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Introduction
1. Although the shape of the post-2012 regime for tacking climate change is not yet discernable, we can be relatively certain that at some level or levels countries will take strong action.  The G8 leaders meeting in Gleneagles in 2005 agreed that “Climate change is a serious and long-term challenge that has the potential to affect every part of the globe,” and pledged that “While uncertainties remain in our understanding of climate science, we know enough to act now to put ourselves on a path to slow and, as the science justifies, stop and then reverse the growth of greenhouse gases.”

2. One of the key factors informing the elaboration of that program of action is the impacts that any national measures might have on competitiveness.  Competitiveness concerns will shape the regime of international commitments as strongly as it will shape the final details of national action to implement those commitments.

3. It is therefore surprising that so little of the debate has squarely focused on competitiveness issues, and that so little of the economic modeling to date has given us realistic estimates of the competitiveness impacts of likely scenarios for climate change actions by national governments.

4. This study starts by identifying the constituent elements of the competitiveness issue: the non-party concerns and the implementation concerns.  It then examines each of them in turn, using the Canadian and the EU contexts as case studies.  In the end it finds too little relevant analysis, but what work there is seems to suggest that competitiveness is not the overriding problem that some fear it may be.

5. Nonetheless, there is every reason to believe that countries taking actions to combat climate change may do so in a way that tries to avoid loss of competitiveness for domestic firms and sectors.  The second part of this paper asks what sorts of measures countries might take in this context and considers whether there is potential for those measures to run afoul of international obligations under trade and investment law.  There is a broad body of legal obligations, under the World Trade Organization and in various regional and bilateral agreements, that circumscribes the ways in which governments might act to protect domestic firms against foreign competitors.  If countries are to avoid stumbling into conflicts between that body of law and the international climate change regime—and the message of this paper is that conflicts are for the most part not difficult to avoid—they need to understand how the two interact.

6. Moreover, there are ways in which trade law might be used to further the objectives of climate change reduction, or at least to give deference to legitimate efforts to address climate change issues.  These sorts of potential synergies are also explored.

7. This work was produced as part of a longer-term collaboration between Chatham House and the International Institute for Sustainable Development (IISD), and the United Nations Conference on Trade and Development.  Those three organizations convened a Chatham House experts’ workshop to consider the themes of trade, competitiveness and climate change in March of 2005, with Chatham House taking the lead on the Kyoto-trade rules work, and IISD leading on the competitiveness work.  The authors owe a debt of gratitude to the participants at that workshop for their valuable comments, which have helped shape the current draft, as well as to Beverley Darkin, who provided input that helped in the revision process.  The final product, however, is the responsibility of the authors themselves. 
Climate change and competitiveness
8. From the outset the Kyoto Protocol and the UNFCCC have had to contend with perceived tension between effective action to slow climate change, and maintenance of competitiveness.  Competitiveness concerns were the explicit prime motivation for the withdrawal of the US from the Kyoto Process.  Competitiveness concerns have since plagued Canada, the US’ largest trading partner and the bearer of relatively difficult emissions targets.  They have also figured large in the climate-related policy debates in the EU, where they effectively scuttled the EC’s 1992 proposed Directive on Carbon Tax, and have continued to dog the elaboration and implementation of the EU’s Emissions Trading System (ETS).
9. This paper explores the nature of the concerns over competitiveness, trying to dissect them in a meaningful way and assess the need for concern.  As a first order task, we should define what we mean by competitiveness.  Too often the term is applied to nation states as if they were in some sort of grand contest one against the other.  Krugman and others, however, have argued forcefully that competitiveness at the level of the nation state has little meaning, as distinct from simple productivity.
  That is, while competitiveness is a legitimate concern for firms and sectors, it is not a legitimate concern for countries which, as intuitive as the analogy might be, do not compete in a zero sum game in the international arena.
10. A more useful and legitimate use of the concept is to consider competitiveness at the firm or sectoral level.  Here it can be simply defined as sustainable profitability – a state that is maintained in a dynamic contest among firms.  The question to be explored in this paper is, then: how will the implementation of the Kyoto Protocol affect the competitiveness of the Parties’ firms or sectors?
11. Given that framework for analysis, this paper does not consider a number of costs and benefits that manifest at the national level, rather than at the sectoral or firm level.  For example, it has been argued that competitiveness concerns are overstated since they do not consider the side benefits that may accrue from measures designed to constrain carbon emissions, such as reduced air pollution and other non-climate-related welfare-enhancing impacts.  These sorts of benefits are significant, and need to be considered by national policy makers.  But they are not a part of the competitiveness debates per se.
12. It also does not consider the competitiveness impacts of climate change itself.  The physical impacts of climate change—as distinct from the regulatory changes that will come about as a result of climate change action—are destined to be a significant driver of changes in competitive relationships.  For example, within the next decade or so it is predicted that the Canadian North-West passage will be ice-free for enough of the year to be able to successfully compete with the Panama Canal as a shipping route.  This will clearly alter a number of competitive relationships in the industries that use the routes, and in the service industries servicing the two alternative passages.  These sorts of impacts of climate change itself are considered to the extent that the analysis below considers the costs of inaction, and factors in the impacts of the baseline scenarios for climate change impacts.  But it does not pursue an analysis of these sorts of changes in their own right.
13. With respect to competitiveness, two basic concerns are usually expressed, and both will be explored below.  The first (the “non-Party problem”) is that implementation will create an uneven playing field, with firms and sectors from non-Annex B Parties enjoying an unfair advantage because they are not subject to carbon constraints.  This argument is expressed most pointedly with respect to the US and large developing countries, and the potential loss of competitiveness this might entail in implementing country firms and sectors.
14. The second (the “implementation problem”) is that Annex B Parties may create unfair competitive advantages for domestic industry by the manner in which they implement their Kyoto commitments.  This argument has recently been considered in the context of the EU, where a highly integrated market spans countries that have the flexibility to elaborate very different national plans for allocating their emissions reductions.
15. A recent Carbon Trust analysis outlines three variables that together serve as a useful screen for assessing the competitiveness impacts in any given sector:

16. Energy intensity: The more energy a sector uses in its production process, the more it will be vulnerable to price increases.  Under any implementation scenario, energy prices will increase.   In a sector such as aluminum, where on average energy comprises more than 30% of the cost of production, the potential exposure is obvious.
17. The ability to pass cost increases along to consumers as increased price of the sector’s final product:  This ability depends fundamentally on the availability of substitutes, either in the form of other goods that satisfy the same needs, or in the form of production from foreign firms in the same sector.  So transport costs are important, as is the global nature of the product’s market.  At the firm level, as opposed to the sectoral level, the degree of domestic competition is also important; other things being equal, the more monopoly power, the better able a firm is to pass along cost increases in the form of increased prices.  The nature of the good in question also matters; is it a luxury good that consumers will buy more of when prices decrease, or is it a staple that will be bought in relatively steady volumes regardless of price?
18. Opportunities for abatement:  Firms or sectors in which there are ample unexploited low-cost opportunities for abatement obviously have an advantage over those where there is no low-hanging fruit (either because it has already been harvested, or because the state of technology is not well advanced).
Competitiveness I: The non-party problem

19. The first type of competitiveness concern discussed above is highly intuitive.  Since Annex B Parties are subject to Kyoto commitments, and their industrial and energy sectors have to make expensive adjustments, it seems likely that they will suffer a competitive disadvantage relative to the sectors of the non-Parties.  
20. There has been considerable concern of this type in Canada, and this section uses Canada as a case study.  It is an apt choice because, for one thing, some 85% of Canada’s trade is with the United States, which has indicated it will not ratify the Kyoto Protocol.  This dynamic is amplified by the fact that Canada has a relatively difficult target.
  Canadian Manufacturers and Exporters, an industry association, typifies this concern in its arguments:
21. “Kyoto compliance would result in higher operating and capital costs for Canadian manufacturers in relation to those incurred by their competitors operating in the United States, or in other countries like Mexico, Brazil, Indonesia, South Korea, China, and India …  If costs are passed on to customers, Canadian industry risks losing market share in the United States (the destination for approximately 63% of Canada's total manufacturing output), within Canada, as well as in other countries.”

22. The paper goes on to cite a number of sectors in which there would be such problems, including electricity, petroleum refining, steel, chemicals, automotive production and other manufacturing.  In steel, for example, implementation is projected to increase costs by 9 – 15% and job losses would exceed 35,000.  Consumer electricity rates would rise by 10 – 100%, and commercial rates would rise sharply as well.  The automotive sector would experience a decline in activity by 2010 of $10 billion Canadian.
23. Most of the studies on which these forecasts are based, however, pre-date the US pull-out from the Kyoto accord.  And most of them assume as one scenario no international trading of permits – an assumption that is no longer valid, and that yields high costs of emissions reduction.  This makes them poor predictors of the non-party competitiveness impacts in Canada, on at least three grounds.
24. First, because they assume US participation in Kyoto they fail to actually consider the non-Party competitiveness issues, at least with respect to Canada’s biggest trading partner.  Second, they fail to allow Canada to achieve its targets by international trading, which is a much less costly route than via domestic actions alone.  Of course they also fail to account for the impacts of the US pull-out on the trading price of carbon, which according to some studies as much as quartered the expected prices.

25. More recent modeling from a number of sources, performed after the Bonn Accords (that is, incorporating the assumption that international carbon trading might be a means of compliance), seems to indicate few problems.  Certainly at the aggregated national level, Table 1 shows a range of very small predicted GDP impacts.  The Wigle study, for example, looks at the question sectorally and finds no “important” negative impacts, and even posits potential positive impacts for energy-intensive industries if their energy-intensity is less than that of other Annex B competitors.

	Table 1 - Impact of Kyoto on GDP (Pre-Bonn/Marrakech) 

	 
	Domestic Actions Only
	Global Emissions Trading

	MS-MRT - Sept 1999
	-2.0%
	-0.7%

	ABARE-GTEM - 1998
	-2.3%
	-0.3%

	ABARE-GTEM - June 1999
	-0.9%
	-0.3%

	POLES - 2000
	0.3%
	0.2%

	SGM – 1998
	-1.9%
	-0.5%

	SGM - Dec. 1999
	-1.9%
	-0.2%

	MRT-C - 1999
	-1.3%
	-0.3%

	Wigle - 2001
	-1.1%
	-0.5%


Source: Environment Canada.  “Costs of Kyoto: What We Know,” 2002.
26. Note, however, that these studies also pre-date the US pull-out from Kyoto.  Some research that does assume US non-participation shows more tangible impacts, but assumes domestic actions alone.
   The assumption that Canada will not make use of Kyoto’s flexibility mechanisms is unrealistic and significantly increases costs.

27. There are undoubtedly sectors that would lose market share to US competitors under Kyoto implementation, and there is a need for a more up-to-date sectoral research to explore this question. 
28. There have been several recent sectoral studies from the EU, assuming non-US ratification, that show minimal non-Party competitiveness impacts.
  But the EU case is less acute, given the generally higher transportation costs between the EU and non-EU countries, and the fact that the market between the EU and others is less integrated than in the North American case.

29. It should be noted, though, that the premise of the Canadian competitiveness concern underlying this research may be fundamentally wrong.  That is, the US may in fact be taking action on climate change commensurate with Canadian effort.  These efforts are not taking place at the national level, of course, but rather they are taking place at the state level – particularly in the North-East and some West-coast states.
  In fact, some argue that “there is … a much more substantial body of federal GHG-reducing measures in place in the U.S. than in Canada.”

30. It should also be noted that the argument for the mitigating force of the use of flexibility mechanisms may be too optimistic.  The Marrakech Accords are now adopted, and so the flexibility mechanisms are now a fact.  But the question is whether they will be able to deliver credits in the quantities needed. The JI mechanism is making glacial progress, and the CDM faces difficulties that practically ensure it will not meet the needs of Annex I buyers.
  And the political sensitivities related to the purchase of hot air are significant barriers to the use of international emissions trading, though there are efforts underway to address those concerns, by essentially greening the process.
  To the extent that these mechanisms continue to face difficulties, cost estimates will have to be adjusted upwards toward the high end projections reached by those that assumed only domestic actions to combat climate change.
Competitiveness II: The implementation problem

31. It was noted above that a second type of competitiveness concern has been expressed with regard to the implementation of the Kyoto Protocol.  That is, countries are at liberty to decide how to achieve their emissions reductions commitments, and it is feared that some might distribute the domestic level obligations in a way that benefits particular sectors.  If so, this might create shifts in competitive advantage between Annex B Party sectors.  
32. This concern has been expressed most clearly in the context of the EU, which is a tightly integrated economic community with relatively low costs of intra-union transportation.  As such, in considering this aspect of competitiveness we use the EU as a case study.
33. A recent study looked at the competitiveness effects of the EU’s emissions trading system (ETS) on four vulnerable sectors: steel, pulp and paper, cement and aluminum.
  It found little concern for leakage – the loss of industry through relocation outside the region– except for perhaps in the aluminum sector, which deals in a highly global market and faces high energy input costs.
  This latter result would depend almost entirely on the behaviour of the electricity markets in passing through costs to consumers.
34. On the question of how differing national implementation would affect competitiveness, though, this study is not helpful since it assumes that all national allocation plans will be implemented identically.  A more useful study was done recently by The Carbon Trust.
  The study looks at implementation in five sectors: electricity, cement, newsprint, steel and aluminum.  Unlike the IEA study, this one does pay attention to the implementation of differing national allocations plans, looking in particular at the UK case.  It finds evidence that the national-level plans are being differently elaborated, showing that for most countries proposed allowances exceed current needs, even in sectors where carbon emissions are on a downward trend.
35. The study concludes that there exists potential for shifts in intra-EU competitiveness based on how the NAPs are elaborated.  It notes that certain sectors, such as steel, are particularly sensitive to differing elaborations.
  Short-term impacts are unlikely to be significant (in some sectors because long-term contracts with energy suppliers will cushion the shocks).  But in the longer-term scenario there may be impacts, particularly if the electricity sector is successful in passing through a substantial portion of its cost increases as price increases.
36. This concern is certainly echoed in industry responses to the NAPs and the ETS, a process that has been fraught with tough negotiation and political pressures.  The UK’s chemical producers, for example, in commenting on the UK draft allocation plan, which sought to achieve results even beyond those required, warned that “industry’s competitiveness compared with other EU member states could be compromised if they do not adopt such a stringent approach.”
  They further argued that the sector “faces the prospect of a double blow, in terms of both emissions caps and energy prices, compared with its competitors elsewhere in Europe.”
  Similar concerns have been expressed by a number of different sector representatives in Member States.
37. But with the exception of the Carbon Trust study, not much exists in the way of analysis of the potential magnitude of this problem.  One way to address it is obviously a coordinated effort in the elaboration of the NAPs.  Such a solution is, however, difficult to conceive even in the case of the EU, and is certainly not an option in the context of other Annex B Parties.
38. In the end, the final constraint of established national targets will reduce the potential for strategic allocations of emissions rights in the national implementation of Kyoto responsibilities; any gain given to a particular sector will necessarily mean pain for others.  And the potential for addressing implementation issues as they arise is likely to be greater in settings such as the EU where there is strong existing economic and policy integration -- precisely in those contexts where the implementation competitiveness concerns are greatest.  On the other hand, it may be that increased attention to implementation issues introduces unwelcome incentives in the system; any such effort amounts to a shielding of carbon emitters from the incentives to decrease their emissions.  Further research, policy efforts and ongoing monitoring will be needed to help avoid the worst sorts of damaging competitiveness impacts from implementation.
Final considerations on competitiveness
39. The types of competitiveness concerns surveyed above are real, with potential to cause economic damage.  As such, even aside from the economic implications for particular sectors, they are potential obstacles to the political acceptability of Kyoto implementation, and deserve significant attention from policy makers.
40. That said, there seems to be reason to believe that, given plausible scenarios about the implementation of international commitments to action on climate change, the final impacts may not be large in most sectors. In certain sectors, however—such as aluminum in the EU context—impacts are projected to be significant.  Where this is the case, flexibility in the allocation of obligations at the national level may be able to help to ease the pain somewhat.
41. Another hopeful consideration is that most studies looking at the costs of implementation do not take account of the potential for endogenous improvements as a result of regulation itself.  Porter and others have found evidence that strong environmental regulation leads to improvements in technology and know-how that may in and of themselves drive improved ability to meet Kyoto obligations at low cost.
  This has implications for the “non-party” type of competitiveness concern, since those countries that implement strong regulatory regimes to address climate change may help their firms reap a first-mover advantage over non-party competitors.  The short-term investments needed, however, may be significant, and assistance in terms of transitional lending, as well as flexibilities that try to avoid early turnover of capital stock might be helpful in bridging the short-term impacts to reach medium-term competitiveness.
42. As well, implementation of strong climate change policies clearly has benefits for those firms and sectors that are part of the solution.  Renewable energy firms, for example, can be expected to increase their market penetration in electricity generation, increasing their competitiveness vis-à-vis traditional suppliers.  To the extent that country-level implementation strategies favour such sectors, or that those sectors already exist in some countries in a position of market strength, particularly with export potential, sector-level competitiveness may be strengthened.
43. It would be a rare survey of research that did not conclude with the observation that more research is needed.  This paper is not rare in that sense.  The great bulk of quantitative analysis that now exists was undertaken before many of the rules and decisions that now prevail in the Kyoto regime.  If we are to properly assess the implications of current policy alternatives, we will need a more solid base of analysis on which to do so.
The Kyoto Protocol and the WTO
44. The interface between the Kyoto Protocol and the WTO is extremely complex. Indeed, the relationship is difficult to define because important aspects of the law emanating from the WTO and the Protocol are not yet clarified.  Unlike some other environmental treaties – e.g. the Montreal Protocol on Substances that Deplete the Ozone Layer – the Kyoto Protocol does not contain explicit trade measures, with the exception of the emissions-trading system.   However, a small, but growing body of literature has been exploring the linkages between the two regimes – the general conclusion appears to be that Parties to the Protocol need to be aware of potential WTO problems in devising the implementation measures.
  At the same time, those Kyoto Parties that are also WTO Members have an important stake in ensuring that the negotiations in the WTO do not result in a limitation on the ability of Kyoto Parties to fully implement the Protocol.  

45. The relationship between the two treaties also has a wider political context. For example, it is the existence of the WTO which helped bring the Kyoto Protocol into force.  It has been widely reported that one of the demands that Russia made to the EU, in return for ratifying the Protocol, was for the EU to support its bid to accede to the WTO.
 Another, more subtle aspect is that a growing number of OPEC countries in the process of joining the WTO, may impact on how the WTO deals with energy-related issues.

46. From the outset of the UNFCCC, negotiators were aware of the potential impact of the treaty on the global project to liberalise trade.  Although there is no explicit provision relating to WTO rules, as exist in some other treaties, such as the Cartagena Protocol on Biosafety, Article 3.4 of the Convention states:
"The Parties should cooperate to promote a supportive and open international economic system that would lead to sustainable economic growth and development in all Parties, particularly developing country Parties, thus enabling them to better address the problems of climate change. Measures taken to combat climate change, including unilateral ones, should not constitute a means of arbitrary or unjustifiable discrimination or a disguised restriction on international trade".
Although the Convention did not contain any meaningful targets that could be the basis of trade measures, it did, however, introduce at least one notion that does not sit entirely well with WTO norms: the precautionary principle.  The precautionary principle is controversial, because it increases the space available to countries to introduce unilateral trade restrictions in the absence of international consensus on their scientific justification.  Discussions on the precautionary principle in the WTO have been very controversial.  In addition, some applications of the principle of common but differentiated responsibilities could justify creating trade distinctions between countries.  

47. The Kyoto Protocol also seeks to avoid trade restraints.  Article 2.3 states:
The Parties included in Annex I shall strive to implement policies and measures under this Article in such a way as to minimise adverse effects, including the adverse effects of climate change, effects on international trade, and social, environmental and economic impacts on other Parties, especially developing country Parties and in particular those identified in Article 4, paragraphs 8 and 9, of the Convention, taking into account Article 3 of the Convention. The Conference of the Parties serving as the meeting of the Parties to this Protocol may take further action, as appropriate, to promote the implementation of the provisions of this paragraph.

48. No trade restrictions are specifically provided for in the first commitment period. However, given that the intention is for subsequent commitment periods to be more robust, the Kyoto Parties may wish to include trade measures aimed at offsetting the competitiveness impacts of more ambitious targets.

49. This paper seeks to scope out the linkages between the two regimes.  As there has never been a dispute involving a collision between the two, the aim of this paper is to highlight potential issues in the context of existing law, recognising that the state of the law is not static.  It will locate these issues within the wider debates in the WTO and then drill down to specific instruments that relate to implementing the Kyoto regime.  The paper will end with some questions and observations about the future.  
The wider debate about the WTO/MEA Interface

General considerations

50. The relationship between WTO rules and Multilateral Environmental Agreements (MEAs) has been contentious since the beginning of the trade and environment policy debate in early 1990s.  The political process for discussing these issues within the WTO Committee on Trade and Environment and specific negotiating tracks under the DDA have been limited and are currently bogged down.  

51. More guidance has come from the WTO Dispute Settlement Mechanism, which has heard several cases involving environmental measures.   Although none of these cases have directly involved an MEA measure, many of the legal principles appear to be applicable to MEA measures.  In addition, MEAs have been used to assist in the interpretation of some WTO provisions relating to the environment.  As a result, there is now more guidance in relation to the principle of “national treatment” and the concept of “likeness” in GATT Article III, as well as the scope of the General Exceptions provided for in Article XX. However, despite these important rulings, there is no doctrine of stare decisis in WTO, which means that the Appellate Body may adopt different approaches in the future.

52. The concept of “likeness” in Article III has been very challenging for both the GATT and the WTO.  After a series of disputes, the recent Asbestos case has confirmed that risks associated with the physical characteristics of a product are sufficient to distinguish two otherwise like products.  So too are consumer tastes and habits.  This can be important to the extent that consumers are willing to distinguish between similar products on the basis of how “climate friendly” they are.  

53. Even more significantly, the Shrimp Turtle and Shrimp Turtle Implementation cases have applied GATT Article XX in a manner that does allow states considerable policy space to develop trade measures for environmental reasons, within limits to prevent abusive trade protectionism. These measures may be unilateral, and while States need to try to get multilateral consensus, there is no WTO requirement that these efforts succeed, so long as they are done in good faith. According to the recent Korea Beef and Asbestos cases, Article XX(b) permits decision makers to consider the public interest in determining whether a measure is “necessary” to protect human, animal and plant life or health. This too increases the policy space available to States to take trade measures for environmental purposes. Furthermore, in the Shrimp Turtle case, the WTO DSB made use of MEAs and other bodies of law to interpret relevant WTO provisions.  Therefore, it would appear that WTO jurisprudence would permit trade related measures aimed at climate stabilisation, under certain conditions.  
Trade measures aimed at non-parties of MEAs

54. At present, the Kyoto Protocol contains no specific provisions aimed at non-parties.   However, given that the United States – the world’s largest emitter of greenhouse gases – is not a party to the Protocol, an important future consideration is the extent to which the WTO allows Kyoto Protocol parties to take trade measures aimed at non-parties.  This technique is applied in other MEAs, to prevent free riding and create an incentive for non-parties to join the regime.
 The WTO has expressed concern about this before, but this aspect of the debate is not currently under negotiation in the Doha Round.   

55. From a legal point of view, this is a challenging problem because by not participating in an MEA with trade measures, the MEA non-party has not consented to altering its WTO obligations to conform with the MEA. This is not to say that the flexibilities just noted above in Paragraph 10 would not apply to trade measures affecting MEA non-parties – they would – but there may also be a higher legal hurdle than in the case of a dispute over trade measures between MEA parties.
Specific/non-specific measures

56. Another crucial distinction arising out of the Doha Agenda is between “specific” and “non-specific” measures.  The present Doha negotiation mandate only covers “specific” trade measures. "Non-specific" measures are taken individually by parties in order to achieve the objectives of the MEA. They can occur in cases where the MEA in question contains obligations of result – e.g. Kyoto Protocol – which allow parties the discretion to select the precise policies and measures they take to fulfil those obligations.   A further scenario is where a party takes unilateral trade measures to enforce the substance of a treaty against other Parties or non-Parties.  So far, no Kyoto party has developed trade measures to implement the treaty.  

57. At present, the negotiations on this issue in the WTO are stalled on fundamental definitional issues.  Switzerland has used examples from the Kyoto Protocol to argue in the WTO for a broad interpretation of “Specific trade obligations”:
One example is the Kyoto Protocol which has as its objective to reduce emissions of greenhouse gases. The measures to be taken to that end may relate to a number of spheres - taxation, rules and standards, and so forth (Article 2.1 of the Protocol).  Let us take Member A, which is listed in Annex I to the Protocol along with the other countries that have undertaken greenhouse gas reduction commitments. If Member A prohibits the importation and use of emission filters for industry on the grounds that they do not meet national standards in terms of retention of substances that adversely affect the concentration of greenhouse gases, such a measure should be regarded as a specific trade obligation covered by the solution negotiated among WTO Members under paragraph 31(i). Indeed, it contributes to the implementation and achievement of the object of the Protocol, which provides for an "obligation de résultat" (obligation to achieve results). This second category thus encompasses MEAs which specify:
-
an obligation to achieve results, and

· the spheres in which a measure may be taken. Measures that may be adopted in order to fulfil the obligation to achieve results are thus not explicitly named but implicitly derive from the sphere in which they should be taken (e.g. the fiscal sphere implies fiscal measures).

Other countries, such as Canada, have rejected the breadth of this interpretation, whereby the Kyoto Protocol provisions would not be considered containing specific trade obligations.
  
Dispute settlement

58. Another issue in the WTO/MEA interface is what happens when a dispute settlement body in an MEA rules in a manner that diverges from the WTO.  So far this has not happened. The closest case was when Chile and the EU lodged parallel complaints in the WTO and the Tribunal of the UN Convention on the Law of the Sea over Chilean landing requirements for swordfish.  However, that case settled before a ruling in either body occurred.

59. International law is unclear on whether there would be primacy by one body of law over the other.  The rules governing conflicts between treaties in the Vienna Convention on the Law of Treaties are unhelpful in this context.  However, the WTO CTE has made a non-binding recommendation regarding competing dispute settlement systems.  
The CTE recognizes that WTO Members have not resorted to WTO dispute settlement with a view to undermining the obligations they accepted by becoming Parties to an MEA, and the CTE considers that this will remain the case.  While WTO Members have the right to bring disputes to the WTO dispute settlement mechanism, if a dispute arises between WTO Members, Parties to an MEA, over the use of trade measures they are applying between themselves pursuant to the MEA, they should consider trying to resolve it through the dispute settlement mechanisms available under the MEA.  Improved compliance mechanisms and dispute settlement mechanisms available in MEAs would encourage resolution of any such disputes within the MEA.

60. Thus far, the dispute settlement mechanism of the Kyoto Protocol is not yet in force. It will require an affirmative decision of the Meeting of Parties or possibly even an amendment to the treaty.  The dispute settlement mechanism of the FCCC has not yet been used.  In addition, it may be permissible for UNEP, or another UN body, to seek a non-binding advisory opinion from the International Court of Justice about the compatibility of the Kyoto Protocol with the WTO. 
 
Specific issues relating the Kyoto Protocol and WTO

Tariffs and trade restrictions

61. The issue of whether countries can unilaterally raise tariffs based on the carbon content has been discussed recently.  For example, in the WTO negotiations on MEAs, the issue came up in the context of who would bear the burden of proof in challenging such a move:
The representative of Australia wondered whether Switzerland would consider the following scenario as involving only a procedural change: Australia obtains from Japan a tariff binding on coal in exchange for certain concessions which Australia makes, but following the entry into force of the Kyoto Protocol, Japan decides to raise that tariff. Australia asked, if according to the Swiss proposal, it would be up to Australia to convince a Panel that the measure was inconsistent with WTO rules, and if such a change on current practice could simply be called "procedural." Such a change in rights and obligations could not be accepted.

62. Raising tariffs and other trade restrictions are increasingly raised as an option in Europe as a means of inducing compliance by non-parties to the Protocol.
  However, the WTO jurisprudence has frowned on explicit efforts to influence the environmental policies of other countries. For example, the first two environment related trade disputes in the WTO, the Venezuela Gasoline case and Shrimp-Turtle case, have ruled that Article XX cannot be used to exempt provisions that contravene other parts of the GATT, if their purpose is to influence the policies of other WTO members.   However, it could be argued that this logic is counter to the reasoning of trade measures in MEAs, which are often part of a package of carrots and sticks aimed at inducing countries to join the regime.

63. Could the “precautionary principle”, referred to in the UNFCCC, be a defence for such trade measures?  For example, could a Kyoto Party adopt policies and measures to restrict the availability of certain goods in the market place on the basis of a precautionary approach to stabilising the climate, and then restrict imports of such goods?  WTO law is unclear on this.  It is arguable that the results in the Asbestos case provide States with the ability to determine their own level of health protection. Indeed, in that case, the Appellate Body referred to its decision in Hormones in interpreting Article XX to assert that governments may act in good faith, even if the scientific opinion diverges from the majority, so long as that opinion comes from qualified and respected sources.
 The Korea Beef case suggests that precaution may play a role in determining whether a measure is "necessary", under Article XX, insofar as it is encompassed by "common interests or values".
  If the dispute involved two parties to the Kyoto Protocol, and if the precautionary principle were to be considered as part of customary international law, then under the Vienna Convention on the Law of Treaties, WTO rules would need to be interpreted in a manner that considered "other rules of international law applicable between the parties."
 

64. So far, the Kyoto Protocol does not provide any explicit multilateral basis for taking any economic action against non-parties.  However, were it to do so in the future, it would strengthen the argument of those countries unilaterally implementing such measures as being bona fide in the context of Article XX of the GATT.  Even if those measures were ultimately deemed incompatible with WTO rules, there is always the possibility for WTO Members to grant a waiver to cover those measures, similar to the one granted in 2003 for the Kimberley Process controlling trade in conflict diamonds.  This requires a two-thirds majority vote.
Environmental goods and services

65. One of the possible “win-wins” for trade liberalisation and environment was the mandate in Paragraph 31(3) of the Doha Agenda to negotiate "the reduction or, as appropriate, elimination of tariff and non-tariff barriers to environmental goods and services".  However, to date, WTO Members have been bogged down over definitional issues, as there is little consensus as to what is encompassed by the term “environmental goods and services”.  There is agreement on goods and services whose end use is for an environmentally beneficial purpose.  However, PPMs and “environmentally preferable products” are particularly difficult,
 especially as regards “environmental goods”.  There is some degree of agreement on the content of “environmental services”, since that has been under negotiation since the end of the Uruguay Round.  Lists drawn up under the auspices of APEC and OECD have been starting points for some proposals, but developing countries have resisted these because most of the items were developed country exports.  As a result, UNCTAD has developed an approach aimed at including items of export interest to developing countries.
  Another approach has been to consider goods and services on the basis of whether they contribute to fulfilling international environmental and sustainable development priorities – e.g. as expressed by MEAs or the MDGs – or which have a triple win: trade, environment and poverty.  India has suggested an approach that is different than a list-based one, which is to identify environmental goods and services in the context of particular projects.
  Argentina has responded with an approach that integrates lists and projects.
  

66. Some of the WTO discussions so far on this topic have focussed on areas relevant to the Kyoto Protocol.  The APEC and the OECD lists included goods aimed at improving energy efficiency.
  Some members, such as Japan, have included energy efficient products in their proposals.
   Some proposals, including those of the European Communities
 and Brazil
 have included renewable energy, such as ethanol and bio-diesel.    In addition, Qatar has proposed including “efficient, lower-carbon and pollutant-emitting fuels and technologies” as environmental goods, which would include natural gas
  The project-based approach may also be applicable to CDM projects.  

67. Some commentators have raised the possibility of biofuels being considered as environmental goods.  But the structural intricacies of the WTO negotiations prevent this, because the products involved are clustered under the agricultural negotiations, not those on goods and services.
  
Subsidies

68. Subsidies of energy efficient products might run afoul of the WTO Agreement on Subsidies only in a few instances. One is where the subsidies that require the use of domestic technologies over foreign ones.  Another is where the subsidy is contingent on export performance. Another is where a subsidy has the effect of being available only to certain enterprises and causing injury to a domestic industry of another Member or prejudice the interests of another Member.  The key factors are whether the subsidies are specific to certain enterprises.  The determination of both the specificity and the injury caused by subsidy policies is complex and done through a case-by-case analysis – although some guidance and presumptions are provided in the Agreement.  

69. The Subsidies Agreement did provide that assistance to existing facilities to promote adaptation to new environmental requirements may be non-actionable, provided that it:
· is a one-time non-recurring measure; 

· is limited to 20 percent of the cost of adaptation; 

· does not cover the cost of replacing and operating the assisted investment; 

· is directly linked to and proportionate to a firm's planned reduction of nuisance and pollution, and does not cover any manufacturing cost savings that may be achieved; and

· is available to all firms, which can adopt the new equipment and/or production processes.

However, this provision was time-bound, and is no longer operational, as a consensus did not emerge among WTO Members to renew it.  It has been asserted that were this provision to be reinstated, it might be useful to promote renewable energy, which often require high levels of up-front investment.
  

70. Another complex area of interaction arises when countries subsidise the development and export of biofuels, which emits far less carbon emissions than fossil fuels.  These are considered promising, especially since they can be used alone or mixed with other conventional fuels. Ethanol can be made from many farm crops, including maize, wheat, sugarcane, beet and tapioca, while biodiesel can be made from a variety of vegetable oils.
   This presents important export potential for many developing countries; at present, the exporters include Brazil and several Central American countries.  Some countries, such as the European Union, are committed to increasing the role of biofuels within their overall energy mix.
  But the trade and environmental policy issues are complex.  Firstly the agricultural products involved are the subject of very intricate negotiations on agriculture.  In certain cases, the domestic support rules of the WTO Agreement on Agriculture might become applicable, either presently or in the context of a revised “Green Box”.  In this context, the law is continuously being clarified through new WTO cases on EU Sugar and US Cotton, which have emerged since the expiry of the “peace clause” that had previously prevented such cases.  Secondly, there are some environmental concerns relating to the displacement of forest – i.e. carbon sinks – to create space for cultivating the ingredients use of genetically modified crops, and destructive farming methods.  
Border Tax Adjustments

71. Some Kyoto Parties, such as Japan and Switzerland, are creating fiscal instruments – i.e. carbon taxes – as incentives to mitigate carbon emissions.  Depending on the severity of the charges, countries imposing carbon taxes may wish to offset some of the international competitiveness losses through border tax adjustments (BTAs).  

72. BTAs are permitted under the GATT,
 but some commentators have raised concerns about the extent to which they can be used to offset environmental taxes that are aimed at “production and processing methods” (PPMs), rather than the product per se.
 This has been particularly relevant in debates about carbon taxes, and raises the issue of "like products". Of note is that the GATT Working Party on BTAs in 1970 was unable to agree that adjustments on “tax occultes”, which includes energy, should be permitted. However, the more recent cases under the GATT/WTO suggest that, although the issues have not been fully tested in the context of border tax adjustments, there is some flexibility in the international trade rules to allow such adjustments in this context. For example, in United States – Taxes on Automobiles
 the GATT Panel found that tax differentiation on the basis of gasoline consumption, as well as differences in application of a luxury tax, were not inconsistent with GATT Article III, even though they applied differently to cars that were otherwise similar.  In that case, the Panel considered the environmental purposes of the tax as relevant, which is in contrast to the approach in the Tuna- Dolphin cases, and earlier cases involving taxes.
 Furthermore, if the BTA failed on the text of Article III, the new flexibility in Article XX may still save the measure, although this is contentious.
   In addition, the Subsidies Agreement provides for remission of taxes on exports in relation to inputs or services consumed in the production of the exported product,
 which suggests that tax differentiation on the basis of PPMs may be permissible.

73. However, BTAs may have less flexibility under GATS, which applies if they are taxes on services.  Difficulties may arise in cases where domestic service providers are treated differently for tax purposes than foreign providers – which may happen in the case of cross-border services.  The General Exceptions provision of the GATS is narrower than in the GATT, and in any event, may not cover the object of compensating for loss of competitive advantage.  
Energy standards

74. Many countries have developed energy standards that aim at reducing carbon emissions; several of these have been notified to the WTO.  The key WTO instrument governing these standards is the Agreement on Technical Barriers to Trade.  

75. The preamble of the TBT Agreement states the following:
Recognizing that no country should be prevented from taking measures necessary to ensure the quality of its exports, or for the protection of human, animal or plant life or health, of the environment or for the prevention of deceptive practices, at the levels it considers appropriate, subject to the requirement that they 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, and are otherwise in accordance with the provisions of this Agreement;  

76. Thereby, the TBT Agreement seeks to establish a balance between the ability of countries to establish standards and the desire to eliminate barriers to trade.

77. The TBT Agreement applies to a "document" that sets mandatory standards (referred to in the Agreement as "technical regulations") or voluntary standards (referred to as "standards") for products. Unlike the 1979 Agreement, the TBT Agreement covers not only the products themselves, but also the processes and production methods (PPMs), as these are explicitly included in the definitions of standards and technical regulations.  However, it remains in dispute precisely what PPMs are covered: those relating only to the product or also to non-product PPMs? An example of a product-related PPM is a requirement that recycled materials go into the product.  A non-product PPM example is a policy which requires that the process for making a product be energy efficient. 

78. The Agreement fosters the harmonisation of technical requirements by favouring the use of international standards. When a Member adopts or expects to adopt technical regulations for a product, it is required to participate, within the limits of its resources, in efforts to set international standards for that product.  If "relevant international standards" exist, then Members must use them as a basis for their technical regulations, unless these standards would be "ineffective or inappropriate means for the fulfilment of the legitimate objectives pursued".  Article 2.2 explicitly recognises the protection of human health or safety, animal, plant life or health, or the environment as legitimate objectives. A technical regulation for legitimate objectives that is based on international standards is "rebuttably presumed not to create an unnecessary obstacle to international trade". 

79. Members may, however, choose not to follow international standards. In that event, the TBT Agreement imposes both procedural and substantive requirements. The former are aimed at fostering transparency. Members must provide prior notice and opportunity to comment on draft regulations and must publish promptly final technical regulations.  They must also establish enquiry points to which other Members and interested parties may turn for information.  

80. At the substantive level, technical regulations and conformity assessment procedures must obey the MFN and national treatment obligations.  In addition, such regulations "shall not be more trade-restrictive than necessary to fulfil a legitimate objective, taking account of the risks non-fulfilment would create". 

81. The TBT Agreement applies only to central governments. A Code of Good Practice is annexed, to which non-governmental bodies establishing standards may adhere. Central governments are required to take reasonable measures to ensure that local government and non-governmental standardising bodies comply with the Code of Good Practice.  However, the extent to which the Code of Good Practice applies to voluntary ecolabelling programmes is still a matter of dispute.

82. All this suggests that using energy standards to implement the Kyoto Protocol may be a useful technique.  The TBT Agreement should influence the design of these standards, but ultimately would not seem to impact on their effectiveness.  The more these standards are harmonised, the more immune they will be from WTO challenge.  

83. It should also be noted that energy standards have been the subject of negotiations in the WTO on non-agricultural market access.  Several such non-tariff barriers have been officially notified, and include fuel efficiency standards for automobiles and energy efficiency measures.
  There is no consensus yet on these negotiations.    
Energy related labelling

84. One of the key market instruments aimed at enhancing environmentally positive behaviour is the use of labelling.  These can be applied in pursuit of Kyoto objectives, particularly those aimed at energy efficiency.  As labels can have a trade distorting effect, they have been the subjects of GATT/WTO disputes.  The first Tuna-Dolphin case upheld the voluntary ecolabelling scheme for "dolphin safe" tuna under GATT.  However, considerable controversy exists over the WTO compatibility of such labels with the TBT Agreement, on whether they issue from state programmes or from independent voluntary initiatives. A fundamental controversy is the extent to which the TBT Agreement actually covers voluntary independent labelling schemes. Assuming the TBT Agreement does apply, the Code of Good Practice attached to the TBT Agreement calls on central governments to take reasonable measures to ensure that independent standard setters comply with the TBT rules. However, so far it has not been determined what such measures might be. There have been no cases yet that decided the applicability of the TBT Agreement to ecolabelling schemes. However, the recent decision in Sardines
 is instructive in addressing how the TBT Agreement might be interpreted relating to such schemes, particularly on the applicability of international standards and burden of proof.

85. The implications from the Sardines case for the TBT Agreement and labelling are several. Firstly, the importance of international standards as set by Codex Alimentarius has been affirmed in the TBT context, as well as the obligation to base standards on established international standards. Secondly, it appears that the Appellate Body will not shy away from interpreting the content of these standards. Finally, it should be noted that the Sardines case concerned a mandatory regulation; a label based on a voluntary standard might not be subject to such stringent scrutiny, since the requirements for standards are less stringent than for regulations.

86. Although the TBT Agreement expresses a preference for international standards, if none exist, or those that do are considered unsatisfactory, there is still scope for countries to develop standards relating to ecolabelling. There is an ongoing debate in the WTO as to whether the TBT disciplines allow labelling for so-called "non-product PPMs", which are PPMs that are not detectable in the end product.
 From the perspective of exporting countries there are legitimate worries about labelling standards and regulations based on non-product PPMs creating unreasonable competitive disadvantages for some products. This is particularly so if these standards and regulations were developed in a non-transparent manner, without the participation of exporters, especially from developing countries, or entail high costs of producers from developing countries. 
Government procurement policies in support of the Kyoto Protocol

87. Kyoto Parties could, conceivably, use their public procurement policies to influence suppliers to act in a manner that conforms to the objectives of the Kyoto Protocol – e.g. are energy efficient.  The main WTO instrument governing public procurement is the plurilateral Agreement on Public Procurement.  Thus, by its very nature, the AGP does not cover all WTO Members,
 but its substantive scope is limited to monetary thresholds and country-specific Annexes.  

88. So far, in the literature, there has been a general discussion about whether sustainable development conditions could be added to public procurement tenders.  It would appear that the AGP does allow considerable flexibility to procurement authorities. The AGP allows national technical specifications to include marking or labelling requirement as applied to a product, service process or production method…” (Article VI(1)).  Although the use of particular labels appear to be frowned on, unless there is no sufficiently precise or intelligible way of describing a procurement requirement, where there is a reference to a particular “trademark, etc”,  the words “or equivalent” are to be included in the tender documentation.  However, it is also worth noting that the definitions of technical specifications and standards provided for in the footnote of Article VI.2 are the same as in the TBT Agreement – where there has been much discussion in the WTO about whether they cover “non-product related PPMs.  

89. WTO procurement rules rest on principles of non-discrimination against products deriving from parties to the AGP. In theory this could give rise to a WTO challenge to procurement policies covering only some countries (e.g. Kyoto Parties).  Another type of challenge may come from an AGP party that is closely aligned with a certification scheme that is not favoured by a national procurement policy. 

90. Finally, even if a procurement rule was found to be afoul of such a substantive provision, there is an exception for the protection of human, animal and plant life (Article XXIII).   As suggested by the jurisprudence around GATT Article XX, this may cover measures aimed at tackling climate change – having multilateral cover, through the Kyoto Protocol, could contribute to the defence of the measure.  
Emissions trading under the Kyoto Protocol

91. There seems to be general agreement among many, although not all, commentators that tradable emissions allowances are neither goods nor services, and therefore are not directly covered by the WTO.

92. However, there are some aspects of the emissions trading regime, which may bring in WTO aspects.   For example, it has been argued, but not universally accepted, that allocation of emissions permits that do not reflect their market value may be considered as subsidies under the terms of the WTO Subsidies Agreement.  This view is supported by the ruling the US Softwood Lumber case, which indicated that subsidies include in-kind transfer of resources that can be valued.  Indeed, the EU approach explicitly seeks to ensure that the allocations do not violate the EU rules on state aid.

93. There have also been arguments that the financial services provisions of the GATS may be applicable.
  For example, emissions allowances will inevitably have a financial value, and thereby might be considered a negotiable instrument under GATS – although this view is not universally shared.  Similarly, derivatives, such as contracts for future transactions, may also come under GATS.  Thus, countries with liberalised financial services sectors would not be able to limit the imports of these instruments, although it does not need to accord them any validity.  This may raise complexities when domestic emissions trading schemes link with some but not all other schemes.  
The Clean Development Mechanism 

94. Parties involved in CDM projects may face some issues relating to the GATS and TRIMS Agreement.  Both involve the extent to which host countries can determine who participates in such projects, and under what conditions.

95. For example, the GATS could become relevant for CDM projects involving services coming from more than one country, where the host country might seek to limit providers to those who come from Parties of the Protocol.  

96. In the case of TRIMS, there may be limits on the extent to which host countries can attach conditions relating to national development priorities, such as local content requirements.  For example, in the WTO case on Indonesia - Certain Measures Affecting the Automobile Industry
 a tax credit aimed at encouraging local manufacturing was held to be inconsistent with Article 2.1 of the TRIMS Agreement.  That provision requires the application of the GATT "national treatment" principle, such that encouraging local industry is not permitted. What is particularly striking is that the measure at issue in that case did not even require any specific action, but was an incentive for voluntary pursuit of a national objective.
  

97. Special provision made in the WTO for promoting biofuels may also become relevant, as some CDM projects are already aimed at increasing ethanol production.
  
Incentives to implement Kyoto through using the Generalised System of Tariff Preferences

98. For a number of years, the EU GSP programme has sought to create extra preferences for developing countries meeting certain environmental and social standards.  An earlier version of the programme was successfully challenged by India in the WTO, but the Appellate Body ruling suggested that such schemes based on differentiation would be permissible provided they involved equal access and objective criteria.  Accordingly the EU refined its approach.

99. The new scheme was the subject of the 2004 recent trade policy review of the EC, where a link to the Kyoto Protocol was made:
Q34. The EC is poised to launch a new trade-preference scheme aimed at giving duty-free access for about 7,200 product lines originating in smaller countries with vulnerable and poorly diversified economies. The new scheme, which is to take effect from January 2006, is geared towards developing countries that implement the Kyoto protocol and other international treaties on human rights, labour standards and the environment. In this regard, we would be interested in receiving further information about the new trade-preference scheme, as well as the EC views as to how it will ensure the scheme's full compliance with WTO's rules and regulations.
A: As stated in question 1, the new regime Thailand is referring to is the so-called future "GSP+". It will provide a positive discrimination (better preferential treatment) to those of the beneficiaries facing "special development needs". The beneficiaries that are both the most vulnerable ones on one hand, and that accept to pave the way for a more sustainable development on the other, have to face special burdens/costs, that may hampered their economic development. Because of this situation, the EC considers that it is fully in line with the WTO's ruling, which allows for any special treatment as far as they are based on "objective criteria" and are not discriminatory between countries being in the same conditions.

Final observations on Kyoto and trade rules
100. The discussion above raises several questions and possible ways forward. Fundamentally, it suggests that the extent of the potential problems varies according to the specific kind of measures, and that in many cases, the potential problems relate more to the design of a Kyoto trade measure than whether such measures is incompatible ab initio with the WTO.   In other words, there is little inherent legal conflict between the WTO and the FCCC, but care needs to be taken in both fora to ensure that particular measures conform to both regimes.  This involves clarifying WTO law, and Kyoto parties taking care to ensure that their policies and measures remain within those boundaries.  

101. Specifically, the paper suggests certain useful strategies that Parties to both the Kyoto Protocol and the WTO might wish to preserve to ensure conformity with the WTO.  For example, they could revive the expired carve out in the Subsidies Agreement that allows for subsidisation for environment purposes.  More generally, they could also continue to pursue win-win solutions in the WTO, such as improved market access for environmental goods and services, GSP-incentives, and the inclusion of climate-related considerations in their negotiations on tariff bindings.

102. There are a few areas where Kyoto Parties may wish to act.   Firstly, to enhance the information base, it would be useful for Parties to include trade impacts in their national reports.  Secondly, they could decide to establish international standards on energy efficiency.  Thirdly It would appear in the Parties interest for the Kyoto Protocol dispute settlement mechanism to become operational as soon as possible, so as to be able to handle disputes that might otherwise end up at the WTO.

103. Parties to the Protocol that are also WTO Members can take steps to help ensure that the current negotiations on the WTO/MEA relationship do not undermine the Kyoto Protocol.  They can either craft a formula for an expansive notion of “specific measures” that might include fiscal measures, but which also appropriate safeguards against economic protectionism.  Or, they can complete the current negotiations in a rather narrow fashion and set the stage for a more meaningful negotiation, perhaps outside the confines of WTO negotiating bodies.  Other important WTO negotiations include labelling and agriculture.  

104. Finally, it is worth emphasising that as the Protocol begins to implement its work programme on adaptation, a whole host of additional WTO related issues might arise relating to biodiversity conservation and land use, especially in the context of the agriculture negotiations.   This area needs further research.  
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