation was made in 1996 in
connection with Atlantic bluefin tuna and its products from Belize, Honduras,
and Panama: ibid., at p. 858. Concerns about compatibility with GATT/WTO
obligations were evidently raised: 7bid., at p. 858 (note 55).

77. It may be necessary to consider in the design of the NCP whether coercive
measures ought to be considered according to their impact on the specific non-
complying state to avoid the inequitable application of such measures as be-
tween states.

78. A role for NGOs and for individuals has also been discussed under the
Montreal Protocol; it was rejected as unnecessary (at least in the early stages of
the development of the process), in part due to concerns regarding the non-
confrontational character of the process and in part due to a perception that the
concerns of such entities could be channelled through other bodies with stand-
ing in the NCP.
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WTO Rules and Climate Change:
The Need for Policy Coherence

GArY P. SaMpson

Introduction

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

The goal of the UN Framework Convention on Climate Change
(UNFCCC) is to establish institutional and economic mechanisms,
backed by legal obligations, to enable the negotiated reductions in
global emissions of GHGs to be achieved. The Convention came into
force on 21 March 1994; in its Article 3.5, the Convention addresses
its relations with the trade regime. This Article 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 Parties, thus enabling them better to ad-
dress the problems of climate change. Measures taken to combat
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climate change, including unilateral ones, should not constitute
a means of arbitrary or unjustifiable discrimination or a dis-
guised restriction on international trade.

The Convention does not provide for any specific trade-related
environmental measures. The nature and scope of any Protocol or
another legal instrument, and the subsequent implementation of the
measures enacted, will determine whether any potential trade-related
developments or trade issues would arise.

The Kyoto Protocol to the United Nations Convention on Climate
Change was adopted on a consensus basis by 160 developed and
developing countries at the third session of the Conference of the
Parties in December 1997.! The Protocol is to promote the “pro-
gressive phasing out of market 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 instruments” (Article 1 (a) (v)). This is very
much in line with the WTO objective of the progressive removal of
trade restrictions and distortions. Further, the Protocol states that
the Parties shall strive to implement policies and measures “in
such a way to minimize adverse effects ... on international trade.”

(Article 2:3).

The results of Kyoto were significant and a number of key princi-
ples were agreed, including the use of market-based mechanisms to
achieve the negotiated reductions in GHG emissions within specified
time periods.? The next step in the process is to define the detailed
means to achieve the targets; a variety of measures are candidates,
many of which are already in force in Parties to the Convention.
Energy, carbon and other taxes; mandatory and voluntary standards;
subsidies for environmentally friendly production processes; labelling
and certification schemes; and the sale and transfer of emission per-
mits within or between groups of countries all provide examples.

In addition, novel mechanisms for the fulfilment of commitments
are provided for in the Kyoto Protocol. Annex 1 Parties are allowed
to act within “bubbles” or regional groupings to achieve jointly their
emission-reduction commitments. Countries adopting this procedure
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will have met their reduction commitments if their total aggregate
emissions do not exceed the total of their combined amounts as set
out in Annex B.? In the event of failure to achieve the aggregate
target, each of the countries concerned will be held responsible for its
individual commitment as specified in the Annex.

The specific measures employed to reduce emissions will certainly
have a bearing on world trade. They will affect the costs of produc-
tion of traded goods and therefore the competitive position of pro-
ducers in the world market. Offsetting measures will be called for by
those whose competitive position is adversely affected by cheaper
imports not subject to the same measures in the country of origin.
Measures such as these may well raise complex questions with respect
to WTO consistency and the conditions under which border taxes,
for example, can be adjusted to accommodate a loss of international
competitiveness. Similarly, enforcement mechanisms that could
legitimize discrimination between products in international trade
because of the manner in which they were produced in other coun-
tries touches on one of the fundamental principles of the WTO.4
Further, preferential trading of goods and services between countries
— within “bubbles” — is permitted within the WTO only if certain
strict conditions are met.

Not surprisingly, the possibility of an eventual conflict between
the rights and obligations of the WTO and what emerges from the
future negotiations to address climate-change concerns has been
flagged by a number of authors.> While the potential for conflict
may exist, it should be kept in perspective. First, while the outcome
of future negotiations on mechanisms to reduce emissions is a mov-
ing target, the WTO Agreements are established and well known.
Decisions will be taken by governments with a full awareness of the
implications with respect to their WTO commitments. As with any
multilateral environmental agreement (MEA), acceptance of a legal
instrument relating to the reduction of emissions would mean that
an individual government has agreed to be subjected to the obliga-
tions 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 obliga-
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tions are not consistent with the WTO is a problem only if WTO-
inconsistent measures are applied to WTO Members not Parties to
the Agreement. In this respect, Sir Leon Brittan,® Vice-President
of the European Commission, recently expressed a balanced degree of
concern:

Most of the governments that signed up to the Uruguay Round
also accepted the outcome of Kyoto. There is a clear need for
policy coherence here, and we owe it to ourselves to ensure that
we do not make our task more difficult by taking on obligations
that are incompatible.

The purpose of this chapter is to review the WTO provisions that
could be relevant with respect to measures taken to address climate-
change concerns. The outline is as follows. There is first an overview
of how the WTO Members view MEAs in general. This is based
largely on the discussion in the Committee on Trade and Environ-
ment (CTE) in the WTO. Where relevant, the Climate Change
Convention and the Kyoto Protocol are referred to. Second, some
relevant WTO principles are singled out and discussed in the light
of the objectives to reduce GHG emissions — in particular, the con-
straints they could place on measures to reduce emissions. Third, a
number of specific measures that could be employed to achieve the
desired reductions are discussed with a view to establishing their
“coherence” with WTO rules. The objective is not so much to be
comprehensive as to concentrate on some of the more important
principles and measures that are relevant for the rules of the two re-
gimes. The chapter closes with conclusions.

WTO, MEAs, and climate change

In the CTE there has been considerable discussion on the current and
potential relationship between MEAs and the WTO.” As the WTO
and MEAs represent two different bodies of international law, it is
clear that the relationship between them should be fully understood
and coherent. In this context, much of the discussion is relevant for a
full appreciation of the relationship between the WTO Agreements,
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the Climate Change Convention, the Kyoto Protocol and any subse-
quent legally binding instruments to address climate change.

What has clearly emerged is the acceptance by Members that the
WTO has no special expertise regarding how to deal with environ-
mental problems 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 GHG-emission reduction. A
consensus has emerged that MEAs are the best way of coordinating
policy action to tackle global and transboundary environmental
problems cooperatively. Members 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 provisions,
some — such as the Climate Change Convention and the Kyoto
Protocol — are potentially important in commercial and political
terms.

There are considerable differences between the trade provisions of
the various MEAs — in particular, regarding the kinds of trade mea-
sures that MEA Parties are authorized or required to apply and the
conditions pursuant to which the measures are taken. Some — such as
the Convention on the International Trade in Endangered Species
of Wild Fauna and Flora (CITES), the Montreal Protocol, and the
Basel Convention — provide for discrimination in world trade if
specific conditions are not met.® A case for the existence (and even
strengthening) of MEAs can be made on the grounds that no General
Agreement on Tariffs and Trade (GATT) or WTO trade dispute has
arisen so far over the use of trade measures applied pursuant to
an MEA.? Nevertheless, doubts have been expressed by some WTO
Members about the WTO consistency of certain trade measures
applied pursuant to some MEAs — in particular, discriminatory
trade restrictions and sanctions applied by MEA Parties against non-
parties that involve extrajurisdictional action.

It has been suggested that the WTO should formally recognize
the possibility for inconsistent WTO measures to be applied under
certain specified Agreements. The discussion in the CTE reveals that
different views exist on this matter. One school of thought is that,
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when account is taken of the limited number of MEAs that contain
trade provisions and of the fact that no trade dispute has arisen over
the use of those provisions, no real problem exists.'® The reason-
ing continues that, with some limited resort to the WTO dispute-
settlement procedures, existing WTO rules could be considered to
provide sufficient scope to allow trade measures to be applied pur-
suant to MEAs, and that it is neither necessary nor desirable to ex-
ceed that scope. According to this view, the proper course of action
to resolve any underlying conflict is for WTO Members to avoid
using trade measures in MEAs that are inconsistent with their WTO
obligations.

Another view is that, because of the increasing commercial and
political importance of some MEAs that clearly deal with transborder
problems (e.g. the effects of GHG emission), it is perhaps important
to adopt a preventive attitude and provide greater certainty as con-
cern grows about the collective impact of individual countries on the
global commons. As a result, various proposals have been advanced
in the CTE with a view to establishing a framework for the rela-
tionship between MEAs and the WTO. Although these proposals
differ in nature, scope, and level of ambition, they are all based on
the view that the WTO should be supportive of action at the mul-
tilateral level for the protection of the environment.

The proponents of this approach develop the view that, subject to
specific conditions being met, certain trade measures taken pursuant
to MEAs should benefit from special treatment under the WTO
provisions; this approach has been described as creating an “environ-
mental window” in the WTO. In terms of the test of the “necessity”
of discriminatory measures to fulfil an environment objective (see
below), the interpretation of necessity could be influenced by the
existence of a broad-based MEA. In the case of the Kyoto Protocol, it
will enter into force following the ratifications from 55 countries
accounting for at least 55 per cent of carbon emissions in 1990. The
issue then emerges as to whether it is appropriate to provide for dif-
ferentiated treatment for trade measures applied pursuant to the
environment agreement, depending on whether they apply between
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Parties or against non-Parties and whether the measures are specifi-
cally mandated in the environment agreement itself.!!

In this respect, there is not a great deal of specificity in the Kyoto
Protocol regarding the measures that can be applied to meet the
objectives. Articles 2 and 3 describe the measures for the imple-
mentation of the reduction commitments. The Protocol specifies that
Parties are bound to adopt policies or measures in a manner to pro-
mote sustainable development. Examples are policies or measures to
enhance energy efhiciency, protect and enhance sinks and reservoirs,
promote research and development, increase the use of new and re-
newable forms of energy and environmentally sound technologies,
phase out fiscal incentives and exemptions in GHG-emitting sectors,
and promote the application of market instruments. Such actions are
to be taken in accordance with national circumstances.

On the basis of experience of the discussion of MEA dispute-
settlement procedures in the CTE, it seems reasonable that an even-
tual dispute between WTO Members who are Parties to the Protocol
in the application of these measures should in the first instance be
pursued under the dispute-settlement procedures of the Convention.
It has also been suggested in the CTE that MEA Parties might
stipulate ex ante that they intend any trade disputes among them,
arising out of implementation of the obligations of the MEA, to be
settled under the MEA’s provisions. It could be argued that this
approach can help to ensure the convergence of the objectives of
MEAs and the WTO while safeguarding their respective spheres
of competence, thus overcoming problems arising from overlap-
ping jurisdictions. It has been suggested that there may be value in
strengthening MEA dispute-settlement mechanisms, but this matter
lies outside WTO competence.!?

If, however, the Convention, Protocol, or any follow-up Agree-
ment does not provide for the trade measures under dispute, then
what is permissible under the WTO is relevant. It is reasoned below
that the relationship between the measures that are candidates for
implementation to reduce carbon emissions and WTO obligations is
a complex one. For example, any measure taken under the General
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Exceptions provision of the WTO must be either necessary to protect
human, animal, or plant life or health (Article XX (b)), or related
to the conservation of exhaustible natural resources, and made effec-
tive in conjunction with restrictions on domestic production or con-
sumption (Article XX (g)). Interpretation of what is necessary and
the geographical location of the resources being protected, for ex-
ample, raises difficult questions.

In creating an environmental window and giving a special im-
portance to any specific MEA in the context of WTO rules, account
would have to be taken of the fact that countries may not wish to
join the Agreement for a variety of reasons. If a country had chosen
not to join an agreement relating to emission reduction, who would
judge the merit of that decision and the reasons why a country would
take that decision? The country in question may find the scientific
evidence unpersuasive, it may not be able to afford to join, or it may
not have access to the necessary technology on favourable terms. It
may not agree with a given environmental objective or with the
means to achieve the objective, or it may consider there are more
pressing national policy problems that deserve higher priority.!3 4

It has been proposed in the CTE that, with respect to measures
applied among Parties but not specifically mandated in any legal
instrument to deal with emission reduction, and those applied
against non-Parties which are specifically mandated in the legal in-
strument, these could be tested through WTO dispute settlement
against procedural and substantive criteria which would be set out
in an “Understanding” to be established by WTO members. The
Understanding would not apply to trade measures taken against
non-Parties to the instrument that were not specifically mandated by
it, nor would it apply to unilateral measures; these would continue to
be subject to existing WTO provisions.

As with the Climate Change Convention, most of the MEAs that
are the focus of the CTE’s work contain mechanisms for resolving
disputes. As with the “Dispute Settlement Understanding” of the
WTO, MEAs empbhasize the avoidance of disputes. They include pro-
visions to increase transparency through the collection and exchange
of information, coordination of technical and scientific research, and
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collective monitoring of implementing measures, as well as consul-
tation provisions. These range from non-binding, consensus-building
mechanisms to binding, judicial procedures of arbitration and — in
certain cases — resort to the International Court of Justice.

In the event of a dispute between two WTO Members, one a non-
party to a legal instrument to address the climate change over trade
measures applied pursuant to the instrument, the WTO would pro-
vide the only available dispute-settlement mechanism since the non-
party would have no rights under, nor access to, the climate change
dispute-settlement mechanism. The point has been noted in the CTE
that, in such circumstances, it would be important for the WTO
dispute-settlement body to avoid becoming involved in purely en-
vironmental conflicts; however, a WTO dispute-settlement panel
could seek relevant environmental expertise and technical advice.

WTO rules and climate change

The WTO does not inhibit governments from protecting (as they
wish) against damage to the environment resulting from the pro-
duction and consumption of products produced within national
boundaries. Final products, for example, can be taxed and other
charges levied for any purpose thought to be appropriate by national
governments. If carbon dioxide emissions and energy use are con-
sidered to be excessive by a government, the products can, for ex-
ample, be taxed in a form and to the extent necessary. Similarly,
there are no problems from a WTO perspective with governments
levying taxes according to the manner in which a product is pro-
duced within their territory. There can, for example, be domestic
taxes on production methods that are directed to reducing energy
consumption or carbon emissions in the process of production.

It is important for measures taken for climate-change purposes,
however, that the WTO flexibility extends only to regulation of
products produced domestically, imported products and domestic pro-
duction processes. It does not extend to flexibility in the extraterritorial
application of measures relating to production processes in exporting
countries. The manner in which a foreign product is produced is not a
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basis on which WTO rights and obligations are established. An im-
ported product cannot be discriminated against only on the grounds
that the production process was energy intensive, for example. The
underlying thesis is that, should any country wish to influence the
manner in which products are produced in other countries — however
appropriate this may be thought to be by the importing country —
this should not be translated into discriminatory trade measures. The
relevance of this for a legal instrument that has as its objective the
reduction of GHG emissions is clear. If a product imported into
a country has been produced by a process that emits more GHG
than is thought acceptable according to norms established in the
importing country, it cannot be treated in a different manner to
that for a like product” (i.e. a product with the same physical chat-
acteristics) produced domestically, solely because of the production
process employed.

Thus, for measures to be WTO consistent, products that have the
same physical form are to be considered to be “like” products by the
importing country, irrespective of whether they have been produced
abroad in an environmentally friendly manner or not. There is,
however, flexibility in the WTO rules to deal with these situations.
The possibility of imposing WTO-inconsistent measures is provided
for. If a product were to be treated differently at the border because
of the way in which it was manufactured — emitting too much carbon
dioxide — an “exception” could be sought from WTO obligations.
Additional flexibility exists, as there are specific circumstances under
which WTO members can invoke measures that normally would
constitute a breach of WTO obligations. The circumstances under
which measures can be employed are spelled out in the General Ex-
ceptions Article XX provision. Exceptions to WTO obligations can
be sought, provided that the measure is necessary to protect human,
animal, or plant life or health (Article XX (b)). Exceptions are also
provided for measures related to the conservation of exhaustible nat-
ural resources (Article XX (g)). This general exception provision is
clearly designed to permit governments to maintain or implement
laws that they feel are necessary to preserve the lives of people, flora,
fauna, and exhaustible natural resources.
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On the basis of past experience in the GATT/WTO, it would
appear, however, that the measures taken to protect the fauna and
flora should be taken with respect to the fauna and flora inside the
boundaries of the country taking the action. As noted above, in
the case of GHG emissions, owing to the transboundary nature of the
problem, the production process is in the exporting country and the
externality is experienced outside the borders of the country where
that product is produced. Furthermore, if the trade action is taken
pursuant to that accepted within the context of a legal instrument
addressing the reduction of GHG emissions, where Parties consider
it necessary to take such action to implement the objective of the
instrument, then added support would be given to the necessity test
of Article XX (b) (i.e. for action taken vis-a-vis a non-Party to the
MEA). With respect to the notion of exhaustible natural resources,
since precedents have arisen in GATT as to whether clean air is a
natural resource, presumably the question could be addressed as to
whether cool air is also a natural resource that could be exhausted.

According to Article XX, however, any measure that breaches
WTO obligations for this purpose should not be used as a means of
arbitrary or unjustifiable discrimination between countries, or as a
disguised restriction on international trade. Further, that the mea-
sures must be necessary to protect the environment means that other
less trade-restrictive options are not available. In the case of measures
to restrict trade in products that have been associated with excessive
carbon dioxide production, it could mean, for example, that an
attempt has already been made to deal with the problem through an
Agreement to address climate change.

An additional and important consideration is that on the basis of
decisions relating to disputes brought to the WTO (and GATT) in
the past, any exception applies only to the lives and resources which
are in the territory of the country taking the action. While this
limits the intrusion of some countries into the practices of others, it
leaves open a number of questions relating to transboundary consid-
erations such as the effects of global GHG emissions.

Another area of importance to the WTO is the role of voluntary
standards, mandatory regulations, and conformity-assessment proce-
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dures when used for environmental purposes. Flexibility is also
provided for here. The WTO Technical Barriers to Trade (TBT)
Agreement establishes obligations to ensure that voluntary stan-
dards, mandatory regulations, and conformity-assessment procedures
do not have as their objective the restriction of trade. However, the
Agreement provides considerable flexibility to accommodate envi-
ronmental concerns: while it encourages the adoption of interna-
tional standards and technical regulations (which may well relate to
reducing carbon emissions in the production of products) to encour-
age the harmonization of regulations and therefore to facilitate trade,
it specifically recognizes that priorities with respect to the environ-
ment differ between countries. The Agreement formally acknowl-
edges that this can be fully reflected in domestic regulations, and
therefore permits the adoption of different 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 such factors
as transparency) is that standards and technical regulations should
not be implemented in such a way that they restrict trade to a greater
extent than that necessary to achieve the policy objective. This is the
concept of proportionality.

A further point of relevance is that a WTO Member may wish
to subsidize a production process to facilitate the adoption of tech-
nology producing less carbon, or could be competing in the world
market with another country that is doing so. The WTO Subsidies
Agreement has as its main purpose the prohibition of governments
providing direct assistance to their own industries to improve their
competitive position. The Agreement, however, identifies certain
non-actionable subsidies. Included in the list of non-actionable sub-
sidies is assistance to promote the adaptation of existing facilities to
new environmental requirements 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.

A final additional flexibility for WTO Members to derogate from
their WTO obligations for environmental purposes is to invoke a
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waiver under Article IX of the GATT. In exceptional circumstances,
a waiver to a WTO obligation can be granted, subject to approval at
a minimum by three-quarters of the WTO membership. A waived
obligation is time limited: it must be renewed periodically, and a
trade measure applied pursuant to a waiver could still be challenged
in WTO dispute settlement on the grounds of non-violation, nulli-
fication, and impairment of WTO rights.

National measures to reduce emissions

The undertaking of commitments to reduce carbon emissions means
that measures will be adopted to implement these reductions at
the national level, some of which may be specifically provided for.
Article 2 of the Kyoto Protocol, for example, states that:

Each Party included in Annex 1, in achieving its quantified
emission limitation and reduction commitments under Article
3, in order to promote sustainable development shall implement
and/or further elaborate policies and measures in accordance
with its national circumstances, such as: Enhancement of energy
efficiency in relevant sectors ... protection and enhancement of
sinks . .. promotion of sustainable forms of agriculture . .. etc.

While measures such as this certainly have the potential to influ-
ence international competitiveness, as noted above, the qualification
is that these measures should be implemented in such a way as to
“minimize adverse effects on trade” (Article 2:3).

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 develop their national response strategies,
trade measures will play an increasingly important role.!> Carbon
and energy taxes have been introduced to date in five European
countries'® and all include some form of compensatory measures,
ranging from total exemptions for certain sectors, reduced rates for
most energy-intensive processes, ceilings for total tax payments, to
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subsidies for energy audits, etc.!” According to Richard Baron
(1997), exemptions and other such features were introduced to ac-
commodate competitiveness of concerns of energy-intensive industries
which argued that they would greatly suffer from similar operating

in countries without such taxation.!8

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 pro-
vide a competitive advantage for domestic products. Thus, border
taxes should not be in excess of taxes on like products manufactured
and sold domestically. This is clear. However, the problem of dis-
criminatory taxes applied to products with the same physical char-
acteristics (i.e. like products) according to the production processes
employed (e.g. because of the energy consumed or carbon dioxide
emitted) raises serious questions in the WTO. One of the major un-
resolved questions before the WTO CTE remains how to address the
question of indirect taxes, such as taxes on energy inputs applied on
process and production methods.

A further consideration is the use of labelling and certification to
convey information to consumers on product energy-efficiency levels.
Already, this is used in a number of countries, including Australia,
the United States, 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 — and also labels that convey how much
energy was used in making the product.

Novel measures and schemes will probably be introduced to im-
plement emissions reductions: in particular, there is likely to be
an international “emissions trading” regime allowing industrialized
countries to buy and sell emissions credits amongst themselves. They
will also be able to acquire “emission-reduction units” (ERUs)
by financing certain kinds of projects in other countries. In addition,
a “clean development mechanism” (CDM) will enable industrialized
countries to finance emissions-reduction projects in developing coun-
tries and to receive credit for doing so. The operational guidelines for
these various schemes must still be further elaborated.!® As far as
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tradeable emission permits are concerned, this is a new area of inter-
national policy. Questions to be addressed include whether tradeable
emission schemes fall under the WTO General Agreement on Trade
in Services, and whether joint implementation schemes would be
considered an environmental subsidy under the WTO Agreement on
Subsidies and Countervailing Measures and therefore exempt from
WTO disciplines on subsidies.

Conclusions

Should future commitments to achieve reductions in GHG emissions
provide for measures that under WTO law would be considered
illegal, this does not present a problem in itself as long as Parties to
the Agreement voluntarily agree to forgo their WTO rights. From a
WTO perspective, the relevance of any legal instrument to deal with
climate change relates to the possibility of setting differentiated
WTO disciplines for trade measures applied pursuant to the Agree-
ment, based on whether it specifically mandates the measures and
whether they are applied among Parties or against non-Parties. It is
clear, however, that of the measures likely to be employed to meet
either national or international emission targets, the potential exists
for a number of important aspects of the key provisions of the WTO
to be investigated with the need for their clarification becoming
increasingly important.
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International Trade Law and the Kyoto
Protocol: Potential Incompatibilities

W. BRADNEE CHAMBERS

Introduction

Early environmental treaties make little mention of potential in-
compatibilities with international trade rules. Even environmental
treaties as recent as the Basel Convention on the control of trans-
boundary movements of hazardous wastes and their disposal (BASEL,
1989), and the Montreal Protocol (1987) of the Vienna Convention
for the Protection of the Ozone Layer (1985), on substances that de-
plete the ozone layer — both of which contain provisions that restrict
trade and could therefore be inconsistent with existing international
trade rules — make no mention of the relationship to international
trade. However, the growing realization that trade and environment
are inextricably linked has forced policy makers to address potential
problems of overlap and conflict between the burgeoning regimes of
nascent law in these two areas.

Agenda 21, the global agenda for action on sustainable develop-
ment, which came into being at the Earth Summit in Rio de Janeiro
in 1992, openly recognized that “universal, multilateral, and bilat-
eral treaty-making” on the environment “should not constitute a
means of arbitrary or unjustifiable discrimination or a disguised re-
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striction on international trade, and that unilateral actions to deal
with environmental challenges outside the jurisdiction of the im-
porting country should be avoided.”! These sentiments were echoed
in two multilateral environmental agreements (MEAs) that emerged
from the Rio Conference — the Biodiversity Convention and the
Climate Change Convention.?

A call for provisions balancing trade and the environment also
emerged on the trade side following the Earth Summit at Rio. The
conclusion of the Uruguay Round of the General Agreement on
Tariffs and Trade (GATT, 1994) saw the birth of the World Trade
Organization (WTO). The preamble of the WTO agreement ex-
plicitly recognizes that trade must take into consideration the goals
of environmental protection and sustainable development. At the
same time, a new Committee on Trade and the Environment (CTE)
was created with the mandate of assessing the role of the WTO in
environmental matters. The North American Free Trade Agreement
(NAFTA) negotiations also delved heavily into the trade and envi-
ronment debate, which resulted in the clear recognition by NAFTA
of the necessity for compliance with certain trade-related MEAs.?
The NAFTA negotiations also led to the creation of an important
environmental side-agreement to NAFTA, the North American
Agreement on Environmental Cooperation (NAAEC).

This emergence of international discourse at the interface of new
bodies of international law indicates that there is a growing recog-
nition in the international community of the need for an integrated
approach to environment and trade policy-making. With this back-
ground, the prospect for an integrated international law of environ-
ment and trade looks quite hopeful. However, in spite of the re-
spective acknowledgements and concessions described above, which
have been made within the main charters of these areas of law, in-
creasing numbers of academics and practitioners alike have called
attention to incompatibilities that could arise between MEAs and
international trade agreements. None of these bodies of law have very
long track records, but some of the cases that have occurred sug-
gest that policy makers have not yet adequately addressed the trade/
environment relationship. Furthermore, to a large extent, environ-
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mental agreements continue to be negotiated in relative isolation
from other international agreements, including those on trade.

The Global Climate Change Convention and its most recent in-
carnation, the Kyoto Protocol to regulate and control the use of
greenhouse gases (GHGs), have tremendous economic and commer-
cial significance, in that they have the potential of impacting do-
mestic economies and affecting international trade more than any
other MEA to date. Thus it is incumbent upon the Parties of the
convention, before adopting specific rules, to consider the incom-
patibilities with international trade that could arise and, on this
basis, to draft a coherent and balanced agreement that is compatible
with (and complementary to) existing international legal regimes. It
is in an effort to further this end that this chapter points to possible
incompatibilities between the Kyoto Protocol and the WTO and, to
a lesser extent, the European Union (EU) and NAFTA.

The Kyoto Protocol and potential measures
affecting trade

The Kyoto Protocol negotiated in December of 1997 lays the foun-
dation for its Parties to achieve average reductions in emissions of the
main GHGs of 5.2 per cent by the year 2012. The responsibility for
attaining this quantitative commitment, as prescribed under Annex
B of the Protocol, is borne by the most-developed countries. In
reaching their emission targets, Annex B Parties are given the flexi-
bility to use different implementation methodologies. The first
method is through adopting specific domestic policies and measures
(PAMS) set out in the Framework Convention on Climate Change
(FCCC) and in Article 2 of the Kyoto Protocol. The second method
of implementation is through what are known as “flexible mecha-
nisms” or the “Kyoto mechanisms.” These mechanisms allow Parties
to achieve their targets in the following ways: (a) by emissions trad-
ing with other Annex I Parties (Article 17); (b) by regional arrange-
ments known as cooperative “bubbles” (Article 4); (c) by implemen-
tation of projects aimed at reducing anthropogenic gases by reducing
sources and enhancing or creating sinks (Article 6); or (d) by using a
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mechanism referred to in the Protocol as the “clean development
mechanism” (CDM), which involves exchanging the implementation
of clean technologies on the one hand for emission credits on the
other (Article 12).

Of these two methods of implementation, the first technique
(policies and measures) is not considered to be trade related. It is
clear, however, that PAMs may affect trade directly when they lead
to domestic legislation that imposes regulation in the form of border
taxes or technical restrictions on imported products, or indirectly
when they lead to selective subsidies of particular products or pro-
cesses. The second method of implementation has been referred to by
some analysts as trade-related environmental measures (TREMs).
These are measures within agreements for protecting the environ-
ment, which use trade instruments to achieve their objectives. The
implications of these two implementation techniques for trade rules
are considered below but, before their possible incompatibilities with
the WTO are determined, the WTO rules are examined and their
relation to MEAs is considered.

Like products and MEAs (NT, MFN, and
Article XX Exceptions)

The relationship of WTO rules to those of the MEAs is still not
completely clear. Article I is a fundamental principle of the WTO
and grants most-favoured-nation (MFN) status to reciprocal coun-
tries “with respect to custom duties and charges of any kind” on
imports or exports of all like products from contracting parties.
Although undefined in Article I, MEN status refers to the grant-
ing of the same treatment to domestic products as to foreign “like
products.”> Analogously, in the area of internal taxation and regula-
tion, Article III of the WTO provides the basic requirement to treat
“like products” in the same way. This is referred to as the National
Treatment (NT) principle.

The key to understanding why many commentators put MEAs at
potential odds with the WTO is the relationship of the MFN and
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NT principles to definition in the WTO agreement of “like prod-
ucts.” “Like products” has come up in various contexts under the
WTO but the most well-known application within a trade and en-
vironment setting occurred in the two panels of the Tuna Dolphin
case.® In evaluating Article III, the first Panel concluded that the
application of “laws, regulations or requirements affecting the sale,
offering for sale, purchase, transportation, distribution or use of prod-
ucts” must be no less favourable in its treatment of imported products
than in its treatment of “like” domestic products. The term “like
products” was deemed to refer to the state of the product when it
arrives at the border, not (as was maintained in the case of yellowfin
tuna imported from Mexico) the method by which it was harvested
or produced.” In reaching this conclusion, the Panel referred to a
1970 Working Party Report on Border Tax Adjustments, which
addressed, inter alia, the issue of “like products.” The report stated
that the criterion for determining the “alikeness” of products should
be decided upon on a case-by-case basis, and should take account
of “the product’s end-uses in a given market, consumers’ tastes and
habits, which range from country to country, the product’s proper-
ties, nature and quality.”® The report did not specify either produc-
tion methods or processes as a criterion. The second Tuna Dolphin®
panel, brought up by the EU as an intermediary importer, went
further in its opinion on the “like product” and “process and pro-
duction method” (PPM) issue, stating that Article III “calls for the
treatment accorded to domestic and imported like products, not for
the comparison of the policies or practices of the territory of where
the product originated from.”10

In other words, under a strict interpretation of the WTO clauses
designed to prevent unfair constraints on commerce, whether the
production process of a final product entails a GHG-emitting fossil-
fuel-intensive method such as the burning of coal, or something as
clean as wind or solar energy, is irrelevant to a WTO decision. The
inability in the WTO to discriminate between products on the basis
of how they were produced runs contrary to the objectives of envi-
ronmentalism and most environmental agreements. The WTO does,
however, provide exceptions under Article XX that could potentially
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confront such problems of incompatibility between MEAs and the
WTO. The two sub-Paragraphs that relate to the environment under
Article XX are (b) and (g), and state the following:

Subject to the requirements that such measures are not applied
in a manner which constitutes a means of arbitrary or unjusti-
fiable discrimination between countries where the same condi-
tions prevail, or a disguised restriction on international trade,
nothing in this Agreement shall be construed to prevent the
adoption or enforcement by any contracting party of measures:
(b) necessary to protect human, animal or plant life or health;
(g) relating to the conservation of exhaustible natural resources
if such measures are made effective in conjunction with re-
strictions on production or consumption . . ..

Sub-Paragraphs (b) and (g) fall under a general list of possible
“carve-outs” ranging from the importation and exportation of gold
and silver!! to products of prison labour.!? Despite the expanse of
different exceptions under Article XX, most abide by somewhat
common rules for determining their permissibility. Recently, how-
ever, the Shrimp Turtle Appellate Body ruling gave a rather different
application of these rules for Article XX (g); sub-Paragraphs (b) and
(g) are, therefore, dealt with separately below.

XX (b)

Sub-Paragraph (b) requires that a number of criteria be met before an
exception to the WTO rules is granted. The first criterion is that the
measure enacted by the domestic authority on the import must
be “primarily aimed” at achieving one of the specified objectives
deemed by the WTO Agreement as a legitimate exception. In other
words, if the measure is really created either to protect human, ani-
mal, or plant life, then it should be clearly and apparently aimed at
achieving this result, and not be readily construed as aimed at “lay-
ing disguised barriers to trade or imports.” To illustrate this point,
EU law actually gives a good example: during the 1981 Christmas
season, Britain imposed a ban on imported meat and poultry,
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claiming that it was necessary under an EU provision (Article 36),'3
which is similar to WTO’s Article XX, to protect British turkeys
from being afflicted by a type of poultry disease.!* The ban coincided
with a period of intense frustration on the part of British farmers
with their European poultry competitors. Conveniently, one of the
effects of the ban was to give the British farmers a corner on the
British turkey market during a season of elevated sales. The Euro-
pean Commission brought the case before the European Court of
Justice and the Court ruled against the British government, finding
that the measure had been aimed at protecting local markets rather
than being motivated by a valid concern for the protection of poultry
flocks. Another example, which demonstrates this test in a WTO
and in an environmental context, is the above 1991 Tuna Dolphin
case. The case found that US tuna regulation was unfairly requiring
Mexican tuna fisherman to meet “maximum incidental dolphin tak-
ing rates.” The regulation was unfair because the rates were estab-
lished only after the season had ended, which meant that, even if the
Mexican fisherman had wanted to meet the regulation, it was im-
possible because they did not know the rates in advance. Conse-
quently, the Panel, on the basis of this evidence, found that the US
measure was not primarily aimed at the protection of dolphins but,
rather, was a disguised barrier to trade.!®

A second criterion that must be met in XX (b) is that an exception
cannot be invoked to protect humans, animals, or plants outside its
national jurisdiction. Returning to the landmark Tuna Dolphin case,
the Panel noted “that a country can effectively control the production
or consumption of an exhaustible natural resource only to the extent
the production or consumption is under its jurisdiction.” This crite-
rion suggests that Parties cannot invoke Article XX to protect the
global commons, which could restrict the use of measures or policies
pursuant to certain MEAs. In determining whether the exception
under consideration was a necessary one, however, the report of the
same panel also used arguments to the effect that the US action was
unjustified because it had not exhausted other efforts under interna-
tional law to protect dolphins: “The United States had not demon-
strated to the panel ... that it had exhausted all options reasonably
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available ... in particular through the negotiation of international
cooperative agreements ...” . Although not substantiated thus far in
other WTO panels, this ruling implies that internationally adopted
standards such as those pursuant to MEAs could be grounds for jus-

tifying an exception.'®

Thus, the Panel leaves the jurisdictional question unsettled. It is,
perhaps, reasonable to interpret these results as indicating that a
unilateral action that has an extraterritorial effect has more weight as
a legitimate exception to international trade law if it is carried out
pursuant to recognized enabling provisions or endowed by an MEA
than if it is carried out without any explicit reference to, or author-
ization under, an MEA. Such an interpretation would be in keeping
with the way certain other exceptions contained in Article XX have
been treated. For instance, GATT is explicit when it comes to bal-
ancing other areas of international law such as the United Nations
Charter. Article XXI (c) provides that the GATT should not restrict
any Member from “taking action in pursuance of its obligations
under the United Nations Charter for the maintenance of interna-
tional peace and security.” Trade sanctions under Security Council
Resolutions, which are authorized under Article 39 and 41 of the
UN Charter, have become commonplace responses to the challenge
of peacefully solving international disputes.!” The United Nations
Charter is, of course, a universally accepted document having a sub-
stantially constitutive nature. Legally speaking, this could suggest
that international agreements that mirror similar degrees of univer-
sality, such as the Climate Change Convention with over 180 sig-
natories, should be treated with the same validity and authority as
other agreements considered as legitimate exceptions under Article
XX (b).

The last criterion required by XX (b) is the most controversial in
the trade and environment debate. This criterion is known as the
minimal derogation test, or is sometimes referred to as the “necessary
test.” This test was examined extensively under the Section 337 case
but in relation to sub-Paragraph (d), which protects patents, trade-
marks and copyrights and the prevention of deceptive practices. The
case established that “a contracting Party cannot justify a measure
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inconsistent with other GATT provisions as ‘necessary’ in terms of
Article XX (d) if an alternative measure which could be reasonably
be expected to be employed and which is not inconsistent with other
GATT provisions is available.”!® It further stated that, if an alter-
native measure is not available, the measure selected must be the
least inconsistent (that is, of the available measures) with the GATT.
The environmental context of the “necessary test” was upheld for
sub-Paragraph (b) in the Thai Cigarettes case'? and thereafter in the
two Tuna Dolphin decisions.?° In effect, what this test constituted
was a stringent threshold that an action or measure must first pass
before its legitimacy as an exception can even be considered. In prac-
tice, what this has meant is that the WTO essentially gives pre-
dominance to the trade rules rather than to environmental measures.

The one-sidedness in favour of trade in XX (b) has led some
countries to propose different options to balance the substantive
rights of WTO members with that of the right to protect the envi-
ronment. In the context of the CTE, two main scenarios have been
considered: first, an ex post approach that would grant a waiver to
MEAs on a case-by-case basis under Article IX of the WTO; sec-
ondly, an ex ante approach that would define under what conditions
an environmental measure pursuant to an MEA would be allowed.
The latter approach is sometimes referred to as an “environmental
window” and would involve an amendment to be negotiated by the
WTO Parties.

Neither of these approaches would be required, however, if the
interpretation of Article XX (b) gave a more balanced proportion-
ality test between the environmental measure and the inconsistency
with the GATT rules. The article requires a “rule of reason” that
judges the measure “necessary” in order to protect human, animal, or
plant life or health while being proportional to the rules and princi-
ples under the WTO. Such a rule is essentially a test of reason-
ableness: could an alternative measure have achieved the same level
of protection to human, animal, or plant life? If so, would the mea-
sure have been feasible to implement; would it be cost effective;
could it be monitored; would it be consistent with national legisla-
tive practices, etc. If such reasonableness is taken into account, a level
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of equity will be reached between the environment and trade that is
not currently reflected in the overly strict “necessary” test of XX (b).
Unfortunately, to date, panels seem to have created considerable pre-
cedent in favour of trade objectives over environmental ones.

XX (g)

The WTO Appellate Body Shrimp Turtle Decision of 12 October
1998, however, does suggest that the WTO interpretation of some of
the key issues relating to at least Article XX (g) exceptions is be-
ginning to change. Article XX (g) has become a much more likely
foundation for a defence of discriminatory domestic policies aimed at
environmental protection. The 1998 Shrimp Turtle appellate body
decision clarified past WTO interpretations of the (g) provision and
put in place a series of tests that appear to strike a more appropriate
balance between the trade and environment regimes.

The first test requires a determination as to whether the resource at
issue is exhaustible. The Shrimp Turtle ruling dealt with this ques-
tion at some length because the Principals to the dispute argued that
a “reasonable interpretation of the term exhaustible is that it refers to
finite resources such as minerals rather than biological or renewable
resources.”2! The Appellate body did not agree with this argument
and ruled that, as a species of plant or animal can become endan-
gered, it is exhaustible. This allows Article XX (g) to be used in a
much wider range of circumstances than those with which it had
previously been associated; this wider range potentially could involve
climate change. The WTO has not yet been called upon to make a
ruling on this issue, although past precedents suggest that such an
argument could succeed.

A comparable question was raised in the Reformulated Gasoline
Panel, involving a dispute between the United States and Venezuela
over compositional and performance specifications for reformulated
gasoline entering the United States.?? The Panel noted that clean
air could be considered to be an exhaustible natural resource as it
has value, is natural, and can be depleted. Taking this ruling into
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account, the global climate, with similar attributes to clean air,
could also be considered as falling within the definition of Article
XX ().

The second criterion in XX (g) is the examination of the rela-
tionship between the measure enacted to protect the natural resource
and its resulting effect — in other words, whether the objective of
the measure is aimed at or, as the sub-Paragraph states, “relates to”
the protection of an exhaustible resource. To establish the intent of
the measure, the Body stated that a substantial relationship must
exist between the measure’s effect and the objective of protecting
an exhaustible resource. The Body referred to the method it set in
US — Gasoline, that a “close and genuine relationship of ends and
means” must exist in order to establish the “substantial relation-
ship.” In the case of Shrimp Turtle, Section 609, the domestic leg-
islation in question was believed to meet this “substantial relation-
ship” requirement because the target of the domestic legislation was
fishing technology that endangered sea turtles and exempted artisan
practices and aquaculture shrimping. The measure also differentiated
between waters certified either as having no threat to turtles or as
already having implemented protection schemes. The Body felt that
Section 609 was not a “blanket measure” and was therefore “related
to” the objective of protecting endangered sea turtles. A second re-
quirement set by US — Reformulated Gasoline was an examination of
whether the measure was applied equally on restricting domestic
production and consumption. In the Shrimp Turtle Appellate case,
the fact that the United States imposed the same turtle excluder
regulations on the domestic shrimp industry was considered ade-
quate to meet this requirement. It was considered to be evidence that
the US action stemmed from a genuine environmental concern and
was not a disguised trade barrier.

The last test in sub-Paragraph (g) is the “chapeau test”, which is,
perhaps, the most difficult to interpret and apply. The chapeau (or
cap) sets out certain basic provisions that the measure must meet. It
states that discrimination must not be present and that it must not
be unjustifiable or arbitrary in circumstances where the same con-
ditions exist between the exporters and importers. In applying the
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chapeau, the Appellate Body recognized that a balance must be
struck between the right to invoke the exception and the rights of
Members to the main provisions contained in the WTO. Demarcat-
ing the line where these rights are balanced is the key to applying
the chapeau and, to a large extent, the Body stated that this line
would depend on the facts of the case. It also stated that, on the basis
of the negotiating history of Article XX, the chapeau was clearly put
in place to conditionalize or limit the use of the exceptions in Article
XX; however, as mentioned earlier, it must be interpreted in the
modern context — which includes interpreting the chapeau in keep-
ing with that of the Preamble of the WTO Agreement, which in-
cludes the goal of sustainable utilization of world resources.

In the Shrimp Turtle case it was the non-transparency and inflex-
ibility of the US regulation and the fact that basic standards of fair-
ness and due process in the certification procedures were not present
that led the Appellate Body to the conclusion that Section 609 was

both unjustifiable and arbitrary discrimination.??

The Shrimp Turtle ruling can be viewed as a success in many
ways, but it did leave open the question of whether unilateralism
could be justified by an Article XX exception. Until the Shrimp
Turtle case, it had been assumed by the majority of observers that
exceptions could be justified only on the basis of some form of mul-
tilateralism such as a multilateral agreement, widely practised and
documented standards, or accepted principles of international law.
Clearly, this was what was hinted at in the Dolphin Tuna case.
Shrimp Turtle, however, ran contrary to this widely held belief. The
Body stated that:

What we have decided in this appeal is simply this: although
the measure of the United States in dispute in this appeal serves
an environmental objective that is recognized as legitimate
under paragraph (g) of Article XX of the GATT 1994, this
measure has been applied by the United States in a manner
which constitutes arbitrary and unjustifiable discrimination be-
tween Members of the WTO, contrary to the requirements of
the chapeau of Article XX. For all of the specific reasons out-
lined in this Report, this measure does not qualify for the ex-
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emption that Article XX of the GATT 1994 affords to measures
which serve certain recognized, legitimate environmental pur-
poses but which, at the same time, are not applied in a manner
that constitutes a means of arbitrary or unjustifiable discrimi-
nation between countries where the same conditions prevail or a
disguised restriction on international trade. As we emphasized
in United States — Gasoline, W'TO Members are free to adopt
their own policies aimed at protecting the environment as long
as, in so doing, they fulfill their obligations and respect the
rights of other Members under the WTO Agreement.

This leaves open the question of the scope of Article XX (g) and
whether discrimination can be justified for exhaustible resources
outside national jurisdictions. In the future, this will undoubtedly
beckon attempts by governments to justify unilateralism and pro-
tectionism.

The Kyoto Protocol and potential
incompatibilities with the WTO

Non-specific trade-related environmental measures

Conflicting policies and measures (PAM:s)

Article 2 of the Kyoto Protocol sets forth a menu of PAMs that each
Party should adopt to achieve its quantified emission-limitation and
-reduction commitments under Article 3 (QELRO:s), and to promote
sustainable development. These include policy options such as, inter
alia, the enhancement of energy efficiency in relevant sectors of
national economies, the promotion of sustainable forms of agricul-
ture and forest management, the development of new and renewable
forms of energy, and the creation of other measures to reduce GHG
emissions. Article 2 (b) also reiterates the importance of the policies
and measures found in Article 4 of the Convention.

To fulfil these commitments domestically, Parties are expected to
translate the PAMs into laws, policies, and binding regulatory re-
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gimes that will curb their use of GHGs and enable them to meet
their respective targets by the year 2012, the end of the first com-
mitment period. The possibilities for domestic legal instruments that
could be employed are, theoretically, endless but some plausible ex-
amples are taxes on fossil-fuel-intensive sectors, technical regulations
such as pollution controls, and subsidies on products or sectors that
are deemed to be comparatively environmentally sustainable or to
have minimal negative impact on climate. The economic impact of
PAMs could be far-reaching, as the Climate Change Convention
pledges to reduce the use of fossil fuel, the most common source
of energy for virtually all sectors of society. Such domestic, PAM-
guided regimes are likely to affect the competitiveness of national
industries. One important area of concern arises in connection with
the application of PAM-motivated constraints to imported products.
For example, when the competitiveness of domestic industry is di-
minished by domestic environmental regulation and similar domestic
regulatory measures are placed on imported products to restore the
competitiveness of domestic products, by levelling the playing field,
the potential for conflicts with WTO rules that regulate the flow of

international trade could arise.24

For this reason, the PAM issue is one that needs to have better
consideration within the climate-change framework. In particular,
more attention needs to be given to Article 4.2 sub-Paragraph (e) (i)
of the Climate Change Convention, which calls on parties to coordi-
nate their national policies so that conflicts over different imple-
mentation techniques do not arise. Although the national commun-
ications do normally contain the general polices taken to reduce
emissions, perhaps, in an effort to increase transparency, a separate
notification and registry system could represent one concrete option.

Differentiated responsibility between developed and developing countries

The reduction of domestic competitiveness could become even more
acute upon consideration of the fact that the responsibilities under
the FCCC and Kyoto Protocol are different for developed?> and de-
veloping countries, respectively,?® and also for the economies in
transition (EIT) of the former Soviet Union. Developed countries are
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obligated to achieve substantial reductions of their emissions by the
year 2012, whereas developing countries do not have the same re-
sponsibilities. Similarly, EIT countries have been granted greater
flexibility to implement the Climate Change Convention and Kyoto
Protocol.

At the same time, many of the countries that are Parties to the
Kyoto Protocol also belong to the WTO agreement and have re-
sponsibilities pertaining to the equal or fair treatment of domestic
and foreign products. Would a developed country be justified if, in
pursuing its international obligations under the Kyoto Protocol, it
imposed domestic legislation on a developing country that does not
share the same international obligations?

Non-Parties

Very similar to the differentiated-responsibility problem is a cit-
cumstance where conflict emerges in the WTO regime, between two
Parties, but one Party is not a member of the Kyoto Protocol. For
instance, Party A pursues a domestic measure that is pursuant to the
Kyoto Protocol but is discriminatory to Party B, a non-signatory to
the Protocol. Since both Parties are WTO members, does Party A
have the right to impose a measure that is justified according to an
international regulation that Party B does not recognize? In terms of
the Climate Change Convention this is not such a serious problem, as
there are over 180 members with significant overlap with the WTO
membership and the Convention is non-binding. The Kyoto Proto-
col, on the other hand, had been ratified only by 32 members when
this book went to press, and will and could leave out significant
countries such as the United States, if the climate in the US Senate is
not favourable.

The issue of non-Parties has been one of the greatest concern to the
WTO CTE which, in its 1996 report to the Singapore Ministerial
Meeting, issued caution to MEAs when drafting trade-related pro-
visions that might affect non-signatories. The Report states that
disputing Parties to an MEA and which are also WTO Members
have the right to bring that dispute to the WTO, but should first try
to resolve it through the MEAs dispute-settlement mechanisms. The
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report, however, is decidedly vague on disputes pursuant to an MEA
arising between Parties and non-Parties but which concerns countries
that are both WTO members. As is discussed later, clearly under
international law the only available means of solving the dispute
would be recourse to the forums where both Parties are signatories.

Trade-velated environmental measurves: Flexible mechanisms

Trade-related environmental measures (TREMs) have generated the
most concern amongst trade experts and environmentalists in terms
of potential conflict with WTO rules. From the environmental per-
spective, concern stems from the possible interference that WTO
provisions or conditions might impose on the TREM. This is despite
the acknowledgement, by WTO officials, that it is the architects of
MEAs who are probably in the best position to oversee the use of
TREMs. From a trade perspective, TREMs are viewed with caution
as their full impact is yet to be tested and their potential to interfere
with trade remains a possibility. That no TREM-related case has, so
far, been brought before the WTO has only added to debate, specu-

lation, and anxiety.

In reviewing TREMs, the WTO CTE has often used for discussion
an example of discrimination pursuant to an MEA, against a MEA
non-signatory, concerning Parties that are both signatories to the
WTO. As mentioned above, that is just such a case that might put
the WTO in the unwanted position of being the only forum avail-
able to the non-Party to resolve the dispute.?’

There seems to be a marginally lower level of concern for trade
discrimination on goods that are traded outside their environmental
regime but are also regulated by an MEA. Examples of such goods
are hazardous wastes, endangered species, and ozone-depleting sub-
stances (ODS). These are controlled by the Basel Convention, the
Convention on the International Trade in Endangered Species of
Wild Fauna and Flora (CITES), and the Montreal Protocol, respec-
tively. All of these agreements call for discrimination and the regu-
lation of trade in goods that, prior to the MEA regime regulations,
were openly traded with commercial value on international markets.
In the case of the Montreal Protocol, a desire not to interfere (in-
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advertently) with WTO rules led to the creation of a subgroup under
the Ad Hoc Working Group of Legal and Technical Experts during
Protocol negotiations. The subgroup considered the compatibility of
the regulation of ODS of the Protocol with the GATT. The group
concluded that the two were compatible as the Protocol provisions
would most likely be justifiable under GATT Article XX.?8 At the
time, the WTO CTE did not exist and the issue of compatibility in
this issue area was not the focus of as much concern as it is today.??

The new twist compared with other MEAs is that Article 17 of the
Kyoto Protocol effectively introduces a completely new product to be
traded — Parts of Assigned Amounts (PAA). Prior to the Protocol,
emissions had never been traded on international markets and this
has raised fundamental questions about whether PAA should even
come under the jurisdiction of the WTO, given that they are in-
herently limited to the Kyoto Protocol.

In the absence of express rules limiting PAA-related issues to the
UNFCCC, difficulties may arise because there is no legal barrier
preventing a country from bringing the case before the WTO dis-
pute settlement. The broad rules of the Dispute Settlement Under-
standing (DSU) apply to disputes pursuant to every imaginable good
or service traded on the international market. Of course, arguments
could arise of how to identify a PAA: is it a good or a service? Some
might argue that, as it has a physical aspect, it should be considered
to be a good. It may, for example, be a by-product of the manu-
facturing process, such as hazardous waste or used oil. No clear defi-
nition of a good has been provided within the GATT and, therefore,
there is no solid basis from which to make an assessment. Alter-
natively, an argument could also be made that the emission is not
the object of the trade. The object of the trade is, rather, the PAA
permit — the right to emit. Under the General Agreement on Trade in
Services (GATS), permits or credits would be considered a negotiable
instrument and therefore a financial service. Whether a service or a
good is important only to the point of establishing which WTO
agreement applies — the GATS or GATT. To all intents and pur-
poses, however, the GATS and the GATT work on similar prin-
ciples. The question, then, is which parts (if any) of the Protocol
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enabling and regulating this trade would be likely to come into
conflict with these principles.

As it stands, the “relevant principles, rules, modalities, rules and

s730 of Article 17 are still undefined. However, several

guideline
possibilities are on the negotiating table. Among these are calls for
the tight regulation 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 unrestricted; however, if monitoring showed a potential for non-
compliance 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 im-
plications for WTO rules on “like-products” and PPM.

Another restriction in the emissions-trading system that could
have implications to the WTO are the provisions restricting the
trading of emissions to Annex B Parties only. This is, of course, a
blatant barrier to trade, particularly from the perspective of devel-
oping countries (non-Annex B Parties), which have large inventories
32

of emissions credits®?> and might wish to trade on the emissions

market, but could do so only by becoming Annex B members.??

A third area of conflict is the nature of the potential sanctions
under consideration for the Protocol’s compliance system. Article 18
of the Kyoto Protocol calls its Parties to create an indicative list of
sanctions for non-compliance. Although unlikely to succeed, there
have been some unwise calls that the list should include trade sanc-
tions on fossil-fuel-intensive products.3# This, of course, would again
violate the basic WTO discipline of non-discrimination.

In Chapter 7, Jacob Werksman raises the fundamental question of
whether WTO rules would be even a consideration in the Kyoto
Protocol’s emission-trading schemes. His contention is that emis-
sions trading is essentially not a trading system but rather a system
of mutually recognized allowances between Parties to emit GHG.
The implication is that emissions trading is neither a good nor a
service. He admits, however, that certain design choices in the Pro-
tocol that affect the allocation and regulation of emission allowances
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could also have implications for the competitiveness of goods or
services governed by WTO disciplines.

The debate of whether emission trading falls under the WTO or
not, or whether it is a good or a service, is one that has no easy
answer. It is also, perhaps, one that can be avoided if the Protocol (as
is suggested by Gary Sampson in Chapter 4) develops a solid trading
system, not unlike the WTO's system, which envisions the potential
problems and requirements of regulating an international market.
This includes creating a dispute-settlement and -enforcement mech-
anism that can solve inconsistencies among the parties quickly and
efficiently. If such a regulatory regime were created, there would be
more likelihood that disputes would be resolved within the frame-
work of the Protocol and therefore less incentive to the recourse of
going to the WTO. Furthermore, Parties could avoid completely the
possibility of cases arising in the WTO if they explicitly set out in
the Protocol that WTO rules are not applicable to emissions trading
or its related provisions.

Perhaps the simplest way to solve the whole debate, however, is for
the Kyoto Protocol to define “emissions” explicitly as outside the
definitional scope of either a service or a good for the purposes of
the international trade rules and to recognize that disputes arising
in relation to emissions trading must be solved within the Kyoto
Protocol.

Other trade agreements: European Union and

NAFTA

European Union (EU)

Under EU law there are few potential incompatibilities with the
Kyoto Protocol. The EU has developed a relatively strong legal
framework, which carefully defines the relationship of Member States
and the EU wvis-a-vis international agreements. On environmental
matters the EU has non-exclusive powers to enter into international
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agreements on the environment — which means that (depending on
the competence) the Community and the Member States can parti-
cipate together as a whole or separately. The competence depends on
whether the Community has adopted internal rules on the environ-
mental matter at hand. If it has, the Community alone has the
competence to participate. In practice, if no internal rules exist or if
they are of a “minimal requirement” (meaning that they are only
loosely construed), then the Member States and the Community de-
cide together, through the Council, how they will negotiate and sign
the international agreement.>®> In the case of the Climate Change
Convention, the Member States gave the competence of the nego-
tiations to the Community.3¢

Once an international agreement has been concluded, it can be-
come binding on Member States in several ways. First, international
agreements can be given “direct effect” under European Community
law. This means that the agreement can confer rights and obligations
that are directly applicable to individuals within a Member State’s
national legal system. The determination of whether an international
agreement can actually confer direct effect is done on a case-by-case
basis; generally, however, the European Court has been reluctant to
grant its application easily. Direct effect largely depends on the
nature of the agreement. For instance, if the Community explicitly
gives its Parties the task of implementing the international agree-
ment through national legislation, or if its language is imprecise or
hortatory, it is unlikely to have any direct effect. If, however, the
agreement has direct obligations and comes closer to conferring
rights on individuals, then it may have direct effect. Of course, the
question of direct effect becomes a moot point if the Community
implements the provision of the agreement as a Community regula-
tion under Article 189 of the EU Treaty, which in most cases, gives
automatic direct effect.

A third way in which an international agreement such as the
Kyoto Protocol could be implemented in EU law is as a directive.
Directives are binding, but not explicit. They give the overall effect
of what must be achieved, while the “form and the method” of the
legislation is left up to the Member State to legislate. In some cases a
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directive can have direct effect, if the language is “unconditional
and sufficiently precise,” as laid down in Van Duyn v. Home Office.>”
Increasingly, EU law is becoming more binding on states to ensure
that directives are implemented in national legislation. In Francovich
v. ltaly, the European Court ruled that a Member State could be held
liable for damages suffered by individuals as a result of the Member
State’s failure to implement a directive.38

Because of the manner in which international agreements are
negotiated and then implemented, it is unlikely that inconsistencies
between EU and Member State law will occur in connection with the
Kyoto Protocol. Problems could arise, however, if a Member State
decided to implement the Protocol in a manner inconsistent with
that used by other EU members. As previously mentioned, one of the
dynamic features of the Protocol is that it allows Parties various
choices of means of implementation. Consider, for instance, the hy-
pothetical case of a Member State that chooses to introduce a measure
according to the Protocol but which differs from the method that the
other EU Member States have agreed, as a group, to adopt.?® Even if
such measures are applied equally both to the domestic product in
question and the corresponding EU-imported product, it is pro-
hibited. % Article 30 of the EC treaty states that “Quantitative re-
strictions on imports and all measures having equivalent effect shall
... be prohibited between Member States.” Article 36 does give
some powers to derogate from Article 30, but the European Court
(ECJ) has limited these powers to a large extent. In what is consid-
ered by many analysts to be an example of creative judicial decision-
making, the ECJ in Cassis de Dijon*! stated that domestic measures
inconsistent with Article 30 “may be recognized as being necessary
in order to satisfy mandatory requirements relating in particular to
the effectiveness of judicial supervision, the protection of public
health, the fairness of commercial transactions and the defense of the
consumer.” Environmental protection was not included in the list;

42

however, since the 1988 Danish Bottle case*? it, too, has been con-

sidered a mandatory requirement.

In a case where discrimination could arise between Member States
that have decidedly different methods of implementing the Kyoto
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Protocol, there is no easy answer. Any responsible ruling would have
to look at the application of Article 30’s proportionality principle,
which calls for an evaluation of the degree to which the measure is
required, on the one hand, as weighed against the extent of trade
restriction the measure would entail, on the other. The judgement
would also have to be preceded by a determination of whether an
alternative means existed to accomplish the same objective. Arguably,
in determining the alternative means, it would require the Member
State to employ the method of implementation adopted by the Com-
munity as a whole when the latter acceded to the international
agreement. Therefore, it is reasonable to conclude that, since the EU
has positive legislation that has a harmonizing effect (as contained in
Articles 30 and 36) on its Member State’s environmental laws, and
since the EU in practice tends to work cooperatively in negotiating
and implementing international agreements, the Kyoto Protocol
would cause few incompatibilities or problems under EU law.

North American Free Trade Agreement (NAFTA)

NAFTA is a relatively progressive trade agreement in terms of the
environment. Its architects have had the foresight to draft its provi-
sions to address many of the potential problems that could arise be-
tween it and MEAs. Perhaps the most innovative provision is Article
104, which expressly sets out the relationship of NAFTA rules with
certain MEAs containing trade-related measures. The Article states
that, in the case of an inconsistency between specific trade rules of
the NAFTA and certain international environmental agreements
that are identified in NAFTA Annex 104.1, the obligations of the
international environmental agreements will have legal prevalence.
At present, four agreements are contained in the Annex 104.1: (a)
the Convention on International Trade in Endangered Species of
Wild Fauna and Flora; (b) the Montreal Protocol on 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 agree-
ments concerning the transboundary movement of hazardous waste.
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In effect, Article 104 gives supremacy to the obligations contained
in the MEAs. The only qualification is that the Party, when it has
a choice of equally effective means of achieving a given obligation,
should choose a measure that is the least inconsistent with the
NAFTA rules. The Article further elaborates that the Parties may
agree in writing to amend the Article by adding more treaties to the
list contained in the Annex. Since the Kyoto Protocol contains sev-
eral trade-related provisions it, too, should be added to the Annex’s
list. To do so would render moot any debate over incompatibilities
between the NAFTA and the suggested market mechanisms of the
Protocol, such as emissions trading. The fact that the Kyoto Protocol
has not been added to the Annex, however, leaves the question of
exception pursuant to it up to the provisions contained in Arti-
cles 904 (2) and 907 (2), and the definition of legitimate objectives
in Article 915.

According to Article 904 (2) a NAFTA Party is permitted to set
a level of protection, including environmental protection, that it
deems appropriate as long as the objective is legitimate. Article 915
defines a legitimate objective as:

(a) safety

(b) protection of human, animal or plant life or health, the en-
vironment or consumers, including matters related to qual-
ity and identifiability of goods and services; and

(c) sustainable development;

considering, among other things, where appropriate, funda-

mental climatic or other geographical factors, technological or

infrastructural factors, or scientific justification but does not

include the protection of domestic production;

An innovative provision built into NAFTA, which is absent under
the WTO, is that legitimate objectives are judged according to other
factors such as climate, geography, scientific justification, and risk
assessment.®3 Interestingly, this provision, which is found in Articles
915 and 907, could provide an alternative argument for defending
domestic measures enacted to protect the global commons pursuant
to an MEA. For example, if the Party can argue that the environment
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of the global commons is linked to the domestic environment, then
the measure could be acceptable on the grounds of Article 915.2. For
example, on the issue of climate change, a Party to NAFTA and to
the Kyoto Protocol that has considerable low-lying territory might
justify a high domestic standard on fossil-fuel emissions by citing the
Intergovernmental Panel on Climate Change (IPPC) finding that
GHGs are having a discernible impact on climate, together with its
further finding that the effects of this impact will be greater in areas
more susceptible to climate change, such as low-lying regions. Then,
in consideration of its extensive low-lying territory, it could make an
argument on the basis of the scientific evidence on the higher sensi-
tivity or susceptibility to climate change of low-lying areas, that a
particularly stringent standard is required to protect its lowlands.

One of the greatest challenges to NAFTA from the Kyoto Protocol
will be the “common but differentiated responsibility principle.”
Both Canada and the United States are Annex 1 Parties and have
made commitments to targets of 6 and 7 per cent targets, respec-
tively; however, Mexico remains a non-Annex 1 Party and is there-
fore not subject to a quantitative reduction target. However, all three
countries belong to NAFTA, a binding trade agreement. This situ-
ation will undoubtedly lead to trade advantages, distortions, and
perceived inequities within NAFTA.

Treaty compatibility: Successive treaties and
Article 30 of the Vienna Convention

The issue of treaty compatibility is dealt with under the 1969
Vienna Convention of the Law of Treaties (VCLT) and, to a limited
extent, the work of this convention has bearing on the relation-
ship between the Kyoto Protocol and international trade rules. The
Vienna Convention is of a general nature and cannot provide a
panacea for the kind of problems that might arise at the juncture of
these two competing areas of international law, environment, and
trade. In spite of its limitations, however, it seems appropriate to
suggest that the present and future participants in the further de-
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velopment and evolution of the Kyoto Protocol take heed of the
precautions which have been outlined at the Vienna Convention and
read carefully between its lines, as well as studying those provisions
that are more specifically germane to environmental protection and
trade.

Article 30 is the only specific provision of the Vienna Convention
which directly refers to treaty compatibility. However, the Article
stipulates rules only for treaties which have the same common sub-
ject matter, which raises the question of whether the principles
therein can actually be applied to treaties which have clearly different
purposes, such those concerning trade and environment respectively.
If this fundamental question is put aside for a moment and an
assumption is made that environment and trade measures are con-
sidered to fall into the same subject category (since they are insepa-
rable from one another), then the guidelines set out by Article 30 are
directly pertinent. These guidelines are summarized below.

First, if a treaty establishes a subordinate relationship to another
treaty within its text, then the other treaty will take precedence.
Second, if all the Parties to an earlier treaty sign a new treaty, the
common provisions of the two treaties will have precedence over the
other provisions but, according to lex posterior derogat priori, the un-
common provisions will remain in force. Third, for new treaties that
do not include all the original parties, the rule is also commonsens-
ical: the Parties that have signed the new treaty are bound by it over
the former treaty, whereas the Parties that did not sign it remain
bound by the original treaty. Thus, the provisions of Article 30 of
the Vienna Convention could be considered as a basis for establishing
rules or principles of compatibility or balance between an environ-
mental treaty like the Kyoto Protocol and trade law such as that
embodied in the WTO Agreement.

However, the Parties to the Vienna Convention still have much to
consider in light of the difficult questions emerging from the con-
flicts that are now occurring at the interfaces of competing bodies of
international law. Such conflicts are inevitable, and are likely to
continue to occur even after a more integrated system of interna-
tional law comes into being. At the moment, however, the settle-
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ment of certain important issues with regard to these conflicts is
particularly urgent at the interface of trade and environment law.

One of the intents of Article 30 is to clarify the rights and re-
sponsibilities that accrue to nations that sign successive treaties with
related subject matter, so that Parties with multiple memberships in
international agreements will be capable of interpreting the inter-
active effect and implications of these agreements on the basis of a
full knowledge of the issues involved in their overlaps, gaps, con-
flicts, contradictions, and so on.

Unfortunately, in practice, this is far from the reality. National
and international agendas for multilateral political negotiations have
become overwhelmed with the number and the range of interna-
tional treaties, agreements, and unsettled disputes. Often, because of
the ad hoc manner in which environmental issues arise on political
agendas, there is no integration between international environmental
treaty negotiations. This, of course, leads to treaties in which the
normative assumptions, principles, or provisions incidentally over-
lap those of other treaties, in either complementary or conflicting
fashion. The conflicts between treaties and agreements may be small
or large, simple or complex. In the case of environment and trade,
they are both complicated and large.

Article 30 seems only rudimentary in light of the practical de-
mands for a more comprehensive and sophisticated framework for the
construction and interpretation of international law.

Moreover, if the remarks of I.M. Sinclair, one of the original
negotiators, are accepted as definitive, namely that “in determining
which treaty is earlier and which the later, the relevant date is from
the adoption of the text and not that of its entry into force, 4 then,
although many treaties on trade, such as the Technical Barriers to
Trade (TBT) Agreement (GATT, 1994) or the revised WTO text
after the 1994 Uruguay Trade Round would have precedence over
the 1992 FCCC, nevertheless the 1997 Kyoto Protocol would prevail
over any of the recent WTO amendments.

Another important consideration here is the interpretation of the
words in Article 30 “relating to the same subject matter.” It has



International Trade Law and the Kyoto Protocol 113

been argued that the maxim generalia specialibus non derogant (general
things do not derogate from special things) should be used as a
guideline for treaty compatibility. This maxim dictates that, in de-
termining the relationship between two treaties that are not directly
related, the specific clause should prevail over the general clause. For
environmental treaties, which are often general in nature, this could
have disadvantageous repercussions.

This brief analysis of the Vienna Convention leads to the conclu-
sion, which is generally agreed on by other authors, that its rules on
treaty compatibility are residuary. Clearly, in an ideal world, the best
way to avoid incidental conflicts between treaties would be always
adequately to consider inter-treaty relationships in advance of strik-
ing and signing new agreements. This, of course, has little relevance
to the real-world situation. Nevertheless, it is equally clear that if
and when potential incompatibilities, such as those set out in this
chapter, are predicted or anticipated, it would behove all concerned
to exercise a mutual effort in the direction of taking appropriate
preventative measures. The objective of establishing the relative
strength of respective treaties and their provisions vis-a-vis one
another is clearly part of this task, albeit a daunting one.

Conclusions

In conclusion, it is apparent from the general analysis of the Kyoto
Protocol and its relationship with international trade law that certain
incompatibilities exist and could develop into difficult and compli-
cated situations in practice. This is particularly true with regard to
the possible policies and measures that Parties might pursue to reach
their quantitative emissions targets. Potential problems exist at the
interface between the emissions-trading provisions of the Kyoto
Protocol and the trade-protective measures of the WTO. If the
details as to how the respective parameters of the two bodies of law
are supposed to interact are not clearly settled and distinguished,
the Protocol will founder under overwhelming pressure from the
international trade law side, in part created by the great energy and
momentum with which the latter is being formed.
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However, the incompatibilities described in this paper and the
serious problems to which they are likely to give rise will be largely
avoided if the widening community of participants in the ongoing
process of refining the Kyoto Protocol are able to draft specific rules
and principles that establish clear guidelines as to which treaty
should prevail in a given circumstance and why. One of the most
important areas in which such specific rules and principles are
needed is that of potential conflicts among the member Parties to
the Kyoto Protocol, while they are attempting to fulfil their respec-
tive obligations under the Protocol. Some of these potential conflicts
have been described in the form of hypothetical examples in this
chapter as a means of generating concrete proposals for such rules
and principles.

In addition to the specification of such rules and principles, it is
also imperative that the Parties to the Kyoto Protocol devise and
come to an agreement that brings into existence a strong mechanism
which enables both the enforcement and the sustainability of the
Protocol, and establishes in adequate detail the organizational, finan-
cial, and tangible means whereby compliance will be maintained,
disputes among nations will be resolved, and conflicts among agree-
ments settled.

Specifically, the Parties to the Protocol should consider adopting
the following recommendations:

1. Create an ad hoc working group of legal and technical experts
under the UNFCCC to examine the potential incompatibilities
between the FCCC/Protocol and the WTO.

2. Re-energize the PAMs debate in the negotiations, concentrat-
ing on developing, concretizing, and coordinating the various
policy options so that they are more integrated and consistent
with international trade rules. In essence, give effect to the
measures suggested in Article 4.2 (e) sub-Paragraph (i) of the
Climate Change Convention.

3. Define “emissions” for the purpose of international trade rules
so that it does not fall into the same category as either products
or services under the WTO rules on “like” products or services.
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4. Create a strong overall dispute-settlement and flexible-
mechanism dispute-settlement system so that MEA conflicts
are solved within the FCCC.

5. Explicitly recognize in the Kyoto Protocol that disputes arising
from the provisions of the FCCC should be resolved within the
FCCC.

6. Give effect to the principle “minimize the effects (of environ-
mental protection measures) on international trade” as con-
tained in Article 3.5 of the Convention and Article 2(3) of the
Protocol.

7. By the same token, give effect to a reciprocal principle — “mini-
mize the effects of international trade on the environment” — in
international trade-law agreements.

In short, these specific suggestions first call for reflection on the
potential problem of compatibility. However, following such con-
siderations must be policy responses that weave what are now only
abstract principles, soft law, or merely ideas into specific, binding,
treaty provisions that will help concretize the climate-change regime
into a strong and effective agreement that is compatible with inter-
national trade law.
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Greenhouse-Gas Emissions Trading and
the World Trading System!

ZHONG XIANG ZHANG

Introduction

On 11 December 1997 in Kyoto, Japan, 160 countries reached a
historical agreement on limiting greenhouse-gas (GHG) emissions.
In comparison with the United Nations Framework Convention on
Climate Change (UNFCCC) at the Earth Summit in June 1992,
which committed Annex I countries? only to “aim” to stabilize
emissions of carbon dioxide (CO,) and other GHGs at their 1990
levels by 2000, the so-called Kyoto Protocol sets legally binding
emissions targets and timetables for these countries. Together, An-
nex I countries must reduce their emissions of six GHGs by at least
5 per cent below 1990 levels over the commitment period 2008—
2012, with the European Union (EU), United States, and Japan re-
quired to reduce their emissions of such gases by 8, 7, and 6 per cent,
respectively (UNFCCC 1997). Although proposals had been made
for differentiation of allowed emissions on the basis of indicators such
as population, gross domestic product (GDP), or carbon intensity of
the economy, the differentiated targets agreed upon at Kyoto were
purely political. The Protocol will become effective once it is ratified
by at least 55 Parties whose CO; emissions represent at least 55 per
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cent of the total from Annex I Parties in the year 1990.3 Pushed by
the United States, the Kyoto Protocol also accepts the concept of
emissions trading in principle, under which one Annex I country
will be allowed to purchase the rights to emit GHGs from other
Annex I countries that are able to cut GHG emissions below their
assigned amounts (i.e. their targets); however, the Kyoto Protocol
leaves the design of the market and its rule entirely to subsequent con-
ferences. Structured effectively, the market-based emissions-trading
approach, pioneered in the US SO, Allowance Trading System
(McLean 1997), can provide an economic incentive to cut GHG
emissions while also allowing flexibility for taking cost-effective ac-
tions. It is generally acknowledged that the inclusion of emissions
trading in the Protocol is in line with the underlying principles in
Article 3.3 of the UNFCCC, which states “policies and measures to
deal with climate change should be cost-effective so as to ensure
global benefits at the lowest possible cost,” and reflects an important
decision to address climate-change issues through flexible market
mechanisms.

As the successor to the General Agreement on Tariffs and Trade
(GATT), the World Trade Organization (WTO) was created in
1994 upon the completion of the Uruguay Round of multilateral
trade negotiations (WTO 1995). Its Committee on Trade and Envi-
ronment (CTE) has been established to coordinate the policies in the
field of trade and environment. The Committee’s work programme
includes a review of “the relationship between the provisions of the
multilateral trading system and trade measures for environmental
purposes, including those pursuant to multilateral environmental
agreements” (WTO 1995: 470). Although emissions trading has
been identified for future discussion in the Committee, it has not
thus far been examined. It remains unknown whether WTO provi-
sions would cover an emissions-trading scheme, in part because no
interpretation exists on whether a legal definition of emissions trad-
ing would be interpreted as either trade in a good or trade in a ser-
vice (Vaughan 1997). No doubt, the inclusion of emissions trading
in the Kyoto Protocol will catalyse the international consciousness
for the potential of emissions trading. Clearly, this will provide
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a stimulus to addressing the market-based instrument in the
Committee.

This chapter examines the relationship between GHG-emissions
trading and the world trading system.? The next main section ex-
plains why emissions trading is considered to be the most promising
way to control GHG emissions, and the three subsequent main sec-
tions discuss, respectively, the basic requirements for setting up a
successful emissions-trading scheme, some trade-related aspects of
emissions trading, and joint implementation (JI) with developing
countries. The chapter ends with some conclusions.

Why emissions trading?

GHGs are uniformly mixed pollutants, i.e. one ton of a GHG
emitted anywhere on earth has the same effect as one ton emitted
somewhere else on earth. Translated into the language of abatement
strategies, this means that it does not matter where reductions in
GHG emissions take place; what matters is whether we are able to
reduce the emissions effectively on a global scale. Given the fact that
the costs of abating GHG emissions differ significantly among
countries (see, for example, IPCC 1996) and that, unlike sulphur
dioxide (SO,) emissions, there are no local “hot spots” for GHG
emissions,” GHG-emissions trading seems to enjoy an even better
prospect for trading than SO, This large potential of efficiency
gains, backed up with the widely regarded successful O, Allowance
Trading System in the United States,®
emissions trading is a very attractive abatement option. How, then,
does emissions trading compare with carbon taxes, another economic
instrument that is widely believed to be able to achieve the same
emissions target at lower costs than the conventional command-and-
control regulations?

conveys the message that

In economic theory, the two instruments can achieve identical
results given both perfectly competitive markets and certainty
(Weitzman 1974; Pezzey 1992). In practice, however, there could be
major differences between these two instruments.
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Probably the most valid arguments in favour of tradeable permits
rather than taxes so far are as follows.

First, tradeable GHG-emissions permits, unlike carbon taxes, are a
form of rationing and the great advantage is that, in this way, one
can be sure of achieving the target agreed.” This feature seems to be
appealing more than ever because Annex I parties to the Kyoto Pro-
tocol are obligated to comply with their legally binding emissions
targets. This also makes the “ecological transparency” argument
against emissions trading no longer valid.® By contrast, the actual
achievements in reductions of CO, emissions by a proposed carbon
tax remain uncertain because of imperfect knowledge of the price
elasticities of demand and supply for fossil fuels, especially for the
large price increases caused by carbon taxes for major emissions cut-
backs (Cline 1992). This implies that setting the initial tax will be a
hit-and-miss affair, and could thus induce hostile reactions from
countries, industries, and consumers although it is not clear how
serious an objection this is (Pearce 1991). Moreover, in the context of
global warming, the delays in adjusting the insufficient carbon tax to
the desired level will imply more CO, emissions emitted into the
atmosphere than would otherwise have occurred, thus leading to
additional committed warming.

Another complication of the carbon tax is the initial difference in
energy prices. As a consequence of existing distortions by price reg-
ulations, taxation, national monopolies, barriers to trade, and so on,
there are initially great differences in energy prices, both between
fuels and across countries (Hoeller and Coppel 1992). If CO, emis-
sions are then to be reduced by similar amounts in two countries,
ceteris paribus, lower taxes are required for the country with low prices
before the tax imposition than for the country with the higher pre-
tax prices. Thus, an eventual cost-efficient regime of international
carbon tax would presumably need to remove existing distortions in
international energy markets — otherwise, countries with the lower
pre-tax prices would enjoy free-rider benefits.

Third, and most importantly, emissions trading offers a built-in
feature of resource transfers by emission sources to developing coun-
tries. Such transfers are crucial to getting developing countries en-
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gaged in controlling GHG emissions (Wiener 1997). Of course, it is
not impossible to include transfers in an international scheme of
carbon taxes, but the trouble with it is that we need an international
agency to collect carbon taxes. Given the fact that the United Na-
tions still have difficulty in collecting their membership fees and that
no other institution is of higher international jurisdiction than the
United Nations, this will leave some doubt about its capacity to
collect international carbon taxes. Even if such an agency manages to
obtain the proceeds and uses them as transfers, there are still serious
doubts as to whether it can efficiently manage such transfers.

Fourth, emissions trading is more attractive to firms than are car-
bon taxes, because the latter scheme extracts revenues from firms
without offering any compensation, not to mention the political
difficulties of introducing such taxes in countries such as the United
States. So, even if a firm has to buy permits now to cover all of its
emissions, it still can acquire the value of those additional permits by
selling them in the future if its actual emissions are lower than the
allowed limit. This in turn creates an incentive for firms to comply
with their “caps”.

Basic requirements for setting up emissions
trading

Even if international emissions trading is considered to be the most
promising way to control GHG emissions (IPCC 1996; UNCTAD
1995), then what are the basic requirements for setting up a suc-
cessful scheme?

First, there should be legally binding national emissions targets
and timetables for reducing GHG emissions for countries that would
wish to participate in an international emissions-trading scheme.
Those countries should be committed to the binding obligations.

Second, there should exist a reliable national registration of indi-
vidual emissions sources that will participate in an emissions-trading
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scheme. Without such an inventory of sources and their present
emission levels, it would be impossible to design schemes for permit
allocation by way of grandfathering permits (see ch. 7, p. 172).
Moreover, since countries (not sources) sign the Kyoto Protocol and
it is the responsibility of the governments to ensure that their coun-
tries are in compliance with the national emissions limits, inter-
source trading would have to be accounted for at the national level.
This also underlines the need for such an inventory.

Third, there should be in place some system of monitoring and
reporting emissions. This is to ensure (among other purposes) that, if
banking of permits were allowed, emissions permits to be sold by
any sources would at least represent part of their real emissions re-
ductions from the allowed emissions levels. This, combined with the
above requirement for good emissions inventories, would provide
certainty about the validity of permits traded, thus increasing confi-
dence and incentives for inter-source trading.

Fourth, there should be effective enforcement aimed to detect
those in non-compliance and to apply sanctions. Although enforce-
ment is necessary for effective application of other instruments as
well (e.g. charges and regulations), this requirement is of particular
importance to emissions trading because, under an emissions-trading
scheme, firms that operate in a country without adequate enforce-
ment can emit without handing over their permits. Consequently,
they can sell their permits to firms in other countries, thus leading to
exceeded emissions in the sellers” country. By contrast, when charges
or regulations are used, firms that defraud cannot sell permits to
sources in other countries. Clearly, if enforcement were not adequate,
it would be easy for a firm to sell permits or to refrain from buying
permits without taking adequate measures to reduce its emissions.
Consequently, an emissions-trading scheme would lead to higher
overall pollution levels compared with instruments such as charges
or regulations. Besides, enforcement at the international level often
proves to be more difficult and less likely to be effective than at
the national level because of the absence of an institution with the
international jurisdiction to enforce policy. This further underlines
the importance of national legal mechanisms for enforcement.
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Annex I countries would so far qualify for engaging in emissions
trading according to the first condition, but not all Annex I coun-
tries would do so if the other three conditions need to be fulfilled.
Strictly speaking, this suggests that an emissions-trading scheme
might initially start with only a handful of Annex I countries,
although it does not preclude its subsequent expansion to include
other qualified countries according to the rules of procedure agreed
before trading begins. Such an expansion would bring more emission
sources into an international emissions-trading scheme; it would re-
duce the leakage effects that occur when reduced GHG emissions in
countries with caps are counteracted by increased emissions else-
where in other countries without caps; it would lower the costs of
abating emissions; and it would increase the scope for efficiency
gains.

According to Article 17 (formerly numbered Article 16 bis) of the
Kyoto Protocol, the Parties with targets included in Annex B, which
lists 38 countries and the European Community, may participate in
emissions trading for the purpose of fulfilling their commitments
under Article 3 of this Protocol (UNFCCC 1997).? While the Arti-
cle has a loose stance on the qualifying requirement as we propose, it
indicates that emissions trading is limited to Annex B countries.
Even with the scope of participation, given great differences in en-
vironmental monitoring and enforcement infrastructures among
Annex B countries, however, it will probably take years to agree
on the commonly accepted rules and guidelines “for verification, re-
porting and accountability for emissions trading” pursuant to the
Kyoto Protocol. Even if they could have been worked out after
lengthy negotiations, the scope of participation is very narrow, even
in comparison with the WTO Members, who represent only part of
the world community.!® Because non-Annex I countries have not
committed themselves to any targets, pressure has been placed on
Annex I countries to take trade measures to protect their domestic
industries against competition from those countries that do not
adopt GHG-emissions limits. If so, this will have far-reaching im-
plications for the international trading system. This brings us to the
next issue.
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Some trade-related aspects of emissions
trading

The issue of compatibility of using trade measures against foreign
environmental practices with the GATT was not given much atten-
tion until the findings of two GATT disputes panels on trade mea-
sures unilaterally taken by the United States in the US—Mexico Tuna
Dolphin disputes were made public (Hudec, 1996). Both panel
reports (GATT 1991, 1994), which are commonly referred to as
Tuna Dolphin I and Tuna Dolphin II, found the US restrictions on
tuna imports from Mexico, which did not meet the US standards
on dolphin-safe fishing practices, in violation of GATT. The panel in
Tuna Dolphin I ruled that all trade restrictions directed against en-
vironmental harms have to be territorial. Moreover, such restrictions
cannot be justified under Article III if they relate to the process of
production rather than to the product itself. The panel explained
that, if governments could regulate imports according to the pro-
duction process by which they were made, the rules of the GATT’s
Article IIT would allow governments to require imports to conform
to any type of social regulation currently imposed on the production
process of domestic producers. It would allow governments to con-
dition market access on compliance with domestic laws governing
working conditions. The panel in Tuna Dolphin II concluded that
Article XX does not preclude governments from pursuing environ-
mental concerns outside their national territory, but such extra-
jurisdictional application of domestic laws would be permitted only
if aimed primarily at having a conservation or protection effect. The
second panel ruled that the US restrictions were in violation of
GATT because they aimed to force other countries to change their
own policies in order to comply with the US standards.

The preceding discussion promotes the concern about the compati-
bility of an international emissions-trading scheme with the GATT/
WTO. In what follows, I examine whether such an emissions-
trading scheme has the potential to bring parties into conflict
with the WTO provisions in dealing with the allocation of permits,
non-compliance with emissions targets, emissions-trading system
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enlargement, and trade measures against non-Members of an
emissions-trading club.

Allocation of permits

The Kyoto Protocol has set the caps on aggregate GHG emissions for
Annex I countries. If trading among private parties is authorized, the
next issue is how these governments allocate the assigned amounts
within their countries. The allocation process itself represents the
establishment and distribution of private property rights over emis-
sions, and itself lies outside the mandate of the WTO (Vaughan
1997).

The allocation of permits depends on the structure of national
emissions-trading systems. Such systems could be modelled as either
“upstream,” ot “‘downstream,” or “hybrid” systems. An upstream trad-
ing system would target fossil-fuel producers and importers as regu-
lated entities, so would reduce the number of allowance holders to oil
refineries and importers, natural gas pipelines, natural gas processing
plants, coal mines, and coal-processing plants (Hargrave 1998). For
example, if such a system were to be implemented in the United
States, the total number of allowance holders would be restricted to
about 1,900. Even with such a relatively small number of regulated
sources, market power would not be an issue. In the above upstream
system for the United States, the largest firm has only a 5.6 per cent
market allowance share. Firms, with each having less than 1 per cent
share, would hold the lion’s share of allowances (Cramton and Kerr
1998). Implemented effectively, an upstream system would capture
virtually all fossil-fuel use and carbon emissions in a national econ-
omy. Firms would raise fuel prices to offset the additional cost. In
an upstream system the number of firms that have to be monitored
for compliance is relatively small and thus is easier to administer.
Moreover, existing institutions for levying excises on fossil fuels,
which exist in most industrialized countries, can be used to enforce
the scheme (Zhang and Nentjes 1998). However, one of the draw-
backs of an upstream system is that it provides no incentive for en-
ergy end-users to develop disposal technologies, the aspect that is
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deemed critical in seeking long-term solutions to solving climate-
change problems.

In contrast, a downstream trading system would be applied at the
point of emissions. As such, a large number of diverse energy users
are included. This would offer greater competition and stimulate
more robust trading, thus leading to increased innovation. However,
such a system would be more difficult to administer, especially con-
cerning emissions from the transportation sector and other small
sources. On the other hand, it would avoid the possibility that some
energy users would not respond to the price signal, which might
occur in an upstream system because of market imperfections such as
high transaction costs, high discount rates, and imperfect informa-
tion, although the extent of their responsiveness depends on the
degree of competition and on whether price increases are actually
passed on to the consumers. To keep a downstream trading system at
a manageable level, regulated sources could be limited to utilities
and large industrial sources. Governments could then address un-
capped sources through other regulatory means such as carbon taxes.
In doing so, however, the governments need to establish additional
programmes. This would be an administrative burden and, in some
countries, there would be great political difficulties involved in in-
troducing carbon taxes. Moreover, the actual achievements in reduc-
tions of CO, emissions by a proposed carbon tax remain uncertain
(as previously mentioned) because of imperfect knowledge of the
price elasticities of demand and supply for fossil fuels. This would
put the governments at risk of non-compliance with the emissions
commitments.

Alternatively, national trading systems could be modelled as hy-
brid systems (Zhang and Nentjes 1998). A hybrid system is similar
to a downstream trading system in the sense that regulated sources at
the levels of energy users are also limited to utilities and large in-
dustrial sources. On the other hand, like an upstream trading system,
a hybrid system would require fuel distributors to hold allowances
for small fuel users and to pass on their permit costs in a mark-up
on the fuel price. As such, small fuel users are exempted from the
necessity (and transaction costs) of holding allowances. Yet the rise in
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fuel price will motivate them to reduce fuel consumption or to
switch from fuels with a high carbon content, such as coal, to fuels
with a low carbon content, such as natural gas.

No matter how national trading systems are modelled, importers
and domestic producers of fossil fuels should be treated equally in
obtaining emissions allowances under the “like product” provisions
in the WTO. Moreover, regardless of whether individual countries
choose to empower private trading, the ultimate responsibility for
fulfilling the Kyoto commitments would remain with the national
government as a Party to the Protocol.

Given the great concern about international competitiveness,
however, the allocation of permits does have the potential to bring
Parties into conflict with the WTO provisions. Some fear, for exam-
ple, that governments could allocate the permits in such a manner
that domestic firms would be favoured over foreign rivals; this would
violate the WTO principle of non-discrimination. The allocation of
permits could also be designed in such a manner that certain sectors
would have an advantage over others and further enhance their ex-
isting imperfect market competition. This makes the unequal treat-
ment explicit, which can be much more easily hidden from the
general public if the conventional command-and-control regulations
are used. This, in turn, would have a price-distortion effect similar to
that of a subsidy, and would be in conflict with the WTO rules that
prohibit the use of export subsidies for such a purpose. All this
clearly indicates that the manner in which countries allocate their
assigned amounts should be compatible with these WTO principles
and should not constitute a means of arbitrary or unjustifiable dis-
crimination or a disguised restriction on international trade.

However, it should be pointed out that although grandfathering is
thought of as giving implicit subsidies to some sectors, grand-
fathering is less trade-distorted than the exemptions from carbon
taxes. To understand their difference, it is important to bear in mind
that grandfathering itself also implies an opportunity cost for firms
receiving permits: what matters here is not how you get your per-
mits, but what you can sell them for — that is what determines
opportunity cost (Zhang and Nentjes 1998). Thus, relative prices of



130 Zhang

products will not be distorted to any great extent and switching of
demands towards products of those firms whose permits are awarded
gratis (the so-called substitution effect) will not be induced by
grandfathering. In this way, grandfathering differs from the exemp-
tions from carbon taxes. In the latter case, substitution effects exist.
For example, the Commission of the European Communities (CEC)
proposal for a mixed carbon and energy tax provides for exemptions
for the six energy-intensive industries (i.e. iron and steel, non-ferrous
metals, chemicals, cement, glass, and pulp and paper) from coverage
of the CEC tax on grounds of competitiveness. This not only reduces
the effectiveness of the CEC tax in achieving its objective of reducing
CO; emissions but also causes those industries that are exempt from
paying the CEC tax to improve their competitive position in rela-
tion to those industries that are not. There will therefore be some
switching of demand towards the products of these energy-intensive
industries, which is precisely the reaction that such a tax should
avoid (Zhang 1997a).

With the great concern that a government that grandfathers per-
mits to a domestic firm could give it a competitive advantage over a
similar firm in another country where permits are not awarded gratis,
in the opinion of some there is a need for the harmonization of allo-
cation of permits. However, I think that individual governments
should be left free to devise their own ways of allocating permits on
the following grounds.!! First, I think this is not necessarily the case,
because even if a firm obtains emissions permits by auction, its gov-
ernment still can, if necessary, protect its international competitive-
ness by means of recycling the revenues raised through auctioned
permits to lower other pre-existing distortionary taxes, such as taxes
on labour and capital.

Second, although auctioning at least part of the assigned amounts
to subnational legal entities alleviates to some extent the concern
about international competitiveness, any attempts to produce an
agreement on a common rate are likely to run into concerns about
national sovereignty and thus would encounter significant political
difficulties. Take the above CEC proposal for a carbon—energy tax as
an example. National sovereignty considerations to some extent ex-
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plain why the CEC proposal for a carbon—energy tax failed to gain
the unanimous support of its member states, partly because some
member states opposed an increase in the fiscal competence of the
Community and thus opposed the introduction at a European level
of a new tax on grounds of fiscal sovereignty (Bill 1997).

Third, given great differences in national circumstances, setting a
uniform rule of allocation will restrict the rights of individual gov-
ernments to select the option that is best suited to their own national
circumstances. Indeed, the failure of the above CEC carbon—energy
tax is to some extent because some member states are loath to restrict
themselves to the common CEC-specified policy-and-measure design
to stabilize CO, emission and how to do it. It is conceivable that
some countries whose economies are heavily distorted would decide
to auction permits, and that the revenues generated through auc-
tioned permits could then be used to reduce pre-existing distor-
tionary taxes, thus generating overall efficiency gains. Parry e al.
(1997), for example, show that the costs of reducing US carbon
emissions by 10 per cent are four times more under a grandfathered
carbon permits case than under an auctioned case. This disadvantage
reflects the inability to make use of the revenue-recycling effect
in the former case.

Fourth, and importantly, leaving individual governments the free-
dom to devise their own ways of allocating assigned amounts to sub-
national entities would ensure that any individual government main-
tains its right to determine the domestic policies and measures that
would be taken to meet its Kyoto obligations. For example, a govern-
ment that wants to use taxes or regulations for domestic emissions
control could retain the sole right to trade. Alternatively, a govern-
ment could allocate its assigned amounts to private entities to trade.

Emissions-trading system enlargement
The Kyoto Protocol allows Russia to emit the same volume of GHGs

as (the then) Russia did in 1990. Given the fact that CO, emissions
in Russia declined over the past years after the collapse of the Soviet
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Union in 1991 and are expected to continue to decline, that means
that Russia should be left as the biggest seller of emissions permits
among Annex I countries once emissions trading takes place. The
United States has reached a conceptual agreement with Australia,
Canada, Japan, New Zealand, Russia, and Ukraine to pursue an
umbrella group to trade emissions permits (USDOS 1998). It is be-
lieved that the United States is counting on emissions trading with
Russia to achieve half of its 7 per cent reduction target set in the
Kyoto Protocol.!? Although the United States insists on bringing
non-Annex I countries into an emissions-trading scheme, which has
widely been seen as creating a source of such permits for the United
States to buy and therefore achieve its own agreed reductions
through offshore compliance,!? it might seem that the United States
does not want the EU to breathe Russian “hot air”!% because the
addition of the EU to the group would raise the prices of the Russian
emissions permits that the American firms would have to pay.!’
On the other hand, Russia would not welcome the addition of non-
Annex I countries, such as China and India, to the group because
these new entrants would raise the supply of overall permits on the
market and depress the prices of those permits held by Russia. This
is also one of the reasons for the developing countries’ opposition to
emissions trading because they feel that it leaves them out of the
system at this stage, although for some legitimate reasons these
countries do not want to join in an emissions-trading club at this
moment. Although these are just political speculations, they under-
line the importance of establishing clear rules of procedure about
admitting new entrants before emissions trading begins.'®

There are two avenues to establish such rules of procedure. One is
based on voting to admit new entrants. So far, any decisions made by
the Conference of the Parties to the UNFCCC have been generally
adopted by consensus. If admitting new entrants requires consensus
by all current Annex B countries eligible for emissions trading, this
confers on Russia a de facto power of veto. Thus, if the avenue to
admit new entrants rests on voting, a three-quarters majority vote of
the current Annex B countries present and voting at the meeting
could be adopted to prevent exploitation of market power.



GHG Emissions Trading and the World Trading System 133

The second avenue rests on automatic phase-in once one prospec-
tive country meets predetermined criteria. In my view, the second
avenue is superior to the first. Such criteria should include under
what conditions, how, and when a new entrant could be incorporated
into the emissions-trading scheme. Once such criteria are set, they
should remain stable in the short run although this by no means
precludes any adjustments that might be required in the future.

Similar reasons hold for expansion to include GHGs other than
CO, and the uptake of GHG by sinks,!” because a comprehensive
coverage of both gases and options will induce more cost-effective
abatement options. On the other hand, a workable emissions-trading
scheme requires that emissions of whatever pollutant is to be in-
cluded have to be measured with reasonable accuracy. This require-
ment implicitly precludes including all gases in the initial trading
scheme. However, limiting trading to a subset of gases is not likely
to be effective unless the Protocol is further amended to partition the
assigned amounts into two categories — tradeable and non-tradeable
gases — with separate goals being assigned for each (UNCTAD
1998). Without a separation of categories, there appears to be a lack
of any legal basis for rejection of the legitimate claim from those
countries that use the flexibility inherent in the equivalence process
to substitute freely among the gases, because Article 5.3 of the Pro-
tocol has authorized that the global-warming potentials are used to
translate non-CO, GHGs into carbon-equivalent units in determin-
ing each Annex I party’s compliance with its assigned amounts.

No matter what kind of rules are established, they would, no
doubt, have profound implications for the world trading system.

Non-compliance with the agreed emissions targets

The Kyoto Protocol itself does not contain stipulations on what ac-
tions, if any, should be taken in the event that a country were found
to be in non-compliance. Without clear criteria to judge compliance,
it is difficult to believe that many of the Annex I countries will be
willing to ratify the Protocol. The United States had proposed
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penalizing a country that failed to meet its target by imposing ever-
larger reduction obligations over a subsequent period (the so-called
borrowing with a penalty); however, negotiators at Kyoto blocked
the only compliance mechanism on the table because they fear that it
would not bring any additional pressure to bear on a country that
simply continues to disregard its commitments. It is then natural to
consider the use of trade measures — usually in the form of a trade
restriction — to enforce a country to comply with its commitment. In
this case, caution should be taken because all WTO retaliation is
limited to a “compensatory” amount — that is, an amount equivalent
to the value of the trade obligations being nullified or impaired
by the other Party. Its main significance is that it rejects a more
aggressive approach towards sanctions — the approach under which a
legal sanction must be large enough to produce the desired change of
behaviour (Hudec 1996).

Trade measures against non-members of an emissions-
trading club

Because non-Annex I countries have not committed themselves to
any targets, Annex I countries have been pressed by their powerful
lobbying groups to take trade measures to protect their domestic
industries against competition from non-Annex I countries. What
kind of trade measures could potentially be applied against non-
members of an emissions-trading club in order to counter the trade
effects of honouring their Kyoto commitments? One possibility
might be that Annex I countries comply with their Kyoto commit-
ments, but use border adjustment taxes based on embodied carbon
content of goods imported from non-Annex I countries to keep non-
Annex I countries’ emissions at their baseline levels.!® Another pos-
sibility is that Annex I countries abide by their Kyoto commitments,
but set imports of energy-intensive goods from non-Annex I coun-
tries at their baseline levels or set exports of energy-intensive goods
from non-Annex I countries at their baseline levels. The third possi-
bility is that Annex I countries abide by their Kyoto commitments
but provide subsidies up to the levels at which their exports of
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energy-intensive goods remain at their baseline levels. Although
these trade measures appear to include only the component designed
to reduce GHG-emissions leakage, they are, in principle, in conflict
with the GATT/WTO principles of most-favoured nation and non-
discrimination. Such taxes could fall foul of the “like product” pro-
visions in the GATT’s Article I and Article III, which are designed
to prevent a country from discriminating against imports on the
basis of their territorial origin (WTO 1995). There are formidable
technical difficulties involved in identifying (and it may even be
completely impossible) the appropriate carbon contents embodied in
virtually all traded products unless non-Annex I exporting countries
are willing to cooperate in certifying how the products are produced.
In the absence of any information regarding the carbon content of
the products from non-Annex I countries, importing Annex I coun-
tries may prescribe the tax rates based on their domestically pre-
dominant method of production for the imported products.!® Such a
practice will violate the GATT rules that do not allow trade mea-
sures to be taken on a basis of the differences in process and produc-
tion methods (PPM), and appears to deprive non-Annex I countries
of enjoying the very basis of comparative advantage in their produc-
tion. Moreover, such tariffs would be likely to violate commitments
made by the WTO contracting countries not to raise import taxes
above “bound tariff ” levels, i.e. maximum tariffs for goods listed in
an annex to the GATT (WTO 1995). The WTO rules also prohibit
the use of export subsidies to give certain sectors an advantage over
others.

Are there any potential avenues within the WTO rules to accom-
modate Annex I countries on this score, should they decide to pursue
the above offsetting trade measures? One avenue would be that
Annex I countries could claim general exceptions under the GATT’s
Article XX, which states that:

Subject to the requirement that such measures are not applied
in a manner which would constitute a means of arbitrary or
unjustifiable discrimination between countries where the same
conditions prevail, or a disguised restriction on international
trade, nothing in this Agreement shall be constructed to pre-
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vent the adoption or enforcement by any contracting party of
measures:

... (b) necessary to protect human, animal or plant life or
health;

... (g) relating to the conservation of exhaustible natural re-
sources if such measures are made effective in conjunction with
restrictions on domestic production or consumption; ... (WTO

1995: 519).

Article XX itself sets out the exceptions that authorize govern-
ments to employ otherwise GATT-illegal measures when such mea-
sures are necessary to deal with certain enumerated social policy
problems. Since Annex I countries participating in emissions trading
are obligated to limit their GHG emissions, whereas non-Annex I
countries are not bound by such commitments, the same conditions
do not exist for Annex I countries and non-Annex I countries.
Therefore, Annex I countries could argue that the discrimination in
the trade restrictions is neither arbitrary nor unjustifiable, thus
meeting the requirement in the preamble to Article XX.2° Under
Article 2.2 of the Agreement on Technical Barriers to Trade, tech-
nical regulations shall not be more trade restrictive than necessary to
fulfil a “legitimate objective,” which is defined as including the
protection of human health or safety, animal or plant life or health,
or the environment (WTO 1995); the offsetting trade measures
could be based on a legitimate environmental objective and not
merely on formal membership of an international agreement (Brack
1996). Thus, if any non-Annex I countries voluntarily assume bind-
ing emissions targets (a prerequisite for engaging in emissions trad-
ing, through amendment to the Annex B of the Kyoto Protocol),?!
they should be exempted from such trade restrictions. This is of
particular importance to newly industrializing countries because
they are the countries that are most likely to make such voluntary
commitments among non-Annex I countries. This is not without
precedent: for example, the Montreal Protocol?? has included the
provision that exempts non-Parties from trade measures if they are
determined by the Parties to be in compliance with the phase-out
schedules. Indeed, the United States has proposed at Kyoto to allow
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non-Annex I countries to adopt GHG controls voluntarily so that
non-Annex I countries can also be brought into an emissions-trading
club. However, the group of 77 and China?? blocked the US pro-
posal. The underlying reasons for their objections are given below.
First, on ethical grounds, non-Annex I countries think that Annex I
countries have caused the climate-change problem and should thus
clean it up themselves before asking non-Annex I countries to take
action. Second, non-Annex I countries insist that the US demand for
developing countries’ commitments goes against an earlier UN
agreement (known as the Berlin Mandate) adopted at the first Con-
ference of the Parties to the UNFCCC in Berlin in April 1995,
which specifically indicated that “a protocol or another legal instru-
ment” adopted at the third Conference of the Parties in Kyoto
should “not introduce any new commitments” for non-Annex I
countries. Third, there is the widespread fear that the opportunity to
trade emissions permits might eventually lure others in the group,
especially the Latin American nations, to be drawn into making
commitments of their own. Then rich Annex I countries might use
emissions trading as a means of buying their way out of responsibil-
ity for climate problems and at the same time postponing the radical
changes in their own consumption patterns and passing the respon-
sibility on to the poor, while GHG-emissions limits grow sub-
sequently more restrictive for the developing countries.

In addition, Annex I countries might argue that to support the
operation of an emissions-trading scheme that is designed to protect
health and conserve depletable fossil fuels, some kind of offsetting
trade measures would be required and qualify for the exceptions
under Article XX (b) and Article XX (g) because international
emissions leakage would otherwise frustrate its intent (Babiker e /.
1997). Furthermore, although such measures would not be the least
trade distorting, they are much less trade restrictive than the tariff
suggested by Hoel (1996), which also includes the optimal trade
tariff term.

Another avenue rests on Article 1.1 of the Agreement on Subsidies
and Countervailing Measures, under which a subsidy is defined as
including “government revenue that is otherwise due is foregone or
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not collected” (WTO 1995). Although a narrow interpretation of
this clause would limit claims to cases in which taxes are levied but
not collected, its broad interpretation would expose the absence
of environmental taxes to charges of unfair subsidization (Esty
1994). Annex I countries could argue, therefore, that the absence of
emissions targets for non-Annex I countries would be equivalent to
giving an implicit unfair export subsidy biased towards their energy-
intensive sectors (the so-called ecological dumping), because the
costs of environmental degradation are not part of the prices of those
exported products.

Although Annex I countries could justify their offsetting trade
measures according to Article XX and the definition of lax environ-
mental regulation as a countervailable subsidy, non-Annex I coun-
tries of the WTO would, no doubt, resist such interpretations.
As environmental issue was simply not a public issue in 1947 when
GATT was signed, exploring the environmental exceptions to the
general free-trade requirements in GATT depends as much on
interpretation as on the actual clauses (Charnovitz 1991). Given the
fact that a three-quarters vote of the entire membership is required
for the membership to adopt legal interpretation of any WTO agree-
ment (WTO 1995), the above interpretations might stand little
chance of being accepted by non-Annex I countries that form the
majority of the WTO Members.

In addition, lessons from the Montreal Protocol may be instructive.
The Protocol prohibits trade with non-Parties in ozone-depleting
substances (ODS) themselves, products containing ODS, and possi-
bly products made using (but not containing) ODS. The trade re-
strictions were used together with financial assistance (i.e. Multilat-
eral Fund in this case) and technology transfer as a means to coerce or
force countries to become Parties. Although the Protocol has suc-
ceeded in securing universal participation by means of the “carrot
and stick” approach as the signatories to it make up more than 95
per cent of current world consumption and production of ODS, the
fact remains that restrictions are discriminatory. Although the re-
strictions have not been contested by the WTO Members, the WTO
Secretariat has voiced its opposition to such uses of trade restric-
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tions, and its CTE has opted not to welcome their replication in an
emissions-trading scheme (Barrett 1994; Vaughan 1997), because
such measures appear to violate the GATT/WTO principles of
most-favoured nation, national treatment, and non-discrimination.
In the Montreal Protocol, these discriminatory restrictions are not
that important (given the scope of its membership, which is wider
than that of the WTO itself), since most of the potential for trade
conflict arises with non-Parties to the Protocol. However, if such re-
strictions were used in climate problems, the economic implications
could be substantial because an emissions-trading club is only a
small subset of the WTO Members — at least at its initial stage.
Moreover, there may be some legitimate reasons®* why many non-
Annex I countries, if not all, might want to remain outside an
emissions-trading club unless side payments are offered to these
countries so that they are not made worse off as Members than they
would be as non-Members. Thus, it seems unfair to discriminate
against them on merely this basis. Is there, then, any way out?
This leads to another major subject.

Joint implementation with developing
countries

Countries may differ with respect to assimilative capacities and to
tastes and preferences for environmental quality. Thus, the harmon-
ization of environmental policy would not be always necessary from
an environmental point of view, and may lead to sub-optimal use of
the environment from an economics point of view. On the other
hand, from the industrialized countries’ perspective, the lack of
developing countries’ involvement in combating climate change ag-
gravates their short-term concerns about international competitive-
ness. Non-participation by developing countries increases emissions
leakage that could arise in the short term, as emissions controls lower
world fossil-fuel prices and, in the long term, as industries relocate to
developing countries to avoid emissions controls at home. In addi-
tion, it raises the spectre of developing countries becoming “locked
in” to more fossil-fuel-intensive economy and eliminates the Annex I
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countries’ opportunity to obtain low-cost abatement options. Testi-
fying on 4 March 1998 before the House of Commerce Subcommit-
tee on Energy and Power about the domestic economic implications
of the Kyoto Protocol, Dr Janet Yellen (Yellen 1998), Chair of the
White House’s Council of Economic Advisers, stated that when
there is no emissions trading at all, the cost of complying with the
Kyoto target for the United States would run to US$125 per ton of
carbon. With emissions trading only among Annex I countries, the
cost would drop to $30—50/t0n. With fully worldwide emissions
trading, the cost would further drop to $14—23 per ton. This clearly
explains why the United States puts heavy emphasis on the involve-
ment of developing countries. Indeed, recent Indonesian bush fires
choking South-East Asia served as a graphic reminder that develop-
ing countries have an important part to play in protecting the envi-
ronment against global warming.

For some time to come, however, many developing countries
would not be qualified to participate in an international emissions-
trading scheme. This promotes the concern: how can we encourage
their participation in combating global climate change, given the
fact that there are a great deal of low-cost abatement options there?
One widely recognized option to bring the developing countries on
board is by means of JI.2> Indeed, many countries in the Organiza-
tion for Economic Co-operation and Development (OECD) are keen
to see JI as a key part of the Kyoto Protocol, even although it is not
without conceptual and operational problems — such as the form of
J1, criteria for JI, the establishment of baselines against which the
effects of JI projects can be measured, and the verification of emis-
sions reductions of JI projects (Zhang 1997a, b). In brief, JI means
that the investor in one country invests in emissions-abatement
projects in another (host) country where the costs of abating GHG
emissions are lower than those involved when trying to achieve an
equivalent degree of abatement within the home country and is
credited, in whole or in part, for emissions abatements in its own
GHG accounts. By shifting the burden of carrying out abatement in
non-Annex I countries, JI thus offers the potential for lowering the
global costs of abating GHG emissions and succeeds in reducing
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GHG-emissions leakage without discriminating against such coun-
tries (Barrett 1994). In the WTO jargon, JI offers a positive incentive
for countries to participate in an international agreement:

When cooperation is not voluntarily forthcoming, positive in-
centives are the best way to achieve sustained inter-governmental
cooperation. Positive incentives can include offers of financial
assistance and transfers of environmentally friendly technology
directly related to the problem at hand, as well as more broadly
based offers, for example, to increase foreign aid, to lessen debt
problems and to make non-discriminatory reductions in trade
barriers. (GATT 1992)

However, bringing the developing countries on board and inte-
grating JI credit trading into an international GHG-emissions scheme
promotes another concern about the credibility of the scheme. How
can such an international scheme incorporate credits from JI projects
and at the same time ensure that confidence in the scheme is not
compromised? One option would restrict the amount of JI credits
that could be bought by Annex I countries for compliance from non-
Annex I countries. Another option, which is superior to the first
option, would be to discount the credits awarded to JI projects. Such
reduced crediting could provide an “environmental bonus” and, at
the margin, allow for the uncertainty about reported emission re-
ductions of JI projects. Moreover, I advocate a predetermined dis-
count factor, a view shared by the Center for Clear Air Policy (CCAP
1997). In order to reflect the characteristics of a JI project and the
differing quality of GHG monitoring and reporting infrastructures
across countries, such a discount factor should differ according to
both type of project and country and should be accordingly adjusted
over time for those countries in order to reflect the improvement in
their monitoring and reporting infrastructures. I think that a pre-
determined discounting approach is superior to a market-driven
discounting approach, because the former would protect against the
introduction of false credits into an emissions-trading scheme and
provide non-Annex I countries with financial incentives to opt for
binding commitments and develop their stringent monitoring and
reporting infrastructures. In addition, only verified and certified JI
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credits would become part of the emissions-trading scheme. Once
certified, these credits could be treated as equivalent in quality to all
other permits.

It should be pointed out that the group of 77 and China have not
proved very receptive to the concept of JI, for some legitimate rea-
sons. It is also unclear if the US Congress will support such a mech-
anism, although for reasons very different to those used for the group
of 77 and China. Given the fact that JI, by definition, will not shift
the burden of paying for abating GHG emissions into non-Annex I
countries, which could result in a large outflow of investment capital
from the United States to non-Annex I countries, some influential
congressmen in the United States have already begun to regard JI as
foreign aid.?®

Conclusions

The Kyoto Protocol, despite its apparent flaws in its current form,
is the first international environmental agreement that sets legally
binding GHG-emissions targets and timetables for Annex I coun-
tries. Its Article 17 authorizes emissions trading between Annex I
countries. If properly designed, emissions trading can effectively re-
duce these countries’ abatement costs while assisting them to achieve
their Kyoto obligations.

This chapter has examined the compatibility of an international
emissions-trading scheme with the GATT/WTO. It has been found
that, in dealing with the allocation of permits, with non-compliance
with emissions targets, and with emissions trading-system enlarge-
ment, emissions trading has the potential to bring Parties into con-
flict with the WTO provisions. WTO will also have to resolve the
very difficult question of what to do about Annex I countries of the
WTO, should they decide to pursue the offsetting trade measures
against non-Annex I countries of the WTO, who for some legitimate
reasons have decided to remain outside an emissions-trading club. In
this regard, JI may offer the way out because it succeeds in reducing
GHG-emissions leakage without discriminating against such coun-
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tries. However, the prospect for JI depends on how JI is imple-
mented and on whether mutual mistrust between Annex I and non-
Annex I countries can be removed. In any case, breakthroughs in
low-cost energy-efficient technologies and the ways to transfer such
technologies play a key role in acceptably drawing developing
countries into the battle against global climate change. The ozone
experience has shown that, when low-cost substitution technologies
start to become available and when their transfers to developing
countries take place on fair and most favourable conditions, there
is little difhculty in persuading developing countries to join. This
underlines the importance for governments to enhance energy R&D
and for the WTO Committee on Trade and Environment to explore
the possibility of envisioning a more flexible patenting and intellec-
tual property rights scheme that allows developing countries to ac-
quire such technologies on preferential terms under the Agreement
on Trade-Related Aspects of Intellectual Property Rights.

It should be pointed out that, although GHGs offer an even more
attractive case for application of emissions trading than many local
pollutants already well handled with emissions trading, the US SO,
Allowance Trading System cannot merely be transplanted to the
international terrain where legal and institutional ingredients differ
substantially from those in the United States. It will probably take
years, if not decades, to set up such an international scheme. This
raises the political question about the credibility of achieving Kyoto
commitments and, at the same time, promotes the necessity of
investigating effective national policies that can influence the be-
haviour of firms and consumers and establish the credibility of long-
term goals. As such, interim measures before the beginning of the
first commitment period in 2008 warrant special attention. They
include national emissions-trading schemes with looser controls than
are required by the Kyoto Protocol, crediting early emissions reduc-
tions below internationally accepted national baselines prior to 2008
within the jurisdiction of the advanced OECD countries, tax in-
centives to promote energy-efficient technologies, signals of carbon
taxes to be levied at a specific future date, and government’s role as
a larger buyer to create stronger demand for energy-efficient tech-
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nologies. Indeed, interim measures are necessary because Article 3.2
of the Kyoto Protocol requires Annex I countries to “have made de-
monstrable progress” in achieving their commitments by 2005.

Notes

1. This material was presented at the International Workshop on Market-based
Instruments and International Trade, organized by the European Union Re-
search Network on Market-based Instruments for Sustainable Development,
Amsterdam, 19-20 March 1998. The author would like to thank the Nether-
lands Organization for Scientific Research for financial support, and Catrinus
Jepma, Andries Nentjes, and Tom Tietenberg as well as the participants in the
above Workshop for useful discussions and comments on an earlier version of
the article. The usual caveat applies. This chapter has appeared as a paper in
Journal of World Trade 32(5): 219-239, 1998.

2. Annex I countries refer to the OECD countries and countries with econo-
mies in transition. These countries have committed themselves to legally bind-
ing GHG-emissions targets.

3. Although the 55 per cent ratification threshold is lower than 75 per cent of
the total Annex I emissions in 1990 proposed in earlier negotiation drafts of
this chapter, it seems to be high. This threshold confers on the US a de facto
power of veto, since the US accounted for nearly 40 per cent of the total Annex
I emissions in 1990. Besides the US insistence on the high threshold, the EU
was partly responsible for this because it was unwilling to assume any obli-
gations without the US signing on, just as its previous proposal for a carbon—
energy tax was subject to whether the US took similar actions.

4. The design of a workable emissions-trading scheme is the very important
issue because it is essential to the success of emissions trading. This has been the
focus of the UNCTAD Greenhouse Gas Emissions Trading Project (UNCTAD,
1998), the Annex I Expert Group on the UNFCCC, Zhang (1998), and Zhang
and Nentjes (1998).

5. The “hot spots” here refer to those localized areas of high pollution concen-
tration. This has been a major concern in designing a sulphur-emissions-trading
scheme because of the spatial nature of that pollution.

6. As a reflection of its success, the System has cut the compliance costs to less
than US$100 per ton of SO, removed (from early estimates of the expected
costs ranging from US$180 to US$981/t0n during Phase I and from US$374 to
US$981/ton during Phase II) (McLean 1997).

7. The Kyoto Protocol adopts the “commitment period” of 5 years that was
originally proposed by the US as the “budget period.” The multi-year compli-
ance is designed to avert the danger that a single-year target may pose due to
fluctuations in economic performance or certain extreme weather conditions,
and to provide countries with additional flexibility in meeting their targets.
While enjoying such advantages, the multi-year compliance might undermine
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the actual scope of a country’s achievement in meeting its Kyoto obligations if
monitoring, reporting, and enforcement would not be adequate. This under-
lines the importance of setting up a very strict institutional framework to ensure
stringent monitoring, frequent reporting, and vigorous enforcement. The same
holds for banking and borrowing of permits, which are another two ways to
increase intertemporal flexibility and lower the cost of abating GHG emissions.
8. What I mean by the “ecological transparency” argument is that if there were
no Kyoto Protocol, some governments would not be keen to adopt emissions
trading because the quantity-based instrument would provide the public and
their political opponents with a very clear reference to judge their performance.
9. In addition to Article 17, on the insistence of the EU, the Kyoto Protocol
incorporates the “bubble” concept into the final text (Article 4). The “bubble”
approach is often termed as “trading without rules” because it sets few re-
strictions on trading between parties. This makes it a potentially attractive in-
strument. Given great differences in environmental monitoring and enforce-
ment infrastructures among Annex I countries, if it turns out to be too difficult
to agree on the commonly accepted rules and guidelines, the “bubble” approach
at least opens the possibility of trading emissions permits within the voluntarily
formed group. However, the approach presents some drawbacks. First, it re-
quires setting of a cap on overall emissions for the group as a whole and work-
ing out of a specific cap for each member country within the group in an
agreement, the terms of which must be notified to the UNFCCC Secretariat at
the time of ratification of the Protocol. This has not proved easy for the EU to
arrange before Kyoto. The EU still has difficulty in redistributing the joint
commitments because the Kyoto Protocol incorporates a basket of six GHGs,
rather than the EU’s originally proposed three gases before Kyoto, and the up-
take of GHGs “by sinks resulting from direct human-induced land-use change
and forestry activities,” at first “limited to afforestation, reforestation and de-
forestation since 1990” (Article 3.3). Second, it narrows the scope of efficiency
gains in comparison with inter-source trading, because it restricts the location
where firms or countries comply with their caps and because it is likely to have
frightening transaction costs. Third, in the case of the current EU bubble, be-
cause the European Community (EC) itself as a party to the Protocol, in addi-
tion to its member states, has the legitimate responsibility for reporting on the
performance of the EU as a whole and ensuring that its declared targets as a
whole under the notified agreement are met, the potential advantages of offer-
ing double coverage of reporting obligations and double assurance for abate-
ment obligations could be hindered by the need to have complete and early
information from individual member states (OECD 1998). In the event that the
EC as a whole would fail to meet its own targets and if a non-compliance pro-
cedure would be established, the EC, together with those individual member
states that have not achieved their own targets set out in the agreement, would
thus be faced with sanctions under Article 4.6. In this case, who bears the re-
sponsibility of the EC itself? As such, some clarification for the clear division of
responsibility in the terms of that agreement would be needed in the case where
a regional economic integration organization itself was a party to the Protocol.
Fourth, because Article 4 is framed in general terms and because no mandate to
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negotiate further rules has been given to the Conference of the Parties to
the UNFCCC, it might create potential loopholes in meeting the Kyoto obli-
gations.

10. Currently, the WTO has 132 members. More than 30 others are negotiat-
ing the accessions.

11. See Zhang and Nentjes (1998) for other reasons that are not given here.
12. “Emissions Trading Discussions to Exclude EU”, Japan Times, 25 February
1998.

13. See pp. 139—142 for a further discussion.

14. When emissions trading was allowed, a country whose legally binding
GHG-emissions limits set by the Kyoto Protocol exceeded its actual or antici-
pated emissions requirements would be able to trade these excess emissions,
thus creating the “hot air” that would otherwise have not occurred. The “hot
air” problem is particularly acute in Russia, whose emissions are not expected to
rise to its 1990 level until 2008. The “hot air” forms a “reservoir” from which
some advanced Western countries, if not all, can simply buy emissions permits
to make up any shortfall, instead of taking any serious domestic action. This is
one of the reasons why some countries have called for imposing a percentage
limitation on the use of emissions trading. Indeed, such limitation was included
in earlier negotiation drafts of the article about emissions trading, but on the
insistence of the US does not appear in the final Protocol. The only leftover from
this debate is the provision that “such trading shall be supplemental to do-
mestic actions.” If a country like the United States would count on emissions
trading with Russia to achieve half of its reduction target set in the Kyoto
Protocol, emissions trading would then not be regarded as a “supplemental”
means according to the common sense. As such, some clarification for inter-
preting the terms is needed. Besides, it should be pointed out that although
emission trading makes the “hot air” problem explicit, the problem is related to
targets setting, not to emissions trading per se. Even if such a flaw has now been
built into the Kyoto Protocol, however, we have to deal with it in designing an
effective emissions-trading scheme in order to minimize its damage. Instead of
imposing a percentage limitation on the use of emissions trading, I propose a
transaction tax on trades involving “taxable” allowances, with the tax rate to be
set by the Conference of the Parties. Such a tax rate could be imposed only on
the buyer and could differ to reflect the direction of emissions-trading flows,
with a uniform zero or low rate for transactions within the advanced OECD
countries themselves but a uniform high rate for transactions between them and
countries with economies in transition. Setting a uniform low and uniform high
rate is to prevent countries from attracting more trade by setting an even lower
transaction tax rate of their own. An alternative strategy would allow emissions
reductions below internationally accepted national baselines for the pre-2008
period within the jurisdiction of the advanced OECD countries prior to
the beginning of the first commitment period to be credited for later use.
This would also reduce their demand for the “hot air” during the commitment
period.

15. That the EU was not invited to participate in the meeting of the above
umbrella group, on 5—6 March 1998, in Washington, DC, which aimed to
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discuss the specific ways to implement emissions trading, has triggered the
speculation.

16. The interpretation that the relevant rules and guidelines should be estab-
lished first before emissions trading begins is in line with Article 17 of the
Kyoto Protocol, which puts the text of establishing the rules prior to who are
eligible for emissions trading. This clearly indicates that those claims that
emissions trading can start immediately are in violation of Article 17.

17. Sinks here refer to those vehicles for absorbing anthropogenic GHG emis-
sions. Oceans, soils, and forests all offer some potential to serve as sinks for
net carbon sequestration. For practical reasons, however, the Kyoto Protocol
authorizes the uptake of GHG only “by sinks resulting from direct human-
induced land-use change and forestry activities,” at first “limited to afforesta-
tion, reforestation and deforestation since 1990.”

18. The baseline levels in this Section refer to those emissions, imports, or ex-
ports when either Annex I or non-Annex I countries have not adopted emissions
targets. As discussed in Zhang (1997a, b), establishing such future national
baselines is not a simple matter.

19. This practice is by no means without foundation. For example, the US
Secretary of the Treasury has adopted the approach in the tax on imported toxic
chemicals (Poterba and Rotemberg 1995).

20. Brack (1996) has used this argument to justify the discriminatory trade
measures applied against non-Parties to the Montreal Protocol.

21. Annex B to the Kyoto Protocol and Annex I to the UNFCCC are now
identical in nature, although they are slightly different numerically. This de-
liberate change from Annex I into Annex B potentially allows a developing
country to engage in emissions trading if it voluntarily adopts an emissions
target and is inscribed in Annex B.

22. The Montreal Protocol on Substances that Deplete the Ozone Layer was
signed in 1987. The Protocol has since been amended and strengthened in a
number of aspects (see, for example, Brack 1996).

23. As has been the case in the international climate-change negotiations,
the developing countries express their consensus views as the group of 77 and
China’s positions. Divergent or dissenting views are then expressed separately,
representing either individual countries or smaller groups, such as the Alliance
of Small Island States (AOSIS).

24. Such as disagreement about scientific evidence, different perspective on
the responsibility for climate problems, different priority to divert its limited
resources, different risk-acceptance thresholds, and disagreement about the
burden-sharing of abating GHG emissions.

25. This kind of joint implementation between one Annex I country with
emissions targets and one non-Annex I country without emissions targets has
now been termed the clean development mechanism (CDM) under the Kyoto
Protocol (UNFCCC 1997). However, we still use the customary term JI instead
of the CDM.

26. Rep. Bill Archer (R-Texas), Chair of the House Ways and Means Com-
mittee, for example, said that “It is another form of foreign aid.” (Congressional
Quarterly, 29 November 1997).
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Greenhouse-Gas Emissions Trading and

the WTO!

JacoB WERKSMAN

Overview

This chapter explores selected aspects of the potential relationship
between an international emissions-trading system (ETS) that may
be developed as a means of implementing the Kyoto Protocol to
the United Nations Framework Convention on Climate Change
(UNFCCC),? and the rules and procedures of the World Trade
Organization (WTO).? The primary objective of this chapter is to
provide an assessment of the scope of the WTO’s jurisdiction over
various aspects of the design of an ETS. It thus offers an approach to
exploring this relationship, rather than an exhaustive analysis of what
conflicts might arise and how they may be resolved.

Precise conclusions about this relationship are difficult to reach
because the rules governing the operation of the Kyoto Protocol have
not yet been agreed internationally, and states have not yet narrowed
the options available to them in the design of an ETS. Furthermore,
substantial portions of the WTO regime have been in force for less
than five years and the precise contours of these obligations have yet
to be clarified through state practice and jurisprudence. Finally, it
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must be acknowledged that, in seeking to implement the Kyoto
Protocol through the use of international market mechanisms, the
Parties are undertaking an unprecedented experiment in interna-
tional cooperation and regulation.

Introduction

When in force, the Kyoto Protocol will require its industrialized
Parties (known as “Annex I Parties”) collectively to reduce their
overall emissions of greenhouse gases (GHGs) by at least 5 per cent
below 1990 levels in the commitment period 2008—2012. Each
Annex I Party will be bound by a specific commitment set out in
Annex B to the Protocol.

These commitments “cap’ emissions to between 8 per cent below
to 10 per cent above each Annex I Party’s 1990 levels, with each
Annex I Party limited to emitting its respective “assigned amount.”
Negotiators designing the Kyoto Protocol recognized that the costs
of reducing GHG emissions would vary among Annex I Parties.
Emissions could be reduced most cost-effectively if governments and
regulated entities were allowed to acquire or invest in emission-
reduction opportunities in whichever countries they are cheapest to
achieve. Emissions trading, in effect, allows those Annex I Parties
with parts of assigned amount (PAAs) that are excess to their re-
quirements, to sell these to Annex I Parties that need additional
PAAs to remain within their Annex B caps.

The essential objective of the WTO is to liberalize markets in the
trade in goods and services. It does this through the imposition of
both relative and absolute standards of treatment of goods and ser-
vices in the international and domestic market place. The WTO’s
relative standards prohibit WTO Members from the discriminatory
treatment of “like” goods, services, and service suppliers on the basis
of country of origin. The WTQO’s “absolute” standards prohibit or
discourage Members from putting in place certain types of measures
that directly or indirectly interfere with the trade in products and
services.
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This chapter analyses international emissions trading under the
Kyoto Protocol on two, parallel levels: at one level, sovereign ex-
changes of PAAs will take place between Parties; at a second level,
exchanges of emissions allowances may take place between private
entities. The analysis concludes that WTO rules do not cover the
transactions in PAAs at the sovereign level. Thus, WTO rules would
not constrain the choice of any Party to the Protocol as to which
other Party to the Protocol it wishes to trade PAAs with. For ex-
ample, if the Kyoto Protocol rules allow it, a Party may choose
not to engage in the exchange of PAAs with countries that have
joined the Kyoto Protocol but that are in non-compliance with their
commitments.

This chapter assumes that international “emissions trading” in-
volving private entities will probably involve the transfer of
government-issued permits or “‘allowances.” Such emissions-trading
systems will require the development of rules on the following:

1. transfer and mutual recognition of allowances (what standards
and conditions will govern the validity of allowances within
the jurisdiction of each participating country)

2. incidence of regulation (which entities will be required to hold
allowances) and

3. allocation of allowances (by what means allowances will be
issued and distributed to regulated entities).

An analysis of the compatibility of these rules with WTO disciplines
requires an assessment of whether the rules will affect the trade in
products and services that fall within the WTO'’s coverage.

Emissions allowances could not themselves be described as either
products or services under the WTO, and thus rules governing #he
transfer and mutual recognition of allowances are not covered by WTO
disciplines. Rules on transfer and mutual recognition could be set
either by each participating country unilaterally, by two or more
countries, and/or by the Conference of the Parties (COP) to the
UNFCCC. These internationally agreed rules (and not WTO dis-
ciplines) will determine the circumstances in which Parties acting
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unilaterally or as a group may restrict the transferability of emis-
sions allowances between private entities operating within different
countries.

However, design choices regarding the incidence of regulation and of
allocation of allowances will probably affect the competitive relation-
ship between products and services that are governed by WTO dis-
ciplines. A wide range of energy and energy-related products and
services may be considered to be covered by the General Agreement
on Tariffs and Trade (GATT)4 and/or the General Agreement on
Trade in Services (GATS), which guarantee non-discrimination and
market access. Rules requiring and allocating emission allowances
may act to constrain or promote the import or export of energy or
energy-related products or services. For example, if allowances for
fossil fuels are demanded “at the border,” these could amount to
quantitative restrictions on the import of products or services, which
may be prohibited by the GATT and/or GATS. Allowances required
for the distribution or sale of energy products or services within
the domestic marketplace may raise GATT or GATS concerns, if
they are allocated on a basis that is either directly or indirectly dis-
criminatory against or between foreign products, services, or service
suppliers.

Measures implementing an emissions-trading system that are
found to violate WTO rules on non-discrimination or market access
may still survive a WTO challenge if they qualify for a general
exception under either the GATT or the GATS. Recent WTO
jurisprudence interpreting GATT general exceptions suggests that
these exceptions will continue to be construed narrowly. However,
national, regional, or international emissions-trading systems that are
designed in a manner that is neither “arbitrary nor unjustifiable” nor
a “disguised restriction on trade,” and that are designed in accor-
dance with the rules set by the Convention or Protocol, will qualify
for a WTO exception.

By way of conclusion, this analysis assesses the likelihood of
a WTO challenge of an ETS arising at all. Although a number
of multilateral environmental agreements (MEAs) have employed
trade-related measures, none has ever been the direct cause of a
WTO dispute. However, no MEA has had the potential to affect so
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many sectors of the economy, so many economic interests, and such
high volumes of trade in products and services, as does the climate-
change regime. If an ETS, and the Protocol as a whole, is to be con-
sidered a success, powerful vested economic interests that trade in
fossil fuel and fossil-fuel-dependent products and services, will be
dislocated. This will increase the likelihood of a trade dispute. Dis-
putes between Parties to the Protocol should be resolved by the
Protocol’s own compliance and dispute-settlement procedures. Dis-
putes between Parties to the Protocol and non-Parties that are WTO
Members may be the most likely to end up in WTO dispute settle-
ment. This chapter suggests, however, that the careful design and
harmonization of standards for mutual recognition, for incidence of
regulation, and for non-discriminatory allocation methods, provide
the best means for avoiding WTO disputes and for protecting the
integrity of the an ETS should such a dispute arise.

Two levels of emissions trading

Article 17 of the Kyoto Protocol provides that “[tthe Parties in-
cluded in Annex B may participate in emissions trading for the
purposes of fulfilling their commitments under Article 3.” Of course,
emissions themselves will never literally be traded. For the purposes
of this analysis, what the Protocol describes as the trading of “emis-
sions” has been broken down into two parallel levels. A budget or
“cap” on emissions has been agreed and allocated between Parties
through the sovereign obligations set out in Annex B. Annex B
Parties may then engage in the acquisition and transfer of these
sovereign obligations, and government-issued emissions allowances
may be exchanged between private entities. While sovereign-to-
sovereign trading may take place without private-sector involve-
ment, any private-entity trading must be “shadowed” by a parallel
transfer of obligations at the sovereign level.

Sovereign exchanges of parts of assigned amounts (PAAs)

Any international emissions-allowance trading system would operate
within an agreed emissions budget or cap. As described earlier,
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Figure 7.1 Sovereign trading: PAAs

PAAs

=

Annex I Parties to the Protocol have undertaken “quantified emis-
sion limitation and reduction commitments” which are inscribed as
“assigned amounts” in Annex B of the Protocol. Under Articles 3.10
and 3.11, and in accordance with rules to be agreed under Article
17, “parts” of these assigned amounts (PAAs) may be acquired and
transferred between Annex I Parties. This level of “emissions trad-
ing” under Article 17 involves sovereign-to-sovereign exchanges of
commitments, in which Parties transfer and acquire PAAs. The ac-
quisition and transfer of assigned amounts between sovereigns does
not create a “‘market” in either goods or services and these PAAs
would not fall within the purview of the WTO Agreements (see fig.
7.1). Instead, this level of sovereign emission trading can be better
understood as a more dynamic version of the type of reallocation of
assigned amount contemplated under Article 4 of the Protocol,
which entitles Parties to renegotiate their assigned amount prior to
the start of the commitment period.

Entity trading of emissions allowances

A second, and parallel, level of emissions trading, which is the main
focus of this analysis, anticipates exchanges involving so-called “legal
entities.” The Protocol does not mention the involvement of such
entities in any aspect of emissions trading.> However the majority of
Annex I Parties have indicated that “legal entities” could, at the
discretion of a Party, “be allowed to trade” or “to participate in
emissions trading”.°

Although the details of entity participation in emissions trading
have not been put forward by either group, two basic (and non-
exclusive) options have begun to emerge. These options reflect the
possibility that some Parties will choose to establish a domestic
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Figure 7.2 Domestic trading: emissions allowances
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emissions-trading scheme that will then, in a building-block approach,
harmonize and integrate with the domestic emissions-trading schemes
established by other Parties. Some Parties may, however, wish to
trade directly with entities in other Parties without first establishing
a domestic emissions-trading scheme (see fig. 7.2). Parties with rel-
atively few sources of emissions in the private sector, or that wish to
maintain sovereign control over their national emissions budget, may
choose to avoid the considerable investment involved in establishing
the regulatory infrastructure necessary to launch domestic emissions
trading.” These options are not mutually exclusive, as a Party may
choose to allocate some part of its assigned amount through a do-
mestic scheme and retain some part of the remainder to sell directly
overseas.

This analysis focuses on the first option; however, for WTO pur-
poses, the conclusions would be fundamentally the same. A govern-
mental authority within each participating state would create and
allocate allowances equal to some (or the entire amount) of the emis-
sions possible within its assigned amount. Regulated entities would
be required to surrender allowances equivalent to their permitted
emissions and would be able to buy and sell any excess allowances
domestically or internationally. Participating governments would
recognize as valid, under their domestic regulatory regimes, allow-
ances issued by other participating states. Transboundary transfers of
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Figure 7.3 International trading: PAAs and emissions
allowances
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emissions allowances involving private entities would be shadowed
by a parallel and equivalent transfer of sovereign obligations (PAAs)
between respective Parties. The transfer of an emissions allowance
and the transfer of an equivalent PAA may occur in advance or
simultaneously, as the transferring Party authorizes the “export” of
the allowance and the “importing” country increases its assigned
amount accordingly. Participating states would then, in turn, be re-
quired to hold, at the end of the commitment period, PAAs equiv-
alent to their assigned amount, as adjusted in accordance to whatever
international transactions in emissions allowances have taken place.®

A private entity would not literally acquire, hold, or transfer a
PAA (i.e. an international legal obligation) as such. In traditional
international law, private entities are not “subjects” of that law
and cannot hold international legal rights and obligations.”? Private
entities can and may acquire, hold, and transfer emissions allowances
or other instruments based on PAAs and issued, authorized, or rec-
ognized as valid under the domestic law of one or more participating
governments. The Protocol implicitly recognizes this distinction
between sovereign obligations and domestic authorization, by refer-
ring to PAAs as being transferred and acquired by Parties,'? and by
providing for the involvement of legal entities as being “authorized”
and acting under the responsibility of Parties!! (fig. 7.3).
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WTO coverage and rules

As has been mentioned, the WTO regime covers two general cate-
gories of trade that are relevant to a system of emission trading —
trade in goods and trade in services. These are covered by distinct,
but related, regimes, which bind all WTO Members.!? Trade in
goods or “products” is covered by the GATT (1994) and related
agreements, for example the Agreement on Trade-Related Invest-
ment Measures (TRIMs) and the Agreement on Subsidies and
Countervailing Measures (SCM). Trade in services is covered by the
GATS and the various Protocols to that agreement, including, for
example, the fifth protocol, on Financial Services.

In essence, WTO disciplines can be divided into relative standards,
which require a comparison of treatment between, for example, the
“like” goods and services of one or more countries, and absolute
standards, which require an assessment of whether a particular trade-
related measure meets acceptable criteria as defined within a partic-
ular agreement.

The main relative WTO standards test whether a measure, as ap-
plied to goods or services, directly or indirectly discriminates be-
tween “like” goods or services on the basis of their country of origin.
The “most-favoured nation” (MFN) principle demands that each
WTO Member accords to goods, services, and service suppliers of
any other WTO Member treatment no less favourable than the
treatment it accords to the goods or services and service suppliers of
any other country (GATT 1994, Article I; GATS Article IT). Under
the “national treatment” principle, each WTO member must accord
treatment no less favourable to the products, services, and service
suppliers of any other Member than the treatment it accords to its
own domestic products, services, and service suppliers (GATT 1994,
Article III; GATS Article XVIII).

The WTO’s “absolute” standards of treatment restrict the use of
particular categories of measures because of their actual or potential
impact on trade. The GATT restricts governments’ use of quantita-
tive restrictions or limitations on the number or total value of im-
ports or exports of goods, and the GATS regulates the use of similar
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market-access restrictions on the “import” of services. The SCM and
TRIMS agreements, for example, prohibit the use of subsidies or
other forms of benefit that are designed to promote the export of
domestically produced goods. The GATS requires, for example, that
technical standards and licensing requirements for the provision of
services are based on objective and transparent criteria and do not
constitute unnecessary barriers to trade.

The GATT and the GATS differ most significantly in terms of the
scope of their coverage. The GATT’s absolute and relative disciplines
cover all products, whether or not they are subject to specific tariff
bindings. For climate-change purposes, this would include energy
and energy-related products such as petroleum, coal, natural gas, and
electrical energy, some or all of which may be “bound” or “un-
bound” within particular Members’ tariff schedules.!?

The GATS potentially covers all service sectors. However, indi-
vidual WTO Members may restrict the GATS application to them
in at least two different ways. With regard to the MFN obligation,
individual Members have a “once only” opportunity to exempt from
GATS coverage, for a limited period of time, specific measures that
provide more favourable treatment to identified countries. With re-
gard to the GATS obligations on national treatment, and on market
access, each WTO Member negotiates a schedule of commitments,
which indicates which service sectors it has subjected to these dis-
ciplines. In other words, through its GATS schedules a WTO Mem-
ber may, in effect, specify and maintain quantitative limits on mar-
ket access and maintain discriminatory conditions and reservations
on its market-access and national-treatment obligations.

To encourage Members to bind as many service sectors as possible,
the WTO Members have negotiated specific annexes and Protocols
to the GATS to promote market access and liberalization in partic-
ular service sectors. The energy service sector, the service sector most
relevant to the implementation of the Kyoto Protocol, does not yet
have its own annex or Protocol. Energy-related services may be cov-
ered by the transport services (including pipelines), distribution
services, environmental services, and consultancy or other business-
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related services enumerated in GATS schedules. Very few WTO
Members have made commitments on energy-related services under
these more general categories.'¥ Further services provided in the
context of an emissions-trading system may arise out of the trading
of international emissions allowances and out of a secondary market
in allowance derivatives, both of which may involve the provision of
financial services.

ETS rules for the allocation and trade of emissions allowances, if
designed properly, will create incentives at both the sovereign and
the private-sector level for the promotion of the Kyoto Protocol.
More specifically, a well-designed ETS should provide incentives for
the production and trade of those goods and services that lead to
emissions reductions. Rules for the allocation and trade of emission
allowances may act to constrain or promote the import or export of
energy or energy-related products or services. While such rules may
not be discriminatory at face value, they may be discriminatory in
their effect and collide with GATT or GATS disciplines that pro-
hibit or discourage government interference with trade.

Interaction between WTO rules and ETS
rules

An assessment of the potential interaction between WTO disciplines
and an ETS requires an analysis of the following:

1. What rules will govern the transfer and mutual recognition of
allowances?

2. What entities will be required to hold emissions allowances
(the incidence of regulation)?

3. How will emissions allowances be allocated among these enti-
ties?

4. Might the trade in certain products and services be affected by
these design choices in a way that may violate WTO rules?
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These rules must be analysed for their impact on three different
markets. Two types of markets are created by the international trade
in government-issued emissions allowances, and which may be ana-
lysed in the context of WTO rules:

1. a primary market in the exchange of allowances by regulated
sources (the so-called “end-users” of emissions allowances),
brokers, or others with an interest in holding or retiring
allowances, and

2. a secondary or derivative market in which buyers and sellers hold
and exchange derivative financial instruments based upon
allowances, for investment purposes.

A third and extremely important market, for WTO purposes, is not
created by an ETS. This is the pre-existing market in the trade in
goods and services that may be affected by the design of an ETS.

Primary markets: Transfer and mutual recognition of
allowances

Turning first to the primary market in the allowances themselves, a
threshold question for WTO purposes is whether emissions allow-
ances can be characterized as “products” under the GATT or “ser-
vices” under the GATS. The issue is of relevance because the Protocol
itself — and proposals from specific Parties, including the European
Union (EU) — seek to restrict the trade in emissions allowances,
either quantitatively (through a “concrete ceiling”), or on the basis
of “country of origin” (by prohibiting trade with, for example, non-
Annex B Parties, or Parties in non—compliance).15 If emissions
allowances were considered products or services, then these restric-
tions on their trade would appear, prima facie, to violate WTO
prohibitions on quantitative restrictions and discrimination.

It can be concluded with some confidence that internationally
traded emissions allowances are themselves neither goods nor services
under the WTO. They are, instead, licenses or permits issued by a
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government authority and entitling (under specified conditions) the
holder to carry out a regulated activity within its territory.

However, before looking more closely at the issue, it is important
to stress that the international trade in emissions allowances, on the
scale contemplated under an ETS or under the Kyoto Protocol at
large, has never been attempted. There is, therefore, no directly rel-
evant precedent to guide efforts to classify these instruments.

In order for international trade in allowances to take place, gov-
ernments may, either unilaterally or in cooperation with other gov-
ernments, agree to recognize each other’s allowances as valid for off-
setting emissions within their territory, and to establish procedures
for transferring PAAs equivalent to those allowances. Policy makers
may choose to design an ETS that does not recognize as valid allow-
ances on the basis of their “country of origin.” For example, they
may choose not to recognize emissions allowances that are issued by
the following:

1. countries that have chosen not to become parties to the Kyoto
Protocol

2. countries that have joined the Kyoto Protocol but have not
undertaken emission-reduction commitments (non-Annex I
Parties)

3. countries that have joined the Kyoto Protocol but that are in
non-compliance with their commitments

4. countries that wish to sell emissions permits that are not clearly
excess to their requirements, or that do not represent legitimate
emissions reductions (described by some delegations and ana-
lysts as “hot air” permits).

Participating countries may seek to place quantitative restrictions
on the amount of emissions allowances that may be “exported” in
order to prevent, for example, imprudent “overselling” by domestic
industry. A Party may be concerned, for example, that transfers of
large parts of its assigned amount overseas may undermine its energy
independence and its economic security, as well as its ability to meet
its commitments under the Protocol. Alternatively, inspired by
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either domestic or international concerns about “supplementarity”
and the need to force domestic action, participating countries may re-
strict the quantity of emissions allowances that may be “imported.”

These effective restraints on the “trade” of PAAs and emissions
allowances have raised, for some analysts, the threat of a WTO
challenge. If emissions allowances were characterized as “products”
or “services” under the GATT or the GATS, discrimination on the
basis of national origin and quantitative restrictions on their trade
may be prohibited.'® When attempting this characterization, it is
important to keep in mind that the terms “product” and “service”
are legal terms that take on specific meanings in the context of the
GATT and the GATS, in light of the object and purposes of those
agreements and the practice of Members. It would be specious to
argue, for example, that anything that is tradeable and has economic
value must be, simply by analogy to covered products and services,
either a product or a service for WTO purposes.

All products traded between Members are covered by GATT dis-
ciplines, but the GATT text does not provide a definition for “a
product.” Guidance as to what Members understand to be products
can be taken from the tariff schedules in which WTO Members in-
clude those products they have agreed will be subject to bindings,
and from the internationally agreed rules on customs classifications.
These lists of products — and common sense — suggest that the WTO
Members understand products to be “tangible” goods, including
primary goods and manufactures.!” Because emissions allowances
will be tradeable internationally, and will have a market value, they
can in economic terms be characterized as “‘commodities.” This
characterization is evidence of the broadening scope of domestic and
international financial markets, which now encompass a great variety
of “non-tangible” financial instruments. However, there is no evi-
dence that WTO Members have an (or will similarly expand their)
understanding of what is a “product.” Indeed, many forms of finan-
cial instrument, including currency, have been traded internationally
for decades, but none has been considered to be a “product” for
GATT purposes. '8
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The GATS does not define a service. Economic literature rather
unhelpfully tends to define services in contrast to products, empha-
sizing their “non-durable or transitory character.”'”? The GATS’ po-
tential coverage is broad, extending to trade in services in any sector
except services supplied in the exercise of governmental authority.?°
Guidance on what is meant by a service can, once again, be taken
from the more specific commitments Members have negotiated. As
mentioned earlier, specific commitments and exemptions to GATS
rules are undertaken by each Member on a sector-by-sector basis, and
are set out in binding schedules. Each WTO Member’s commit-
ments within each sector may differ. Typical services sectors include
financial services, transport, and telecommunications. If, as is posited
in this analysis, an emissions permit is a government-issued licence,
it would not, of itself, fall within the Members’ understanding of a
“service.”

Nevertheless, the trade in emissions allowances may well in-
directly be governed by the GATS. An internationally traded emis-
sions allowance will have financial value and may well be considered
a “negotiable instrument” within the meaning of the GATS agree-
ment on financial services.?! GATS disciplines might prohibit those
WTO Members that have fully liberalized their financial-services
sector from placing quantitative restrictions on the “import” of
emissions allowances. For example, the GATS might prohibit such a
Member from limiting access of other Members' emissions allow-
ances to its market on the basis of “the total value of percentage
assets in the form of numerical quotas.”’??

However, GATS rules would not require any Member to recognize
the regulatory validity of these allowances, once they had been “im-
ported.” In other words, GATS might require that brokers and other
financial-service providers within Country A be free to buy and sell
the emissions allowances issued by any other WTO Member. How-
ever, Country A could, none the less, refuse to recognize these
allowances as valid for the purpose of offsetting emissions within
A’s territory. A useful analogy is to the trade in government-issued
currency. Currency is not itself a “service” or a “product,” but the



168 Werksman

provision of financial services, such as currency exchange, would fall
within the scope of the GATS. Depending on Country A’s specific
GATS commitments, it may be required to guarantee market access
to bureaux de change registered in Country B, and it may be pro-
hibited from limiting the volume of currency exchanged through
these services.

Country A would not, however, under GATS rules, be required to
recognize as legal tender for use within its domestic market, currency
issued by Country B. Perhaps the only precedents for the inter-
national trade in government-issued environmental permits are the
domestic legal regimes established to implement the “industrial
rationalization” provisions of the Montreal Protocol on Ozone De-
pleting Substances. There is no evidence that these allowances have
ever been considered to be products or services for WTO purposes.
Furthermore, these regimes typically impose unilateral constraints on
the trade and on the validity of production allowances, yet these
practices have never attracted a WTO challenge.

For example, under the US Clean Air Act, the US Environmental
Protection Agency (USEPA) is authorized to regulate the trade in
ozone-depleting substances (ODS) production allowances between
US-based producers and producers in other nations that are Parties to
the Protocol. Entities proposing to trade must first demonstrate that
the allowance being offered represents a reduction below interna-
tionally or domestically required levels, and obtain the formal ap-
proval of the government proposing to “export” the allowance.

The USEPA Administrator reserves the right to deny any inter-
national transfer from or to US sources, of production allowances for
economic, trade, or environmental reasons (see fig. 7.4). The approval
by each government of the transaction between producers can be seen
as equivalent to the sovereign-to-sovereign transfer of PAAs that
must “‘shadow” each transaction of emissions allowances in the
climate-change context. The EC has enacted similar provisions that
authorize the European Commission, together with a European
Member State, to approve, on a case-by-case basis, trades in produc-
tion allowances.??
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Figure 7.4 US stratospheric ozone-production allowance-
trading scheme

Under the US domestic tradeable production allowance system
implementing the Montreal Protocol, a US-based producer
may trade allowances only with a “nation” that is Party to the
Protocol. Before acquiring a production allowance, a US-based
producer company must first obtain documented authorization
from the principal diplomatic representative in that Party’s
embassy in the United States,

that the appropriate authority within that nation has
established or revised production limits for the nation to
equal the lesser of the maximum production that the na-
tion is allowed under the Protocol minus the amount
transferred, the maximum production that is allowed
under the nation’s applicable domestic law minus the
amount transferred, or the average of the nation’s actual
national production level for the three years prior to the
transfer minus the production allowances transferred.

Before transferring a production allowance to another Party,
the US-based producer must indicate, among other things, the
chemical type and level of production the allowance represents.
Prior to any such trade, the US-based producer must obtain
authorization from the Administrator of the USEPA:

After receiving a transfer request that meets the require-

ments of Paragraph (c) (2) of this section, the Adminis-

trator may, at his discretion, consider the following factors

in deciding whether to approve such a transfer:

« possible creation of economic hardship

« possible effects on trade

- potential environmental implications

« the total amount of unexpended production allowances
held by US entities. (42 CFR sec 82.9(c))
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No two regimes are perfectly analogous. It is likely that the mar-
ket in GHG allowances will be much larger and more liquid than
the ozone market and would benefit from less direct government
intervention. The point illustrated here is that the fundamental legal
character of the ozone and the climate-change allowances — licenses
issued by a government in aid of implementing an international
sovereign obligation — are essentially the same. The domestic or
international tradeability of these instruments does not change them
into products or services for WTO purposes.

Rather than act unilaterally, one or more Parties might agree to
the harmonization of standards, or enter into mutual recognition
agreements (MRAs).?* Each government would accept as valid
within its regulatory system only those allowances issued by gov-
ernments that were also bound by these?> (see fig. 7.3). This would
provide a broader legal basis for refusing to recognize as valid, within
domestic regulatory systems, allowances offered for sale by Parties
that do not meet certain standards. It must be emphasized that the
Kyoto Protocol provides that the Conference of the Parties (COP)
(and not individual Parties to the Protocol) shall define the relevant
principles, modalities, rules, and guidelines for emissions trading.
These rules may constrain the extent to which Parties may act uni-
laterally or in groups to set or enforce the terms of mutual recogni-
tion. Article 17 already implicitly prevents Parties not included in
Annex B from acquiring, issuing, or transferring emissions allow-
ances under the Protocol. Parties may choose, for example (as did the
Parties to the Montreal Protocol), to authorize a non-compliance
procedure to suspend the ability of Parties to transfer emissions
26 The Parties may choose to
adopt rules based on principles provided in the Convention and

similar to those of the WTO, such as non-discrimination or least
27

allowances under certain circumstances.

trade restrictiveness.

But, once again, there is neither a basis in the texts of the WTO
Agreements nor a precedent from GATT/WTO practice for treating
government-issued allowances themselves as either products or set-
vices. When traded internationally, emissions allowances may well
be considered “negotiable instruments” for the purposes of the GATS
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financial-services agreement. The disciplines of this agreement may
prohibit certain WTO Members from limiting the “import” of
emission allowances; however, they would not prevent WTO Mem-
bers from limiting the amount of imported emissions allowances
they recognize as valid, or from making discriminatory distinctions
as to which countries’ allowances they choose to recognize as valid.

Secondary markets in allowance “derivatives”

A secondary market in the trading in financial instruments based on
allowances may also develop from the introduction of an ETS. These
financial instruments, such as futures contracts, may also involve the
provision of financial services and may also be subject to WTO dis-
ciplines for financial services.

If the ETS is designed in a way that allows a significant number of
transactions within and across borders, it will be very likely to attract
the interest of service providers from the financial-services indus-
try.28 These services may include intermediary services, such as bro-
kerage and agency, but also services such as banking, insurance, and
the management and trade in derivatives.

If the ETS rules allow financial-service providers to buy, own, and
hold allowances, the EC and its Member States may be under a
GATS obligation to extend MFN and national treatment to foreign
services and service suppliers. Objective “prudential,” rather than
nationality-based, criteria can be used to weed out any inappropriate
service suppliers.?? These might include, for example, requirements
that brokers are properly licensed, or are backed by sufficient assets.

Existing markets in products and services: Incidence of vegulation and
allocation

The market of most concern, from a WTO perspective, is the ex-
change of existing products and services that may be affected by the
design of rules governing an ETS. In WTO parlance, the rules gov-
erning an ETS would be considered measures with the potential to
affect trade in products and services. Which products and services
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may be affected by an ETS will depend upon the scope of GHGs
covered by the ETS, on which products and services generate these
gases, and on the types of measures chosen by the system’s designers.

The designers of an ETS will first need to determine, for example,
at which point of a carbon-based fuel cycle allowances will be re-
quired. Regulators will need to choose between a more “upstream”
coverage at the point of extraction, or upstream coverage at the point
of processing or supply, or downstream coverage (e.g. at point of
emission or end-use), or a combination of the three.3® As will be
seen, for WTO purposes, the incidence of regulation is relevant
because, if the regulator moves fully upstream in the fuel cycle, it
becomes more likely that constraints may be placed on the import
of energy or energy sources at the border.

Once the points of regulation have been determined, emission
allowances need to be allocated by an agreed mechanism or mecha-
nisms, operating under certain principles. This allocation can be
done either through the mechanism of grandfathering, an allocation of
emission rights on the basis of historic emissions, or through the
mechanism of auctioning, by selling emission allowances to the
highest bidder. Furthermore, either of these mechanisms could be
weighted by principles that favour certain types of fuel sources (such
as entities that are less polluting or less carbon intensive), or certain
classes of emitters (such as domestic, or domestically owned and op-
erated entities). WTO disciplines will generally favour as open and
transparent a system as possible. This analysis now turns to explore
briefly the WTO implications of upstream, midstream, and down-
stream systems, allocated under either an open or a weighted process.

Upstream at the point of extraction

Allowances could be required not of emitters or suppliers but of
“extractors’ of fossil fuels, effectively limiting the quantity of fossil
fuels on the market. As most countries are not energy independent,
such a system might also require importers to hold and surrender
allowances for fossil-fuel products as a precondition of import. As-
suming that the quantity of allowances available will be limited, the
importing country would, in effect, be imposing a quota on the im-
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ports of the fossil-fuel products, potentially violating Article XI of
the GATT (prohibition on quantitative restrictions). Furthermore, if
the delivery of energy services could be construed as falling within an
importer’s market-access services schedule under the GATS, limiting
the delivery of energy services (such as transportation via tanker or
pipeline) at the border may also violate the GATS.3!

The issue is further complicated by proposals to “bundle” emis-
sions allowances with energy products at the border. For example,
assume that an oil producer from Country A sought to export pet-
roleum into Country B but found that there were no allowances
available for sale within Country B’s market. In an upstream system,
the import would be banned, unless the importer held an emissions
allowance issued elsewhere that was valid within the Country B. The
exporter might then seek to bundle its petroleum with allowances
issued by its home Country A. If Country B’s ETS did not recognize
Country A’s allowances as valid, Country A (if it was a WTO
Member) could seek to challenge Country B’s rules on the validity of
allowances as a quantitative restriction.

The important distinction to keep in mind is that WTO rules
apply to trade in services and products, but not to “trade” in allow-
ances. Thus, WTO obligations would not in this circumstance re-
quire a Member to accept the foreign allowances as valid for off-
setting emissions within its territory. WTO rules may, however,
require a Member to allow the import of the energy-related product
or service. Once it has entered the internal market, the energy-
related product would be governed by domestic regulation. The fuel
could not be combusted until and unless it was accompanied by a
valid allowance. An analysis must then turn to assess whether im-
porters or end-users of imported fossil fuels were allowed non-
discriminatory access to allowances that are recognized as valid
within the jurisdiction of the importing country.

This raises the issue of fair allocation of allowances recognized as
valid, rather than the issue of the validity of the allowances them-
selves. While it is difficult to predict with confidence the outcome of
these challenges, it can generally be said that demanding emissions
allowances at the border, in such a way as to block the import of
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products, would greatly increase the chances of a WTO challenge. As
discussed below, if a less trade-restrictive alternative is available —
such as a downstream approach — it would be more difficult for a
measure to survive such a challenge through the application of a

general exception to the GATT or GATS.

Upstream at the point of processing or sale

If the allowances are demanded of sellers of energy products at the
point of delivery or sale, GATT and GATS rules governing National
Treatment and MFN within the internal market would apply. Under
the GATT (Article III: 4), imported energy products would have to
be accorded treatment no less favourable than “like” energy products
of domestic origin. Any system of allocation would be required to
provide for “the effective equality of opportunities for imported
products in respect of law, regulations, and requirements affecting
the internal sale, offering for sale, purchase, transportation, distribu-
tion or use of products.”3?

Allocation of carbon-based sales allowances for fossil fuels by
purely historical grandfathering would launch the market on the
basis of the status quo. If the status quo was already fully liberalized,
current market participants within Country A would be treated
equally, whether their products derived from domestic or from im-
ported sources. Allocation by open and transparent auction, if it is
operated on a non-discriminatory basis, might favour the wealthier
or the more efficient, but would not directly violate GATT national
treatment or MFN obligations.

Either system would have to deal with the challenge of “new
entrants,” providers of domestic or imported products that wish to
enter the market after the initial allocation of allowances. Rules
governing allocation of allowances to new entrants would have to
treat domestic and imported fuel in a non-discriminatory manner.
Ensuring this non-discriminatory treatment may not be a simple
or straightforward matter. WTO jurisprudence suggests that, for
national-treatment purposes, the imported product must be treated
in a manner equivalent to the best treatment afforded to a like do-
mestic product. This suggests that a foreign “new entrant” must be
able to compete on a level playing field with an established domestic
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like product, rather than a “similarly situated” domestic “new en-
trant.”?> If sales allowances become scarce during the commitment
period, this equivalence of treatment may be difficult to ensure. If
allowances are scarce, the importing government may, in effect, be
required to favour foreign “new entrants” over domestic “new en-
trants,” an outcome that may prove politically difficult to ensure.

If either the grandfathering or auctioning mechanisms were
weighted to achieve other policy objectives, direct or indirect dis-
crimination might arise. For example, Country A might wish to use
its distribution or sales allowances to improve its energy indepen-
dence by promoting the sale of energy products from domestic
sources. This would clearly violate GATT national-treatment provi-
sions. Favouring domestic industries in an allocation procedure
might also trigger a challenge under the WTO Agreement on Sub-
sidies and Countervailing Measures. This Agreement disciplines the
use of subsidies, including the waiving of government revenue
“otherwise due,” which confer a benefit to a specific enterprise, in-
dustry, or group of industries operating within its jurisdiction. These
benefits could enable domestically produced products to compete
unfairly, in either the domestic or the international market, with
products produced elsewhere. Under certain circumstances, these
benefits may prove to be “actionable” subsidies that could be subject
to countervailing duties imposed by an importer of the subsidized
products, or to a direct challenge under the Subsidies Agreement.?*

Emissions allowances that constrain carbon dioxide emissions in-
herently favour less-carbon-intensive fuels, and should increase the
competitiveness of, for example, natural gas against petroleum or
coal. An importing country could choose to enhance this preference
by weighting its allocation to favour a particular fuel source, for en-
vironmental or other policy reasons. Although an allowance system
favouring natural gas over petroleum, for example, might be (on the
face of it) non-discriminatory, the trade impact might favour do-
mestic producers or suppliers. Foreign petroleum producers or sup-
pliers might challenge the measure as indirectly discriminatory or
protectionist. A WTO analysis would turn on whether the two
products — natural gas and petroleum — were “like” products.
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The test for a “like product” in the context of Article III: 4 was
recently articulated by a WTO panel. It calls for a case-by-case
determination in which a panel should assess the following:

1. the product’s properties, nature and quality
2. its end-uses in a given market

3. its tariff classification, and
4

. consumers’ tastes and habits.>>

Analysis would depend, in part, on how fine a distinction the allo-
cation system made between fuel types, and the end-uses in the
markets in which the allocations were made. Broad distinctions, such
as between natural gas and petroleum, would be likely to be more
acceptable. These products are, for example, given distinct tariff
classifications under the Harmonized Tariff System.

If the distribution or sale of energy were found to be covered by
one of the importer’s bound service sectors under the GATS, a simi-
lar analysis would apply, i.e. a panel would consider whether the
energy services being subject to differential treatment were “like”
services. Under GATS, the national-treatment provision is also
broadly drafted. It provides that “formally identical or formally dif-
ferent treatment shall be considered to be less favourable if it modi-
fies the conditions of competition in favour of services or service
suppliers of the Member compared to like services or service suppli-
ers of any other Member” (GATS Article XVII: 3). For the purposes
of assessing the indirect discrimination arising from “formally iden-
tical” treatment, the GATS concept of “like service or service sup-
plier” might be even broader than “like product” as the end-use
customer may be interested more in the energy itself than in the
carbon intensity of the source.

Downstream at the point of emission

A downstream system in which allowances are required of emitters of
GHGs within the territory of the importing state is far less likely to
create potential conflicts with WTO rules. In either situation, the
allowances will concern only industry or emission sources within that



GHG Emissions Trading and the WTO 177

state. Whether allocated by grandfathering or by auctioning, allow-
ances will be distributed to, what for GATT purposes, are “domes-
tic” industries based within that Member.

Allocation processes weighted against domestic firms with a ma-
jority foreign ownership would not be likely to concern the GATT,
again because all the products of these firms would be considered
“domestic” for GATT purposes. Such discriminatory treatment
would be likely, however, to fall foul of GATS rules on treatment
of foreign service suppliers. Allocation processes that favour less-
polluting industries or enterprises might, however, be deemed to be
subsidies by the WTO agreement on subsidies.

As has been indicated, if these preferences undermined the com-
petitive relationship between the subsidized industries and “like”
products in the international or domestic market-place, they may be
subject to a direct challenge or to countervailing duties.

Electricity and other energy-intensive products

The designers of an ETS may also be tempted to discriminate be-
tween otherwise “like” products on the basis of the carbon content of
the fuel used to produce those products. Allowances may be required
of suppliers of fossil-fuel-intensive products such as electricity or
steel.

The transboundary sale of electricity may raise particular chal-
lenges for an ETS. As the use of electricity itself does not generate
emissions, participating countries might be quite happy to import
electricity without adjusting their assigned amounts or requiring
allowances of importers, suppliers, or end-users. Exporters of elec-
tricity may, however, feel that it should be the end-user of the elec-
tricity, rather than the generator, that should bear the responsibility
for emissions. There have been suggestions, for example, that Den-
mark, in implementing its “CO; quota” regime, might require those
wishing to import Danish electricity to first surrender a carbon
equivalent of PAAs to Denmark, or to transfer to Denmark allow-
ances that Denmark would recognize as valid.3°

This requirement could act as the equivalent of an export restric-
tion on a GATT-regulated product (electrical energy), with the im-
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porter’s demand for a valid PAA or allowance acting as a precon-
dition for an export licence. This may violate GATT Article XI
disciplines on quantitative restrictions. Furthermore, by effectively
allowing export only to those countries or entities capable of sup-
plying allowances recognized as valid in Denmark, Denmark may
violate GATT Article XIII, which requires that any quantitative re-
strictions that are in place be administered on a non-discriminatory
basis. The GATS does not contain disciplines for quantitative re-
strictions on exports and would thus not be applicable here.

Particularly vulnerable to a WTO challenge would be any method
of allocation that distinguished between otherwise like products on
the basis of the way in which they are produced (so-called process
and production methods — PPMs). Favouring electricity or steel
produced using climate-friendly energy sources may lead to dis-
crimination against or between imported electricity or steel produced
by more carbon-intensive methods. Many trade analysts have sug-
gested that such PPM-based distinctions, based on characteristics
which are not physically embedded in the final product, are contrary
to WTO principles.?” This line of analysis argues that such distinc-
tions would enable importing countries to use trade measures to
coerce changes in environmental and other policies in their trading
partners and would be open to wide abuse as means of disguised
protectionism. More recent WTO jurisprudence suggests, however,
that PPM-based distinctions do not inherently violate the GATT if
they are applied in manner that is neither “arbitrary” nor ‘“‘un-
justifiable.”?® These terms arise from the application of the General
Exceptions to the GATT and GATS, and are discussed below.

General exceptions

Measures that are caught by one of the GATT or GATS provisions
discussed above may survive a WTO challenge on the basis of the
application of the General Exceptions provided in Article XX GATT
or Article XIV GATS.?® The application of any of these exceptions is
impossible in the abstract, without knowing the details of the chal-
lenged measure and the manner in which it is being applied.i®
Measures relating to the transfer and mutual recognition of allow-
ances should not reach this stage if, as argued here, the trade in
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allowances does not fall directly within the WTO’s coverage. Mea-
sures governing incidence of regulation and allocation of allowances
that were found to violate WTO rules would be assessed for whether
they were put in place to achieve certain recognized environmentally
related policy objectives, and whether they were applied in a manner
that would constitute a means of “arbitrary or unjustifiable discrim-
ination between countries where the same conditions prevail” or a

“disguised restriction on international trade.”4!

A WTO Member defending an ETS-related measure would have
to first provide a “provisional justification” of the measure as being
“necessary”’ for the protection of human, animal, or plant life or
health (Article XX (b)), or as “relating to” the conservation of ex-
haustible natural resources (Article XX (g)). Thus far, provisional
justification has proved easier under Article XX (g), which has been
interpreted as requiring only that the measure bear a “substantial
relationship” to the policy goal it purports to serve.®? This analysis
therefore focuses on Article XX (b).

In order to invoke Article XX (b), the following two criteria need
to be met:

1. that the policy in respect of the measures for which the provi-
sion is invoked falls within the range of policies designed to
protect human, animal, or plant life or health

2. that the inconsistent measures for which the exception is being

invoked are nmecessary to fulfil the policy objective.43

Policies designed “to reduce air pollution resulting from the con-
sumption of gasoline” have been recognized as “within the range of
those concerning the protection of human, animal, and plant life
or health mentioned in Article XX (b).”%4 It is likely that a policy
to mitigate climate change would also fall within this range. The
justification of the measure as “necessary’” under the second criterion
requires a more in-depth examination. A WTO panel has recently
confirmed previous GATT jurisprudence, that a member cannot
justify a measure inconsistent with another GATT provision as
necessary:
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. if an alternative measure which it could reasonably be ex-
pected to employ and which is not inconsistent with other
GATT provisions is available to it. By the same token, in cases
where a measure consistent with other GATT provisions is not
reasonably available, a Member is bound to use, among the
measures reasonably available to it, that which entails the least

degree of inconsistency with other GATT provisions.*>

Whether a particular measure meets this “least degree of inconsis-
tency” test will require a highly contextual judgement by a WTO
adjudicator. In the past, a WTO Panel has placed the burden of
showing that there were no consistent (or less inconsistent) measures
available squarely on the Member defending the measure. The test
begs the question as to what rule of reason or proportionality should
be used to assess the “availability” and effectiveness of the alternative
measure and to balance this against the relative trade restrictiveness

of the challenged measure.4¢

When assessing the range of measures available to a Member, a
Panel would, no doubt, take into account any decisions of the COP
that help to clarify the objectives of an ETS and that indicate agree-
ment on the measures necessary to achieve those objectives.®” It must
be recognized, however, that Parties currently disagree on a number
of objectives crucial to this analysis. Some Parties appear to believe
that the Protocol would be best served by domestic measures that
promoted a liberal, liquid, and non-discriminatory market in emis-
sions allowances, and in climate-related products and services. Others
may see the need for regulating one or both of these markets in order
to promote domestic action, to reward trading partners that support
the regime, or, perhaps, even to compensate those that are harmed by
the regime’s impact on the competitiveness of fossil fuels. Thus,
trade restrictiveness can be seen as either central to the effectiveness
of an ETS or as contrary to its fundamental objectives. This dis-
agreement may have implications for the application of the Article
XX chapeau, as well.

If a preliminary justification has been found under one of the sub-
Paragraphs of Article XX, the Member defending the measure
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would then need to establish that it conforms to the requirements of
the chapeau of Article XX. The chapeau is intended to prevent the
abuse of the “limited and conditional 48 exceptions in Article XX,
and it has thus far been interpreted narrowly. It lays down three
standards. The Member would need to demonstrate that the appli-
cation of its measure did not constitute:

1. arbitrary discrimination between countries where the same
conditions prevail

2. unjustifiable discrimination between countries where the same
conditions prevail, or

3. a disguised restriction on international trade.

The application of these criteria requires the adjudicator to mark
out “a line of equilibrium between the right of a Member to invoke
an exception under Article XX and the rights of the other Members
under varying substantive provisions,” so that “neither of the com-
peting rights will cancel out the other and thereby distort and nul-
lify or impair the balance of rights and obligations” in the GATT.%’
The location of this line is difficult to establish in abstracto, as it is
“not fixed and unchanging; the line moves as the kind and the shape
of the measures at stake vary and as the facts making up specific cases

differ.””>0

Recent WTO jurisprudence indicates that efforts to agree ETS
rules multilaterally, under the auspices of COP, or through MRAs,
should help guide a WTO Panel in drawing the line between the
competing rights of WTO Members. The climate-change regime,
with its broad participation of Parties, clearly reflects the “contem-
porary concerns of the community of nations about the protection
and conservation of the environment” that informed the WTO Ap-
pellate Body’s interpretation of the Article XX.5! This article has,
however, suggested that the COP may have difficulty in agreeing a
common approach to all aspects of how parties should design their
domestic ETS. In these circumstances, WTO jurisprudence indicates
that Members must apply their rules in a manner that takes into
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account the different conditions that may occur in the territories of
other Members. Members should not, for example, use their domes-
tic rules to force other Members to adopt policies that are essentially
the same as their own policies.>? Thus, while WTO rules strongly
favour multilateralism, they can also recognize that diplomatic efforts
will not always succeed. Unilateral trade measures for environmental
purposes, even as against non-Parties to an MEA, would be looked
upon more favourably under WTO rules if the Member imposing
the measure had first exhausted diplomatic efforts to agree upon
common measures.

Conclusions: If and where a dispute may
arise

As mentioned above, a well-designed ETS will necessarily involve
the dislocation of vested interests by rewarding ‘“climate-friendly”
sovereign and private-sector behaviour. Furthermore, an interna-
tional ETS, however well designed, will be untested and complex,
and contain ambiguous rules. Even in good faith, conflicts may well
arise:

1. In an effort to protect sovereign or commercial interests

2. in an effort to seek authoritative interpretation and clarification
of ambiguous rules.

It should be the general concern of the designers of any interna-
tional ETS to ensure that an effective mechanism for clarifying rules
and avoiding and settling disputes is available to participants in the
system. Of particular concern to the designers of the ETS will be that
they ensure that disputes are resolved by a forum operating under the
auspices of the Kyoto Protocol, which is most likely to resolve dis-
putes with the objective of upholding the objects and purposes of the
ETS. For reasons that have been raised, dispute resolution under
WTO would probably be the least attractive forum for the ETS de-
signers as it tends to place free-trade concerns ahead of environmen-
tal objectives.
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WTO Agreements are ambiguous in many aspects, and leave
broad scope for interpretation. Although the core of the GATT ob-
ligations have been in force for many countries for over 50 years, the
1994 Agreements on trade in goods and services are still relatively
new and the jurisprudence interpreting them is limited. As has been
suggested, what jurisprudence does exist tends to interpret the
WTO'’s substantive rules broadly and the environmentally based ex-
ceptions to those rules narrowly.

The WTO Committee on Trade and Environment identified, in
1996, “about 20” MEAs currently in effect that contain trade pro-
visions. Three in particular — the Montreal Protocol, the Convention
on the International Trade in Endangered Species of Wild Fauna and
Flora (CITES), and the Basel Convention — authorize measures that
would clearly violate GATT rules, by banning the import of various
substances on the basis of the status of the country of origin (e.g.
countries that are not Parties to the MEA, Parties to the MEA that
fall into particular categories, and Parties not in compliance with the
MEA).

Despite the operation of these MEAs, there has never yet been a
WTO challenge to a trade-related measure authorized by an MEA.
The absence of a WTO dispute can be explained in part by the fol-
lowing:

1. self-restraint: WTO members that are Parties to these MEAs
may have felt it appropriate to settle any differences within the
context of the regime itself

2. broad participation: the main MEAs with trade-related mea-
sures have tended to attract at least as many Parties as have the
GATT and now the WTO

3. narrow economic impacts: as discussed earlier, the scope of
economic activity affected by previous MEAs has tended to
be relatively narrow (the market in the international trade in
ODS and hazardous waste, while not insignificant, is far less
than the volume of trade in services in energy products and
services).
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It is not clear that any of these conditions will hold true for the
Kyoto Protocol.

These observations, lessons from the WTO'’s extensive study of its
relationship with MEAs, and recent WTO jurisprudence may be
useful in guiding the design of an ETS under the Kyoto Protocol.
Parties should:

1. make every effort to promote broad participation in the Kyoto
Protocol

2. ensure that any trade-restrictive (or potentially trade-restrictive)
aspects of an ETS are expressly authorized by, or are consistent
with, rules on emissions trading agreed by the Convention or
the Protocol institutions

3. ensure that adequate mechanisms are available within the Pro-
tocol itself to resolve any disputes that may arise between
Member States and Parties to the Protocol.>?

As with any exercise that is speculative and that is aimed at com-
prehensive “issue spotting,” this analysis risks overplaying the
potential for theoretical conflicts and the potential that theoretical
conflicts might lead to actual disputes between states. The intention
is precisely the opposite. Indeed, the analysis concludes that inter-
nationally traded emissions allowances are neither “products” nor
“services,” and thus the trade in these instruments is not directly
governed by WTO disciplines. The way in which these allowances
are allocated and are used to restrict emissions-related economic
activity will, however, have an impact on the trade in products and
services that are covered by the WTO. For these reasons, the mea-
sures chosen to implement an ETS must be designed, just as any
other domestic measures that have the potential to impact trade, in a
manner sensitive to WTO rules against discrimination. When rules
that make legitimate distinctions between allowances, products, and
services are necessary to the achievement of the Protocol’s objectives,
WTO exceptions should be interpreted to allow Parties to maintain
these distinctions.
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Investing in Sustainable Development:
The Potential Interaction between the
Kyoto Protocol and the Multilateral
Agreement on Investment!

Jacos WErksMAN AND CLAUDIA SANTORO?

Introduction

This chapter makes an initial attempt to assess the interaction
between two, potentially revolutionary, international legal instru-
ments, both of which attempt to influence the pattern of private-
sector investment from developed to developing countries. The first
is the 1997 Kyoto Protocol to the United Nations Framework Con-
vention on Climate Change, which, when in force, will stimulate
investments in the developing world in projects that reduce emis-
sions of greenhouse gases (GHGs) through a “clean development
mechanism” (CDM). The second is the draft Multilateral Agreement
on Investment (MAI). If adopted and ratified, the MAI will set high
global standards for the protection of investors and investments
against discrimination, and against illegal expropriation. Although
negotiated under the auspices of the Organization for Economic Co-
operation and Development (OECD), the MAI will be open to
membership of both developed and developing countries.



192 Werksman and Santoro

This discussion is necessarily speculative, as the detailed invest-
ment rules of the Kyoto Protocol’s CDM have yet to be agreed. The
MAI remains in draft form, and its adoption is 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 con-
flicts and synergies that may exist between efforts to use international
law both to promote and to channel international investment flows.
Furthermore, the greater use of market mechanisms in multilateral
environmental agreements and the powerful trend towards strength-
ened investor protection both indicate the advisability of exploring
these issues, even if neither the Kyoto Protocol nor the MAI take
quite the final shapes that we presume.

While both agreements aim to promote investment flows, the
MALI attempts to limit the extent to which states intervene in the
market-place in order to channel such investments towards domestic
policy objectives. Under the MAI, domestic regulations may not
either directly or indirectly discriminate between domestic and for-
eign investors or investments. The Kyoto Protocol’s CDM, while
described as a “market mechanism,” may in fact require extensive
state intervention in investment decisions. The CDM does not view
all categories of investor or investment equally, aiming instead to
promote investments from developed into developing countries in
activities that reduce GHG emissions.

The potential for conflict between economic liberalization regimes
such as the MAI and the World Trade Organization (WTO) Agree-
ments, and multilateral environmental agreements (MEAs) such as
the climate-change regime, has generated volumes of academic lit-
erature. As yet, no formal disputes have arisen. There is, however, a
marked trend in the regimes of MEAs to draw upon market mecha-
nisms and market interventions to achieve policy goals. These in-
clude investment incentives, such as the CDM, tradeable allowances
(also anticipated under the Kyoto Protocol), and technical barriers to
trade arising from the prior informed-consent requirements under
the emerging hazardous chemical and biosafety treaties.

Perceptions of the likelihood and the seriousness of the potential
conflict differ widely. Hoping for synergy but seeking to avoid con-
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flict, negotiators are increasingly looking for ways to carve out ex-
ceptions that will allow potentially competing rules to accommodate
each other. However, as long as these regimes remain under the
authority of distinct governance structures and dispute-settlement
procedures, a risk persists that one set of objectives will have to
concede to the other in an ad hoc and incoherent manner.

This chapter sketches the outlines of the CDM and the MAI, and
explores the potential interaction between them.

The clean development mechanism

Under Article 12 of the Kyoto Protocol, a CDM will promote
investments in climate-friendly project activities in non-Annex I
Parties. The CDM will be governed by a multilaterally agreed set
of rules and will operate under the supervision of the Conference of
the Parties serving as the meeting of the Parties to the Protocol
(COP/MOP) and an executive board. Emissions reductions accruing
from the “project activities” carried out by non-Annex I Parties,
once certified under agreed principles, may be acquired and used by
Annex I Parties to contribute to compliance with their emissions-
reductions obligations under Article 3 of the Protocol.

A well-designed CDM will have to offer positive incentives to the
kind of investors and investments that will deliver “emission reduc-
tions that are additional to those that would occur in the absence” of
the investment. Because CDM offsets will, in effect, allow Annex I
Parties to increase their emissions above their Article 3 obligations,
proof of CDM additionality is essential to ensure that overall global
emissions are constrained.

Articles 12 and 3 of the Protocol leave open a number of variations
on the steps in the CDM project activity cycle, i.e. the process
whereby a project activity becomes a certified emissions reduction
(CER) available for use as part of an Annex I Party’s “assigned
amount”’ under Article 3. It is possible to set out six essential steps in
the CDM project activity cycle, as shown in table 8.1.
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Table 8.1 Basic steps in the CDM¥ project activity cycle

KP?

Step Article Participant(s)

1. Approval of project activity 12.5@) S, and S)*

2. Certification of environmental and 12.5 Operational entity
financial additionality of project
activity

3. Auditing and verification of 12.7 Independent auditor/
emissions reductions verifier

4. Assessment of proceeds for 12.8 To be determined by
administrative and adaptation costs COP/MOP?

5. Transfer/acquisition of CER® 3.12 S;and S,

6. Addition of CER to assigned amount ~ 3.12  §;

a. CDM, clean development mechanism.
b. KP, Kyoto Protocol.
c. S;, investor state; Sy, host state.

d. COP/MOP, Conference of the Parties/Meeting of the Parties to the
Protocol.

e. CER, certified emissions reduction.

The simplest of potential CDM transactions would involve bilat-
eral, project-by-project transactions between one investor and one
host. These transactions may be purely intergovernmental in charac-
ter or may also involve private investors and hosts.

More complex transactions are those proposed by a number of
multilateral development banks and private financial service pro-
viders, which would draw together multiple investors and multiple
projects, and multilateralize various steps in the CDM project activity
cycle. Additional “service providers” may be required to pool eligible
project activities into portfolios, to auction project activities or CERs
to the highest bidder, or simply to match investors and project ac-
tivities in a transparent manner (table 8.2).

More complex, multilateral arrangements are thought to achieve
economies of scale, to increase the transparency and availability of
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Table 8.2 Options for multilateral arrangements

Service provider

(participant) Role

Fund manager Pools eligible project activities into
a portfolio

» Attracts finance from investors

Distributes CERs* to investors and
hosts

Auctioneer of project activities Collects eligible projects

Auctions project activities to the
highest bidder

Collects CERs

Auctions CERs to the highest
bidder

Posts information on eligible
projects

Helps to match prospective

Auctioneer of CERs

Clearing-house

investors with project activities

a. CER, certified emissions reduction.

information about transactions, to encourage the participation of
smaller hosts and investors, to promote balanced bargaining posi-
tions between investors and hosts, and to spread the risk of project
failure across a larger number of participants and project activities.?

The Multilateral Agreement on Investment

Drawing upon precedents from bilateral and plurilateral investment
treaties, the MAI? is intended to provide a “high standard” of pro-
tection to foreign investors and investments when operating overseas.
The MAI would achieve this by constraining a very broad range of
government regulatory activity that might directly or indirectly
harm the interests of foreign investors or that might adversely affect
the value of foreign-owned investments.



196 Werksman and Santoro

Host governments would be prohibited from applying discrimi-
natory treatment against foreign investors or investors within their
jurisdiction. National treatment (NT) and most-favoured nation
(MFN) obligations within the MAI would require governments to
extend to foreign investors and investments the same treatment that
(or better treatment than) they extend to domestic investors and
investments, and to treat foreign investors from different countries
equally. The MAI would prohibit both e facto and de jure discrimi-
nation by the host state. This means that host country regulations
that discriminate between domestic and foreign investors either ex-
pressly, or in their effect, would be open to challenge.

Parties to the MAI would also be prevented from forcing investors
to conform to certain types of “performance requirements.” Host
governments would be prevented from conditioning the right to
invest in, for example, the use by the investor of a certain percentage
of local goods, or on the transfer of technology. This prohibition
holds even if it is applied equally on domestic or foreign investors.

Foreign investors would also be protected from illegal expropria-
tion of their investment assets and, in circumstances in which in-
vestments were legally expropriated, would be entitled to a high
standard of compensation. Expropriation is defined broadly to in-
clude not just the direct taking of an investment but also indirect
takings including “measures having equivalent effect.” The breadth
of this definition is intended to include so-called “creeping expro-
priation,” whereby government taxation or regulations, short of a
direct taking, may diminish the value of an investment.

The level of investment protection is further strengthened by the
MAT’s very broad definition of the types of “investment” that it will
protect. The MAI protects all rights acquired by foreign investors,
regardless of the inflow of capital into the host country. The term
“investment” in the MAI broadly includes every kind of asset owned
or controlled directly or indirectly by an investor; these include in-
tangible assets, state authorizations or licences, claims to money, and
all kinds of contractual rights. A proposed interpretative note in the
MAL is expected to clarify that an “asset” must have “the character-
istics of an investment, such as the commitment of capital or other
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resources, the expectation of gain or profit and the assumption of
risk.”

Furthermore, in a provision that extends well beyond the majority
of existing bilateral and plurilateral investment regimes, the MAI
prohibits “pre-establishment” discrimination. This would prohibit
host governments from screening foreign investors prior to their
establishing an investment presence.

The MAI will take a “top-down” approach to liberalizing invest-
ment rules. In other words, countries joining the MAI that wish to
preserve their sovereign discretion to make distinctions between for-
eign and domestic investors must specify measures or sectors of their
economy that they wish to shield from MAI disciplines, and formally
lodge these with the OECD secretariat as country-specific exceptions.
The exceptions will then probably be subject to “stand-still” and
“roll-back” requirements that discourage Parties from adding to
their exceptions. It is also probable that, through negotiations, po-
litical pressure will be applied to Parties to eliminate exceptions
gradually over time.

Finally, the MATI’s rules would be backed by compulsory state-to-
state and investor-to-state dispute-settlement procedures. These
allow both private investors and their home states to enforce the
MALI through the binding judgements of an international arbitral
tribunal.

Potential interaction between the CDM and
the MAI

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

The MAI would clearly have jurisdiction over any CDM project
activity carried out in the territory of a developing country that chose
to become a contracting party. Both a CDM project activity and any
CER it might generate would fall within the broad scope of the
MAT’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. the generation
of profits and of CERs), 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 MAT’s broad definition of investor would extend rights to all
private entities or state-owned enterprises involved in a CDM trans-
action. It would not, however, include investments made by states
themselves. States are not considered to be in need of any additional
protection as investors, and would avail themselves of the diplomatic
channels or the state-to-state dispute-settlement or non-compliance
procedures under the Protocol to defend their rights.

Non-discrimination: MFN and NT

The MAI prohibits both de facto and de jure discrimination by the
host state between foreign and domestic investors (the NT standard)
and between two foreign investors from different states (the MFN
standard). This means that host-country regulations that discrimi-
nate between these categories of investors either expressly, or in their
effect, would be open to challenge 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 discriminate expressly
between investors on the basis of the status of their home country in
at least four ways, as outlined below.
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1. Annex I versus non-Annex I Parties

Although not expressly prohibited by Article 12, it is unclear
whether investors from non-Annex I Parties would be entitled to
participate in CDM activities. Under some conceptions of “‘addi-
tionality,” project sponsors may be required to demonstrate North-
to-South flows of financial resources before a project activity could be
certified. In such a case, investors from non-Annex I Parties might be
denied access 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. However, if CERs are designed as a tradeable commodity, it
is entirely possible that an investor without commitments of its own
would see the investment potential in buying and holding CERs to
sell to the highest bidder should supplies become scarce.

2. Complying versus non-complying Parties

The Protocol Parties may wish to condition 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; JI) sets a precedent by sus-
pending a Party’s right to add emission-reduction units (ERUs)
generated by an JI project to its assigned amount if issues are raised

with regard to either the investor or the host state’s compliance.®

It may be argued that a Party to the Protocol that has authorized
the use of such sanctions in general would be unlikely to invoke (or
even legally estopped from invoking) the MAI to challenge such a
sanction when it is applied against one of its own investors. How-
ever, the MAI's investor-state dispute-settlement procedures may
allow the investor (who may care less about the niceties of interna-
tional legal obligations) to challenge a measure, even if its govern-
ment feels otherwise.

3. Party versus non-Party

Although this is not explicit in Article 12, most conceptions of the
CDM would probably not allow investors from host countries not
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Parties to the Protocol (or, at the very least, those not Party to the
Convention)’ to participate in the generation 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 also to give all potential host countries an incentive
to join the Protocol.®

Indeed, the OECD Secretariat’s own analysis 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 international regime, that might be inter-
preted for MAI purposes to be a measure of each Party to it.

The OECD Secretariat qualifies the risk by suggesting that bat-
ring 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 to investors in home countries where
they did have value.

4. Foreign versus domestic investor

Under some conceptions of the CDM, a host country or its own do-
mestic investors would be eligible to invest in CDM project activities
without the involvement of any foreign investor. Foreign capital
would flow only at the point when the CERs were ready to be sold.
In order to promote an endogenous, climate-friendly, technology 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
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preclude such an approach that would discriminate against foreign
investors.

Performance requirements

Article 12 provides that CDM project activities should assist devel-
oping countries in achieving 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 bring about the transfer of technology to a local firm.
These employment and performance requirements, even if imposed
equally on domestic and foreign investors, would potentially violate
the MAL

The MAT’s prohibition on performance requirements can be soft-
ened in two ways. First, the enumerated requirements may be em-
ployed in circumstances where they are conditioned on the “receipt
or continued receipt of an advantage.” If CERs generated by project
activities are seen as being within the control and largesse 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 environmental exception applicable to the pro-
vision on performance requirements. Modelled on Article XX of
the General Agreement on Tariffs and Trade (GATT) 1994, the
performance-requirement exception would allow measures that might
otherwise have violated the MALI if the host country can establish
that they are “necessary for the conservation of living or non-living
exhaustible natural resources.”

Expropriation and compensation

Direct expropriation

The transaction at the core of the CDM (Article 12 (3)) is described
so ambiguously as to leave unanswered a fundamental question: who
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has rights to the CER, or the expectation of a CER, at what stage in
the CDM cycle? This issue is of great importance from the stand-
point of investor protection, in that efforts by the host state to con-
trol or retain a CER for various reasons may be characterized as an
“expropriation” of the investor’s “investment” as broadly defined in
the MAL

If emissions reductions resulting from a CDM project activity were
treated consistently with the regime established for Annex I party
emissions, they could be characterized as “belonging” to the host
government. Each Annex I Party has been “assigned” emissions
allowances, and will ultimately be held responsible for emissions and
credited for reductions that take place within its territory. Annex I
Parties may, under some proposals for emissions trading, then de-
volve the right to these allowances to individual domestic emitters
or investors. Were a similar construct applied to the emissions
reductions achieved within the territory of a CDM non-Annex I host,
the disposition of CERs would lie within the power of the host
government. Host government regulations affecting the validity or
value of a CER might not in these circumstances be considered an
“expropriation.”

Alternatively, Parties may determine that host countries should
be entitled to retain 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.

CDM rules may, indeed, increase the need for selective expropria-
tion of CERs. As part of either a domestic or an international com-
pliance regime, a host country acting of its own volition or on in-
struction from a Protocol body might suspend the validity of a CER.
As has been indicated, Article 6 of the Protocol (JI) sets a precedent
by suspending a Party’s right to add ERUs generated by an JI proj-
ect to its assigned amount if issues are raised with regard to either
the investor or the host states’ compliance.
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Indivect expropriation

The scope of the MATI’s definition of expropriation would set a new
global standard. Regulatory takings, or state measures such as taxa-
tion and licensing, 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
the North American Free Trade Agreement (NAFTA) upon which it
is modelled, expands the international standard for expropriation to
cover “regulatory” takings. The MAI prohibits the taking of any
state action or measure that has the equivalent effect of direct or
indirect nationalization or “creeping” expropriation. There is stand-
ing available to an investor concerning an alleged breach of an
MALI obligation which “causes loss or damage to the investor or it
investment.”

Whether the MAI would require compensation 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 sup-
port these claims. The liberalized MAI imposes broad obligations on
states and new rights for investors. Together, this increases the pos-
sibility that any state regulation will directly or indirectly discri-
minate against one or more investors/investments. With broader
grounds for discrimination, and a high standard of compensation,
investors’ rights to dispute-resolution mechanisms against states will
undoubtedly influence domestic policy development under an MAI
regime.

This chapter now turns to two scenarios that test at a deeper level
the potential relationship between the CDM and the MAI from the
perspectives of a non-CDM investor and a CDM investor.

The MAI and the non-CDM investor

The CDM, as with all environmental regulatory instruments, may be
vulnerable to attack under the MALI if it provides the basis for any
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facially neutral regulation that has a disproportionate impact on a
foreign investor. In this context, CDM-related rules aimed at
strengthening a host government’s regulatory framework would be
as vulnerable to attack as any new environmental regulation that
threatened the expectations of a foreign investor.

For example, every CDM project activity must achieve environ-
mental additionality in order to be certified. This means that the
project activity must bring about overall benefits that would not
have occurred in the host country in the absence of the project. A
counterfactual baseline, or reference case, must therefore be con-
structed (on either 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 additional are allowed to be certi-
fied and are offset against Annex B commitments, overall global
emissions will increase against a business-as-usual baseline.

The COP/MOP will probably devise a common framework for
determining baselines. The framework may be prescriptive (such as
the existing framework for Global Environment Facility (GEF)
projects, which requires that a project baseline must reflect at least a
minimal standard of “environmental reasonableness”) or it may give
the Parties involved in the project activity more latitude when
defining the baseline on a project-by-project basis. We assume 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
country may choose to adopt regulations that support the baseline so
that the project activity will be verified and produce CERs. In order
to prevent the reductions achieved from a CDM investment to be
wiped out by emissions increases in the host country, CDM rules
may require the host government to demonstrate within a broad
systems boundary that dirty technologies are not being introduced
elsewhere.

Analogies can be drawn from the NAFTA challenge of a US-based
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company, Ethyl Corp. (Ethyl), against the Canadian government for
enacting legislation to ban the import and interprovincial transport
of the gasoline (petrol) additive methylcyclopentadienyl manganese
tricarbonyl (MMT) on the grounds that it is a dangerous toxin.
MMT 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 directly benefited from the ban on MMT.
Ethyl sued the Canadian government for approximately US$250
million, arguing that MMT is safe and that Canada’s ban on the
additive constitutes an illegitimate expropriation of Ethyl’s assets —
namely, its Ontario plant, which conducted the final mixing of
MMT. The Canadian government challenged the jurisdiction of the
panel to hear the case, on the grounds that Ethyl followed improper
procedure in bypassing their state government in initiating the
claim. The panel ruled against them, finding that Ethyl had standing
under NAFTA provisions, which are almost identical to those in the
MAL1? Shortly thereafter, the claim was settled for approximately
US$13 million and an apology by the Canadian government.!!

The former Chairman of the MAI negotiations has recommended
an addition to the draft MAI text of an “Interpretative Note” that
would seek to prevent efforts by foreign investors to chill legislation
that is facially neutral but that may have disproportionate impact. A
footnote to the text would clarify that the MAI should not inhibit
“normal non-discriminatory government regulatory activity.” It also
clarifies the presumption that it is within each Contracting Party’s
discretion to determine what measures “it considers appropriate” to
protect health, safety, and the environment. However, the usefulness
of the footnote is seriously undermined by the concluding phrase
“provided such measures are consistent with this agreement,” which
restricts the Contracting Party’s discretion to the bounds of the MAI
obligations on NT, MFN, and expropriation. In other words, the
paragraph does not provide an exception for environmental measures
but, rather, what could, at best, be described as a clarification of
burdens of proof. The burden of proof would clearly be on the com-
plainant to establish that a facially neutral measure is inconsistent
with the MAI!2
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Similarities between the MAI and GATT principles and provi-
sions assist understanding of this issue. The Chairman’s Note in-
cludes a proposal to remove the brackets that currently appear
around the phrase “in like circumstances” in the Negotiating Text of
the MFN and NT provisions and to add an interpretative footnote.
This proposal is in direct response to news of the Ethyl dispute.!?
This note is intended to allow a policy maker or an adjudicator of a
dispute to consider “all relevant circumstances, including those re-
lated to a foreign investor and its investments, in deciding to which
domestic or third country investors and investments they should
appropriately be compared.”

In substance, the Chairman’s approach introduces a concept sim-
ilar to the “like product” concept under the GATT. When an
investment-related measure is challenged as discriminatory, the term
“like circumstances” invites a comparison between the domestic
and foreign investors/investments, or between two or more foreign
investors/ investments, to determine whether the “the circumstances”
related to the investors/investments justifies a distinction being
made between them. Should the circumstances prove to be “like,”
the discriminatory treatment would, presumably, violate the MAI.

The Interpretative Note anticipates two types of differential treat-
ment that would be permissible with the introduction of the “like
circumstances” language: (1) facially discriminatory measures that
are justified by “legitimate policy reasons”; (2) measures that are
facially neutral but that differ in their effect.

One can see emerging from the relationship between the phrase
“like circumstances” and the Interpretative Note, a similar dynamic
to that between the GATT’s NT and MFN provisions, and the gen-
eral exceptions in Article XX. Indeed, the Interpretative Note pro-
vides an example of the type of measure that, with the inclusion of
the phrase “like circumstances,” would be considered as justifying an
exception to the MAI (i.e. one “needed to secure compliance with
domestic laws that are not inconsistent with national treatment and
most favoured nation treatment.” In essence, this repeats the general
exception in Article XX (d).'4
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Thus the Interpretative Note, in effect, introduces a very broadly
worded general exception to the MAI's NT and MFN requirements.
An analysis of whether the “like circumstances” exception applies,
would appear to require, in the context of a facially discriminatory
measure, an assessment of whether the policy reasons behind the
measure are “legitimate”. In the context of a facially neutral measure,
a complaining party or investor could not rely solely on the effect of
the measure to demonstrate a violation of the MAI.

However, unlike Article XX, there is no direct guidance in the
text (other than the Article XX (d) language), as to what types of
policy reasons (such as conservation of natural resources) the nego-
tiators consider “legitimate,” or by what standard they should be
judged legitimate (not arbitrary or unjustifiable). Given the “pack-
age” nature of the Chairman’s Note, a strong argument could be
made that the provisions on labour and the environment in the pre-
amble provide guidance as to what is “legitimate,” but this is by no
means clear.

Left as a footnote to the text, the Interpretative Note takes on a
questionable legal character. The Interpretative Notes to the GATT
1947 have played an influential role in the interpretation of that
agreement, in part because they were explicitly included, through an
Annex to Article XXXIV of the GATT, as “an integral part of’ the
Agreement.

Generally, the breadth and vagueness of the Interpretative Note
could prove attractive to environment and labour groups, as they
seem to provide considerable scope to the policy maker to determine
individually what types of policies are “legitimate.” Presumably,
measures taken in accordance with MEAs would fall within what
the Interpretative Note to the N'T/MFN provision describes as
“legitimate,” but this has not been made clear. However, in a regime
that has, as its primary objective, the promotion of investor pro-
tection and liberalization, the risks are high that, in the absence of
clear guidance from either the content or the legal character of
the Interpretative Note, the concept of “like circumstances” will
be interpreted to prevent legitimate distinctions between investors/
investments. The inclusion of a positive right to protect the envi-



208 Werksman and Santoro

ronment (subject to GATT-based disciplines prohibiting arbitrary,
unjustifiable discrimination or disguised restrictions) is a far prefer-
able option for allowing MAI contracting parties to pursue legiti-
mate policy goals without being open to unrestricted challenges.!>
Potential conflicts with MEAs, such as the CDM, could be addressed
more directly through a specific provision on MEAs in a General
Exception clause applicable to the entire MAI.

The MAI and the CDM investor

In another scenario, the CDM project activity may itself be ex-
propriated by a host state. A host state may decide to nationalize a
major industry or natural resource for purposes of social and eco-
nomic development. For example, CDM project activities may in-
clude land-use change and forestry activities undertaken to reduce
carbon emissions or increase carbon sequestration.!® Deforestation
activities lead to combustion and decomposition of woody material
and release carbon. Where land is purchased through a CDM project
activity for the promotion of growth and regeneration in secondary
forests and on pasture lands, and deforestation is prevented, the
additional carbon that is sequestered may generate CERs.

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

A host country could, therefore, face costs that include the provi-
sion of the same or similar land for a CDM project activity and
compensation for present and future lost gains during the period of
expropriation (or pecuniary compensation in lieu thereof). Addi-
tional benefits attached to the land itself as a CDM project activity
(i.e. additional monetary investment; research for baseline; technol-
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ogy transfer) may also be claimed. The MAI requires compensation
“equivalent to the fair market value of the expropriated investment imme-
diately before the expropriation occurred.” In fact, the Ethyl case
demonstrates how investors consistently argue (without exception
under NAFTA) that an investment had additional value, both tan-
gible and intangible, which goes uncompensated. Ethyl had claimed
that the legislative debate in the Canadian Parliament itself con-
stituted an expropriation of Ethyl’s assets because public criticism of
MMT damaged the company’s reputation. US trade officials re-
sponded by arguing that the ability of investors to use legal threats
to influence legislative debates is a healthy innovation that will pre-
vent governments from passing laws that violate international

agreements.!”

MALI investor-state dispute resolution

The investor-state dispute-settlement procedures in the MAI would
fill a significant gap in the Protocol’s institutional structure. At
present, it is anticipated that only Parties to the Protocol would have
the power to invoke any of the Protocol’s non-compliance or dispute-
settlement procedures. The MAI would be the first international
agreement, open for accession to the global community, to give in-
vestors new rights and states additional obligations and to provide a
mechanism for investors to enforce these rights through international
arbitration.!® In extending these rights, the MAI may shift the bal-
ance of power between investor and host government in a way that
was not anticipated when the climate negotiators designed the

CDM.

Each contracting Party to the MAI gives its unconditional consent
to international arbitration in accordance with Article 4 upon sign-
ing the agreement. Any issue in dispute with respect to an alleged
breach of an obligation (i.e. unlawful expropriation of a CER or
CDM project activity) under the MAI that 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
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to submit any other investment dispute concerning 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 con-
sidered an investment authorization) to arbitration. In this case, the
rules of law agreed to by the Parties under the agreement would
prevail. Where the agreement is silent, the law of the Contracting
Party and applicable rules of international law prevail. The investor
may choose to submit any dispute that cannot be settled through
negotiation or consultation to a number of specified forums. Only
the investor has a right to withdraw a dispute once it has been ini-
tiated. In the absence of an investor’s right to bring a claim directly,
domestic industries or multinationals would put pressure on their
home governments to bring actions to protect their commercial in-
terests. Specious claims that may not be in the bilateral or global
interest are usually filtered out by the home government. In the ab-
sence of this government filter, and on the basis of the experience of
NAFTA, the MAI will be likely to increase international arbitration.

Conclusions: Regulating free markets

The agreement on Article 12 resolved a number of critical aspects of
how the CDM will manage project-based JI 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 characterized 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 CERs but differ on the best
means of achieving this. The extent to which the CDM might fall foul
of the MAI will depend on the level of state intervention that Parties
feel will be necessary to achieve the CDM’s policy goals.

A market-based approach relies upon healthy competition in a
transparent market-place to provide the most eflicient and effective
means of encouraging hosts and investors to design credible CDM
project activities. Once the intergovernmental process has set the
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rules on the types of project activities that will be eligible for certi-
fication, the private sector — which holds the capital and technology
necessary to the CDM’s success — would be entrusted with designing
projects and would be entitled to hold and transfer CERs.

Interventionists are more sceptical of the private sector’s ability to
fulfil the CDM’s stated purpose of assisting non-Annex I Parties to
“achieve sustainable development.” Such an approach emphasizes the
need for the active involvement of public-sector institutions, in-
cluding home and host governments and international development
institutions, in promoting the design of projects driven by broad-
based policy concerns rather than market disciplines.

The debate is further complicated by the tension between those
that wish to see the CDM up-and-running quickly and with as low
transaction costs as possible, and those that remain cautious and are
willing to increase costs in exchange for greater accountability. Par-
ties at both ends of this spectrum place the CDM at risk, either by
undermining its credibility or by weighing it down with an over-
burdensome bureaucracy.

Theoretically, conflicts between the Protocol and the MAI could
be handled through a system of country reservations, whereby any
Party to the Protocol that chose to accede to the MAI would “opt
out” any relevant measures. If applied liberally, this could allow the
Contracting Parties to the MAI to exempt from the Agreement’s NT
and MFN rules legitimate existing measures that facially discrimi-
nate between domestic and foreign investors, in order to achieve a
variety of policy goals, including environmental protection. For ex-
ample, the Parties to NAFTA, under a similar legal arrangement,
have exempted their fisheries and other environmentally related sec-
tors from that Agreement’s NT obligations.

However, experience under other liberalization regimes suggests
that it is difficult to draft exemptions or waivers precisely enough to
avoid challenges based on such broad principles as NT and MFN.
The continuing challenge to the MAI negotiators and to the de-
signers of the CDM will be to coordinate efforts in both regimes to
ensure that the potential for conflict is diminished.
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Even if the MAI is never adopted, capital-exporting countries are
likely to continue to exert pressure for the acceptance of high stan-
dards of investor protection in other forums, either bilaterally or
multilaterally. Coming to agreement on crucial issues, such as the
rules on the ownership or sharing of entitlements to CERs generated
by CDM project activities, and the dispute-settlement procedures
available to private entities, are likely to prove important to the
CDM’s stability and success.
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Introduction

This chapter attempts to examine the types of contractual mechanisms
that could be used in advancing the clean development mechanism
(CDM) and other flexibility mechanisms envisioned under the Kyoto
Protocol to the United Nations Framework Convention on Climate
Change (UNFCCC). It attempts to distinguish the various forms of
contracts that could be used to govern CDM projects, especially with
reference to any United Nations Commission on International Trade
Law (UNCITRAL) rules or forms.

The tentative findings are that there are a number of contractual
forms for implementing long-term international commercial proj-
ects. Of these, the Intergovernmental Co-operation Framework
Agreement, or that relating to a specific CDM project; the conces-
sion contracts; Build, Operate, and Transfer (BOT) project contracts;
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joint venture agreements (JVAs); and the service contracts are feasi-
ble and viable contractual options because of their inherent flexibility
and adaptability in advancing the objectives of the Kyoto Protocol’s
flexibility mechanisms.

However, they have to be properly drafted to reflect the substance
of the agreement and the converging (and sometimes conflicting)
interests of the major participants to these projects. To assist this
process, this chapter includes outline standardized agreements for
CDM projects and service contracts.

Background

The terms of reference for this chapter were laid down as follows:

This {chapter} would examine the types of contracts that would
be used between private legal entities participating in the Clean
Development Mechanism and possibly other flexible mechanism
schemes as envisioned under the Kyoto Protocol. The analysis
would attempt to distinguish the types of standard forms that
could be used to govern the transactions, particularly with ref-
erence to any UNCITRAL rules or forms.

The Kyoto Protocol was agreed upon in December 1997 and the
CDM was created at that time as a last-minute addition to the
negotiated text. The other so-called flexible mechanisms endorsed by
the Protocol are joint implementation (JI) and emissions trading
(ET). JI exists, but only in the form of its pilot phase, activities im-
plemented jointly (AIJ). ET is more established but, even here, there
is only one programme that could be described as actually “estab-
lished,” i.e. the US programme to limit sulphur dioxide (SO,)

emissions.

In terms of contract development, there have been no instances of
standard forms developed for the CDM and only a small number for
AlJ projects. These are confidential and do not, in any event, cover
the crucial aspects relating to the crediting of emissions, since the
AlJ phase involves no crediting. None the less, for the purposes of
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this chapter, some examples of formal AIJ proposals have been as-
sessed with a view to extending some elements of this phase to the
development of the CDM. Furthermore, it is hard to see what legal
extrapolations pertinent to the CDM could be made to the CDM
from an analysis of the US SO, Allowance Trading System: they are
entirely different processes with dissimilar objectives and institu-
tional frameworks.

Beyond the guidelines laid down for the CDM in the Protocol, vir-
tually nothing has yet been agreed upon. To illustrate what an early
stage we are in with regard to the CDM, it is worth pointing out that
the United Nations Conference on Trade and Development/United
Nations Environment Programme (UNCTAD/ UNEDP) International
Working Group on the CDM (established with the backing of the
governments of the USA, Canada, and Brazil) held its first meeting
in September 1998. It was to address the following aspects of the
CDM:

1. project design and implementation
2. international trading

3. financial
4

. institutional.

It is clear that all aspects of the CDM relating to these four ele-
ments are still to be worked out in their entirety. This chapter
attempts, therefore, to make a small contribution to the process of
CDM development by:

1. analysing the background to the creation of the CDM in Kyoto

2. identifying concerns and potential problems that the CDM
must overcome

3. proposing a list of the elements that should comprise, in es-
sence, the basis of a legally binding CDM contract.

The Kyoto Protocol agreed upon in December 1997 will, if im-
plemented, transform the way that energy is produced and used. The
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agreement may well turn out to be one of the most significant, in
terms of impact on lifestyle, of the twentieth 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 — ET, JI,
and the CDM — will be utilized on a large and international scale
involving both public and private sectors. 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
emissions of the greenhouse gases (GHGs) stipulated in the Protocol.

In the case of JI and the CDM, the legal and contractual im-
plications 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
“additional to any that would occur in the absence of the certified
project activity.”

This will be of added importance for the CDM, as the credits that
arise from such projects will, in total, permit Annex I countries — i.e.
the industrialized countries of the Organization for Economic Co-
operation and Development (OECD) that have emissions-reduction
targets (ERTs) 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 there-
fore be watertight from both a commercial and an environmental
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
chapter seeks to propose a standard form for the future. It is based on
an analysis of the Protocol, a review of selected proposals made to the
UNFCCC for AlJ project support, analysis of UNCITRAL rules —

and some new thinking.
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Unfortunately, it has not been possible to obtain detailed con-
tractual information from some of the pioneering AIJ projects. De-
spite this, it is hoped that this chapter provides a useful contribution
to the enormous amount of work that still remains to be done on
these exciting and fundamentally important issues.

The UN Framework Convention on
Climate Change

Since its adoption at the 1992 Earth Summit in Rio de Janeiro, the
UNFCCC has been the centrepiece of the international community’s
effort to meet the most serious global environmental challenge. It has
also become one of the most potent global forces influencing the way
we live and work.

What led to the Convention? Essentially, the answer is science.
Although the concept of global warming was developed in the
nineteenth century, it was not until 1988 that UNEP and the World
Meteorological Organization established the Intergovernmental
Panel on Climate Change (IPCC). The IPCC was given the task of
assessing current knowledge on these issues, predicting impacts, and
proposing responses.

The first IPCC report (the First Assessment Report) confirmed the
scientific basis for climate change. The report had a powerful effect
on policy makers and led to calls for a climate-change treaty. A series
of intergovernmental conferences was held and, in 1990, the Second
World Climate Conference, involving officials from 149 countries,
called for a framework treaty. In December 1990, the UN General
Assembly approved the start of negotiations and a Convention was
finalized on 9 May, 1992, in the short period of 15 months. The
Convention was signed by 154 countries in Rio de Janeiro the fol-
lowing month, and has the objective of the “stabilization of green-
house gas concentrations in the atmosphere at a level that would
prevent dangerous anthropogenic interference with the climate sys-
tem.” Developed countries agreed in Rio to try to bring levels of
emissions down to 1990 levels by the year 2000.
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The Convention also stated that developed countries “may im-
plement policies and measures jointly with other Parties.” This
short reference in an otherwise long document sowed seeds for the
so-called “flexibility mechanisms” of JI, the CDM, and ET.

It was in the second half of the 1990s that the international re-
sponse to climate change started to gather impressive momentum. In
Berlin in 1995 (the first Conference of the Parties, COP 1) it was
agreed that the Rio emissions targets were insufficient, that new
commitments would be needed for the post-2000 period, and that
these commitments should be laid down in “a protocol or another
legal instrument” in Kyoto in December 1997.

In December 1995, the Second IPPC Assessment Report stated
that “the balance of evidence suggests that there is a discernible
human influence on global climate.” In July 1996 at COP 2, nego-
tiators agreed that the IPCC report justifies “action by Annex I
countries to limit and reduce emissions of greenhouse gases.” The 16
months that followed constituted a high-pressure period of intense
negotiation, and the agreement was scheduled to be concluded in
Kyoto in December 1997.

The Kyoto Protocol

The Kyoto COP 3 was a success for the UNFCCC process. With the
agreement on the Protocol in December 1997, the UNFCCC process
took another remarkable step: industrialized countries undertook
obligations to reduce their collective emissions of GHGs. This is a
landmark environmental agreement which, if ratified and complied
with, will bring about a transformation in the way energy is pro-
duced and used and in the kind of transport systems we use, as well
as the way we use them. The socio-economic impact will be great —
and it will be global.

In addition, the legal implications will be vast. The issues will
range from high-level diplomatic issues relating to the compliance of
Parties (for example, what will happen if the EU, consisting of 15
individual Parties, does not achieve its target?) to issues pertaining to
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a lower level of contractual agreements between private entities in
different countries.

What are the main features of the Kyoto Protocol?

1. The main significance of the Kyoto Protocol is that signatories
to it have made a legally binding commitment.

2. A second feature is that the Annex I countries have each made
signed commitments to emissions-limitations targets to be
achieved by the years 2008—2012 (the EU, which ratified the
agreement as a bloc in May 1998, is a special case). Collec-
tively, the Protocol provides for differentiated, Annex I ERTs
that amount to an average reduction of 5.2 per cent. The six
gases covered are CO,, CHy, N,O, hydrofluorocarbons (HFCs),
perfluorocarbons (PFCs), and sulphur hexafluoride (SF).

3. Of especially great interest is the inclusion of the flexibility
mechanisms of JI, CDM, and ET. These are market mecha-
nisms that can be used by countries to achieve their targets.
The CDM was a real surprise and emerged from the negotia-
tions very much at the last minute.

Joint implementation (Article 6)

Annex I Parties can trade among themselves (transfer to, or acquire
from) emission-reduction units (ERUs) resulting from projects aimed
at reducing emissions from sources or enhancing removals by sinks
in any sector of the economy. JI is subject to further guidelines for
implementation.

The clean development mechanism (Article 12)

The role of the CDM was defined in the Protocol as a means of
assisting non-Annex I Parties in achieving sustainable development
and in contributing to the ultimate objective of the Convention, and
to assist Annex I parties in achieving compliance with their ERTs.
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Under the CDM:

1. non-Annex I Parties will benefit from project activities result-
ing in certified emission reductions (CERs)

2. Annex I Parties can use the CERs to contribute to their com-
pliance with a part of their targets

3. CERs must be certified by operational entities to be designated
4. modalities and procedures are to be elaborated

5. participation in the CDM is voluntary and may involve public
and private entities

6. CERs obtained during the period from the year 2000 up to
2008 can be used towards compliance in the first commitment
period (2008—-2012).

Note that CERs will be additional to the overall assigned amount
for Annex I.

Emissions trading (Article 17)

Parties are allowed to participate in ET for the purpose of fulfilling
their commitments. The COP is required to define the relevant
principles, modalities, rules, and guidelines, in particular for verifi-
cation, reporting, and accountability for ET.

It is vital to keep in mind that the new mechanisms that have
been legitimized by the Kyoto Protocol must be designed and used
to deliver emissions reductions. All three mechanisms contain issues
that still need a great deal of working out if this objective is to be
achieved. Questions that need to be answered include the following
important examples:

1. How can transparency, efficiency, and accountability be ensured?

2. To what extent can the trading of permits, ERUs, and CERs be
used to deliver the overall Annex I commitment?

3. Who will be liable for traded units that are based on unfulfilled
contracts (for example, if an energy-saving CDM project does
not deliver the reductions promised)?
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4. How can the major problem of assessing project baselines for
CDM and ]I projects be resolved?

Finally, there is one critical difference between JI and CDM that
makes the unresolved issues relating to the CDM quite critical. This
is, that banking of CERs is allowed from 2000, for use in the budget
period. ERUs cannot be banked and thus have no commercial sig-
nificance until 2008.

Implementation of the Kyoto Protocol:
The CDM and other flexibility mechanisms

Why the CDM?

Two of the great debates leading up to Kyoto were related to the use
of flexibility mechanisms by Annex I countries and the involvement
of non-Annex I countries in the process. At Kyoto, a compromise
was reached: flexible mechanisms including the CDM would be
allowed, but non-Annex I country involvement was postponed, with
the exception that these parties may voluntarily participate in the
CDM. The CDM thus represents a central compromise that is a key
to the unfolding of the Kyoto process.

It must be re-emphasized that the CDM has twin objectives: to
promote sustainable development in non-Annex I countries and to
assist Annex I parties to achieve their new emission-limitation and
-reduction obligations. All CDM proposals, contracts, and projects
must meet these objectives, and must be seen to meet them overtly,
transparently, and unequivocally.

The actors

There will be two main kinds of actors in the CDM process:

1. the bodies defined by the Protocol

2. the parties to a CDM contract.
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The bodies are defined by the Protocol in Article 12 (4), which
states that “The Clean Development Mechanism shall be subject to
the authority and guidance of the COP and be supervised by an Ex-
ecutive Board of the CDM.”

In addition to supervising the overall operation of the CDM, the

Executive Board’s main order of business will be to approve and

ensure certification of all relevant projects. CERs must:

1.
2.

require the approval of each Party involved
provide real, measurable, and long-term benefits in limiting
climate change

demonstrably reduce emissions that are additional to any that
would otherwise have occurred.

As set out in the Protocol, the CDM must be administered
through three bodies:

1.
2.

the COP - authority and guidance

the Executive Board — supervision

3. the “operational entities” — certification; these will be desig-

nated by the COP to certify the CERs, and must therefore be
backed up by independent auditing and verification bodies.

The exact roles of the three bodies, and the linkages between
them, remain unclear. For example:

1.

What would be the constitution of the Executive Board, who
would be on it, and how would it function?

Who can certify CERs according to what guidelines? It would
make sense for them to be appointed on the basis of expertise
with project development and financing.

What will be the precise relationship between the three bodies?

. Should there be internationally agreed criteria for empowering

independent certification authorities, keeping in mind that the
CDM is a “market mechanism” that should not be constrained
by bureaucratic procedures?
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These and other aspects of the design and administration of the
CDM remain, by and large, unresolved. If it is to go forward in
practice in the year 2000, then COP 4 in Buenos Aires will need to
make significant progress in resolving these issues.

The parties to a CDM contract may be private or public. It is
likely that the substance of the contract will vary according to
whether the parties are both public, both private, or one of each. For
the purposes of this analysis, and as laid down in the terms of refer-
ence, it is assumed that the two parties are private, but that both
may also be subject in turn to legal commitments or obligations to
their governments, which are Parties to the UN Convention.

The CDM contract: Starting points

It appears that the following are the central and minimal require-
ments for any CDM contract:

1. The CDM contract may be a commercial, quasi-commercial, or
simply an intergovernmental agreement. A direct CDM Project
agreement between private parties for the purpose of making
profit would certainly qualify as “commercial.” If it involves a
sponsor and a host government with a government agreement,
it would not, strictly speaking, be “commercial,” because of the
introduction of a “service” element, although such agreements
could qualify as “quasi-commercial.” However, an agreement
between two governments for the carrying out of a CDM Project
would be an intergovernmental agreement.

2. It envisages a long-term arrangement because it involves the
execution of continuing obligations over a lengthy period of
time (usually counted in years).

3. It possesses an international or foreign element, in contrast to a
strictly domestic contract between citizens of one particular
country.

4. It involves the transfer of appropriate technological know-how
and financial resources to the host country.
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5. The home country gains credits from complying with its
emission-limitation or emission-reduction commitments under
the Protocol.

The CERs arising from a CDM contract will have a cash value
which, one assumes, makes the project viable from the donor’s point
of view (there may, of course, be other incentives available to either
party to facilitate the project). None the less, this critical new ele-
ment has significant implications for the contract.

What will be the main issues that must be covered by the con-
tracts between the Parties involved in CDM projects? The nature of a
contract between the two Parties to a CDM deal could be quite
complicated. Not only will it need to satisfy as well as protect each of
the Parties in the same way that any commercial contract would but
also it will need to be in a form that ensures that it is consistent with
the requirements of the Convention, the Kyoto Protocol, and any
other subsequent agreements or requirements laid down by the COP
or the Executive Board.

The consideration of the contract must also involve an assessment
of the converging as well as conflicting interests of the various actors
involved. The COP is the overall governor of the UN process. Its aim
will be that Parties meet their obligations. It is concerned not so
much as to whether there are CDM projects but rather that any that
there are must deliver watertight and meaningful credits and sus-
tainable development. Since the COP has delegated administra-
tion of the CDM to the Executive Board, which in turn will require
operational entities to certify the CERs, all three have a direct and
converging interest in these twin aspects. They are central to the
CDM contract.

The private parties will have divergent interests that can, never-
theless, be achieved by a common project. The investor, in crude
terms, wishes to minimize expenditure and maximize income while
achieving a maximum number of emission credits, and is not much
concerned with the delivery of sustainable development, provided
that the project delivers enough emission credits to legitimize the
contract.
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The host wishes to maximize technological assistance, investment,
and its share of any income stream. It may also be interested in the
general objective of sustainable development. It will have an interest
in the number of ERUs only to the extent that there should be suf-
ficient credits to encourage the investment to take place; however, if
the host is entitled to a share that can be used in due course, it will
also have an interest in maximizing the number of credits and/or its
share of that number.

As for the home countries (Annex I Parties), granted that they
would hope to accomplish the broad objectives of achieving compli-
ance with their quantified emission-limitation reduction (QELR)
commitments in CDM projects, it is equally likely that such projects
may be viewed as convenient alternatives to taking hard but realistic
decisions affecting both industry and, by extension, their respective
national economies back home.

The implications of all these issues and concerns are clear:

1. Particularly if credits are shared between the two parties,
both will have a clear interest in maximizing (perhaps, over-
estimating) the number of credits available from the project.
CER certifiers must be clear that the contract assesses the
number of credits accurately.

2. Only the COP and Executive Board will have an interest in the
promotion of sustainable development within the project con-
tract. It remains to be determined how this should be dealt
with contractually; the issue is notorious for its lack of clarity.

The CDM contract: Issues to be covered

The fundamental features of the contract will therefore be as follows:

1. a definition of the project

2. commitments by the donor in relation to financial investment,
GHG reductions (see below), project performance, technology
cooperation, and sustainable development
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3.

commitments, if appropriate, from the host in relation to
site and/or project ownership, provision of goods and services
in relation to effective operation of project, and sustainable
development.

Specific aspects to be covered would include the following:

. arrangements for the ownership of the project site, project,

and CERs arising from the project

. detailed identification and quantification (over the full life

cycle of the project) of GHG sources and sinks at the site and
which are included in emissions baseline, together with as-
sumptions and uncertainties

. a project schedule and timetable, including the period during

which emission reductions will take place with year-by-year
forecasts of reductions

estimated total CO,-equivalent emissions reduction accruing
to the donor investor (and host if credits are to be shared)
over a specified period; note that Article 12 (5) states that
emission reductions should be real, measurable, long-term,
and additional

. emissions-monitoring process and data-collection procedures

6. procedures for updating estimates of emission reductions

7. arrangements for independent auditing, external verification,

10.

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-compliance by
either party, in particular in the event of emission reductions
being lower than estimated

commitments relating to Article 12 (2), that the CDM should
help developing countries to achieve sustainable develop-
ment; all non-GHG environmental impacts of the project
should therefore be detailed
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11. 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.

An illustration

An illustration of a CDM project might be as follows. The investor
or donor might be a European electricity company which is partic-
ipating in a domestic ET system applied by its government as a
means of achieving its Kyoto target. The electricity company comes
to the conclusion, after allocation of permits by the government or
regulatory body, that it would be more cost-effective to invest in a
CDM project than to undertake mitigation efforts domestically.

It identifies a major opportunity for an industrial co-generation
project in Asia. This project is not economic because of the artifi-
cially low price of industrial power in the country (this raises other
CDM issues: if the host country liberalized its power market, the co-
generation project could become economic without credits), but the
European company estimates that the project would save about 100
kT CO; over a 10-year period and it could therefore acquire a cor-
responding amount of CERs. Given its forecast of the value of cred-
its, it decides that the project would now be profitable. It opens talks
with the domestic power monopoly and they agree to proceed with a
CDM agreement on a BOT 10-year basis.

The project is certified by an operational entity and the CDM
Executive Board endorses the estimate of credits. The project pro-
ceeds and the European company derives its credits over a 10-year
period. At the end of the period, it makes its credits available for sale
within the domestic trading market, or in the international trading
market, to offset some or all of its own excess emissions.

Sustainable development is promoted through the replacement,
by the co-generation plant, of the host industry’s brown-coal boilers
and the financial resources flowing into the host country’s national
economy.
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Other mechanisms of implementation: ET and JI

ET and JI already exist. ET is taking place within the US SO,
Allowance Trading System to combat acid rain and there are other,
more minor, examples. In addition, BP and other global companies
are introducing internal trading trials. JI is taking place within the
framework of the AIJ programme in the form of a series of pilot JI
projects, under the supervision of the Convention.

As far as both ET and JI are concerned, the Protocol makes it clear
that all the rules and guidelines for their operation have yet to be
decided. Much of this will need to be done at COP 4 in Buenos
Aires.

Standardization and CDM projects

A standardized contract for the CDM?

Is it possible to have a standardized CDM Project Agreement? The
question of standardization has elicited much controversy in contract
law. In relation to a CDM project, the main argument against a
standardized agreement would be that not all CDM projects will be
exactly alike and so standardization could undermine the potential
for flexibility and dynamism in achieving contract objectives. Given
widely varying cultural and commercial circumstances in different
countries, a case-by-case approach seems legitimate.

None the less, it is likely that the Executive Board of the CDM
will lay down a series of contract guidelines that will need to be met
in order to secure the achievement of the goals of the Protocol. Some
of the advantages of standardization include the following:

1. standardization facilitates the conduct of commercial/invest—
ment transactions, thus saving costs and time

2. it facilitates the comparison and evaluation of contractual re-
sponsibilities and associated risks, if these are based on the
same well-known contractual terms



Contractual Aspects of Implementing the CDM 231

3. it makes financing easier, since financiers would be familiar
with contractual terms

4. it enables the parties to plan ahead and to have effective con-
trol, monitoring, and supervision of projects

5. it reduces the tendency for the private sector to exploit its
financial and technical advantage in the course of negotiations
with national or local authorities

6. it may facilitate subcontracting and negotiating of other
project-related contracts

7. standardized project agreements are more carefully drafted and,
as such, are usually of a higher quality

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

It could be contended, however, that standardization is not very
common or appropriate in long-term contracts; rather, it is an in-
strument for short-term, immediately consumable transactions.!
There is, however, a growing trend to standardize long-term agree-
ments, 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 Organization
(UNIDO), the International Chamber of Commerce (ICC), the As-
sociation of International Petroleum Negotiators (AIPN), as well as
the World Bank, have been working on (and have even published)
some standard terms.

Then, even if standardization of CDM project contracts were
preferable, the issue arises as to the type of contract to be adopted.
Do the UNCITRAL practices or laws provide any guidance?

UNCITRAL was created in 1966 in order to enable the United
Nations 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 documen-
tary credit) and model rules or laws (for arbitration and procurement)
in areas of international trade law for national enactment.
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So far, however, there are no particular UNCITRAL rules or
forms for CDM project contracts. This is understandable, as this
mechanism was invented after UNCITRAL and could not have been
contemplated by UNCITRAL rules or forms. In the circumstances
described in the scenario above, recourse would have to be had else-
where for any further analysis on the possible types of contracts for
CDM Projects. It is pertinent to stress, however, that whichever type
of contract is eventually adopted, a conciliation, mediation, and/or
arbitration clause should be mandatory for every such contract.

Possible contract types for CDM projects

Generally speaking, there are already a number of example contracts
that have been negotiated since the Kyoto Protocol was agreed upon,
most of which would not squarely fit into the CDM Project frame-
work because these later projects were obviously not originally con-
templated by such contractual arrangements. However, considering
the substance of CDM projects, other examples of intergovernmental
agreements (such as intergovernmental co-operation agreements,
concession contracts, BOT project contracts, and joint venture and
service contracts) deserve closer analysis because they have certain
features that make them more easily amenable to the kinds of
agreements envisioned under the CDM.

Intergovernmental cooperation agreements

Intergovernmental cooperation agreements are agreements entered
into by governments for, and on behalf of, their respective sovereign
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 cooperation programming, for project
preparation and evaluation, as well as for implementing projects and
monitoring their performance.? These ongoing efforts to develop
suitable intergovernmental cooperation contracts can be comple-
mented by the further deliberations of the COP under the Kyoto
Protocol. Intergovernmental agreements relating to specific CDM
project(s) could contain provisions relating to the following:
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1. The partial, or full assumption of risk of non-performance of
such projects by their respective home countries. Where proj-
ects are initiated by private legal entities, the home states
should bear partial assumption of risk. However, full assump-
tion of risks should be borne by home states if projects are
initiated by their respective public sectors.

2. Provisions regarding financing and market-access conditions to
enable the proper and effective implementation of the CDM.

3. Host-state guarantees regarding stability of the enabling regu-
latory regime, including the terms of the CDM agreement.

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

Some of the advantages of intergovernmental cooperation agree-
ments include the following:

1. this type of agreement seeks to link project contracts with
international law through home-state commitments to assume
performance responsibility?

2. it provides a convenient framework for project agreements on
the enterprise level by shielding such enterprises from the va-
garies of host-country regulatory regimes

3. the reduced number of participants allows commitments to be
more concrete and precise in terms of specific sustainable de-
velopment goals and strategies or quantified emission limita-
tion and reduction objectives (QUELROs)

4. as this type of agreement can take a variety of forms, it is flex-
ible enough to reflect correctly the degree of state intervention
in concrete cases of cooperation at the project level

5. the rules or terms of the agreement may be bilaterally nego-
tiated, thus allowing innovative solutions and a gradual evolu-
tion 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,
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which is not usually the case. Indeed, it is not unlikely that the unequal
bargaining power and the inadequacy or absence of experience on the
part of developing countries will result in an agreement that reflects
this lopsided relationship in favour of the industrialized country. The
solution lies in drafting such agreements to meet the differing, legiti-
mate expectations of the parties. This would imply, inter alia, that:

1. the agreements should not be exclusively reflective of the de-
fensive interest of the investing or exporting countries

2. they should equally reflect elements of the collective interests
of developing countries and actions in keeping with those in-
terests, such as technological cooperation, financial resources,
and respect for sovereignty over natural wealth and resources

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

Concession contract

The term “concession,” connotes “ownership,” or what in common-
law systems is described as a “freehold interest.” It is an arrangement
whereby the private sector is granted the right to develop a public
infrastructure project. The concession system has become trans-
formed in the light of the exigencies of modern international com-
mercial transactions. The following are some of the features of the
modern concession contract:

1. it gives exclusive right to the concessionaire to undertake its
operations in a given area, including other ancillary operations
within a certain duration with the possibility of renewal

2. the concessionaire has exclusive rights to manage its operations

without undue interference from the host government

3. it sets out clear commencement, work, and other obligations,
which may include the filing of work reports

4. it involves a simplified tax system that enables the concession-
aire effectively to amortize its investments within a reasonable
period of time
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5. pricing is always set by the concessionaire, but with govern-
ment supervision

6. dispute settlement is usually by ad hoc arbitration with the
laws of the host country and international law as the choice of
law clause

7. there is a possibility for revocation in exceptional circum-
stances.

The concession system has been modified in recent times to ac-
commodate various other types of projects, with a considerable re-
duction in host-government participation and control. It is possibly
one of the most attractive options for CDM projects, as it enables the
private sector to exercise a free hand in developing and managing the
project, with minimal host-government interference. Innovative
contractual clauses can be drafted to synchronize with the objectives
of the CDM.

It is important to note that, in all contract types, the problematic
issues are always in investment guarantees: non-expropriation, repa-
triation of investment/revenues, stabilization clauses and duty-free
imports, to mention just a few. These issues deserve much more than
a mere mention here. Although, in theory, the foreign private in-
vestor can obtain maximum government guarantees for the security
of 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 agree-
ments may arise outside the realms of clear cases of breach of contract
or force magenre from:

1. government’s unilateral action taken on the ground of public
purpose

2. a fundamental change of circumstances rendering the perfor-
mance of the agreement unduly onerous or wholly or partially
fruitless.
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Traditionally, foreign private investors have tended to protect
themselves by contractual devices such as inserting stabilizing
clauses, choice of law clauses, and arbitration clauses. The stabiliza-
tion clause aims to protect the original contractual terms from future
legislative changes of the host state, which may have negative re-
percussions 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
internationalize the contract.

Although there have been a number of very persuasive objections
to the theory of internationalization, current trends appear to favour
a delicate balancing of the often-conflicting interests of foreign pri-
vate investors on the one hand and host governments on the other.
This approach involves the recognition that no sovereign state can
divest itself of its primary responsibilities of protecting public in-
terests and promoting sustainable economic development on the one
hand, and ensuring some adequate guarantees against the conse-
quences of unilateral government action on the other. These re-
sponsibilities may involve an obligation to renegotiate contracts if
and when the original contractual equilibrium has been modified by
a fundamental change of circumstance. Such a clause affords the
possibility for the “dynamic stability” of the original contractual
terms.

BOT project contracts
According to the UNCITRAL:

BOT is conceived as a way to reduce pressure on the use of
public funds for project financing and to promote the transfer
of technology through the involvement of the private sector in
financing, building and operating infrastructure projects. In its
most basic form, a BOT project is where the Government grants
a concession for a period of time to a consortium for the devel-
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opment of a project. The consortium finances or arranges for
financing for the project, constructs the project, and operates
and maintains the facility during the life of the concession.
Meanwhile, through sale or charge for the use of the facility or
its products, the consortium recovers returns on its equity and
pays off its debts. At the end of the concession period the project
is transferred to the Government.*

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

9.1.

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 contracts, tailor-
made for a particular infrastructure project to straightforward and to
some extent standardised contracts for each infrastructure sector, as
in China’s BOT programme.”> To this extent, they can be said to be
as flexible and dynamic as concession contracts. Again, in view of the
fact that in the construction, implementation, and maintenance of
some CDM projects (like their AIJ counterparts), science, engineer-
ing, and construction works would play a considerable role, the
attractiveness of BOT project agreements cannot be overemphasized.

However, they have to be specially and carefully 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.®

Joint venture agreements ( JVA)

The “joint venture” (JV) is “a business arrangement in which two
or more parties undertake a specific economic activity together.”
Although there are different variants of JVs, they are generally a
popular way of pooling scarce financial and technical resources for
the purpose of carrying out a commercial undertaking. The JV con-
tract spells out the terms of the JV, especially the financial commit-
ments of each partner and the modalities for sharing of profit, which
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Potential advantages to both private and public sectors of

using the BOT“ approach for infrastructure development

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
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 reduce project construc-
tion costs, shorten schedules, and im-
prove operating efficiency

Private sector is responsible for the oper-
ation, maintenance, and output of the
project for an extended period (normally
the government would receive protec-
tion only for the normal construction
and equipment warranty period)
Involvement of private sponsors and
experienced commercial lenders, which
ensures an in-depth review and is an
additional sign of project feasibility
Able to recoup the costs of technology
transfer, training of local personnel, and
the development of national capital mar-
kets towards the transfer of the project
Private sector establishes a benchmark,
against which the efficiency of similar
public sector projects can be measured,
and the associated opportunity to en-
hance management of infrastructure
facilities

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

Use of private-sector initiative and
know-how to reduce project construc-
tion costs, shorten schedules, and im-
prove operating efficiency

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

Gives government a breathing space
to source indigenous and skilled man-
power comparable to the private sector

Public gains from technology transfer,
the training of local personnel, and
the development of a national capital
market

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
facilities

Source: Adapted by authors from UNIDO BOT Guidelines (Vienna: UNIDO, 1996), p. 7.

a. BOT, Build, operate and transfer.
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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 pros-
pect of technology transfer.

The CDM will involve an arrangement between non-Annex 1 and
Annex 1 Parties, by which the former benefits from project activ-
ities resulting in CERs and the latter may use the CERs accruing
from such project activities to contribute to compliance with part of
their quantified emission-limitation and -reduction commitment. In
practice, though, both industrialized and developing countries could
use private and public entities to undertake CDM joint ventures
(CDMJVs). Clearly, a CDM joint venture agreement (CDMJVA)
would be the most appropriate framework to guide the commer-
cial and legal relationship between such entities. A standardized
CDMJVA can be adapted to take care of the special requirements or
substance of the CDM. Table 9.2 is an attempt to summarize some
common advantages and disadvantages of the JVA.

Two observations should be made here. The first relates to the
varying objectives of the JV partners (investor on the one hand and
host government on the other). Whereas the host government would
be more interested in attaining sustainable development, including
technology transfer for the benefit of the national economy, the in-
vestor would be more interested in making a profitable return on its
investment. The second relates to the host government’s ability to
meet its cash-call obligations (in practice, usually the responsibility
of the appointed government 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 to 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 Pro-
tocol. Furthermore, even if the CDMJVA is not a favoured option
because of host-government involvement, it is, none the less, an
attractive option for several companies willing and able to pool their
resources to undertake a CDM project in a non-Annex I country.
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Table 9.2 Some common advantages and disadvantages of

the JVA“

Project developer’s viewpoint

Host government’s viewpoint

Advantages

Moulding a project in a form com-
patible with government policies
Minimizing political risk

Improving predictability and sta-
bility of operational conditions
Providing a communication
channel to the government

Availability of tax or other in-
vestment incentives

Disadvantages

.

“Soft” value of host country’s
capital contributions

Less efficient decision-making
and financing structures
Exposure to risk of loss of confi-
dential commercial information
and know-how

Exposure to risk of incompatibil-
ity with government bureaucrats

.

Maximizing national sovereignty

Receiving subsidized or risk-free
participation

Sharing in the rewards of value
added

Influencing training, education,
labour recruitment, and labour
policies

Influencing decisions on sourcing
and pricing of plant, equipment,
production inputs, and services
Influencing destination and pric-
ing of products

Minimizing any perceived ad-
verse effects of FDI?

Need to contribute capital or
other assets
Need to offer tax incentives

Exposure to business risks

Exposure to risk of incompatibil-
ity with foreign partner

Source: Adapted from R. Pritchard e 4/, “The Use of Joint Ventures in
FDI”, in R. Pritchard ed., Economic Development, Foreign Investment and the Law:
Issues in Private Sector Involvement and the Rule of Law in a New Era (London:
Kluwer Academic Publishers, 1996), p. 178.

a. JVA, joint venture agreement.

b. FDI, foreign direct investment.
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Risk service contracts

Risk service contracts are usually a camouflaged concession, BOT, or
JV arrangement. In risk service contracts, the services of an investor,
who assumes the legal status of “contractor,” are hired by the spon-
soring (hiring) state. In the case of a CDM arrangement, the task of
the contractor would be the construction, maintenance, and imple-
mentation of the CDM project, or the training of personnel for the
purposes of managing any such project. After successful execution of
the contract, the contractor is reimbursed for its costs and invest-
ments and paid for its services by the sponsoring state. The con-
tractor bears the entire financial risks and is reimbursed only after
successful execution of the undertaking. This explains why it is re-
ferred to as a “risk service contract.”

The main distinction between a risk service contract and the JV or
sole-investor arrangement is that, in the former, the contractor pro-
vides a service and gets its payment from the sponsor whereas, 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 JV).

A further distinction should be made between a risk service con-
tract and a real service contract: whereas, in the former, the host or
sponsoring 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 serv-
ices of an independent contractor (service contractor) to undertake
certain services for the benefit of a third-party beneficiary which is
also a host country. In this situation, there is no contractual rela-
tionship in the legal sense of the term (privity of contract) between
the host country and the service contractor as such, since the service
contractor receives payment from the sponsoring home state or inter-
national agency. Exceptionally, there could be a subcontract between
the service contractor and the host country 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 is paid by the sponsoring agency rather than by the host
country. An example of the real service contract is the Phare/Tacis
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Multi-country Project.” In that project, for instance, the contracting
authority — the European Community (EC) — hires a consortium
(service contractor) comprising two or more partners with a view to
providing, among other things, training and a good level of under-
standing of the Energy Charter Treaty and the Protocol on the part
of selected key personnel of each of the Phare partner countries. This
is done with a view to bringing their legislation in line with ECT
requirements and harmonizing their legal, policy, and institutional
framework with the EC.8 The consortium (service contractor) is not
paid by the beneficiary countries — Central and Eastern European
Countries (CEEC) — but by the sponsor or contracting authority —
the EC. Similarly, the COP could, in addition to arranging 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 parties, the
service contractor would not be paid by the host country but by 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 con-
flict always exists in the real service contract because of its peculiar
arrangement. 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, however,
pose practical difficulties, as the host country may set its own agenda
in the “national interest,” including the imposition of import duties
and levying of taxes. These are undoubtedly very thorny issues in
practice, as poor governments cannot easily refrain from either levying
taxes or imposing duties on imports. If these difficulties are not antici-
pated and an amicable resolution properly provided for, the effective
execution of the real service contract is bound to be prejudiced.

Possible contract types for other flexibility mechanisms

The contract forms for ET and JI are simpler than those for the CDM
in the sense that there are already a number of pilot projects im-
plementing the former mechanisms. Since emissions, or emissions
reductions, amount to tradeable commodities in the ET mechanism,
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a simple standardized contract for the buying and selling of “per-
mits,
agrees to sell and the other agrees to buy such tradeable commodities
could be drafted. Besides, precedents already exist in the United
States, where ET has been successfully employed in limiting emis-
sions of sulphur dioxide (SO;). 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

<

allowances,” or “emissions reductions” by which one Party

intergovernmental 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 inter-
governmental agreement that defines the framework for this JV re-
lationship between the home country and host country is appropriate
as a necessary starting point. However, considering that countries
can authorize private companies to develop JI projects (while reserv-
ing the powers of approval, certification of emissions reductions,
and/or monitoring and verification, for themselves), the option of
using either an intergovernmental framework agreement or an inter-
governmental 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 em-
ployed for JI, it is the substance of the contract that really matters.
Such a contract has to state very clearly, inter alia:

1. how to establish a baseline for the calculation of real emissions
reductions of projects

2. how to monitor, verify, and certify real emissions reductions

how to scale down the administrative and transaction costs of
projects.

At the risk of repetition, it must be reiterated that a big issue will
be investment guarantees, in particular tax and import duty issues.
A review of intergovernmental and interorganizational/government
agreements such as Tacis EC and United Nations Development
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Programme (UNDP) agreements indicates that there is always a
promise by the beneficiary host government to provide import duty
exemptions and to impose no taxes. However, these promises would
be difficult, if not impossible, to adhere to in practice, since devel-
oping-country governments are urgently in need of revenue for the
development of their national economies. The prudent approach
seems to be to anticipate these potentially disruptive tendencies in an
investment regime and to provide adequate safeguards that would
not only minimize the damage to investment but also enable both
parties to renegotiate the original terms of the contract where a fun-
damental change of circumstance so dictates.

Conclusions and recommendations

This chapter attempts to examine the use of contracts for achieving
the CDM and other flexibility mechanisms envisioned under the
Kyoto Protocol (“the Protocol”). It takes the view that, although
intergovernmental cooperation agreements, the concession contract,
the BOT project contracts, JVA and the service contract are prefera-
ble because of their inherent flexibility and adaptability in advancing
the objectives of these flexibility mechanisms, in practice it is the
substance of the agreements in question rather than the form that
matters most in terms of effectiveness. It is also necessary to add that
these distinct forms can be used for, perhaps, three broad scenarios:

1. an intergovernmental agreement (either a framework agree-
ment or one relating to a specific project) between two or more
Annex I countries for ET, which may be accompanied by a
specific standardized ET agreement

2. an intergovernmental agreement between two or more Annex I
countries, which may be followed by a specific concession,
BOT, JVA, or service contract in respect of a JI project

3. an intergovernmental agreement between an Annex I and a
non-Annex I country, followed by a specific concession, BOT,
JVA, or service contract in respect of a CDM project in a non-
Annex I country.
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However, certain general principles are fundamental 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 limited to) the following principles:

1. Full conformity to the requirements of the UNFCCC, the
Kyoto Protocol, and any subsequent agreement relating to the
CDM. In particular, the contract should define the follow-
ing: the emissions reduced (CERs) and how they should be
measured, verified, certified, and shared between the contract
Parties; how the project stimulates sustainable development;
liability arrangements in the event that the project fails to de-
liver the contracted CERs.

2. Equity or fairness and transparency in apportioning rights and
obligations between the Parties. This may involve “affirmative
action” to counteract unequal development and compensate for
the structural weaknesses of the developing-country Party.

3. Cost-effectiveness in the pursuit of contract objectives.

4. Unambiguous stating of terms, which should include modi
operandi for implementation and enforcement, financial mecha-
nism, dispute settlement, liability, and compensation for dam-
ages or failure of the undertaking.

5. The principle of both host and home state co-responsibility for
international economic and environmental cooperation.

Appendix 1 attempts to fashion a table of contents for a standard CDM
Project contract as well as a summary explanation of what the various
subheadings should include. However, these should not be taken as
sacrosanct, considering that different local conditions and project types
or objectives could dictate justifiable modifications to this model.

Notes

1. T.W. Walde, Modelivertraege unde zwischenstaatliche Kooperationsab-
kommen: Formen der verflechtung zwischen Recht und Wirtschaft. Jabhrbuch
fuer Rechtssoziologie und Rechtstheorie 1982, p. 372.



246 Woricka et al.

2. T.W. Walde, “Methods and Mechanisms for International Industrial Co-
operation.” UNIDO Industry 2000 — New Perspectives Collected Background Papers,
Vol. 2, UNIDO/IOD.325 19 December 1979, p. 40.

3. T.W. Walde, “North/South Economic Cooperation and International Eco-
nomic Development Law: Legal Process and Institutional Considerations,”
German Yearbook of International Law (GYIL) (1980), 23: 79.

4. See Netscape — [United Nations Commission on International Trade Law,
Twenty-sixth session Vienna, 5—-23 July 1993}, “Possible Future Work: Note
by the Secretariat”, Website: <http://www.his.com/~pildb/acn9-378.htm),
(visited 08/03/98), p. 5 of 7, para. 3.

5. UNIDO, Table 1, at p. 226.

6. A supportive regulatory framework could contain, for example, a Law,
Regulation or Code like the Indiana code 22-3-2-15 Enacted 1929, Amended
1991, where “BOT agreement” was defined as “any agreement between the
state or a political subdivision and an operator to construct, operate, and
maintain a public facility and to transfer the public facility back to the state or
political subdivision at an established future date.” See Netscape — {IC Title 36,
Article 1, Chapter 14.3, Section 41, Website: <http://www.law.indiana.edu/
codes/in/36/36-1-14.3-4.html) (visited 08/03/98), p. 1 of 2; A supportive
legal framework could also contain and publish general project eligibility cri-
teria and national rules, which are not incompatible with the provisions of the
Kyoto Protocol as the Czech Republic already has done for JI development
projects. See Netscape — {JI Project development in the Czech Republic},
Website: <http://www.vol.cz/nondek/jicz/websi2.hem) (visited 08/06/98),
p. 1 of 2.

7. Energy Charter Treaty Project III, Phare Multi-country Project No. B5-97-
042.

8. “Phare” means “European Community assistance programme for the recon-
struction of the economies of Central and Eastern Europe.” “Tacis” means
European Community assistance programme for Technical Assistance to the
Commonwealth of Independent States and Mongolia.”




Appendix 1: Summary explanation of a
standardized agreement for a clean
development mechanism (CDM) project.!

Commencement

This is the beginning of the agreement, which details the date of
commencement as well as the names of the relevant Parties. The host
government or its appointed representative or agency should be one
Party, while the concessionaire(s) or a company that has been formed
for the purposes of the project (CDM project company) should be the
other Party.

Recital

This is the section that begins with “Whereas,” and often provides
background information regarding the project and the context in
which subsequent sections of the agreement become necessary. Al-
though, strictu sensu, the recital does not form part of the agreed
terms, it may be admissible in evidence to prove the contextual
framework of the agreement.
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Chapter I: Purpose of the CDM project
agreement

1. Interpretation

This should provide definitions of the key terms employed in the
CDM project agreement. It should include terms such as “CDM
project,” “project company,’ “associated company,’ “Minister,”
“Secretary,” “principal,” “exceptional circumstances,” “concession-
aire,” “documents,” “maftre d’oeuvre,” “national defence,” “safety,”
“security,” “Conference of the Parties,” or “international agencies.”

2. The CDM project and its characteristics

This should describe in some detail the CDM project, its character-
istics or what it would comprise, including how it intends to oper-
ate. It might be necessary to include details of scientific specifications
in an Annex.

3. Coming into operation and duration

This should set out the conditions preceding the coming into oper-
ation of the CDM Project, as well as the time when it is expected to
lapse. These may, perhaps, be without prejudice to other subsequent
provisions relating to renewal and transfer of the CDM project.

4. Acquisition of land and ownership of the CDM project

This should state the availability of land for the project and the
ownership of the project. The state or its agency might have to
undertake to make land easily available for the project and stipulate
that, for a certain duration, ownership of the project shall vest in the
project company or concessionaire.
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5. Financial requirements

This section might require considerable flexibility and dynamism, as
financial requirements may differ from one project to the other.
Nevertheless, it might be necessary for the concessionaire to guaran-
tee the availability of funds for the completion of the project and
implementation thereof. Conversely, the concessionaire may wish to
disclaim liability in the unlikely event that finances are inadequate
to complete or implement the project. In the latter case, the provi-
sions regarding termination of the project would become applicable.

Chapter II: Construction of the CDM project

6. Independent project managers (maitres d’oeuvre)

The parties to the CDM project contract may wish to spell out how
to appoint one or more persons (nationals of either or both parties)
as project managers, and to whom the project managers should be
responsible.

7. Monitoring of the design phase

The concessionaire should be required to submit details of the CDM
project design to the Conference of the Parties (COP), which may
wish to confirm that the project is fit for its purpose. In case of dif-
ferences of opinion between the COP and the concessionaires, it may
be necessary to state how this is to be resolved, preferably amicably
by amendment of the design and technical specifications.

8. Contract procedures
It might be necessary to set out contract procedures if there are no

such procedures to be followed by the concessionaire. Such contract
procedures might form other annexes to this agreement, and should
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be scrupulously followed by the concessionaire and subcontractors.
Issues such as tenders, supply of spare parts or procurement, and
discrimination against nationals of either parties, should be spelt out
in the contract procedure.

9. Monitoring of construction works

This would require the concessionaire to provide the COP with
periodic reports with a view to establishing that the construction
works are in compliance with the project design and cost estimates.

10. Timetable

This should state when preparatory works are to be carried out from
the date of commencement of this agreement and the date of proba-
ble completion of the project.

11. Inspection and bringing into operation

The relevant government ministry or agency may have to inspect the
project upon completion and submit its inspection report to the
COP, which may wish to verify that all technical specifications have
been met and give approval for the commencement of operations.

Chapter III: Operational phase

12. Commercial policy

The concessionaires should have a free hand in price determination
irrespective of domestic laws relating to price control and tariffs. It
should undertake to treat its customers, consumers or end-users, in-
cluding third parties, without discrimination on grounds of nation-
ality or user status. This should not preclude the concessionaire from
adjusting its price or tariff in accordance with commercial exigencies.
The concessionaire should also undertake to make public its prices
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and/or tariffs in the manner agreed upon between itself and the
government agency or ministry.

13. Environmental policy

Provisions should state the general environmental policy of the con-
cessionaires in terms of reducing greenhouse gas emissions (GHGs),
but should stipulate that this would be accomplished without de-
teriorating environmental quality of the other environmental me-
dia, such as land and water.

14. Public order and operating rules

This should state not only that regulations relating to public order
will be prescribed by the competent organs of the host country,
but also that the concessionaire shall submit the operating rules of
the CDM project to the COP, which may approve the same within
a specified period of time; otherwise, the operating rules shall be
deemed to have been approved.

15. Maintenance and continuity of the CDM project

This should require the concessionaire to maintain the CDM project
in good condition and repair as would be necessary for it to be used
for the purpose for which it is designed and constructed. The con-
cessionaire should have the right to bring the project into temporary
closure for the purpose of carrying out maintenance works, provided
that adequate notice has been given to the competent authorities
(governmental departments, general public, and COP).

16. Safety, security, and control

The Parties to this agreement should undertake to ensure the safety
and security of the project. In particular, the concessionaire should
undertake to abide by all regulations relating to safety and security,
which are binding on it through the principals, or by the COP in
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relation to the project. Control of the project shall vest in the con-
cessionaires at all times until ownership or control is transferred in
the manner specified under this agreement.

17. Subcontracts relating to ancillary facilities

The concessionaire may freely enter into any contracts for the opera-
tion of any ancillary facilities that may be open to the public or of
benefit to users or customers of the CDM project, provided that such
ancillary facilities would be necessary in achieving the purpose of the
project.

Chapter IV: Common provisions

18. Rights and obligations of the government

The government should have right of access to the project facility,
collect samples of product or emissions for testing and verifications,
and the right to request further and better particulars in relation to
any matter it deems necessary to appraise the continued viability of
the project. The obligations should include, at the minimum, pro-
visions protecting the project or concessionaire against the adverse
consequences of laws and regulations. The government should also
facilitate the project company in obtaining necessary permits and
approvals and streamline the bureaucratic process associated with the
project’s implementation. Other general obligations may extend to
import and export permits, tax and duty incentives, employment
permits, access to public utilities, performance guarantees for public-
sector entities associated with the project operation, and protection
from competition.

19. Rights and obligations of the concessionaire

The project company or concessionaire should have the right to
operate the facility with minimum interference from government or
its agency and the right to set its own prices or tariff and to petition
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the government or its agency in respect of any matter it deems con-
tradicts the letter or spirit of this agreement. Minimum obligations
of the concessionaire should include such issues as undertaking to
comply with the laws and regulations of the host country during
project implementation; environmental protection; safety standards;
use of competitive national constructors, goods, and services; and
protection of labour rights, employment, and training of nationals.

21. Common obligations

Provisions that require joint commitment of the Parties to this
agreement include those on force majenre and rights in relation to
project documents, including ownership and design of drawings,
confidentiality as to information and documents obtained, obligation
to cooperate, and warranty against improper payment.

22. Sharing of costs and revenues

Again, these provisions should be flexible, allowing the Parties to
specify how they intend to share certain specified costs and revenues
from the project. However, this should be without prejudice to the
fact that the concessionaire should, by and large, have a free hand as
the principal cost bearer and revenue collector, at least until such a
time when the project is transferred.

23. Joint and several liability of the concessionaires to the
principals
This may simply state that the obligations of the concessionaires to

the principals under this agreement shall be joint and several.

24. Liability with respect to consumers/users and third
parties

It may be necessary to state clearly, as between the concessionaires
and principals, who is liable for damages to third parties or users
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(which should, ideally, be the concessionaires). Although the con-
cessionaires may wish to indemnify the principals from any claim
from a third party or user, this should not extend to those damages
that can be attributable to default of the principal.

25. Insurance obligations

It may be necessary to spell out these obligations in a more detailed
annex. In general, the concessionaire should have insurance coverage
and maintain it throughout the duration of the project. Copies of
such insurance coverage shall be submitted to the COP, who shall
ensure conformity of the insurance with the specific details that
would be laid out in the annex mentioned above.

26. Exceptional circumstances and force majeure

Provisions should set out the circumstances to be regarded as excep-
tional — such as war, invasion, riot, nuclear explosion, radioactive or
chemical contamination or ionizing radiation, effect on the natural
elements (including geological conditions such as earthquakes that
it was impossible to foresee), strike of exceptional importance and
duration, or the behaviour of one Party causing serious and certain
damage to the other Party. These should be without prejudice to the
right of either Party to contest the grounds of exceptional circum-
stances by arbitration.

27. Interruption of construction or operation by order of
the principals

It would be necessary to state that the construction or operation of
the project shall not be interrupted except in such circumstances as
have been stated in this agreement. This should be without prejudice
to compensation to be paid to the concessionaire, as would be deter-
mined by the competent arbitrage body.
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28. Penalties for breach

This should enable the principals to levy a penalty for breaching the
obligations under this agreement, provided that the concessionaire
has been given an opportunity to remedy the breach in question
within a definite time frame.

29. Relations with the COP and other international
agencies

There should be a provision incorporating article 12 (3) (b), (4)—(8)
of the Kyoto Protocol, which stipulates the functions of the COP
serving as the meeting of the Parties to the Protocol under the
supervision of the executive board of the CDM.

30. Free access for supervisory personnel

This should authorize personnel of the COP, as well as other au-
thorized personnel of the host government, to have access to all parts
of the CDM project for the purpose of carrying out any of their
functions or to inspect and investigate any matters relating to its
construction or operation. The concessionaires should undertake to
cooperate with such persons, provided that there is minimum dis-
ruption to the construction and operation of the project.

31. Duties, charges, and taxes

All duties, charges, and taxes levied or to be levied shall be the
liabilities of the concessionaire and shall be in accordance with na-
tional law. However, such duties, charges, and taxes shall not either
expressly or by implication amount to a creeping expropriation of the
project.

32. Transfers of funds and financial settlements

This should permit the transfer of any funds, subject to any applica-
ble procedures required under the national laws. It might be neces-
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sary to ensure that such transfers are facilitated and not unduly en-
cumbered by bureaucratic procedures.

33. Assignment and security

The concessionaire may assign its interest in the undertaking or
create any form of security over this agreement or its rights there-
under, provided that the consent of the principals has been first
obtained, with the understanding that such consent shall not be
unreasonably withheld.

34. Provisions relating to lenders and principals

This provision should enable lenders and principals to exercise their
rights to substitute the original concessionaires in the event that the
latter are unable to perform their obligations under this agreement.
The substituted entities should, however, have financial and techni-
cal competence to continue and operate the CDM project but this
must be with reference to the COP. Details of the grounds for sub-
stitution and resolution of conflicts can be spelled out in an addi-
tional annex to this hypothetical agreement.

35. Intellectual property and confidentiality

This provision should require the concessionaire to undertake to make
all documents in respect of the project available to the principals, COP
and other competent authorities designated by them. The latter Parties
should equally undertake to hold such documents in strict confi-
dence and not to disclose same unless for the purposes of the project.

Chapter V: Renewal and/or transfer issues

36. Conditions for renewal or transfer and timing

This may provide that, at a reasonable time before actual transfer or
renewal, the Parties to this agreement will confer to elucidate the
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modalities for such transfer arrangements, including the conditions
preceding or subsequent to such transfer or renewal and timing. This
may include, nter alia, the scope of transfer of such elements as im-
provements, buildings, machinery, equipment, fixtures, fittings, and
spare parts. In order to ensure that the host government does not
inherit a “shell” (as opposed to a viable project), it may be necessary
to include clauses on adequate maintenance of project assets to be in
good working order, usual wear and tear excepted, but up to a min-
imum standard of quality of fitness.

37. Transfer of insurance and concessionaire’s warranties

This may require the concessionaire to provide warranties to the host
government with respect to the project assets to be transferred, in-
cluding unexpired warranties available to the concessionaire either
by contract or by law. Perhaps the concessionaire’s contractors and
suppliers should be made to consent to such an assignment as part of
the original contractual documentation, or to enter into a subcon-
tract with the host government guaranteeing their continued com-
mitment to the original contract.

38. Technology transfer

Under this provision, it may be necessary to specify that an appro-
priate number of copies of plans, drawings, blueprints, operating
manuals, instructions, and computer programs (including licences to
operate such programs, where applicable) be turned over to the host
government at the time of the transfer. Transfer provisions should
include the training of local personnel during the original duration
of the contract in order to assist operation and maintenance of the
project facilities.

39. Definition and allocation of transfer costs

Although there can no hard-and-fast rules about this, it is important
to specify what direct and indirect costs are associated with any
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transfer and how to allocate this cost between the concessionaire and
the host government. These should include, for instance, such costs
as the transfer or stamp duties, recording costs and notarial fees, fees
for new permits and approvals, employees’ termination costs, costs of
training local personnel, and fees to third parties.

40. Transfer or renewal procedure

This is set out quite clearly in the procedure to be followed for
transfer or renewal. Such a procedure should be as simple as possible
and avoid unnecessary bureaucratic bottlenecks.

Chapter VI: Termination of the concession

period

41. Termination by reason of exceptional circumstances or
other events

In this event, any of the Parties should apply to the arbitral tribunal
to terminate the project agreement formally. In that case, no com-
pensation may be paid (except to those principals who have received
net financial benefits, in which case a nominal sum could be paid to
the concessionaire).

42. Termination on grounds of national defence or war

In this case, the principals should pay the concessionaire compensa-
tion to be determined by the arbitral tribunal.

43. Termination by reason of the fault of the
concessionaires

Here, the principals should give notice of the breach and a specified
time within which the concessionaire should rectify the breach.
Where this fails, the principals should give notice to the lenders,
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who may wish to exercise their right of substitution. Where this
happens, the project shall be deemed to be continuing.

44. Compensation for termination

The principals should undertake not to terminate the project agree-
ment except in such circumstances as specified in this agreement.
Otherwise, the concessionaire shall be entitled to compensation
which should include both damnum emergence and lucrum cessans, ac-
count being taken of any mitigation of loss, which the concessionaire
should have undertaken.

45. Consequences of the concession period terminating

This should state that this agreement shall cease to have any effect
upon such termination of the concession period. This should be
without prejudice to any rights and obligations that may have
accrued prior to such cessation.

Chapter VII: Disputes, laws, and rules

46. Settlement of disputes

Any disputes between the concessionaire and the government agency
or any of the principals shall be submitted to international arbitra-
tion at the request of any of the Parties. The arbitration shall be
conducted in accordance with the UNCITRAL Rules of Interna-
tional Commercial Arbitration.

Note to Appendix 1

1. The compilation of this table of content and the accompanying explanations
of its content, has been adapted from two principal sources: Niclisch (Hrsg.),
Rechtsfragen  privatfinanzierter Projekte: National und international BOT-Projekte
(Heidelberg: Muller, Jur. Verl., 1994), pp. 93—117 and UNIDO, UNIDO BOT
Guidelines (Vienna: UNIDO, 1994).
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